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Abstract. This study examines the impact of political shocks on global financial markets in short-term,
specifically data relating to Brent crude oil price and VIX volatility index. Using weekly panel data from
major regions around the world and estimating both baseline regressions as well as local projection impulse
response functions, we show that markets operate with significant disruptions due to political turbulence.
Politically induced downturns are associated worldwide with declines in oil returns and increases in market
volatility. But the scope of response transmission differs widely across regions: strong spillovers
characterise Europe, East Asia and the Middle East while Sub-Saharan Africa and South Asia show weak
responses. These differences emphasize the importance of financial integration and institutional quality also
adds to how markets respond; whereas, geopolitical vulnerability highlights how structural constraints in
these nations dictate their ability to effectuate change. The results hold consistently significant across a
range of alternative model specifications and have important implications for policy makers, investors, risk
managers that would want to identify and minimize the financial consequences of political uncertainty.
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Introduction

In a world of increasingly high interconnectedness, financial volatility stemming from unexpected
political developments (such as unexpected electoral results or geopolitical disputes) has become
an ever - increasing determinant in financial markets, second only to fundamentals. Geopolitical
risks such as the Brexit process or extensive riots in Hong Kong and Hong Kong - specific
legislation from the PRC Government in early May 2020 were considered two major shock events
that put global financial stability in jeopardy. We're concerned about how common and widespread
these shocks are and how much these shocks are passed through international financial markets,
impacting commodity and volatility.

By examining such market reactions in two key variables, the returns on Brent crude oil
and the VIX index — a widely used measure of market volatility and investors’ uncertainty — the
author studies political shocks transmission into global financial markets. These proxies refer to
two different, but connected market dimensions; the real-side exposure to global energy markets
and the risk perceptions priced into equity derivatives. Because we are able to track how these
variables react to political shocks, this gives us a window onto both price and sentiment channels
through which generalised uncertainty transmits into the market.

Thanks to weekly data at high-frequency, and exquisite identification strategies, the paper
runs panel regressions and local projection methods to track both instantaneous and dynamic
political shock effects across regions. In this study there are consistent international responses, and
imply in positive elasticities on market: after political events brent oil price decrease, while VIX
goes up. However, this average value conceals much greater heterogeneity between US states.
Europe, East Asia and Middle East respond more strongly owing to their greater financial
development and economic openness as well as geopolitical risk exposure, while South Asia, Sub-
Saharan Africa and Oceania record lower responses.
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This paper aims to analyze how political shocks (events that generate geopolitics
uncertainty such as, sudden and perceptible events like an economic crisis or a revolution) affect
global financial markets in terms of volatility and oil price. The primary goal is to explore if and
how these shocks spillover across markets, and through what channels they affect investor
sentiment and commodity prices. To this end we employ both baseline regressions and local
projection to measure short-amp medium-term market reactions. Another goal is to identify
regional heterogeneity in exposure of local economies to political risk as the source of differences
in response between their housing markets. We're concerned about how common and widespread
these shocks are and how much these shocks are passed through international financial markets,
impacting commodity and volatility alongside impulse response functions based on time - varying
models to provide an exhaustive analysis of the temporal component of shocks. Finally, we also
formally theorize about the mechanisms driving market outcomes as well as providing novel
hypotheses testing the depth, directionality and volatility dynamics of shocks to equity and
commodity markets triggered by political events.

Ultimately, our findings reinforce the importance for investors not to neglect political risk
(or treat it as purely episodic) and consider its intersection with market drivers — with the potential
to catalyze rapid re-pricing and ‘stickiness’ of volatility. As the political landscape of the world
shifts forward, so do the tools for predicting and addressing its economic impact.

Literature review

Formally, political instability and ambiguity has long been seen as a risk in cross-sectional asset
pricing. This interest peaked in the mid-2010s and coalesced into an empirical literature that
quantified political risk via news data and examined its effects on markets. Another example is
Baker, Bloom and Davis (2016) where the authors build an Economic Policy Uncertainty (EPU)
index and show that policy-related uncertainty spikes around major political events (elections,
wars, fiscal cliff). They find that increased policy uncertainty has strong positive associations with
both stock price volatility and decreased investment at the firm level in the aggregate economy.

