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The Geopolitics of the Financial Role of the
Gulf Region amid the New Global Competition

Oguzhan Akgun
PhD student at Middle East Technical Universit
Research Assistan at Turkish National Police Academy

Abstract

The Gulf Cooperation Council countries have been important elements of Bretton
Woods system and neoliberal order led by the US. However, the expansion of BRICS in
2023 with new membership of Saudi Arabia and the UAE alongside Egypt, Ethiopiqg, Iran
has resparked the decades-long discussion over the decline of the Western- led global
economic system. In this regard, this study aims to analyze the financial challenges of
the Western-led order and the new challenges coming from the actors in the BRICS and
the Gulf countries. This study is important for showing the agency of the countries for
the trajectory of the global political economy. For the attempt to decide on the right
monetary policies for ensuring the sustainable global growth, the dynamics and the
ground of the relationship between the Gulf and BRICS have cruciality. The main
research question is to what extent the monetary policies of the Gulf countries are
influential for the global competition and to what extent and in what ways their political
actions and strategies effect the possiblity of the sustainable global growth and the
distribution of the global wealth.

Dwelling on the current developments on the Gulf region, the study presents a nuanced
analysis of the complex dialectical relationship between hegemonic and counter-
hegemonic forces in today’s world. The first section discusses the current situation of
the US-led Western hegemony and its implications for both the modern world system
and the Gulf region. The second section focuses on the global power shift through the
discussion of the expansion of BRICS and the potential implications



of this expansion over the Western-sponsored modern World system. The third section
examines the rise of relationship between the BRICS countries and the Gulf region
through the analysis of recent financial transactions. This section shows the deepening
relations between BRICS and the Gulf region. This section also reveals the emergence of
the alternative developmental trajectories for the South-South cooperation for the
monetary policies. Based on investment strategies and investments themselves at the
last decade, this study shows the impact of the Gulf countries’ over the global financial
markets through a comparison between the Western and BRICS financial markets.



Introduction

The breakdown of the Bretton Woods system following the Nixon administration
unilateral decision for ending the convertibility of the US dollar to gold led the Gulf
Cooperation Council (cCcC) states to become more important elements of the
neoliberal order (Spiro, 1999; Hanieh, 2018). Since then, the GCC states have preserved
important roles and functions for the new political and economic order. However, the
expansion of the BRICS in 2023 has showed the alternative power contours for global
political and economic system. This expansion with the membership of the United Arab
Emirates (the UAE) alongside Iran, Ethiopia and Egyptl was largely discussed as a part
of the decades-long global discussion over the decline of the Western-led global
political and economic order (Young, 2022; Suleyman and Alterman, 2023; Alfarhan and
Sudairi, 2023). The global leadership of the US had already been questioned especially
following the global financial crisis of 2008 with questions including the effectiveness of
the US-led economic system. The questioning of the leadership of the US has incerased
after trade wars through the imposition of tariffs and the weaponization of the US dollar.
This has created anxiety for several countries regarding their geopolitical and
geoeconomic security given the financial power of the US. The US administrations’
decisions in the last decade with the purpose of protecting their own interests have
accelerated the challenges towards the US-led order through the creation of the new
institutional mechanisms such as BRICS and Shanghai Cooperation Council (Onig and
Kutlay, 2020; Schindler et al, 2023). Thus, the multipolar order has achieved powerful
organizational and diplomatic power globally combined with the prioritizaiton of the
core powers of the established system such as the US and the EU countries over their
own security and economic interests rather than focusing on the maintenance of the
international free trade and financial transactions and the questioning of the Global
South for the neoliberal order and their dependent position in the neoliberal order. The
rise of the multipolar order has also been affected by the opportunities and challenges
of the recent era.

1 While Saudi Arabia was approved by BRICS members in the BRICS Summit in 2023 held in South Africa,
Saudi Arabia took the decision of considering the invitation to become a BRICS member. The ambiguous
BRICS strategy of the Kingdom of Saudi Arabia is crucial for the BRICS grouping since it might lead to the
embarrassment for the prestige of the BRICS grouping. Also, the new “BRICS partner” status introduced at
the Kazan Summit on October 2024 for the thirteen countries such as Belarus, Cuba, Kazakhstan, Indonesia,
Malaysia, Nigeria, Thailand, Turkiye, and Vietham is unclear in terms of the official invitations received by
those countries.



