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1. INTRODUCTION 
 

 
The international environment is constantly changing, 
and this can impact companies, industries, nations, and 
regional groups.  
 

Geopolitics 
 
Geopolitics is the study of how geography affects 
politics and international relations.  
 
o Analysts study the actors (individuals, organizations, 

governments etc.) and their interactions in order to 
understand key drivers of investment performance, 
such as economic growth, business performance, 
market volatility, and transaction costs. 

 
 
 
 

Geopolitical Risk 
 
Geopolitical risk is the risk that arises from tensions or 
actions between actors that disrupt the normal, 
peaceful flow of international relations. This can affect 
the circumstances of the financial markets and asset 
allocation choices. 
 
Impact of Geopolitical Risk on:  
 

Ø macroeconomic level: Geopolitical risks affect 
macroeconomic growth, interest rates, and 
market volatility. Changes in capital markets 
can affect asset allocation decisions, including 
an investor's regional exposure. 

Ø portfolio level: Geopolitical risk can affect a 
portfolio's suitability for an investor's goals, risk 
tolerance, and time horizon. 

 

2. NATIONAL GOVERNMENTS AND  
POLITICAL COOPERATION 

 
 
Actors: Actors are individuals, organizations, businesses, 
and national governments that engage in political, 
economic, and financial activities. 
 
Types of actors: 
 
Ø State actors: parties that directly control country’s 

national security or resources. Governments, 
political groups, and leaders are state actors. 

 
Ø Non-state actors: who participate in global 

political, economic, or financial issues but don't 
control national security or resources. Non-state 
actors include NGOs, multinational enterprises, 
charities, and influential figures (business leaders, 
cultural celebs etc.). 

 
Note: These actors are not only impacted by their 

interaction with one another, but also by 
circumstances affecting their allies and 
opponents. 

 

Features of Political Cooperation 
 
Relations between nations or national governments 
(state actors) can be cooperative or competitive.  
 
Countries cooperate to achieve a common aim. These 
aims might be strategic, military, economic, or cultural. 
Given the scope of country ambitions and interests, their 
interconnections may be complicated, posing 
geopolitical risk. 

 
Political Cooperation: is the degree to which countries 
agree on laws and standards for their operations and 
interactions. 
 

1. Cooperative country: A co-operative country is 
one that engages in mutual rules standardization, 
tariff harmonization, free information flow, and 
technology transfer. 

2. Non-cooperative country: A non-cooperative 
country has inconsistent, arbitrary rules, closed 
borders for goods and services, retaliation, and 
limited technology exchange. 

 

Motivations for Cooperation 
 
A country may collaborate with its neighbors or other 
nations for a variety of reasons, including military, 
economic, or cultural interests. 
 
1. National Security or Military Interest - protects a 

country's residents, economy, and institutions from 
foreign threats. These threats might be military, 
terrorist, criminal, cyber, or natural calamities. 

 
Geographic variables influence a country's security 
policy and degree of cooperation.  

 
o Landlocked countries depend on neighbors for 

resources, making collaboration crucial for 
international access, growth, or survival. 
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o Countries connected to trade routes, may 
exploit their geographic location to exert 
influence on international dynamics.  

 
2. Economic Interest - National security has expanded 

beyond military to include economic factors.  
 

o Domestic security is achieved by growing 
national wealth and limiting income inequality.  

o International security is achieved by domestic 
companies operating globally.  

o Countries cooperate to secure essential 
resources through trade or level the global 
playing field through standardization.  

 

Resource Endowment, Standardization, and Soft Power 
 
1. Geophysical resource endowment includes 

habitable geography, climate, food, and water.  
 

These resources are unevenly distributed. This 
divergence give rise to power dynamics, which can 
influence the interaction between countries. When 
dealing with a resource-hungry country, a resource-
rich country may have more political influence.  

 
U.S., Russia, Australia, and China are resource 
independent whereas western Europe, Japan, and 
Turkey import a lot of fossil fuels. Saudi Arabia has 
plentiful fossil resources yet imports many essentials.  

 
2. Standardization is the process of making 

rules/protocols for how a product or service is 
produced, sold, transported, or used. When 
everyone agrees to follow these rules, this is called 
standardization. 

 
It supports cross-border trade and capital flows, 
which boost economic growth and living standards. 