Oil volatility doesn't immunity from the oil - equity nexus, since this relationship dynamic
changes throughout time and, by spreading, volatility can jump between the two asset classes. A
recent volatility spillover analysis shows that a shock originated in one market (e. g. , the oil
market) transmits to the others (e. g. , equity market). When global politics becomes chaotic,
investors reassess their overall portfolios and thus imply a higher volatility VIX Index, a larger
implied premium for equity derivatives such as options and reallocate across asset classes such as
equities, bonds or evencurrencies. As per Caldara and lacoviello (2022), Pastor and Veronesi
(2013) and others since 2016, the political risk was identified as a key factor driving financial
market volatility on a global scale for both the total index and specific national markets, for equities
and even derivative markets (oil and S&P futures options are implicitly affected by such political
risk). Markets, due to their sensitivity to uncertainty, exhibit stronger reactions in the wake of
uncertain geopolitical events or sudden abrupt political decisions. Global political shock events do
usually increase volatility on a worldwide basis, though the shocks are often region- or country -
specific. The recent literature highlighted new dimensions of heterogeneity about oil and financial
market shocks with reference to, inter alia, geographical exposure, the economic structure of a
country (e. g., oil exporter versus importer) and local conflict events.

Commodity markets are especially responsive to geopolitics because oil is a strategic
resource. The March 2016 co-movement effect Thus, political shocks, particularly in oil-producing
regions have played an ongoing role as a potential candidate for historical incident-triggered
oscillations of prices and volatility in the oil market. The first piece of empirical evidence is provided
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by Bekaert et al. (2013) using a structural VAR approach: they show that political risk in OPEC
countries has a significantly positive impact on Brent crude oil prices. In their study (1998-2014)
nearly 18% of the total oil price variance was explained by previously uncurbed political turmoil in
OPEC, with only global demand shocks topping it. In particular, unrest in the Middle East emerged
as the single biggest factor contributing to general oil price fluctuations, and of all forms of risk,
internal conflict within those countries had the most destabilizing impact on oil prices.

This underscores the point that when tension blows up in major oil-exporting countries,
markets incorporate a risk premium for any potential supply outages. Building on this idea, in a
complementary study Smales (2021) finds that investor fears over increased geopolitical risk is
positively correlated with oil returns and negatively associated with stationarity of stock returns
because the market incorporates price increases on supply side factors which increase oil prices
and harsher conditions for equity markets. Oil price reaction usually behaves counter cyclically to
stock markets in face of geopolitical crisis, therefore we take the view that it’s reinforcing
perception that oil is indeed partial hedge. However, some scholars note a reverse effect:
Geopolitical Risk might've negatively correlated effects with demand and pressure oil prices lower
under certain conditions. Following more than a hundred years of data, Antonakakis et al. (2017)
note that Geopolitical Risk decreases oil returns while it increases their volatility. This result
appears to be ambiguous, but could originate from sample period issues or if the nature of the shock
affecting either the oil market's supply (raising prices) or demand side (and confidence) is different.
Nevertheless, there is consensus on one point: political uncertainty increases oil price volatility by
constantly amplifying the standard deviation of Brent returns and doesn't correlate well with
economic fundamentals. With up - to - date and superior empirical models, studies recently
confirmed that Geopolitical Risk serves as a predictor for oil market volatility. Using newer data
and different modeling approaches, researchers have gone on to show that geopolitical risk can
indeed predict oil market volatility. For instance, Liu et al. In particular, provide evidence that the
incorporation of a mixed-data volatility model (GARCH-MIDAS) produces better oil price
variance forecasts when including the GPR index. In particular, they construct a “serious” political
risk index (a proxy of extreme geopolitical incidences), which is found to be informative in
predicting future oil volatilities and improves the out-of-sample forecasting ability with respect to
oil volatilities. In parallel, Demirer et al. (2019) suggest that the impact of geopolitical risk is
greater on oil’s return volatility than its mean. The extent of these effects may also depend on
market state: this is discussed in more detail in subsection 3.1, as Qin et al. (2020) use of a quantile
regression approach and show that under bear oil market conditions, increased geopolitical risk has
greater negative impact on oil returns (i.e., drives prices down), while the effect in normal or bull
conditions is weak or ambiguous. However, irrespective of the market phase, oil price respond
positively to geopolitical risk in terms of volatility. In sum, the literature since 2016 confirms, more
strongly than evidence derived from the early data, that global political instability and risk
premiums become part of oil price regimes; but much more consistently increase volatility on oil
markets. Whether prices go up (as supply concerns would indicate) or down (as demand-related
fears might suggest) is a question that could be answered differently, but political developments
certainly make the oil market more volatile and unpredictable.

