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Abstract

We study the asset pricing implications of geopolitical tensions using nearly 100 years of data. Leveraging widely adopted news-based geopolitical risk indices, we find that geopolitical threats
(GPT) and acts (GPA) have markedly different effects. GPT aligns closely with geopolitical risk perceptions and decisions of investors and firms. Consequently, GPT is priced across individual
US stocks, equity anomalies, international equity and bond indices, and it forecasts country-level equity premia. In contrast, GPA exhibits weaker and less stable links to the beliefs and decisions of
investors and firms as well as to variation in risk premia across assets and over time. Importantly, our results are incremental to existing news-based indices of macro-financial uncertainty. Overall,
our findings underscore the importance of forward-looking measures like GPT for understanding how news-based uncertainty affects investment decisions and asset prices.

Motivations

Geopolitical Risk Premia

In forward-looking markets, different dynamics and risk premia effects: Beta HML Portfolios Constructed from Single Stocks
Realized Events (“acts”) vs E[Future Events] (“threats”)

INDEX = | GPT GPA GPR WAR EPU EMV TPU RUI MUI FUI

WWIl begins Cuban Missie Crici Beta on Mimickin Fact 0.11 0.03 0.09 -0.03 0.22 0.10 004 090 140  1.18

eta on 11mic. lng actor
Germany 3.14]  [1.02]  [3.04]  [0.24] [11.3]  [6.58]  [1.41] [3.64] [5.25]  [4.04]

Czechoslovak D-Day

N . Berlin Crisis Risk Promium (% 417 1.69 2.71 1.22 2.99 068  -049 256 239 240
i 41 Partial Nuclear ke Promium (%) 2.85 0.98 1.65 0.87 1.42 0.40 0.30] [1.36]  [1.22]  [1.05
285 || 098 | [L6s) (087 (142 [0.40) [030] [136] [122]  [L0]
sgamen _ (PRED 4.84 1.18 3.06 9241 “1.08 0.15 112 026  -011  -0.42

21 ABt:rr:tl)cS CAPM Alpha (%)
3.23 | [0.72] | [1.90]  [1.61]  [-0.59]  [0.09] [-0.65] [0.15] [0.06] [-0.20]
“ e 2 ICAPM Alpha (%) 4.21 0.93 2.98 1.48 0.45 127 -123 118 099  0.62

A pna 0
2 \ 2.91] | (053 | [1.38]  [0.97]  [0.25] [-0.86] [-0.72] [0.88]  [0.66]  [0.27]
V/ CPT Al | INDEX 3.34 2.05 2.82 4.25 4.04 327 289 286  2.93

pha w.r.
0- IA’V 0 2.61] (259 | [2.17]  [3.12]  [2.80]  [2.09] [1.82]  [1.93]  [1.96]
v
INDEX Al et 037 -1.00 | -0.68 315  -037  0.13 178 141 145
y g y y y y y y y pha w.r.

1938 1940 1942 1944 1946 1961 1962 1963 1964 025 [121) | [0s0] (125  [020]  [008 [098] [077] [0.66

Geopolitical tensions are infrequent and cluster over time: Need long sample

Realized GPT Risk Premia on a Rolling Window

_ HML Quintile Portfolios Sorted on 3%FT (1930-2024)
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GPT (unlike GPA) is linked to subjective assessments of geopolitical risk:
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— Method: Fama and MacBeth (1973) regressions
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— Data: Jorda et al. (2019) dataset, annual returns for 1930-2020 on 16 developed countries
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— Method: Panel Regressions with Country Fixed Effects

— Data: Jorda et al. (2019) dataset, annual returns for 1927-2019 on 16 developed countries
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The effect strengthening during periods of high GPR

VS : Firms = Overreaction to geopolitical threats mechanism X

— 1 GPT — P declines too much — equities become underpriced

GPT (unlike GPA) is linked to Firm Investment:

= Non-linear market risk mechanism X
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