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Abstract 
Political risk insurance is one of the most effective political risk mitigation and management methods. PRI protects investor’s rights and assets against host governments’ actions or inactions. It also helps promote foreign trade and contribute to the economic development of emerging markets. The PRI market has been successfully operating since the foundation of the Berne Union in1934 despite the fact that political risk could be considered an uninsurable risk, as it violates the majority, if not all, of the principles of insurability. This study uses grounded theory (Glaser and Strauss, 1967) to uncover the different methods and strategies employed in the London PRI market for the underwriting of political risks. We show that the basis of decision-making and risk-pricing is still largely based on a face-to-face approach with such factors as trust, reputation and intuition playing an important role. This study contributes new insights into the area of political risk underwriting and reveals the unique methods applied to managing political risk in the London PRI market.    
Keywords: Political risk insurance (PRI), political risk, risk selection, pricing, grounded theory 
1. INTRODUCTION 
Many judgement and decision making activities are based on how individuals perceive certain risks and their affects (Fischhoff, et al., 1978; Alhakami and Slovic, 1993, Ganzach, 2001). Alhakami and Slovic (1993) in their study show that people’s judgements about a particular technology or an activity are based not only on what they think about it but also on how they feel about it. Risk perception is a function of individual and group beliefs, attitudes, judgements and feelings, as well as the wider social or cultural values and dispositions that people adopt, towards hazards and their benefits (Pennington and Hastie, 1993). Loewenstein et al.,(2001) argue that individuals can make better decisions if they take feelings into account along with anticipated outcomes and subjective probabilities of risky choices. Pahud de Mortanges and Allers (1996) survey twenty-three internationally-operating companies headquarter in the Netherlands with the purpose to reveal “which political aspects are regarded as important; how political risk is forecasted; and how political risk strategies are implemented and managed” (p. 304). Their findings show that surveyed Dutch companies tended to rely on subjective approaches like personal judgement and expert opinion when assessing political risk. One of the ways multinational companies can and do manage the consequences of political risk is through private insurance policies as well as government-backed insurance. The purpose of this article is to examine political risk assessment strategies from the political risk insurance supplier’s point of view. 
The article  provides background information on the phenomenon of political risk and the PRI business as well as reporting findings from grounded theory analysis that show the creative risk analysis and forecasting techniques utilised by political risk underwriters. It is a pioneering study in the field of PRI, which contributes new knowledge on the risk selection and pricing processes employed in the London PRI market. 
2. DEFINING POLITICAL RISK 
Political risk is neither straightforward nor transparent with many factors contributing to analytic uncertainty. A number of academics, as well as industry professionals, have attempted to define and assess political risk. One of the first definitions of political risk, which is still widely used in the field of risk literature, is offered by Root (1973). Root (1973) argues that political risk can be observed in three forms; transfer risk, operational risk and capital-control risk. Transfer risk occurs when a foreign investor is unable to convert local currency into hard currency, and/or is unable to transfer products and technology from a host country. Usually incidents of currency inconvertibility and fund transfer limitations occur due to national debt rescheduling or central bank restrictions. The second form of political risk is operational risk which arises from uncertainty around government actions, changes in policies or regulations as well as problematic administrative procedures. Investors are generally reluctant to operate in countries without transparent administrative political structures or where governments have unlimited power to undermine business success. For instance, high levels of corruption can be a heavy burden on multinational corporations and can result in substantial losses of profits. The third form of political risk is capital-control risk which can be seen as discrimination against foreign firms. This can take the form of government confiscation, expropriation, creeping expropriation or the nationalization
 of a foreign firms’ assets. 