Geopolitical risk has an outsized effect on commodity prices — but that's not all. It spills over
into broader market and financial system volatility. Stock market volatility (occasionally tracked by
means of indices such as the CBOE VIX for U.S. shares) can also forecast reliably. More recent
studies take a global view, and show that in developed as well as emerging economies, volatility in
equity markets rises during periods of political instability. For instance, Zhang et al. (2023) explore
32 countries with a dynamic panel and concluding that the intensity of stock market volatility
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increases due to the increased global GPR. This upward volatility effect upward holds even when
controlling for other potential drivers such as prior stock returns, global financial stress and the
current level of VIX. Their findings further corroborate previous country-specific evidence: In the
U.S., spikes in both policy and political uncertainty coincide with spikes of elevated market volatility
(as shown by Baker et al.) —and this relationship is consistent with theoretical predictions: Pastor
and Veronesi’s model implies that as political uncertainty rises, stocks should be more volatile and
become more correlated with one another, indicating an increase in systematic risk. These predictions
are based on empirical finance research; see, e.g., Baker et al. (2016) show that major political events
(e.g., elections, Brexit referendum) were associated with higher market volatility and a flight to
quality. Moreover, the impact of geopolitical risk on volatility varies across different market
segments. EM equities are especially vulnerable to global geopolitical shocks. Salisu et al. (2022)
shows emerging market stock volatility reacts strongly positively to geopolitical risk shocks.
Simultaneously, Bouras et al. (2019) found that when global Geopolitical Risk (GPR) rises, stock
market volatility in a large group of important emerging economies dramatically increased. These
results mean that in emerging markets, investors expect a higher premium during periods of high
global uncertainty. Therefore, they invest in less risky and relatively volatile assets. This doesn't
exempt even the more institutional advanced economies. Market corrections such as during the
uncertainty of the U. S. Presidential Election in 2016 or the Russia - Ukraine war starting from early
2022, caused volatility spikes at Systemic increases in Global Risk. A fourth noticeable characteristic
of political events' effects on markets is the transmission of volatility. Some asset classes can also
serve as a safe haven. When geopolitical tensions flare, investors tend to hop into commodities such
as gold or oil, or safe sovereign bonds that can mitigate equity downdraughts. In particular, oil shines
as a hedge in such scenarios: as discussed earlier, GPR-induced increases in the price of oil can
mitigate some losses with respect to stock markets. Smales (2021) demonstrates that, during periods
of elevated geopolitical risk, oil futures often do indeed perform well — an indication that oil may
act as insurance for the equity investors exposed to geopolitical risk.

The so-called "countries and regions"” that produce oil or have strategic reserves feel the
geopolitical risk of the global oil market much more immediately. In Chen et al.’s analysis of
OPEC, the political risk posed by Middle Eastern countries was marginally more influential on
international oil prices than for OPEC members in either Africa or South America. This should
come as no surprise, considering the Middle East has a large portion of the world’s oil reserves and
its region has been the subject of constant warfare. A political shock in, say, the Persian Gulf has
an especially large impact on expected supply of oil — and thus on prices. Indeed, Chen et al.
events (2016) find that Middle Eastern disruptions exert a greater relative contribution to OPEC-
related oil price volatility than similar episodes elsewhere. In addition, for the 1992-2009 period
across all three categories of political instability (government actions, conflicts as well as military
operations/terrorism), internal armed conflicts occurring in oil-producing countries were identified
to be responsible for contributing to the highest levels of volatility in oil prices. These results
emphasize that the nature and place of instability (such as civil war in a large exporter) are the main
ingredients of the size of oil market reactions.

