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GEOPOLITICAL RISKS AND THE BANKING SECTOR

Szabolcs Grébel - Tamds Pesuth’

ABSTRACT

Geopolitical risks have come into the foreground recently as their effects on mac-
roeconomy are analysed. This said, the banking sector is key due to its embed-
dedness in the economy and because risk management is an important part of the
stability of financial systems. Banking regulations have quantified different types
of risks over the past decades, but several types of risks can be considered in the
model side by side with economic changes. One experiences the highest number
of obstacles in preparing for risks that, one the one hand, are difficult to measure
and, on the other hand, occur relatively infrequently but may exert a major im-
pact on individual businesses or for the whole economy. Geopolitical risks belong
to that group. In this paper, we survey the most significant geopolitical risks of the
modern age and examine the corporate reports of banks in the US, Europe, and
Asia to analyse the occurrence of terms relating to geopolitics. Then, we attempt
to build an index which can help compare the regions more. Risk indexes have
been on the rise recently following the conflicts of the past years. The risk index
formed from corporate reports also correlates with geopolitical indexes found in
other types of the literature.

JEL codes: Gio, G21, G28

Keywords: geopolitics, banking sector, risks, banking regulation

1 INTRODUCTION

The objective of this paper is to point out how geopolitical risks have become
increasingly emphatic for businesses over the past years. A proof of that is the
frequent appearance of terms related to geopolitical risks in corporate reports.
Geopolitical risks may have financial consequences, as different events exercise
both direct and indirect impact on different industries, while worsening mac-
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roeconomic outlooks or damages to supplier chains, for instance, influence the
profitability of companies. In the banking sector, such effects can be seen in pro-
visioning. Also, credit loss might be higher if a bank has exposure in a region
where risks are higher. Although the Basel regulations do not cover geopolitical
risks, taking them into consideration may be important for bank management
- in addition to regulatory requirements - both in the event of acquisitions and
at setting provisioning levels. In our analysis, we are trying to call attention to
potential extra risks of the recent past, underlining their geopolitical factors and
focusing on the methodology of risk measurement used so far. The core issue of
the paper is how geopolitical risks can be measured or even detected by different
businesses. The question is whether one can establish an index to characterise
geopolitical risks and how that index will relate to / move together with other
indexes measuring geopolitical risks.

1.1 Geopolitical risks

Geopolitical risks are nothing new, but recent events have shed more light on
them. A reference to geopolitical risks already appeared in the ECB 2007 Finan-
cial Stability Review, but — analysing the context - it is clear the reference was
only made to the impact of geopolitical tension on raw materials. It is not sur-
prising as geopolitics has been a factor impacting the price of oil and other raw
materials. The 2009 Financial Stability Review, for instance, makes no reference
to geopolitical risks. However, the latest ECB Financial Stability Review also deals
with the impact of geopolitical risks on macroeconomy and the global economy,
emphasising geopolitical risks. Further, it presents a chart of a geopolitical risk
index (Caldara and Iacoviello, 2022). Currently, ECB does not only mention the
impact on raw materials but also on the money and capital markets. The volatil-
ity of capital markets seen over the past years is a proof that markets, and hence
investors, respond to geopolitical risks increasingly sensitively. Referring to the
definition offered by ECB in the context of financial stability, the identification of
relevant risks is important to maintain financial stability and the part played by
geopolitics in it has been emphatic.

The 2023 EBA stress test also mentions geopolitical risks as different scenarios are
introduced as a factor exerting an adverse effect on global economic growth and
inflation. In the stress test, side by side with country-specific factors, the differ-
ences of individual economic sectors have also been considered. The Corona virus
pandemic and war conflicts have had different impact on different sectors, mostly
on energy intensive ones, which was considered by the EBA for its latest stress test
in 2023 (EBA, 2023).
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At the beginning of our study, the definition of geopolitical risks must be provid-
ed. There is no uniform definition in the literature, or the term geopolitical risk
is merely used with reference to the dangers of war conflicts.? On the other hand,
you can find the following definition in the Cambridge dictionary, “Geopolitics is
the study of how a country’s geography, location, terrain, etc., affect its power and
its relations with other countries”. Foster (2006) and Dijkink (2009) made similar
statements regarding the definition of geopolitics.