Definitions of political risk vary with some taking a narrow view of the phenomenon and others adopting a more generalist position. Clark (1991) takes a specific approach and describes political risk as the non-diversifiable variations in a country’s ability to generate the net foreign exchange necessary to meet interest and principal payments on outstanding foreign debt. Robock and Simmonds (1976) focus on the business environment and the actors needed to generate the risk into account in defining political risk. They argue that political risk occurs when discontinuities appear in the business operating environment such as a change in ruling regime or the imposition of international economic sanctions on a host country. These distortions caused primarily by the host government’s actions or inactions are difficult to anticipate. While, Howell (2001) broadens the definition by stating that political risk is the possibility that political decisions or events of political or of societal origins in a host country will negatively affect the business climate. Khattab et al. (2007) extending this further, incorporate societal and legal risks into their definition of political risk. In summation, political risk is subject to political decision and therefore beyond the international investor’s control (Bennett, 2004). 
Political risk differs from conventional hazards as it is a two-sided risk, that is, it can result in both positive and negative outcomes and therefore belongs to a class of speculative risk (Robock, 1971; Buckley, 2004). In other words, governments have a power to help businesses as well as to undermine their successes. Terrorism risk, in contrast, is a one-sided risk with only the possibility of losses and hence it belongs to the fundamental risk class. Robock (1971) also distinguishes between ‘macro political risk’ where constraints are imposed on all foreign enterprises (e.g. Cuba in 1959-1960) and ‘micro political risk’ which affects only selected fields of business activity or foreign enterprises with specific characteristics. However, there is one consensus, which is common to all political risk definitions, and that is unwanted consequences of political activity (Korbin, 1979; Pahud de Mortanges and Allers, 1996).   
3. POLITICAL RISK INSURANCE 
PRI provides coverage against political risk perils. Underwriters, generally, limit their political risk definition to the perils covered by the PRI policy. As one underwriter explained: 

Political risks for us are the perils that we insure such as: expropriation, confiscation, political violence, currency inconvertibility and the wrong calling of guarantees.

As seen from the interview extract above, underwriters use discrete events in defining political risk (e.g., currency inconvertibility or expropriation) in comparison with academic definitions, which tend to incorporate broader descriptions such as business environment and/or societal parameters. The difference between academic and industry definitions of political risk can be attributed to a need to remove ambiguity in the PRI policy. However, political risk underwriters when assessing loss probabilities and forecasting political risks move beyond purely legal definitions and use more broadly based academic frameworks.      
PRI can be obtained from public insurers, both national and multilateral institutions (e.g., World Bank’s Multilateral Investment Guarantee Agency (MIGA) which is one of the largest PRI providers), and from private insurers and reinsurers (e.g., ACE, ZURICH Re, Beazley, HISCOX, Sovereign, etc.). The risks covered under PRI policies generally fall under four categories;  
· Currency Inconvertibility coverage protects investors in the event that local currency cannot be converted into hard currency and/or that investors are restricted in transferring funds from a host country (e.g. imposed fund transfer restrictions due to interruption of scheduled interest payments).

· Confiscation, Expropriation, and Nationalization coverage protects companies against losses caused by various acts of expropriation such as confiscation of plant, property, equipment or funds.

· Breach of Contract protects against losses occurring from host country government’s breach or repudiation of a contract. 

· Political Violence coverage protects losses due to war, revolution, insurrection or civil strife and are usually limited to “politically motivated” acts of violence. 

However, there are several factors limiting the use and availability of PRI. From the PRI buyers’ perspective, PRI policies are relatively expensive. In addition, PRI policy wordings have to be tailored to suit each individual insured’s needs. From the sellers’ perspective, there is a limited market capacity available to cover PRI exposures.

Interestingly, political risks violate a majority, if not all, the assumptions that underlie statistical/actuarial pricing models in insurance. Political risk exposure units are not homogeneous, that is, the frequency of a loss and severity of a loss are idiosyncratic for every insured, moreover, the nature of political risk is very volatile and unpredictable. The Overseas Private Investment Corporation (OPIC) insurance claims history can be used to illustrate the changing nature of political risk (see figure 1)
. In addition, the loss event in some cases is not definite or objective. In other words, there are times when it is not clear if the host government’s actions or inactions are deliberately targeted towards a particular insured or if it affected every investor in the host country (e.g. was it a non-discriminatory act and, if not, was this loss covered and should the PRI provider be considered liable for that loss). It is important to note that commercial risks, like changes in production, material prices, and interest rates, do not constitute political risk. The next section discusses the research design used in this study. 
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	Figure 1. The Overseas Private Investment Corporation (OPIC) insurance claims experience throughout 1966 to 2009.