Against this backdrop, the Gulf states have been concerned with the global financial
instabilities and the ramifications of the global power shift over their political economy
as they have main concerns regarding the post-hydrocarbon era and the end of
security umbrella of the US in the region (Singh, 2022). They had a strategy to diversify
their all relations, thus diversifying the geopolitical and geoeconomic risks in order to
avoid the potential challenges and to get an advantageous position in the multipolar
world. The main question here is to understand to what extent economy policies of the
Gulf countries are influential for the trajectory of the global competition and how are
those policies affected by the global geopolitical and geoeconomics dynamics. Thus, it
is crucial to analyze the geopolitics of the Gulf region through multiscalar and dynamic
perspective. In this regard, the discussion regarding the current trajectory of the Gulf
political economy has cruciality in order to analyze the currrent dynamics of the gulf
geopolitics and their impacts on the global geopolitics. As the subject of analysis for the
geopolitics of the Gulf region’s role, the role of the Gulf states in the energy markets and
the economic relations through the strategic investments of the Gulf states have
crucial position. The focus on the Gulf regions’ role in the energy markets and the
strategic investments regional and globally should also be accompanied by the
geopolitical strategy of the Gulf decision makers. This is the pursuit of the Gulf leaders
for global influence through strategic partnerships and being mediatiors in conflicts.
They use those policies as strategic tools for the broader strategy for achieving global
influence.

Furthermore, it is important to analyze the financial challenges of the Western-led order
and the new challenges coming from the actors in the BRICS and the Gulf countries
towards the Western-led order. Thus, it is crucial for showing the agency of the
countries for the trajectory of the global political economy. By having strategic
decisions such as Sovereign Wealth Funds investments both through FDIs and portfolio
investments, partnerships in global politics, political stances regarding the petroleum
production numbers, the Gulf states have protected important power in global
geopolitics. Their proactive foreign policies regionally and globally put themselves in
the center of the global power competition as they secure close relations with the both
sides of the global competition. In order to analyze the geopolitics of the Gulf region
and its financial role over the global



competition, the characteristics of the global power shift should be analyzed. This
analysis should be mediated through a dynamic analysis of the Gulf states’ own policy
preferences and their own perceptions regarding their positions in the competition.
Thus, this analysis includes the Gulf states’ agency by discussing the strenghtes and
weaknesses. In order to show the changing dynamics and the current patterns of the
GCC states and their relationships with the global powers, this study adapts a political
economy perspective while analyzing the data and the historical process. Thus it helps
making sense of the greater process while providing an edge for the potential future
trajectory.

The Global Power Shift and the BRICS

Global politics and political economy have currenntly been defined as having a shift
from unipolarity to multipolarity (Hinnebusch, 2013, 75). Financial crises following the
construction of the Washington consensus and its legal and instiutitonal implications
over the countries had already created powerful challenge for the legitimacy of the
Western-led order for actors of global geopolitics. Two crucial financial crises such as
1997 Asian Financial crisis and the 2008 Global Financial crisis have intensified the
challenges towards the established order by global South actors such as BRICS and
Shanghai Cooperation Council. This led to the intensfying discussion in the literature
regarding the global power shift. The main focus of this literature has been the rise of
China and other counter-hegemonic powers (Van der Pijl 2006; Bello 2014; Desai 2013;
Stuenkel 2015; Kiely 2015; Cooley and Nexon 2020). The counter-hegemonic discourses
mainly concentrate on the reform over the system constructed after the seecond world
war and the Washington Concensus framework starting in 1980s.

