
 Value at Risk and Earnings at Risk—Activities 1 

 

Copyright American Institute For Chartered Property Casualty Underwriters 

Activity 1 — Describing Correlation and Covariance Case Study 
 

A risk manager is deciding whether to add new sources of risk to his company’s 

portfolio. For each risk source being added, state whether the overall risk-return position 

will improve, why or why not. 
 

The new risk source has…. Answers 

1. A low positive correlation 

with other risk sources in the 

portfolio. 

 

 

 

 

 

 

 

 

 

 

2. No correlation with other risk 

sources in the portfolio. 

 

 

 

 

 

 

 

 

 

3. A negative correlation with 

other risk sources in the 

portfolio. 

 

 

 

 

 

 

 

 

 

4. A high positive correlation 

with other risk sources in the 

portfolio. 

 

 

 

 

 

 

 

 

 
 



 Value at Risk and Earnings at Risk—Activities 2 

 

Copyright American Institute For Chartered Property Casualty Underwriters 

Answers to Activity 1 — Describing Correlation and Covariance 
Case Study 

The new risk source has…. Answers 

1. A low positive correlation 

with other risk sources in the 

portfolio. 

Sources of risk that have a low positive correlation 

with other risk sources in the portfolio are generally 

good risk sources to add and improve the overall risk-

return position. This is because the portfolio will 

benefit from increased risk diversification with the 

exposure to risk from individual risk sources reduced. 

 

 

2. No correlation with other risk 

sources in the portfolio. 

Sources of risk that have no correlation with other 

risk sources in the portfolio are generally good risk 

sources to add and improve the overall risk-return 

position. This is because the portfolio will benefit 

from increased risk diversification with the exposure 

to risk from individual risk sources reduced. 

 

3. A negative correlation with 

other risk sources in the 

portfolio. 

Sources of risk that have a negative correlation with 

other risk sources in the portfolio are generally good 

risk sources to add and improve the overall risk-

return position. This is because the portfolio will 

benefit from increased risk diversification with the 

exposure to risk from individual risk sources reduced. 

 

4. A high positive correlation 

with other risk sources in the 

portfolio. 

Risk sources that have a high positive correlation 

with others in the portfolio often will not improve the 

organization’s risk-return position because there is 

little or no risk diversification and the additional 

expected return may not be high enough to justify the 

greater risk to the portfolio. 

 
 