4. RESEARCH DESIGN 
This study was carried out during 2009 – 2010 using access to political risk insurance companies from both the Lloyd’s market and London Company market as well as two leading political risk broking houses. The names of the companies and participants are kept anonymous due to the competitive nature of the PRI market. The London PRI market is a niche market where the total population of the PRI community (including both PR underwriters and PR brokers) is less than two hundred. Table 1 provides a summary of study participants and identifies an area of expertise with some interviewees having an expertise on both the political risk underwriting and broking sides. The London PRI market was selected as a research site for two main reasons: firstly, it has a reputation as a leading market for PRI; and secondly, it is one of the largest PRI markets. 
	TABLE I. Number of interviews conducted at the London PRI market and the position of the interviewees 

	Participant
	Area of expertise
	Number of interviews

	Participant 1 
	Underwriter
	1

	Participant 2
	Underwriter
	1

	Participant 3
	Junior Underwriter
	1

	Participant 4
	Risk Analyst
	1

	Participant 5
	Underwriter
	1

	Participant 6 
	Junior Underwriter
	1

	Participant 7
	Underwriter
	1

	Participant 8
	Underwriter
	1

	Participant 9
	Broker
	2

	Participant 10  
	Underwriter/Broker
	1

	Participant 11 
	Underwriter/Broker
	1

	Participant 12
	Broker/Underwriter
	1

	Participant 13
	Underwriter
	1


The research approach adopted in this study is based on grounded theory methodology (Glaser and Strauss. 1967; Charmaz, 1983; Strauss and Corbin, 1990). This method is well suited to those domains that are undertheorised in that it allows the researcher to identify the types of thinking/behaviour sets that drive decision making in a particular field. Given the lack of integrated theory in the risk and insurance literature regarding PRI and political risk underwriting, an inductive approach that allows theory to emerge from empirical data/research was the most appropriate. Grounded theory research design is particularly suited for this study for a number of reasons. Firstly, it has a set of established guidelines both for conducting research and for interpreting the data when delving into unknown research territory which is a case for PRI underwriting. There have been no qualitative studies carried out in the field of PRI. Secondly, grounded theory is particularly suitable for its application to the study of human behaviour. Human nature plays an increasingly important role in PRI market in two ways: (I) political risk is essentially a socio-political phenomenon; and (II) London PRI market is a physical market where business activities are conducted in face-to-face fashion which adds a dimension of human interdependence to the underwriting process. 
4.1  Data Collection 

For the purpose of this study a variety of “engaged” data gathering methods were employed involving semi-structured and unstructured interviews that were supplemented by documentation reviews, observations and informal discussions. Fourteen interviews were conducted each lasting an average of an hour. The sources were not selected randomly and were chosen carefully to ensure that they were true representatives of the research domain. 

The interviews were focused on understanding the political risk underwriting process through the lens of both the underwriter and the broker and their perception of the changes in underwriting practices over time. All interviews were taped, transcribed and subsequently analysed in accordance with the guidelines of grounded theory methodology. Detailed notes were taken during the interviews. In addition, some of the study participants agreed to provide documentation on policy wordings, internal presentations on political risk business and other relevant press that were subsequently included into data analysis. Observations were carried out in Lloyd’s insurance market where underwriters agreed to be studied while doing business as normal at a Lloyd’s box. Such grounded theory studies are often used in system development, organizational culture, marketing, consumer behaviour, social sciences as a method to explore and understand the research phenomenon within a particular context (Tversky and Kahneman, 1973).  
4.2 Data Analysis