 
3. Cultural Considerations and Soft Power  
 
Cultural Considerations - countries may cooperate for 
cultural reasons. Examples: 
 

o cultural similarities  
o historical linkages 
o immigrant trends 
o common experiences 

 
Soft Power - involves influencing another country's 
decisions without force or coercion. Countries may build 
soft power over time through:  
 

o advertising 
o travel subsidies 
o cultural activities 
o university exchange programs 

 
The Role of Institutions 

 
An institution is an established organization or practice in 
a society. NGOs, charities, religious practices, families, 
the media, political parties, and educational practices 
are a few examples of institutions. 
 
Strong institutions  
 

o promote internal and external political 
stability. 

o strengthen a country in building cooperative 
connections.  

o such as those fostering government 
accountability, rule of law, and property 
rights, allow countries to operate with more 
authority and independence internationally.  

o can lessen the risk of a country deviating from 
its cooperative duties by integrating 
cooperation at many societal levels. 

 

Hierarchy of Interests and Costs of Cooperation 
 
The national interests of a country may be thought of as 
a hierarchy, with survival-critical concerns at the top and 
nice-but-not-essential issues at the bottom. Governments 
are guided by the hierarchy of interests. When two 
concerns conflict, the one that is higher on the list is 
given more attention.  
 
For example, tariff harmonization may help a country on 
its own, but cooperation costs more when two countries 
are at military conflict with each other. Depending on 
the countries' priorities, cooperation might not be in their 
best interest, even if it could help. 
 

Power of the Decision Maker 
 
The motivations of decision makers can affect a 
country's cooperative and non-cooperative choices. 
Political parties and individual decision makers have 
their own influences and needs. 
 
Priority setting is significantly affected by the duration of 
a country's political cycle. Many countries have short 
political cycles, making it difficult to prioritize long-term 
risks like climate change or wealth disparity. 
 
One government may prioritize military buildup or 
healthcare differently than its predecessor. How nations 
assess these problems will influence cooperation.  
 
Securing food and water may be prioritized above 
supporting a cultural activity. As social demands are 
addressed, national interests might become more 
subjective.  
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Political Non-Cooperation 
 
Countries' interests in political collaboration differ, with 
some being more cooperative than others. Most 
countries cooperate to some extent, although there are 
some exceptions, such as those that weight self-
determination above collaboration. Extreme cases of 
non-cooperation are rare, as other state actors may 

attempt to persuade non-cooperative players to 
cooperate. 
 

 
 
 

3. NON-STATE ACTORS AND THE FORCES OF 
GLOBALIZATION 

 
  

Globalization 
 
Globalization is the interaction and integration of 
individuals, organizations, and governments on a global 
scale. It is characterized by the cross-border spread of 
goods, information, jobs, and culture.  
 
Cross-border trade has grown tremendously on both the 
microeconomic and macroeconomic levels during the 
last several decades. 
 
Globalization has had a cultural and communication 
impact, with nations exchanging ideas and trading 
goods. It has also made it easier for people around the 
world to collaborate. The internet has increased the 
speed and efficiency of this process. 
 

Features of Globalization 
 
Globalization helps companies access new markets, 
talent, and learning. Globalization is characterized by 
economic and financial cooperation including: 
 

o capital flows  
o currency exchange 
o trade of products and services  
o cultural and information interaction.  

 
Anti-globalization or nationalism promotes a country's 
economic interests over others'. Prime focus is on 
national sales and production. Anti-globalization is 
characterized by: 
 

o limited currency exchange 
o limited cross-border investment 
o limited economic and financial cooperation   

 
Important Note: 
 
Globalization and cooperation are related but not 
always dependent, as the private sector can drive trade 
even with little government support. 
 

Motivations of Globalization 
 
For non-state actors, three potential gains are: 
 
1. Increasing profits - by increasing sales or reducing 

costs. 
 
a) Increasing sales: Companies globalize to access 

new clients/markets to improve sales. This 
process needs considerable investment in new 
markets, hiring, and training. 

b) Decreasing costs: Globalization helps firms to 
access cheaper tax-operating regimes, cut 
labor expenses, and enhance supply chain 
efficiency. 

 
2. Access to resources and markets: A non-state actor 

may globalize to improve access to resources (such 
as skilled workers or cheap raw materials), markets, 
or investment opportunities. The investment can be 
done through portfolio investment or foreign direct 
investment. 
 

3. Intrinsic gain - Intrinsic gain is beyond profit. It's hard 
to measure yet promotes globalization. It increases 
empathy among actors and reduces geopolitical 
risks.  

 
Intrinsic benefits include extending one's horizons, 
experiencing new places, acquiring new concepts. 
All can lead to personal growth and education. 
Learning new techniques increases productivity. 

 

Costs of Globalization and Threats of Rollback 
 
The following are some of the possible drawbacks of 
globalization. 
 