BRICS members have been calling for a transformation of the international
trade/finance architecture and structure of global governance representing multipolar
international order. China and Russia have been criticizing some actions in the UN
Security Council such as promoting national sovereignty, criticizing the Western-
dictated doctrine of responsibility to protect, opposing Western interventions and calls
for regime change in Libya and Syria, and vetoing US- sponsored proposals on Iran’s
nuclear program and sanctions on Venezuela, Yemen, and Iran. BRICS has two
concomitant strategies at the same time. While it
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criticizes the structure of the existent instiutions for the suggestions of improvement
towards greater participation for the developing world, it has also attempts to create
alternative instiutions for the global political economy such as Asian Infrastructure
Investment Bank (AIIB), New Development Bank (NDB) and the Contingent Reserve
Arrangement (CSA) (Nuruzzaman, 2020, 8). These new instiutions are evaluated as
aims for breaking the Western worlds’ monopoly over finance and development (Bello,
2014). New institutions could be detected in the security environment such as through
new regional security organizations and through alternative platforms for law
enforcement. Reshaping global governance through incorporating ideas and interests
into the international agenda from the global South has showed itself in the demands
for more equitable and inclusive international order. The Western intenational order has
been losing its legitimacy for decades as shown in the legitimacy crisis of the Bretton-
Woods institutions such as the IMF, th WB, WTO and the international organizations such
as the UN in the eyes of the politicians and societies of the global South.

The weaponization of the dollar through some restrictions and freezing of assets also
helped the legitimacy crisis, leading to the de-dollarization agenda for many countries.
The return of Trump and the potential of full-scale trade war — with risks of tariffs up to
60% on all imported goods have intensified the legitimacy crisis overall. In this regard,
Alexandre Kateb argues that the future of the lack in the progress at the G20 level for an
international reserve currency would create an impetus for BRICS+ in establishing their
own clearing and payment system (2023). Although the petro-yuan replacing the
petrol-dollar has a low possibility due to several reasons ranging from the China’s own
financial system towards the fears over the Chinese hegemony (Kateb, 2023). China’s
foreign policy has been seen as focusing on the economy and win-win concept.
However, some specific actions by China shows the China’s use of its military and law
enforcement in accordance with its grand strategy. This demonstrates the possiblity of
involvement in the security area by China as it was experienced before with the
establishment of a military base in Djibouti and the prospective militarization of Iran’s
Kish Island and the Pakistani port of Gwadar.

Chinese authorities have been pursuing the RMB internationalization through two
pathways such as the settlement of trade transactions in yuan and the
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development of the offshore RMB markets for yuan deposits and yuan- denominated
bonds in approved jurisdistions (Lim, 2023). They support the internationalization of
renminbi through clearing banks, cross-border payments system, swap lines and
several bilateral agreements with the purpose of increasing the renminbi usage in
global trade. The literature regarding the RMB internationalization has been discussing
the potential of the yuan altering the ideational and institutional underpinnings of
international monetary relations (Cohen, 2012; McNally and Gruin, 2017). Digital
currencies as an increasing trend for central banks have been an important instument
for the China’s financial policy as it showed itself in the initiative of “proofs of concept” -
Multiple Country CBDC Bridge (mBridge).

Regarding the reflection of this power shift on the middle east region and the Gulf
region, the literature also has the similar direction for conceptualizing the shift. It
conceives the recent development as the rise of the geopolitical and geoeconomic
power of China and BRICS as well as questioning of the legitimacy and credibility of the
US in the GCC (Youssef and Ghafar, 2022). This is understood within a counter-
hegemonic change framework. The BRICS countries, especially China, have a great
level of geostrategic alignment recently, showing the importance of the Gulf region in
terms of its foreign police priorities. This could easily be seen by looking at the numbers
of trade, investment and diplomatic meetings. The BRICS has been increasing its reach
as main trading partner and as investor in the Gulf region. The 21th century has shown
exponential deepening of economic ties and trade volume between the BRICS countries
and the Gulf states. The question of evolving global energy transition and the
cooperation betwen the GCC states and the BRICS states is one of the main pillars of
the future relations as GCC states investing increasingly in green energy initiatives vis-
a-vis BRICS states especially China having powerful initiatives for invseting in green
energy. However, Sune and Ozekin do not conceptualize the rise of BRICS as a counter-
hegemonic structure rather they define it as “within the system challenge” (2023). They
only accept the rise and relevance of the BRICS in the Gulf region as power holders,
however they categorize the rise as only through the collapse of the monopoly of
traditional power centers on patronage over the Gulf region.
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Camille Lons argues that Beijing has been pressing the Gulf countries to accept
renminbi for petrol exports. However, the resistances have been underlined by the Gulf
states based on their economies’ deep interconnection and currencies with the dollar.
However, it seems that the war in Ukraine and the following Western sanctions against
Russia is a game changer for the political calculations of the Gulf states. This could be
seen in several instances such as Xi's visit to Saudi Arabia and his public explanation for
his willingness to purchase Saudi oil with renminbi (2022), the joining of the UAE for
China’s mBridge digital central ban currency project (2022), the UAE, first LNG sale to
China in renminbi (2023), and KSA and China currency swap deal for three years of 7
billion (2023).

