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Geopolitical Events and Inflation

Adverse geopolitical events often associated with inflation through a variety
of channels (public spending, money creation, inefficient use of resources)
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Other bankers, speaking at the
meeting, said that unwise laws im-
pair the efficiency of industry at a
time when the nation should be
using every economic¢ means 10 make
itself secure. They termed the gov-
ernment’s cheap money policy a fail-
ure and said interest rales now are
heading upward.
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Introduction

@ What is the relationship between adverse geopolitical events (GPR)
and inflation?

@ Unclear from a theoretical standpoint:

» Adverse supply effects (71 1)
> Monetary & fiscal policy (7t 1)

» Adverse demand effects, uncertainty (77 )

@ We use 120 years of data and various empirical techniques to examine
the historical association between higher GPR and inflation.
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Main Finding: Geopolitical Risks Raise Inflation
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Global Inflation is a GDP-weighted aggregate of inflation in 44 countries. Geopolitical Risk is indexed to 100 in the 1900-2019
period. Inflation winsorized at 97.5 percentile in each country.



Data & GPR Indexes
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The Geopolitical Risk Index
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Charts of the GPR Index

Charts of the country-specific indexes can be found here.
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Monthly Historical Geopolitical Risk, indexed to 100 in the 1900-2019 period. Last observation is for December 2023.
GPR available at https://www.matteoiacoviello.com/gpr.htm
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Country-Specific GPR & Inflation

@ GPR-related articles also covering country in question.
@ High country-GPR correlated with higher inflation at the country level.
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Annual Country-Specific Geopolitical Risk (Standardized) and Annual Inflation. Last observation is 2022. Inflation winsorized at
97.5 percentile.
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Geopolitical Risks in the Korean Peninsula

Geopolitical Risks in the Korean Peninsula
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Sources: Caldara & lacoviello (2022); Jung, Lee, Lee (2021) "The Impact of Geopolitical Risk on Stock Returns: Evidence from
Inter-Korea Geopolitics”.
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Bivariate Panel VAR: GPR and Inflation

@ Annual, 1900-2022, 43 countries
@ Start with two-variable model to maximize number of observations

Result: Increases in GPR raise inflation
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9-variable Panel VAR: Inspecting Transmission

@ Following increase in country-specific GPR...
@ ... Decline in international trade, supply disruptions
@ ... Public spending, debt and money supply increase
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Panel VAR: Counterfactual

@ Does inflation rise because of demand or supply forces?
@ Keeping shortages and trade unchanged, smaller inflation rise.
@ Absent higher spending, smaller inflation rise, and larger activity drop.
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Allowing for Country Heterogeneity

Predictive regressions allowing for heterogeneous country responses.

@ Response of 71 varies across countries: mostly positive.

@ Response of 7 lines up in the cross-section with responses of GDP(-),
mil. spending (+), money (+), trade (-).
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5. RU-UK War
[ o)

Russia-Ukraine War Scenario: Global Effects
Geopolitical Shocks Observed between Jan and Apr '22
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Russia-Ukraine War Scenario: Transmission
Geopolitical Shocks Observed between Jan and Apr '22
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