However, capital markets are affected by the risk of actual events occurring, so if
you want to explore geopolitical risk indexes, you must assess geopolitical risks
as they are linked to certain events. Thus, one can define geopolitical risks as
the increase of the probability or the occurrence of war conflicts. Caldara and
Tacoviello (2022) use the same approach in how they define geopolitical risks. The
interpretation of geopolitical risks lead you to a potential methodology of meas-
uring geopolitical risks.

1.2 How to define financial stability?

Financial stability is the state of a financial system (including financial media-
tors, markets, market infrastructure) that is able to withstand different shocks or
imbalances that are large enough to significantly reduce profitable capital alloca-
tion. Therefore, maintaining financial stability necessitates the relevant risks to be
identified (ECB, 2009). The National Bank of Hungary defines financial stability
as follows, “Financial stability is a state in which the financial system, i.e., the key
financial markets and the set of financial institutions are able to withstand eco-
nomic shocks and smoothly deliver their main functions, such as the mediation of
funds, risk management and the management of payments” (NBH, 2023). Geopo-
litical risks may be such risks.

1.2 Measuring geopolitical risks

Measuring geopolitical risks is a difficult task. There are some indicators for oth-
er, for instance, market risks to be used to estimate some kind of risk premium.
Although geopolitical risks are difficult to quantify, they have become more and
more important over the past decades and also at present. On the other hand,
geopolitics has been a separate political area since the 19" century as history has

2 Castree, N. - Kitchin, R. - Rogers, A. (2013): A Dictionary of Human Geography. Oxford Univer-
sity Press, https://books.google.hu/books?id=eY WcAQA AQBA]&printsec=frontcover&hl=hu&s
ource=gbs_ge_summary_r&cad=o#v=onepage&q&f=false.
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shown that geographical location has a major impact on the evolution of a coun-
try’s foreign policy.

Dario Caldara and Matteo Iacoviello decided on analysing news items as a meth-
od of setting up a geopolitical risk index. They used the frequency of occurrence
of keywords related to different geopolitical events to establish their index (Cal-
dara-Iacoviello, 2022).

Today, models of linguistic data analysis are increasingly used to measure geopo-
litical risks. Those models can process and analyse huge amounts of texts. Thus,
most indexes measuring geopolitical risks are, in fact, based on the analysis of
news items, for instance, the Blackrock geopolitical risk index, or Matteo Iaco-
viello’s and Dario Caldara’s (2022) geopolitical risk index. The latter was also used
in this study, because based on a transparent methodology it offers geopolitical
indexes covering different countries going back several decades. In addition, geo-
political effects may be visualised with a much simpler indicator, i.e., geographi-
cal distance, since geopolitics, obviously, describes a geographical situation. In
the same way, the countries belonging to different regions (communities, alli-
ances) can be marked separately using the relevant theories.

Similarly to Caldara and Iacoviello (2022) and Minesso et al (2022), the ECB also
established an index based on news analysis to quantify geopolitical risks.

When measuring geopolitical risks or building any kind of model one can face
a major problem. Although the presence of geopolitical risks on capital markets
can be felt, their statistical explanatory power remains weak. The risk alone is
difficult to be separated from other confounder variables, cf., Eichengreen et al.
(2019; 2021).

The ECB (2022), as well as Federle et al (2022) used geographical distance as the
basis. Using a similar approach makes it obvious that the effects of a war impact
the capital markets of the neighbouring countries heavily, but the effect will dis-
appear or will diminish in time. This is supported by the ECB 2022 analysis as
well as our own analysis made in 2023 (Grébel-Pesuth, 2023).