Alternative Developmental Trajectories of the GCC States

The literature has showed the new tendencies in the roles of the states in economic
activity recently. In this regard, Lai has discussed the increasing role of the state as a
vital and strategic actor in global economy and financial markets (2023). Her analysis
was based on the increasing use of financial measures and market solutions by states
following the 2008 global financial crisis. For the global tendency of the financial
statecraft, Lai has shown the rising importance of the SWFs, new roles of the national
development banks and central banks. According to her, this has created new spatial
organization in the international financial and monetary relations. The role of the states
have been thought more broader demonstrating a shift from providing stability and
upholding trust in systems and institutions towards states becoming more active
market actors (Lai,2023). The new state-finance nexus within which the intersections of
state and financial interests in this regard has been crucial for shaping geopolitical and
capitalist formations (Langley, 2014; Peck, 2014). The deepening role of the states in the
financial markets has been also discussed by Haberly and Wojcik (2022) through a
conceptual framework adding the “world governments” to the global financial
networks. Overall, the literature in general has reflected a tendency towards more
broadening understanding of the state roles in the financial system and markets.

In this regard, the traditional dominance of the Anglo-American financial institutions
over the global finance has been challenged by the SWFs of the states of the emerging
economies (Monk, 2009; Dixon and Monk, 2012; Dixon et al., 2022).
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The SWFs have been providing strategic tools and instruments for the states as shown
by the study of Liu and Dixon (2022) in the case of the China Investment Corporation
initiative to set up joint-holding structures with other SWFs. In the recent debates
regarding the “new state capitalism”, the earlier narrow focus on the state- owned
corporations in the East Asia (Carney, 2015) has been broadened towards including
broader dimensions of financialized capitalism and a variety of instiutional forms
including SWFs, state-owned enterprises, national development banks, currencies, and
monetary and industrial policies (Carroll and Jarvis, 2022; Silverwood and Berry, 2022,
Skalamera Groce and K'ostem, 2023; Su and Lim, 2022). Based on the new state
capitalism discussion, Alami and Dixon has demonstrated the legitimation of the state
in development (2023). Even in the Western states, the role of states has been
broadened towards being a generator of the capital through some interventions such
as quantitative easing (Lai, 2023).

The Gulf political space has been differently defined and understood by different
scholars. While Jared Cohen, the president of Global Affairs and co-head of the
Goldman Sachs Global Institute, puts them in the swing states categories, the outcome
of the Middle East Meeting program in the university of Cambridge organized in 2022
tried to see them within the geopolitical framework of the Indo- Pacific, which defines
the Gulf as a sub-region of the broader regional space. However, this study here
attempts benefiting from the state capitalism conceptual framework in order to locate
the individual states and the Gulf region as a whole within the global geopolitical and
geoeconomic redrawing. In this regard, Matthew Gray’s analysis towards the Gulf states
and Schindler’'s perspective would be utilized as they provide a dynamic and broad
analytical frameworks. The terms of “new state capitalism” and “minilateralism” by Gray
have been deployed for making sense of the current global geopolitical environment
and the interaction of third states with the global powers within such a context. This
approach has been in the same line with the Schindler definition of “the infrastructure
state”. The main argument in both approaches has been based in the comparison
bertween the geopolitical rivalry of the Cold war period and the current one. The simple
bipolar order of the Cold war period is demonstrated to be replaced by more dynamic
and diversified networks of relations among the great powers and other states.