1. Unequal Accrual of Economic and Financial Gains: 

Economic theory says that aggregate economic 
activity improves when all actors seek profit 
maximization and efficiency. However, this does not 
mean that everyone benefits. If a factory goes 
overseas, it creates employment away but reduces 

Practice: Example 1, 2 and 
Questions under ‘Knowledge 
Check’ for this section from the 
CFA Institute’s Curriculum. 
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them at home. Local firms in the foreign country 
may have to compete with the foreign firm for labor. 
 

2. Lower Environmental, Social, and Governance 
Standards: Companies in low-cost nations follow 
local norms. While corporate profit may increase, 
the aggregate effect may be negative due to lower 
environmental protection, social benefits, or 
corporate governance standards. 
 
 

3. Political Consequences: A third cost of globalization 
is the political consequences of global expansion.. 
Globalization may exacerbate income and wealth 
disparities as well as opportunity inequalities across 
nations. 
 

These tendencies might manifest themselves in the 
domestic politics of many countries, reducing the 
likelihood of effective political cooperation. 
 

4. Interdependence: Companies can become 
dependent on other countries' resources for their 
supply chains, which can result in the nation itself 
becoming dependent on other nations for certain 
resources. Supply chain disruptions can force 
companies to switch suppliers or cease operations. 

 

 
 

 
 

4. ASSESSING GEOPOLITICAL ACTORS AND RISK 
 

 
 

Archetypes of Globalization and Cooperation 
 
 

Practice: Examples 3, 4 and 
Questions under the ‘Knowledge 
Check’ for this section from the 
CFA Institute’s Curriculum. 
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The above framework shows four country behavior 
archetypes:  
 

1. Autarky,  
2. Hegemony,  
3. Multilateralism, and  
4. Bilateralism. 

 
The two axes refer to political cooperation versus non-
cooperation and globalization versus nationalism. Both 
axis in this framework represent a spectrum. 
 
Each archtype has its own set of costs, benefits, and 
tradeoffs. This framework can assist investment analysts in 
evaluating geopolitical players and the possibility of 
investment outcomes in terms of risks and opportunities. 
 
Important: 
Geopolitical risk analysis - Globalization and cooperation 
framework - is dynamic in nature. Therefore, countries 
can be moving targets. Successful geopolitical risk 
analysis considers the country's position in this framework 
as well as its stability within it. 
 

1. Autarky 
 
Autarky is characterized by little or no foreign trade or 
financing. State-owned companies govern domestic 
industry. Autonomous countries are stronger politically 
because they can control technology, products, 
services, media, and political message.  
 
China was mostly autocratic throughout the 20th 
century, with little political collaboration or globalization.  
 
Autarky can sometimes speed up a country's economic 
and political growth. Autarky has disadvantages as well. 
North Korea and Venezuela, for example, have 
experienced slower economic and political 
development. 
 

2. Hegemony 
 
A hegemonic country is a regional or global leader and 
exerts control over others' resources. State-owned 
enterprises control key export markets. A hegemonic 

system provides benefits to the country itself and to the 
international system.  
 
Countries that agree with the hegemon's norms and 
standards may enjoy the leader's rewards, including 
monitoring and enforcing the standards.  
 
There may be costs to a hegemonic system, including 
increased geopolitical risk. 
 

3. Multilateralism 
 
Countries that cooperate in mutually beneficial 
economic agreements and broad rule harmonization 
are characterized by multilateralism. Multiple trade 
partners are completely integrated into global supply 
networks by private companies.  
 
Germany and Singapore are two examples of 
multilateral countries. 
 

4. Bilateralism 
 
Bilateralism is the cooperation between two countries, 
usually involving political, economic, financial, or cultural 
cooperation. Countries involved in bilateralism may 
have several partners, but agreements are one-at-a-
time.  
 
Countries usually exist on a spectrum between 
bilateralism and multilateralism, with regionalism in 
between. In regionalism, group of countries collaborate 
with each other. 
 
Countries are unlikely to perfectly fit the bilateral frame, 
as stronger political cooperation tends to lead to 
globalization. 

 
 

 
 
 

 
5. THE TOOLS OF GEOPOLITICS 

 
 
Three types of tools of geopolitics are: 
 

1. National tools 
2. Economic tools  
3. Financial tools 

 

 
Each tool has options that can promote cooperation or 
increase conflict (non-cooperation). 
 
 
 
 

Practice: Example 5, 6, 7 and 
Questions under the ‘Knowledge 
Check’ for this section from the 
CFA Institute’s Curriculum. 
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Exhibit:  
Tools of Geopolitics 

 

 
 

 
 

1. National Security Tools 
 
National security tools are those that influence state 
actors through direct or indirect impact on resources, 
people, or borders.  
 