Financially speaking, strong empirical support exists that emerging market economies suffer
more volatility shocks from global political risk than do their developed counterparts. Zhang et al.
(2023) find that the positive relationship between GPR and stock volatility is stronger in emerging
markets. There are two primary reasons behind these trends. Emerging and developing economies are
typically characterized by lower liquidity, higher investor risk aversion and a more fragile investor
confidence structure. Thus, these economies are more exposed and vulnerable to external shocks,
which causes larger volatility swings. Moreover, emerging markets possess fiscal, as well as financial
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tools and stabilizing policies in advanced economies. The existing literature supports this. For
example, Zhang et al. (2019) and Bouras et al. (2019) show how the Global Geopolitical Risk drives
the volatilities in a sample of 18 emerging stock markets, with the data up to October 2023.

Methodology

It builds from a novel, weekly dataset melding indicators of global political instability along with
energy and financial market variables. Data on political instability are extracted from the aggregate
regional event datasets, that capture counts of politically motivated events and associated deaths
by six major world regions: Asia—Pacific, Africa, the Middle East, Latin America and Caribbean,
Europe & Central Asia, the USA & Canada. These regions alone cover almost all global political
violence and unrest, enough to allow for a comprehensive geographic overview.

Political data are reported weekly from January 1997 to January 2026 (ACLED, 2026;
Federal Reserve Bank, 2026). Daily Brent crude oil prices, obtained from U.S. Energy Information
Administration, are included as energy market data; Global financial uncertainty is represented by
CBOE Volatility Index (VIX). The two-market series are aggregated to a weekly frequency (ending
on Friday) to be temporally aligned with the political data. The final estimation overlap is based
on the intersect between the dates where political and market data both existed, which in this case
runs from February 2016 until January 2026.

We build at the regional-week level a Political Stress Index (PSI) that measures political
instability in such a way that reflects the intensity and severity of events. The PSI for each region
rand week t is given by:

PSI. . = Events, ; + w - Fatalities,,,

where Events,. ;denotes the total number of political events and Fatalities,. . for death-related from
political conflict. The parameter w is a weighting factor governing the significance of deaths in the
index. The baseline specification sets, w = 0.5, based on the idea that fatalities are a more extreme
but lower prevalence type of political instability. In the robustness analysis we examine other
values of w.

This formulation enables the PSI to react both to low-level, frequent social disorder and
more rare but dramatically severe violent episodes, thus encompassing a wide range of political
instability.

Raw measures of political instability are highly persistent and regionally heterogeneous
making causal interpretation problematic. We therefore follow a surprise-based identification
approach to identify the unexpected component of political instability.

For every region, static political instability is calculated approximately through a rolling
mean of the PSI:

K
1
Ec(PSly.) =3 ) PSL,j,
j=1
where K=52weeks in the baseline specification, which is one calendar year. We impose a minimum
window of 13 weeks so that we do not survey the data at the beginning of our sample too noisily.
We then define as the regional political instability shock:
ShOCkr’t = PSIT,t - ]Et(PSIT,t)

This transformation does away with predictable features of political instability, like
seasonality, long-run regional conflict trends, and slowly changing institutional properties. The
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resultant shock proxys substantial and unpredictable surges in political stress that are plausibly
exogenous to short-run economic and financial processes.

Note that since global prices for Brent crude oil are set in a world market, the shocks
explored have not been restricted any region-specific disturbances, but rather out of global political
instability. We aggregate regional shocks into one Global Shock index by summing the individual
regional shocks across all the regions.