Consequently, a factor to be interpreted as a kind of geopolitical risk premium
may appear on capital markets from time to time (ECB, 2022). On the other hand,
events related to geopolitical risks may trigger a bigger sudden impact since those
markets usually price such risks to a lesser extent. Market turbulence, however,
can be dangerous for financial stability.
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2 CLASSICAL GEOPOLITICS AND THE MODERN AGE

Major geopolitical theories have been offered since the 19" century, such as ‘ma-
rine power’ by Alfred Thayer Mahan (1890) or the Mackinder (1904) and Heart-
land theories. Although international relations have diversified over time, the rel-
evant theories can still be used to identify the so termed collision zones in which
geopolitical risks can be higher or war conflicts can arise’

Combining theory with the present gives us the relevant geographical regions
that investors and companies should pay attention to. Control of maritime trade
routes is a priority. On the other hand, the Central and Eastern European re-
gion can be identified as a sensitive geographical area on the basis of continental
power. Unfortunately, this was highlighted by the Russian-Ukrainian conflict,
the impact of the war that broke out in early 2022 and the subsequent sanctions
have also affected the financial system, and banks with larger exposures in the
region have also seen increased risks, and profitability of subsidiary banks in the
countries concerned has also declined, with increased non-performing loans and
higher provisioning.

A geopolitical risk index prepared by the world’s largest fund manager Black-
Rock has identified geopolitical fragmentation and business competition as major
risks. The situation is characterised by the formation of competing geopolitical
and economic blocs, which is a deviation from expanding globalism. The trend
is augmented by the war in Ukraine, and the strategic competition between the
US and China, which promote national security and resilience as opposed to eco-
nomic efficiency. The shift may accelerate a realignment of global supply chains.
The countries tend to focus on national interests in their alignments, which may
affect investment strategies and patterns of economic growth (BlackRock, 2023).
Looking back at the recent past, no major changes can be detected in key risks.
Based on the Blackrock analysis, the following Table is a summary of the 10 most
important geopolitical risks and their probability:

3 For more detail on the relevant theories, cf our paper: Grébel, Sz.-Pesuth, T. (2023). Gondolatok

a geopolitika és a tékepiacok kapcsolatarol [Thoughts on the Relationship of Geopolitics and
Capital Markets]. Koz-Gazdasdg - Review of Economic Theory and Policy, 18(2), 15-33. https://doi.
org/10.14267/RETP2023.02.02
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Table 1
Key geopolitical risks
s Probability ~ Probability
g::ﬁomlcal in December in December Short description
2022 2023
. Because of the US-China strategic
Fragmentation competition, technological
of global high high b > LecAnoiog
technology fragmentation increases
both in scale and scope
Cyber-attacks cause disturbance
Cyber-attacks high high in critical - physical and digital -
infrastructure
The US and the EU responded
to Russia’s aggression in Ukraine
. with financial, energy and technology
Ru551.a—NATO high high sanctions. There is a likelihood of
conflict . . . . .
either intentional or unintentional
escalation between Russia
and the NATO.
Terrorist attacks ~ medium high Terr9r1st aj[tacks and economic
disruptions of commerce
Political crises The ripple effect of the crisis
on emerging medium medium in Ukraine on the political systems
markets and institutions of emerging markets.
USA-China China launches military action against
strategic medium high Taiwan or uses force on the South-
competition China Sea to enforce her interests.
. . Iranian nuclear negotiations collapse,
Tensions in the . . . . . .
medium high tensions escalate increasing the risk of
Gulf area . .
a regional conflict.
Noth Korea continues nuclear
North Korean . . . .
. medium medium  armament and carries out provocative
conflict .
actions.
Deadlock in . . Industrialised countries fail in efforts
. . medium medium .
climate policy of carbon neutralisation.
Fragmentation Energy crisis, inflationary pressure,
. low low . ..
in Europe populism gaining ground

Source: Blackrock Geopolitical Risk Dashboard (2022; 2023), authors” own design
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3 GEOPOLITICAL RISKS AND THE BASEL REGULATIONS

Regulations are key when analysing the issues affecting the banking sector. Be-
cause of its operation and embeddedness in the economy, it is a highly regulated
industry, so a historical and qualitative discussion of regulatory issues side by side
with quantitative models is important in discussing financial issues.