Analysis of the qualitative data involved a number of cycles of data collection, coding, analysis, writing, design, and theoretical categorization. The concepts that emerged from the empirical findings were constantly compared and contrasted. As new data was added and analysis progressed some concepts were reorganised under different labels. The size of a sample was determined by the ‘theoretical saturation’ of categories i.e. the data collection process was carried out until the point where new cases yield no ‘additional information’ (Glaser and Strauss, 1967; Strauss and Corbin, 1990). Glaser and Strauss (1967, p. 45) define theoretical sampling as follows: 
“A process of data collection for generating theory whereby the analyst jointly collects, codes, and analyses his data and decides what data to collect next and where to find them, in order to develop his theory as it emerges. This process of data collection is controlled by the emerging theory in other words rather than by the need for demographic ‘representativeness,’ or simply lack of ‘additional information’ from new cases” 
The resulting theories were developed inductively from data rather than tested by data. In other words, categories and concepts emerged from data and were not imposed a priori upon it. Table 2 provides an illustration of examples of categories and concepts as implied by the empirical findings. The categories and concepts helped to explain the process of risk selection in London PRI market. It is a pioneering study and no claim is made that categories and concepts are complete and comprehensive.
	
	TABLE 2. Risk selection in political risk insurance: categories, concepts and field data  

	
	
	Categories 
	Concepts: examples  
	Field data from interview notes: examples 
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	Country 
	Political stability 
	Participant 5: Whether someone is a dictatorship, or democracy, a monarchy, has its own dynamics. But from our point of view, the thing we’re looking for is stability if we know it is bad but it is stably bad we can price it. If it is very volatile that is very difficult.

	
	
	
	Legal environment
	Participant 1: What is the legal setup in the country? How easy is to defend against expropriation? Whether or not they are signed up to ICSID convention, you know, arbitration and all that kind of thing. Which can be very important and it gives you an idea of the attitude of the country.

	
	

	
	
	Client  
	Company financials 
	Participant 6: So insured are crucial both in terms of their experience and their financial strength. As we talked earlier if they are short of money that limits their options. It means it is harder for them to get out of the trouble or to deal with the problem proactively.


	
	Heuristics 
	Memorability 
	Participant 10: You never forget your basics - the world always finds an excuse why he should do something. And that is where you have to be careful. Argentina is a great example. Argentina has gone nowhere in the last 9 years. It hadn’t really dealt with its foreign debt at all and it dealt with it very badly and yet you have banks flooding in there again doing money. On what basis?

	
	
	Reputation 
	Participant 3:  From the contract frustration risk point of view, you know, not paying on your loan or whatever… Or not meeting oil delivery… Reputation is a massive factor.


5. RESULTS 
The data from this research revealed that political risk underwriting in the London PRI market involves both judgemental and scientific elements. Political risk underwriters use explicit and implicit risk selection criteria. Explicit risk selection factors are risk properties that can be directly observed, measured and communicated from one individual to another, in contrast to implicit risk factors that are abstract and intangible risk attributes, such as reputation and trust. Furthermore, underwriters reveal that they employ one of three approaches to pricing of political risk; rational, financial economic and combined methods. 
This section is organised into two parts. The first part discusses the risk selection model as employed by political risk underwriters and the second part outlines the pricing methods which are used in the London PRI market.    
5.1 Risk Selection 

The findings using grounded theory analysis reveal that political risk underwriters employ a two-level model for selecting the risks for a portfolio of political risks (see Figure 2). Underwriters use both explicit and implicit risk selection criteria. The explicit risk selection factors can be obtained from an insurance application as well as other sources available to a political underwriter (e.g., news, rating and intelligence agencies). In contrast, the implicit selection factors are intangible attributes, feelings and taken for granted realities that are gathered through the years of underwriting experience and/or apprenticeship. A risk, if it is to be insured, has to satisfy both explicit and implicit risk selection criteria. 