National security tools may be active, indicating they're 
being utilized, or threatening, suggesting their use is 
probable enough to justify alarm. 
 
National security tools can be direct, such as armed 
conflict, or indirect, such as espionage or military 
alliances. Some tools are used in a non-cooperative 
way, while others are used cooperatively.  
 
For example, NATO is an alliance between the US, 
Canada, UK and EU, which serves as a collective effort 
to reduce nuclear proliferation and other common 
national security goals. 
 
The most extreme example of a national security tool is 
armed conflict, which can disrupt or destroy physical 
infrastructure, reshape international flows of goods, 

services, capital, and labor, and impact neighboring 
countries and refugee-accepting countries. 
 

2. Economic Tools 
 
Economic tools are activities that support cooperative or 
non-cooperative stances through economic means. 
 
• Cooperative economic tools include multilateral 

trade agreements, common markets, and 
common currencies. 

• Economic tools can also be non-cooperative, 
such as nationalization, the process of transferring 
an activity or industry from private to state 
control. 

• Countries may impose: 
o voluntary export limits - declining to trade 

as much of their goods and services as is 
required to fulfill demand.  

o domestic content criteria - requiring a 
specific amount or kind of domestic input 
to be included in an exported good. 
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3. Financial Tools 
 
Financial tools are activities that support cooperative or 
non-cooperative stances through financial means. 
 
Cooperative financial tools include  

o encouraging foreign investments 
o allowing cross border currency exchanges  
 

 
Non-cooperative financial tools include  

o restricting foreign investments 
o limiting access to local currency markets  

 
Cooperative financial tools foster security, economic 
and financial support and as a result reduce geopolitical 
risk, but the same tools can cause international system 
weaknesses. Dollar domination is an example. US 
monetary policy can hurt countries that do not have US 
dollar reserves. 
 

Multi-Tool Approach 
 
Geopolitics and its tools are complex and include 
political, economic, and financial systems. These systems 
can be intertwined and are often multifaceted.  
 
For example, many countries, including those with 
multilateral trade agreements, restrict cabotage 
because it is a highly complex process. Countries must 
cooperate on issues like physical security and economic 
cooperation to permit cabotage. 
 

 
The term "cabotage" refers to a foreign company's right 
to transport people and products within a country. 
 
Note: Actors that incorporate more tools of collaboration 
are less likely to initiate conflict. 

 

Geopolitical Risk and Comparative Advantage 
 

A country or an actor's core priorities may be shaped 
both by geopolitics and by the tools of geopolitics, 
which can either shift the relative advantage in one 
direction or the other.  
 
Countries with certain resources and capabilities may 
benefit from trade if they cooperate.  
 
Countries or regions with low geopolitical risk exposure 
may attract more labor and capital, whereas those with 
higher geopolitical risk exposure may see a decline in 
employment and capital. A sustained threat of conflict 
may drive higher asset price volatility, and consequently 
investors may demand a higher level of risk 
compensation. 
 

 
 

 

6. INCORPORATING GEOPOLITICAL RISK INTO THE 
INVESTMENT PROCESS 

 
 
Geopolitical risk can have a significant impact on 
financial markets, depending on an investor's goals and 
risk tolerance. Some investors may consider geopolitical 
risk only if it affects their asset classes or strategies in the 
long term. For other investors, geopolitical risk is key for 
generating alpha.  
 

Types of Geopolitical Risk 
 
Three types of geopolitical risks are: 
 

1. Event risk - focuses on specified dates, such as 
elections, new legislation, holidays, and political 
anniversaries. Investors' expectations of a 
country's cooperation are influenced by political 
changes. Therefore, risk analysts often use 
political calendars as a starting point for 
calculating event risk. 

 
 
 

 
Note: Predictability does not affect the likelihood, 

speed, or magnitude of impact on investors, 
but it does offer them more time to prepare a 
reaction. 

 
2. Exogenous risk - is a sudden or unexpected risk 

that affects either a country's cooperative 
position, non-state entities' potential to globalize, 
or both. 

 
3. Thematic risk – risks that evolve over time such 

as climate change, pattern migration, the rise of 
populist forces, cyber threats, and terrorism. 

 
Assessing Geopolitical Threats 

 
Geopolitical risk can affect investments at 
macroeconomic, industry, and company levels. 
Investors examine geopolitical risk in three areas: 
 

Practice: Example 8, 9 and 
Questions under the ‘Knowledge 
Check’ for this section from the 
CFA Institute’s Curriculum. 
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1. Likelihood of occurrence - is the probability that 
the risk will occur. This can be challenging to 
measure as many risks are unpredictable.  