The Basel regulations are the key elements of regulating the international bank-
ing system. The Basel Committee on Banking Supervision was established in 1974
and has been continuously developing banking rules ever since. Milestones in-
clude Basel I (1988), which introduced minimum capital requirements for banks
based on risk (BIS, 2014).

The Basel framework is a key element in the regulation of the international bank-
ing system. The Basel Committee on Banking Supervision (BCBS) was estab-
lished in 1974 and has been developing the rules for banks ever since. Milestones
include Basel I (1988), which introduced minimum capital requirements for banks
based on risk (BIS, 2014).

Basel II (2004) continued to develop regulations, increased capital requirements
and used a more differentiated approach in considering risks. Basel III (2010) in-
troduced even stricter rules for capital requirements and liquidity to strengthen
the financial system and reduce the risk of financial crises. The Basel banking
regulations continue to develop in response to the changes and challenges of the
financial system. The Committee collaborates with international financial insti-
tutions to increase stability and improve effectiveness. Innovations and improve-
ments aim to achieve the sustainable operation of the financial sector and to en-
sure financial stability in the global economy. The following Table 2 is a summary
of how the focus of banking risks historically changed (BIS, 2014).

Table 2
Evolution of measuring risk types in BCBS regulatory packages

Risk types / Regulatory package BaselI(1988) BaselIl (2004) Basel III (2010)

Loans yes yes yes
Operations no yes yes
Market no yes yes
Liquidity no no yes
System no no yes

Source: authors’ own design
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The Basel regulations have triggered major changes in banks’ risk management.
Their objective is to iprove the stability of the financial system and to boost banks’
risk management practices by preparing them better how to manage different
types of risks and to make them more resilient. One can see that earlier regulato-
ry packages including their risk measuring methods are continuously finetuned,
and upgraded (for instance, the differentiation of capital requirements) consid-
ering the banks and their environment (including, among others, institutional
changes, liquidity, technology, etc.).

Although country risk including political risk has already been part of the Basel
regulations (BIS, 2006), geopolitical risks have a wider interpretation. They are
quite difficult to measure, as - in line with their definition - they are subject to
countries’ geographical location and foreign policy rather than to the credit rat-
ing of any given country. According to the Basel regulations, country risk means
the situation in which the sovereign borrowers of a given country cannot or are
unwilling, or other borrowers are unable to satisfy their liabilities abroad because
of reasons beyond the usual credit risks (BIS, 1982).

Country risk is often indicated by the CDS premium of a country or by the HIS
Global Insight country risk index. In addition, geopolitical risks are worth con-
sidering for capital investments. In this analysis, for instance, Pap and Homolya
(2017) underline that different risk indexes often move together (Pap-Homolya,
2017). With that in mind, this paper presents an alternative methodology to meas-
ure geopolitical risks.

To sum up, the evolution of the Basel regulations represent ongoing efforts to
strengthen the global system in response to a continuously changing financial
environment and crises. Despite their improvement, ensuring their effectiveness
continues to be a challenge in order to prevent future financial crises and to man-
age systemic risks. As regards risk management, Dimitrios V. Siskos emphasises
that the Basel regulations must also deal with unforeseen risks in addition to the
foreseen ones targeted by Basel III (Siskos, 2019).

Geopolitical risks can be one of the unseen risks. Historically, they occur less fre-
quently, but their impact on banking profitability and systemic financial stability
may be significant.