5.1.1 Implicit Risk Selection Criteria
The first level of the political risk selection model is a series of implicit risk selection factors that consists of intuition, heuristics, reputation and trust. Political risk underwriters, more often than not, have to make underwriting decisions under uncertainty or with incomplete information. The risks being underwritten in the PRI market are frequently unique with no historical data available on the loss experience. In cases of uncertainty surrounding particular risks, underwriters tend to employ memorability, imaginability and similarity as cues for subjective probability. This is in line with Tversky and Kahneman’s (1973) theory of availability heuristics. Thus, for unique and uncommon political risks underwriters evaluate the probability of a possible loss through the ease with which occurrences of similar events can be brought to mind or envisaged. A particular risk is considered to be higher if the instances of a loss from a similar risk can be recalled or imagined.
Political risk underwriters use their intuition in the risk selection process. This finding supports the argument by Slovic et al (2004) that risk in the modern world is dealt with in three ways; risk as feelings, risk as analysis and risk as politics. Risk as feelings refers to intuitive, instinctive reactions to hazards. It is difficult to say with great precision what constitutes underwriter’s intuition. It is a combination of personal and professional experiences and taken for granted assumptions. As one underwriter explained his risk selection criteria for a portfolio of risks: 

Participant 6: There is no matrix. Which in some ways is good, because the next step from there is having a computer to do my job. But actually the personal sort of being objective about the risk being written, being realistic. A lot of this is gut feel. Actually the more informed you are the harder you work to make sure you know what is going on. But at the end of the day humans have evolved - a sort of gut feeling - a sixth sense – when some things aren’t right.

Intuition is closely related to the third implicit risk selection factor which is trust. Informal trust relationships are both widespread and important in the London PRI market, these include underwriter-broker, underwriter-client and underwriter-underwriter trust and power balance interrelations. Political risk underwriters, generally, feel more comfortable accepting a risk if they can trust a broker. Trust is earned through shared experience on both professional and social levels. For example, when a PR underwriter was asked whether he would work with any PR broker, he replied:
Participant 5: No, with our core brokers. Because we know them very well and they know us on social and professional basis. And we understand the risk and they understand the risk. You know, they have to represent their clients but you still can have a straightforward conversation. And I suppose, at the end of a day, you have brokers you trust and you have brokers you don’t.

In imperfect information markets, where a political risk broker knows more details about the risk to be insured than a political risk underwriter does, trust plays an important role in reducing the adverse selection
 problem. In other words, if the trust was earned through the shared experience of past dealings. A broker may have proven to have essential technical skills and so an underwriter perceives the broker to be more honest and scrupulous about the risk and thus, less likely to promote a poor risk.     
Reputation is the fourth implicit risk selection criteria. All study participants expressed that client’s reputation was an important factor in considering a risk for a portfolio of political risks. A client’s strong financial position, positive character and behaviour results in a good reputation which implies a reduced probability of a loss. This relates to Quinn’s (1998) findings in the context of medical help insurance where the presence of a potential reputation loss lessens the moral hazard
 and this in turn allows insurance companies to adopt community rating without fear that the physician will behave in a more risky way. In summation, these four factors heuristics, intuition, trust and reputation, are important in the political risk selection process as they help underwriters to manage problems arising from adverse selection and moral hazard. 

5.1.2 Explicit Risk Selection Criteria
The second level of the political risk selection model is explicit risk selection criteria, which consists of country, client, industry and policy factors. As in any other insurance business lines these factors are used to classify risks into different risk categories (e.g., low risk vs. high risk). Generally, PRI providers have established underwriting criteria that provide guidance on those risks that can and cannot be accepted for a portfolio of political risks, as well as stating the maximum amounts of capital that they can commit to any one risk, industry, country, etc. The rationale behind the risk selection criteria is that the riskiness of a political risk portfolio is controlled and the threat to an insurer’s survival is reduced. A typical explicit risk selection criteria would include:

· Country - some host counties are perceived to be of a higher risk depending on their political, economic and legal environment.  
· Industry ​- according to grounded theory analysis, underwriters perceive a class of business to be of a higher risk if it operates in a sector that is seen to be vital or strategically important to the host country (e.g., power and extractive sectors).