14



The development and accummulation processes recently in the Gulf region have been
dominated by the states. The over-arching tendency in these states is defined by the
diversification strategies which mainly aim to get away from being dependent on
revenues of natural resources as a preparation for post- hydrocarbon era. In this
regard, states in the Gulf region lead investment strategies through sovereign wealth
funds. These strategies are mainly concentrated on the investments on the
infrastructure, innovation and digitalization, financial instiutions and trade actions. In
addition to the role of the state in the economic development, the geopolitical stances
of the Gulf states show a tendency of diversification as well. Regarding the discussion
over the individual states’ stances towards the global power rivalry, amongst the main
strategies such as balancing, bandwagoning and hedging, the Gulf states have been
pursuing an hedging strategy, demonstrating the diversification of risks in engaging
with global powers and the rivalry between them (Kateb, 2024). The recent membership
of the UAE and Saudi Arabia for BRICS shows the general tendency of the conventional
US-allied Gulf states for seeking of new potentials for economic diversification and a
multidimensional foreign policy strategy (Burton, 2023). This is valid especially for the
UAE and Saudi Arabia as they seek for more autonomous foreign policy in regional and
global scales.

In analyzing the Gulf political space, the intra-GCC competition should be discussed for
the relevance of the GCC as a monolithic bloc of political action. It would be logical to
ask whether they can establish a united political stance and actions as the last decade
has shown two-times embargo on Qatar by other GCC states. However, this article
argues that GCC states are united since they have several common interests and
challenges that connect them each other. Although they have several overlapping
investment strategies ranging from tourism development, knowledge-based
economies and being a hub in global connectivity and trade, the competition among
the Gulf states is a multiplier of the economic diversification of the region. They have
been creating their own individual relations with the outer space through being a
mediator in global affairs and being connection hub in tourism, transportation and
sports. The GCC states have different financial situations but similar monetary policies
and structures (Coface For Trade, 2023).Their currencies are pegged to the US dollar
apart from Kuwait having a currency peg in an undisclosed currency basket.
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The GCC states have managed to act cohesively in approaching to the recent regional
and global affairs. Drawing on the empowering of this cohesive regional identity, the
GCC has shown its importance as a key player still in the redrawing of the international
political economy framework marked by the multipolarity of the global powers and
strategies. Also, as emphasized by the Chatham House (2024), the cohesive stance of
the GCC states functions as stabilising force for the volatile international system.
According to the report by Alexandre Kateb published in the Carneegie Endownment,
the trend is to accelarate towards more shift away from dependence on the US dollar
for transactions of trade and global assets in the part of the GCC states policies while
they become closer in terms of financial relations with members nations of BRICS.

“New state capitalism” conceptualization shows its relevance in the Gulf political space.
The current global power shift has been taken advantage by the GCC states for their
capitalist accummulation processes. The Gulf states are willing to construct complex
relationship with the global north and global south through different mechanisms and
instiutions. In this regard, the political economy space has been mainly shaped by the
issues such as energy transition, security concerns, capitalist accummulation and
overcoming domestic challenges.

However, the Gulf states are not willing to choose sides among any great power in the
global power rivalry. The speech of an influential figure, the UAE's presidential advisor
Anwar Gargash, demonstrates the UAE's multilayered approach which is based on
balanced and diversified economic partnership in a multipolar world (Sankar, 2022).
This pattern is not only confined to the UAE foreign policy. The Saudi foreign policy has
also shown the similar pattern in the same direction towards a multilayered approach
in its relations with other powers (Fulton, Sim & Saman, 2023). Although managing a
transition period for the establisehd set of networks and relations is difficult, it also
creates opportunities for the individual states. The Gulf agency has displayed a positive
approach especially in dealing with the energy transition (Aminjonov & Sim, 2023).