Geopolitics as a risk factor has taken the foreground recently. Clearly, the con-
flicts of recent years, particularly the Russian-Ukrainian one, play a part there.
Analysing corporate reports provides a picture quite similar to the data of Google
Trends.
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Chart 1
Global evolution of searches linked to geopolitics based on Google Trends*
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Chart 2
Global evolution of searches linked to geopolitics based on Google Trends
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4 The figures on the Chart are not absolute search volumes, as Google Trends normalise the data
by their own methodology on a scale of 0-100. So, the ratio reflects the number of searches for a
given term compared to the total of Google searches.
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In line with Google searches, Charts 1 and 2 illustrate the emphasis on geopolitics
and how geopolitical risks have been growing recently. Geopolitical risk is more
emphatic than geopolitics, but there is a definite common trend regarding similar
terms.

4 DATA AND METHODOLOGY

In this paper, geopolitical risks are measured by counting their occurrence in
news items and reports. Rather than using general news sources, we have selected
a more specific source, namely, corporate reports. Based on the US, China, Japan
and the Stoxx Europe 600 Banks index, as well as analysing the quarterly and flash
reports of listed banks in the region, it is obvious geopolitics has been increasingly
important. Analysing corporate reports provides good visual demonstration.

Using the Bloomberg Terminal Document Search function, we summarised the
terms and phrases linked to geopolitics in banks’ flash reports. Like in the Google
search, one can find how many times a given word occurs in each document.
Since the documents are corporate reports, one can assume keywords refer to
factors exerting significant impact on corporate operations. We used the reports
of over 60 banks in Europe going back in time to 2004. The data series show the
frequency of occurrence by banks and at sectoral level. As for the US, China and
Japan, the reports of 100-100 banks were available. Documents available in Eng-
lish were included in the analysis. Analysing the data from 2004 it is obvious that
the frequency of occurrence has increased over the past years and a peak is seen
for 2022 and 2023. Note that 2023 figures may include 2022 annual reports since
their publication was in Hi of 2023. Since the reports include past data and their
frequency is not as high as, for instance, daily news items, their analysis is more
suitable for analysing the past than forecasting. However, the Bloomberg database
offers the keywords of over 200 topics for search in different documents. Tables 3
and 4 illustrate the occurrence of the keywords identified as well as the number of
corporate reports in the databases broken down by regions.

Table 3
Number of corporate reports examined in given regions
Region No of documents
USA 4258
Europe 1990
Asia 3119

Source: Bloomberg
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Table 4
Keywords in analysis and their frequency of occurrence

Total occurrence

Keywords USA EU Asia
OUTBREAK 45603 4367 6497
CRISIS 13601 3654 6497
CONFLICT 12269 2449 9857
WAR 12269 2448 19841
GEOPOLITICS 4729 1435 2453
TENSIONS 1377 688 1147
INVASION 737 354 93

Source: Bloomberg

In the study, two databases were used. In one, we were looking for keywords we
identified, and its findings are presented on Charts 2, 3 and 4. Other terms can
also be identified in the reports, which was also useful to be presented in Table 5
to visualise other topics appearing in banking reports though this paper focused
on presenting geopolitical risks.

4.1 Analysis

The following keywords were used:

o Conflict

e War

o Crisis

o Outbreak

o Geopolitics
« Tensions
e Invasion

In addition to geopolitics, the term ‘outbreak’ referring to the Corona virus pan-
demic was also included in the study, since searches had shown that the term
‘geopolitics’ was less important in the Asian banking sector. Naturally, the term
can also be used in another context. Keywords were searched and counted in
the documents including their different forms (e.g., geopolitics, geopolitical). The
terms referring to the Corona virus pandemic operate as a kind of control, while
it can be seen in some regions if the pandemic or geopolitical risks were in focus
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over the past years. The banking sectors of three large countries/regions, Europe,
the United States and China, Hong Kong and Japan of the Asian countries were
included in the study to illustrate how significant geopolitics, or the pandemic
were in the corporate reports of the regions. The three regions are separately ana-
lysed below. Unfortunately, the availability of data limited the focus of a global
study, because no appropriate data were available from Africa or Latin America.
However, the size of their capital markets render the above countries and regions
globally decisive. Also, the banks in the stock market indexes of the countries
have global exposure, therefore considering geopolitical risks may be significant.