 
Collaboration and globalization reduce 
geopolitical risk since partners' political, 
economic, and financial costs are larger.  

 
Other variables may include internal political 
stability, economic need, and governmental 
motives. 

 
2. Velocity of its impact - is the pace at which the 

risk impacts an investor portfolio.  
 

i. Short-term or ‘high velocity’ - impacts 
include market volatility and investor 
flight to quality. Such impacts may 
damage whole industry or the whole 
market. Exogenous or ‘Black swan’ 
events include rare but significant 
events. 

ii. Medium-term risks impact companies' 
processes, costs, and investment 
opportunities, resulting in lower 
valuations. These risks are sector 
specific. 

iii. Long-term or ‘low velocity’ risks can 
impact asset allocation, but the 
immediate impact on portfolios is likely 
to be limited. 

 
3. Size and nature of that impact - When 

evaluating a risk's relevance, investors should 
evaluate its impact. High-impact risks need 
more investigation than a low-impact risks. 
External variables might intensify a risk's impact. 
For example, risk affects markets more during 
recessions.  

 
The nature of the impact may be discrete or 
broad. Discrete affects only one firm or sector, 
whereas broad ones affect a sector, country, or 
global economy. 

 

Scenario analysis 
 
Scenario analysis, in which investment teams examine 
their portfolios across several world scenarios, can assist 
teams in prioritizing and making sound investment 
decisions. 
 
Scenarios can take the form of qualitative analysis, 
quantitative measurement, or both.  
 
A simple framework for qualitative scenario building 
begins with developing a ‘base case’ for the risk. 
Investors can then consider the upside and downside 

scenarios, as well as how markets are likely to recover 
after the event. 
 
Quantitative scenarios can vary in sophistication, from 
simple stylized scenarios (measuring one factor) to more 
complicated ones using extreme events to test portfolio 
resilience. 
 
Scenario analysis is a useful tool for tracking risks, 
deciding on valuable portfolio actions, and avoiding 
groupthink. It requires a consistent commitment of 
investors’ time and resources. 
 
Effective scenario analysis necessitates teams 
establishing creative processes, identifying scenarios, 
tracking them, and assessing the need for action on a 
regular basis. 
 

Tracking risks according to signposts 
 
Asset managers build strategies to prioritize portfolio risks 
to minimize the impact of unanticipated change on 
investments. 
 
Signposts: 
 

o are indicators, market levels, data pieces, or 
events that signal a risk becoming more or less 
likely.  

o can be compared to traffic lights, with green 
indicating no action is required, amber 
indicating caution, and red indicating an action 
plan is necessary. 

o identification may take trial and error. A 
fundamental principle is to distinguish signal 
from noise. E.g., policy changes are more 
critical than political changes.  

 
Economic and financial market circumstances can 
signal upcoming trouble. A pegged currency or rapidly 
declining export value can prompt a change in 
exchange rate policy. Data screens should be used to 
identify these red flags early for country-level portfolios. 
 

Manifestations of Geopolitical Risk 
 
Geopolitical risks are unpredictable and can have a 
wide impact on investor portfolios. They can cause 
market volatility that can cause sudden changes in asset 
prices. 
 
During the COVID-19 epidemic, for example, stock 
prices fell while investors' "flight to safety" drove bond 
prices higher. 

 
 
 
 



ECO 
Learning Module: 6 

Introduction to Geopolitics  

 

Copyright © FinQuiz.com. All rights reserved 

Acting on Geopolitical Risk 
 

Risk analysis is the process of analyzing the likelihood, 
velocity, and impact of a risk to determine if and how to 
act in the face of such threats. The asset allocator may 
consider geopolitical risk in their asset allocation 
strategy. They may consider countries with a long history 
of using a multilateral approach to be more reliable 
invest. 
 
Portfolio managers can consider geopolitical risk in their 
models. Risk depends on investment objectives, risk 
tolerance, and time horizon. 

 
Political, economic, and financial cooperation may 
boost the stakes of geopolitical risk assessments for 

global investors. Changes in international cooperation 
can affect capital markets. 
 

 
 
 

 
 

 
 

Practice: Example 10 and 
Questions under the ‘Knowledge 
Check’ for this section from the 
CFA Institute’s Curriculum. 

Practice: End of Chapter Questions   
’from CFA Institute’s Curriculum 
and FinQuiz Question-bank. 