· Client – strong financial status and experience would imply that an applicant is better equipped to deal with issues arising from the host government’s actions or inactions, which can prevent a loss arising. 
· Policy factors  - limit desired by the client, recovery option and tenor
. For example, if there is recovery option a risk is perceived to be relatively lower.  
When a risk is presented to a political risk underwriter it has to firstly satisfy the implicit risk selection criteria and secondly, it has to meet the explicit criteria. If it is acceptable on both levels then the risk is considered to be a good fit for a portfolio of political risks. 
5.2 Pricing 
There is no universally agreed pricing solution for catastrophe insurance (Ayling, 1984; Cummins, 1991). According to our grounded theory analysis, political risk underwriters employ the rational approach (e.g., based on a combination of personal experience and available information) or the financial economic approach to pricing (e.g., based on financial and economic laws) in order to arrive at a premium rate that is acceptable. In some cases, a combined approach to pricing is adopted where both the financial economic approach and the rational approach are incorporated into the pricing of specific deals (See Figure 3). Transactions take place only if the parties involved think they will benefit from contract acceptance based on basic economic law. Non-life actuarial rating methods are largely unused in the London PRI market due to the fact that the actuarial approach requires plentiful claims experience as well as requiring the insureds and the applicants for insurance to be somewhat homogeneous. The PRI business does not meet this description. The phenomenon of political risks, generally, cannot be explained using statistical methods due to the lack of historical data as well as its volatile nature.
5.2.1 Pricing Principles
In the London PRI market, political risks are priced in line with the insurance pricing principles of equity, adequateness and reasonableness, according to our analysis. These principles can be summarised as follows:

· Equity principle orders that no unfair subsidization exists of any class of insureds by any other class of insureds;

· Adequateness principle states that PRI premiums must be adequate to cover the benefits signed under the company’s insurance products;   

· Reasonableness principle advises that premiums should not be excessive for competitive reasons. 
The insurance pricing principles are commonly used in the majority, if not all of, insurance business lines such as property and liability insurance or life insurance (2000). Thus, political risk insurers obey the same pricing rules as the rest of the insurance sector. However, their pricing methods differ significantly within the scope of pricing principles and objectives. In other words, the principles determine the rules of pricing, but it is up to the underwriters and their managers to decide what pricing methods and models should be employed in the pricing process. 
5.2.2 Rational, Financial Economic and Combined Approaches to Pricing 
The rational approach to pricing is one of the oldest pricing methods used in the London PRI market. This approach involves a high degree of human judgement and bargaining. Political risk underwriters resort to the rational approach to pricing where adequate information for a more scientific approach is not available. When a senior PR broker was asked how the London PRI market calculates rates for political risks, he explained: 