Asia

Looking at the time series since 2004 one can see the term ‘crisis’ has stood out
in the reports of banks after the 2008 crisis. Obviously, this is not a surprise, as
the effects of the 2008 crisis continued to affect the banking sector for years and
decades. It is striking, however, that the incidence drops significantly after the
outbreak of the coronavirus epidemic and clearly epidemic-related terms domi-
nate the searched terms in corporate reports.Although its effect has fallen back
over the past quarters, it still occurs in corporate reports. The database covered
3119 documents of 100 companies in the above countries.

Chart 3
Frequency of occurrence of keywords in Asia
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Chart 4
Number of occurrence of keywords in Asian data

600
500
400 H—
300 H\-
20€0 ——— ¥ A VA —F 5+
100 N
0
EEEEEELLEEE
585838553833
WAR CRISIS ---- GEOPOLITICS
TENSIONS INVASION —— CONFELICT

= OUTBREAK (right axis)

Source: Bloomberg

Geopolitics (striped line), on the other hand, and terms referring to war are not
among the major topics as the words go, although the trend is increasing. One
cannot say the keywords are not mentioned in connection with events of a global
impact. As time goes on, more and more information is available, so the number
of occurrences of keywords also increases. Based on the correlation matrix pro-
vided, one can find here the highest number of correlating pairs of keywords and
their correlation coefficients. Cyber-attacks and environmental issues have a high
positive correlation at 0.932. Loan loss provisions also show a high positive cor-
relation at 0.923. Provisioning for consumer spending and loan loss have a high
positive correlation at 0.918. Capital expenditure and expenses, write-offs have a
high positive correlation at 0.979. Economic slowdown strongly correlates both
with capital expenditure and expenses and write-offs at correlation coefficients
of o.910-es and 0.927, respectively. Climate exposure strongly correlates with
environmental issues at a correlation coeflicient of 0.866. COVID-19 has shown
noticeable positive correlation with environmental issues (0.818) and relatively
strong negative correlation with consumer spending (0.600), which indicates that
consumer spending usually fell back as COVID-19 increased. A shortage of chips
correlates least with economic slowdown (0.438) and fees and write-offs (0.484),
which is an indication that those factors are linked to the shortage of chips to a
lesser degree than other factors in the matrix. Individual correlations, however,
do not necessarily mean a cause-and-effect relationship. One would expect high
correlation in the case of some terms, such as COVID-19 and loan loss provisions.
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United States

The data series studied also prove the Corona virus pandemic was in the focus
of corporate reports in the US, but — unlike in Asia - its weight has been dimin-
ishing over the past quarter years to be replaced with geopolitical risks and the
related terms. The terms ‘geopolitics’ and ‘war’ marked in light grey and black,
respectively, have gained momentum. The shift can be observed in the number
and rate of their occurrences too. Looking back into the past, however, the trend
of having ‘crisis’ in the foreground after the 2008 crisis was common with Asia.

Chart s
Frequency of occurrence of keywords in the United States
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Chart 6
Number of occurrence of keywords in US data
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Europe

We focused on the impact of the Russian-Ukrainian conflict for analysing the
European banks. The findings prove the frequency of terms linked to geopolitics
have been on the rise recently. Russia was almost always mentioned frequently
in the period studied, and an increase can be spotted after the 2014 conflict. The
terms ‘conflict’, ‘geopolitics’, and ‘war’ have clearly been increasing.
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Frequency of occurrence of keywords in Europe

Chart 7
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Potential analyses of different keywords have been presented above which allow
to outline the trends corresponding to different topics. Evidently, a corporate re-
port will discuss many other topics as well, but this study is mainly focused on
geopolitics. Any other risks or environmental effects can become part of another
study. Based on the above trends, the next step is to create an index focusing on
one key word, geopolitics, because it would allow the comparison of the trends of
different regions.