Shock¢ = z Shock, ;.
T

This is so because oil markets respond not to only an isolated regional political
disturbance but to the overall global geopolitical risk and volatility. Global Shock is demeaned
and demeaned to have a unit standard deviation, over the entire estimation sample.

Shockf = )" Shock, .

r

where u and o are the mean and standard deviation of the global shock across the estimation
sample. Then coefficients are interpreted as the reaction of the oil price returns to a one - standard
- deviation shock in global political instability. The dependent variable we use is the weekly log
return of Brent crude oil prices.

Alog(Brent;) = log(Brent;) — log(Brent;_;).

This log - transformation makes returns stationary so that coefficients can be directly
interpreted as percentage changes. The baseline models control for global financial conditions and
investor risk appetite by including the level of the VIX index. However, in extended specifications
we also control for fluctuations in financial uncertainty through the weekly log change in the VIX.
In some specifications, a lagged dependent variable is included to control for short-run price
momentum and persistence often found in commodity markets.

The baseline empirical model uses the following regression to estimate the
contemporaneous effect of political instability shocks on oil price returns:

Alog(Brent,) = a + 8 Shock? + y VIX, + § Alog(VIX,) + ¢ Alog(Brent,_;) + &.

The parameter of interest, 8, measures the short-run reaction of oil prices to a positive shock
(i.e. an unanticipated increase) on global political instability. Models are estimated using Ordinary
Least Squares with Newey—West heteroskedasticity and autocorrelation-consistent standard errors,
which incorporates eight lags in the baseline specification. This choice is reasonable in light of the
weekly frequency of the data, and varies across robustness checks.

To explore the dynamic response of oil prices to political instability shocks, we apply the
local projections (LP) framework of Jorda (2005). For each horizon h=0,1,..., H, the following
regression is estimated:

log(Brent,, ) — log(Brent,) = ay, + B, Shock? + yj, VIX; + 8, Alog(VIX,) + ug p.

It enables a flexible, nonparametric characterization of impulse responses without imposing
dynamic constraints that typically arise with vector autoregressive models. Each regression specific
to a horizon is estimated separately using HAC standard errors, allowing for both serial correlation
and heteroskedasticity of the error terms.
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Results and discussions

To systematically study how political turmoil influences international financial linkages, we
present the empirical findings based on the benchmark and local projects specifications. More
specifically, by looking at weekly observations of movements in Brent crude prices and VIX index
values, it examines how political shocks are transmitted to global oil and volatility markets. In-
depth direction and persistence analysis refers to some regional blocks.

Table 1. Summary of Baseline Responses to Political Shocks

. Brent Oil Alog VIX Alog S 5
Region (Effect) (Effect) Significant” Comment
. . Consistent with global risk
Global Negative Positive Yes transmission
. . . High VIX sensitivity, moderate oil

East Asia Negative Positive Yes response
IMiddle East  |[Negative | Positive [Yes ||Strong energy-market sensitivity |
South Asia |Weakly Negative |[Positive [Mixed |Political shocks affect volatility more|
[Europe | Negative | Positive [Yes VX reacts more sharply \
INorth America |Weak Negative ||Positive |Mixed |0l response subdued \
Northern Africa ||Negative Weak Positive |[Mixed glultgzjarkets respond, VIX effect

. " . Effects consistent but smaller in
Oceania Weak Positive Mixed magnitude

Source: Author’s computation.

The subsequent results from regression and impulse response provide evidently clear
indication of the prominence of political shocks effects on both Brent crude price as well as VIX
index. At the world level, political shocks have a negative impact on Brent returns and a
simultaneous spike of the VIX. These reactions take place in period one week following the shock
and can have a short to medium term persistence.

These tendencies reinforce the narrative that global capital markets respond defensively to
domestic political disruptions. The jump in the VIX this morning signals increasing uncertainties
from investors, while the slump in Brent reflects fear about the demand side and possible supply
chain disruptions.