Participant 9: When the underwriter gives a rate, what is it based on? Their experience, their intuition, their knowledge, what that risk historically paid. Their judgement about: `well okay that is the same as last year, but it is the worst risk.` Now, ours is not the only market that operates like that. For the whole area of large and complex risks a lot of rating is not actuarial based. The example I always use is, you know, the first time they’ve put oil rigs in the North Sea which was in the 70s. That was all underwritten in the wholesale market for large and complex risks. What was the right rate? Who knows? So eventually, the underwriter says `well I’ll do it for 3% and we’ll see how it goes` and client agrees to pay 3% and that is the rate. 
In situations where there is little historical data on a particular risk to be underwritten, underwriters use a number of benchmarking tools to assess the level of risk and to price it accordingly. The most common benchmarking tools are Credit Default Swap (CDS) prices and Sovereign bond ratings which can be employed to derive rating bands for particular exposures.  
The political risk phenomenon is not straightforward as it incorporates political, economic and socio-cultural factors and is linked into financial markets and the overall economy more than other types of insurance such as property and liability or terrorism risk. The second approach to pricing that political risk underwriters employ is the financial economic approach, which is mainly determined by the complex set of supply and demand, cost of capital and risk/reward concepts. As one underwriter explained: 
Participant 4: The model that we use is divided into four areas. Domestic economic environment - we look at inflation and domestic interest rates. External account - How do they get hard currency? How much do they have? Is their currency free floating? Is it open to a speculative attack? Is it pegged? What supports that peg? That comes with the economics. Then we get into the area which is much more focused on political stability, demographics. The final part is how acknowledged is privatization? What’s the corporate governance like? What’s the commercial banking environment? Do they have domestic credit markets? Do they have domestic capital markets? How efficient is the banking system? We measure all those things on the systemic level. It is a matrix, which gives the guidance framework that would be fair in relation to a particular peril in a particular country.
Grounded theory analysis suggests that the London PRI market is moving towards more scientific pricing approach. However, some of the pricing methods are still in their infancy and there is a need for more precise political risk pricing methods.       
The third approach to pricing combines the elements of the rational approach and the financial economic approach to pricing. In other words, an underwriter might derive the rate separately using the financial economic approach and then using the rational approach. These two rates can be used as the upper and the lower boundaries to pricing for that particular risk. Ultimately, an underwriter’s decision is guided by survival and stability as well as the profit objective. A leading underwriter explained the rationale behind the combined approach, as follows:  

Participant 7: And the fact is when there is one model fitting 160 countries that we run through it its not going be perfect for every risk. So you still have to have a human being, an analyst interpreting what’s coming out of that model and adjusting to the specific circumstance of a country to make sure we’re accurately relying on model’s estimates in those circumstances. And at the end the of the day it’s still a human decision. Just because the model generated an E rating that does not mean that we wont write anything in that particular country… A lot of human judgement is involved. 

In summation, the spread of risk, by the mechanics of the PRI contract placement procedure, provides a means of sharing not only losses but also under-and-over pricing. An average rate on the PRI portfolio should ideally satisfy both stability and survival requirements as well as to meet a profit objective, which is inbuilt in every profit seeking organization. No claim is made here that the market pricing methods discussed above are the only methods employed by the PRI market or that they are universal. However, we do provide new insights into the pricing techniques being employed in the London PRI market. 
6. CONCLUSION
This paper discusses the two-level risk selection model which is adopted by the London PRI market. This model was arrived at using grounded theory analysis and has not been considered in the risk and insurance literature prior to this study. PR underwriters evaluate a risk on two levels, explicit and implicit, and the risk is said to be acceptable for a portfolio of risks if it satisfies both criteria. Factors like trust, reputation and intuition are negligible in the property or life insurance markets since these markets can be effectively analysed using actuarial methods. PRI market is different in this regard, due to the nature of political risk phenomenon, it requires risks to be assessed using conventional analysis tools, feelings as well as taking into account the wider social and political constructs. The paper outlines the pricing approaches used in the market which, to date, have received little attention from academics and regulators alike. Overall, the contribution made here provides outsiders with an understanding of decision-making in the London PRI market. 
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Figure 2. Implicit and explicit risk selection criteria in the London PRI market
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Figure 3. Political risk pricing framework 











� Confiscation is subtraction of private asset by a host government for public use without compensation. Expropriation is a confiscation of private asset by a host government for public use with compensation. Creeping expropriation is series of events (i.e. discriminatory taxes, regulation, changes in law) taken by a host government in order to seize investor’s rights. Nationalization is a takeover of foreign companies at a larger scale initiated by a host government; an action opposite to privatization.


� OPIC’s claim history was used in this study to illustrate the changing nature of political risk due to the fact that loss data from the London PRI market was unavailable. Whilst risks underwritten by the public PRI providers do differ slightly from those underwritten by the private PRI providers, nevertheless, OPIC’s claim history is a good example of a volatile nature of political risk.   


� Adverse selection – the risks that are more likely to have losses are the most likely to buy and maintain insurance.


� Moral hazard – character, actions and habits of insureds that influence the possibility and extent of a loss.


� Tenor - the term of a political risk insurance contract.
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