4.2 Geopolitical risk index and geopolitical risk detection index

We have different amounts of data by countries and regions, so regional data can-
not be easily compared. Using the methodology of Caldara and Iacoviello (2022),
it is worth to create an index of their frequency of occurrence. Caldara and Iaco-
viello built their index in line with the occurrence of keywords in newspapers as
follows:

The GPR index is the quotient of the number of articles describing events related
to geopolitical risks and the total number of articles studied. In this paper, cor-
porate reports are available, so the total number of occurrences can be better
approximated with the number of companies studied by regions. Based on this
analysis, we called our index ‘geopolitical risk detection index” (GRD), since it dif-
fers from the GPR index in its methodology. For instance, the data series studied
consists of 100 companies in the US and the same holds for Asia.

GRD = —= ),

count(C)

where

GRD:  geopolitical risk detection index
K: number of keywords in the documents
C: number of companies

The resulting geopolitical detection index can be compared for different countries
based on their corporate reports. A number lower than one in the risk detec-
tion index means a term linked to geopolitics only occurs in a few percent of the
reports, while a number higher than one shows it is mentioned more often, on
average, within a report. The basic assumption, obviously, is the more frequently
a term is mentioned the more important it is in a report. To compare regions, we
gathered the terms relating to geopolitics and used them only to build the risk
indexes.

The resulting geopolitical risk detection indexes presented on a long time series
look as follows:

181



182

SZABOLCS GREBEL - TAMAS PESUTH

Chart 9
Geopolitical risk detection indexes presented from the reports
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In the three regions, the number of occurrences of the terms linked to geopolitics
alone were taken into consideration to build the GRD index. Quarterly data were
quite varied, so we also calculated a four-quarter moving average for the risk in-
dex. A steep rise can be seen beginning from 2022, while there is also a peak in the
data series in 2014 mainly with the banks of the European Union. The geopoliti-
cal risk index created according to corporate reports were compared to the GPR
index built by Caldara and Iacoviello. As mentioned above, information appears
delayed in corporate reports (lags), while the GPR index includes data of a higher
frequency. Using Caldara and Iacoviello’s database, we studied the evolution of
the GPR index trying to find an answer to the question how much geopolitics-
related terms in corporate reports move together with the GPR index.
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Chart 10
Geopolitical risk detection indexes based on corporate reports
and the GPR index
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There are peaks in the GPR index at similar times, but the lag (lags) effect must
be noted in the corporate reports. A more accurate picture can be achieved by
analysing the correlation matrix of the geopolitical risk indexes adding the lags
for the past 4 quarters. That will show a correlation of about 40-50 percent exists
among the risks indexes if one goes back to some quarters.
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5 CONCLUSIONS

Based on the above, it can be concluded that the analysis of company reports
yields similar results to the geopolitical risk indices published so far, but that risk
indices can also be produced sector-specifically. In the banking sector, these risks
may be of particular interest. The trend in the reports of recent years shows that
geopolitics has become increasingly important in the reports, and from a regula-
tory point of view, geopolitical risks are even mentioned in stress tests because of
their impact on the macroeconomy.

Although measuring geopolitical risk is a difficult task, there are several examples
of risk indexes in the literature, and major financial sector institutions such as
BlackRock have their own risk indexes. All this confirms the importance of geo-
politics and the growing importance of risk measurement. Measuring the risks
may, eventually, lead to their inclusion in the regulatory framework too.

In this paper we have tried to build a geopolitical risk index using the corpo-
rate reports of the banking sector based on an analysis of keywords in them. The
resulting geopolitical risk index correlates with other geopolitical risk indexes,
which renders it suitable to be used for further historical analyses regarding the
connection between geopolitical risks and the banking sector. As seen from the
key findings, a kind of geopolitical risk index can be set up using another meth-
odology, which will not only search for terms in the available news items but also
in corporate reports. This geopolitical risk perception index also shows a correla-
tion with other geopolitical risk indexes.
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