Ukraine will inevitably harm growth.
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Global geopolitical risks have soared since Russia's invasion of Ukraine. Investors, market participants, and policymakers expect that the war will exert a drag on the global economy while pushing up inflation, with a sharp increase in uncertainty and risks of severe adverse outcomes.2 As an example of these concerns, the April 2022 edition of the International Monetary Fund's World Economic Outlook contains more than 200 mentions of the word "war." Some economic effects are already materializing. The economies of Russia and Ukraine are contracting sharply as a direct result of the war and the sanctions imposed on Russia. Commodity markets are in turmoil and financial markets have been highly volatile since the start of the conflict. In light of these developments, a key question is: How much will geopolitical tensions weigh on economic activity in 2022 and beyond?
In this note, to answer this question, we first quantify the recent rise in geopolitical risks using two measures based on textual analysis: one focusing on newspapers articles, and another constructed from transcripts of firms' earnings calls. Armed with these numerical measures, we use an econometric model and recent data to provide empirical evidence on the global macroeconomic effects of movements in geopolitical risk.
Our main result suggests that the rise in geopolitical risks seen since the Russian invasion of Ukraine will have non-negligible macroeconomic effects in 2022. Relative to a no-war counterfactual, the model sees the war as reducing the level of global GDP about 1.5 percent and leading to a rise in global inflation of about 1.3 percentage points. The adverse effects of geopolitical risks in the model operate through lower consumer sentiment, higher commodity prices, and tighter financial conditions. Additionally, firm-level indicators suggest that a hit to the European economies will likely be greatest, especially in goods-producing industries.
Measurement of Geopolitical Risks
A key challenge to understanding and quantifying the effects of heightened geopolitical tensions pertains to their measurement. Our first measure is the Caldara-Iacoviello geopolitical risk (GPR) index, constructed using searches of newspaper articles that mention adverse geopolitical events and associated risks. The GPR index tracks references to wars, terrorist attacks, and any tensions among states and political actors that affects the course of international relations.3 The index starts in 1900 and is based on automated text searches of the Chicago Tribune, the New York Times, the Washington Post, and, for recent years, seven additional newspapers from the U.S., U.K., and Canada. Figure 1 plots the GPR index since 1970: spikes in the index are associated with wars, risks of war, and major terrorist events. Of note, the index spiked in the aftermath of the Russian invasion of Ukraine—in March 2022, readings of the index reached one of the highest values in the past 50 years, comparable with similar peaks during the Gulf and Iraq Wars.
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The two building blocks of the overall GPR index are the geopolitical threats (GPT) index, which captures concerns about scope, duration, and ramifications of geopolitical tensions and conflicts, and the geopolitical acts (GPA) index, which captures events such as the start and the actual unfolding of wars.4 As shown in the left panel of Figure 2, the GPT index, which surged between January and March, declined in April and May, consistent with the view that extreme outcomes of the war, such as direct involvement of more countries, are perhaps perceived as less likely. The GPA index also spiked in the aftermath of the invasion and is retracting, albeit more slowly.
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We complement information from the GPR index with a second, alternative measure of geopolitical risks constructed by searching the transcripts of the earnings call of globally listed firms for mentions of the Russian invasion of Ukraine.5 Concerns about the conflict have been pervasive in earnings conference calls across the globe, with 40 percent of all earnings calls held in April 2022 explicitly mentioning the conflict. As the right panel of Figure 2 shows, the geopolitical risk measure based on earnings calls shares very similar dynamics to the newspaper-based indexes, lending support to the notion that the newspaper-based GPR indexes are capturing information that is relevant to firms and investors.
Quantifying the Effects of Higher Geopolitical Risks on GDP and Inflation
Historically, periods of elevated geopolitical risks have been associated with sizable negative effects on global economic activity.6 Wars destroy human and physical capital, shift resources to less efficient uses, divert international trade and capital flows, and disrupt global supply chains. Additionally, changing perceptions about the range of outcomes of adverse geopolitical events may further weigh on economic activity by delaying firms' investment and hiring, eroding consumer confidence, and tightening financial conditions.
Our numerical measure of geopolitical risk allows us to quantify the effects of its recent spike on global economic activity. To this end, we estimate a structural vector autoregression (VAR) model and use the estimated model to quantify the effects over time of the recent spike in geopolitical tensions. The model includes monthly measures of world GDP, world inflation, global stock prices, real oil prices, the broad real dollar, commodity prices, global consumer confidence, and the geopolitical threats (GPT) and geopolitical acts (GPA) indexes.7 The VAR model uses data from January 1974 through April 2022 and includes three lags.8 We assume that changes in the GPT and GPA indexes drive all within-month fluctuations in the other economic variables, so that any contemporaneous correlation between geopolitical risks and financial variables, say, is assumed to reflect the effect of geopolitical risks on financial variables, rather than the other way around. But with a lag, each variable can affect all variables.
Figure 3 uses a historical decomposition of the estimated VAR results to simulate the effects over time on global GDP and inflation of the heightened geopolitical risks since January 2022. The rise in geopolitical risks observed thus far this year produce a drag on world GDP that builds throughout 2022, cumulating to a negative impact of around 1.7 percent on the level of global output. Similarly, the rise in geopolitical risks boosts prices, causing an increase in global inflation of 1.3 percentage points by the second half of 2022, after which the effects begin to subside.
How are geopolitical risks transmitted to the global economy? With various channels controlled for, the structural VAR estimates leave us well-positioned to answer this question. Figure 4 presents a more detailed picture of the way the global economy responds to a geopolitical risk shock. The effects of elevated geopolitical risks in 2022 are associated with declining consumer confidence and stock prices, factors that weaken aggregate demand. The exchange value of the dollar appreciates, in line with the evidence that spikes in global uncertainty and adverse risk sentiment can trigger flight-to-safety international capital flows (Forbes and Warnock, 2012). Commodity prices and oil prices increase, putting downward pressure on global activity and upward pressure on inflation.
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