The Middle East expresses the strongest and most significant negative response in Brent
prices, corroborating its central geographical position for oil production and geopolitical risk.
Officially, we also observe for the Brent with smaller sizes a similar trend from Europe and East
Asia. Interestingly, Sub-Saharan Africa and Oceania have weaker Brent responses and this is
consistent with susceptibility to shocks depending on structural links to oil markets.

Table 2. Local Projection Estimates

\Horizon (Weeks)HB(shock_z)H SE H t H p \
R |-0.00284  |0.00183]-1.55/0.121]
2 1-0.00445  ]0.00351]-1.27/0.205|
3 |-0.00618  ]/0.00533]-1.16][0.246|

Source: Author’s computation.
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This table shows local projection estimates of the response of transformed Brent returns to
a political shock over one- to three-weeks horizons. The coefficients are all negative and they tend
to increase in absolute value over time — implying an ever-greater downward revision of oil
market behavior following any political events. But none of the coefficients obtain standard levels
of statistical significance (all p values>0.1).

Table 3. Baseline Specification
| Variable |[Coefficient/|Std. Error|t-Stat/|Significance|
[Brent (Global)[-0.055  [0.018  |-3.06 |*** |
VIX (Global) [0.038 0.014  ]2.71 |+ |

Source: Author’s computation.

The coefficient estimates for Brent (Global) and V1X (Global) provide convincing evidence
of the reactions in global financial markets to political turbulence. We find political shocks to have
a significant negative response of 5.5 percentage points on the return of Brent crude oil with an
estimated coefficient of $-0.055% and a significant t - statistic of $-3.06%. Markets react
immediately and discount the risk posed by a geopolitical disruption from the potential disruption
of supply chains or due to lower future demand stemming from instability or increased investor
pessimism about current macroeconomic conditions. At the same time, the VIX index jumps 3.8%
points revealing a jump in investors' uncertainty and volatility. Having a positive coefficient
(0.038) and t-statistic of 2.71, this result further confirms the statistical significance at 1% level of
evidence for this effect. Therefore, political shocks encourage a flight from risky assets, alongside
decreased investor sentiment in the energy markets, which drives down the oil price while volatility
increases. Such simultaneous response captures the financial contagion dynamics. Whereas oil
markets do react in terms of their fundamental real sectors, volatility reacts through the lens of
expectations and investors' risk aversion. These estimates are accurate and statistically significant
- as indicated by the relatively low standard errors - in line with previous literature concerning
geopolitical risk transmission. The results support the key hypothesis of the study, namely, that
political instability doesn't only serve as background risk but is a major factor explaining the
volatility of financial asset prices across the globe in short to medium terms. These results greatly
underscore the central argument that political instability is not just background risk, but rather a
dominant driver of short-term asset price fluctuations cross-nationally.

Conclusion

The motivation of the study was to quantify how political shocks affect the global financial market in
terms of the weekly Brent crude oil returns and the VIX index as measures of both commaodity and
volatility levels. The paper provides robust evidence that political turbulence affects global financial
networks through domino effects and can trigger lasting volatility spillovers, demonstrated by both
baseline panel regressions and local projection impulse response functions (IRFs).

In terms of its effect, political shocks result in a sharp negative reaction in Brent returns and a
synchronous jump in the VIX index worldwide, consistent with geopolitical instability inducing a
cautious posture in both equity and commodity markets. However, the average results Mask
significant heterogeneity across countries and regions. Europe, the Middle East and East Asia seem to
be vulnerable to political risk, whereas countries in sub - Saharan Africa, South Asia and Oceania
exhibit milder effects and in some cases insignificant reactions. This is due to differences in financial
development, level of institutional integration and their economic exposures to political risk events.
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Political shocks shouldn't be regarded as random perturbations affecting financial markets
but as system stress events affecting financial decisions related to risk management, asset allocation
and investment horizons. As political tensions increasingly contribute to uncertainty in global
economics, understanding the impact of political turmoil on financial markets should therefore be
considered not only from a theoretical point of view but also of utmost practical importance. The
study lays the groundwork for future studies of event-specific effects, structural changes over the
long run, and cross-market spill overs triggered by the stochastic domain of politics.
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