The role and potential impact of the Gulf states’
positioning in the redrawing
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The main discussion in this section will be the fact that what can be deduced from the
overall discussions of the first three sections regarding the role of the Gulf states and
their actions for the sustainable global growth and financial system. Thus, this section
would discuss the impact of the political reaction of the Gulf states for the trajectory of
the global political economic system and the global monetary policy outcomes. The
main argument of this article is the fact that the GCC states have a potential for a
pivotal financial role to play in the international financial redrawing as a part of the
global power competition owing to their substantial amount of reserves, strategic
locations and proactivity seen in their foreign strategies be it economic one or
geopolitical one. However, as the following discussion shows that their impact for the
global financial system has been liminal (Alfarhan and Alsudairi, 2024). This is caused
by their decades-long deep connection with the western financial system and markets.
They have several investments in several sectors in the West although the Gulf states
have been looking for new partnership and cooperation with the BRICS and the global
South for political and economic opportunities. For answering the research question,
the relevant data will be the energy trade, renewable energy investments, the equity
markets, central bank reserve composition, FDIs and portfolio investments. These data
will help conceptualizing the Gulf states’ potential role to play in the redrawing of the
global financial system. In this regard, the question of whether financial transactions
towards the China and BRICS countries by the GCC have the possiblity to create a new
spatiality towards the hegemony of China and the BRICS will be discussed in parallel
with the question of the role of the GCC states for the renminbi internationalization will
be traced. There are three main motivations for the Gulf states approach towards the
global power shift. These are reaping the potential advantages and avoiding
disadvantages of the global power competition, domestic requiriements of the GCC
states for the sustainability of the capitalist accummulation and post-hydrocarbon era
concerns.

The energy resources and the energy transition locate the GCC in the center of
discussion for global power struggle and international financial redrawing. They have
been main suppliers of the energy for the world economy since the cold war period. For
now, their positions as being the suppliers of the energy are still crucial especially with
their increasing trade volume with China and India increase for the last two decades.
Thus, the central policy of the US-led era regarding the Gulf states
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which was concentrated around the stability of the flow of the energy resources from
the region towards the world has been replaced by the Chinese main concern
regarding the region as being the stable flow of the energy supplies from the region.
Regarding the energy, the GCC states are among the most influential actors within
OPEC and OPEC+. This gives them diplomatic leverage over the West as it was seen in
the US demand for Saudi Arabia to increase the production. Revenues from the energy
exports with its control by the monarchy’s and wealth funds recently with a centralized
perspective enable these states to fund their strategic development investments and
geopolitical initiatives. At the same time the energy transition and their investment in
renewable energy and deepening cooperation with the BRICS countries and other non-
Western states have been decisive for the trajectory of the global trade and global
finance as total volume of trade between China and GCC increased from 10 billion in
2002 to 232 billin in 2020 (Alfarhan and Alsudairi, 2024). In this regard, the circular
economy models launched by the GCC states as an alternative model for the green
transition has been an important part their development strategies for the post-oil era.
SWFs have been expanding their global reach for the last two decades. SWFs of the
GCC states are ones among the world’'s largest SWFs such as Saudi Arabia’s Public
Investment Fund (PIF), the Abu Dhabi Investment Authority (ADIA), and the Qatar
Investment Authority (QIA) as being the most well-knowns. The strategic investments of
these SWFs assets in the investments as both FDIs and portfolio have a great function in
the eyes of the decision makers in the GCC as they would provide a solution to their
economic diversitifcation strategies, bring innovation and technology to their countries,
and expand their reach towards the world. Through the investments of the SWFs, the
geopolitical and geoeconomic reach of the GCC states could be seen as highly
influential for their potential in the redrawing of the international financial system.
However, the traditional investment potrfolios of the GCC SWFs still continues as they
invest heavily in the US finance markets well ahead of China (Smith, 2024)

Furthermore, the GCC states have been pivotal actors in the redrawing of the global
economic system as the Gulf cities such as Dubai, Riyadh, and Doha have been
increasing their global reach for being global financial hubs. This creates decentralizing
impacts on the traditional global economic power centers such as
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London and New York. Their recent competitive tax regimes and regulatory reforms
have been attracting startups, investors and multinational corporations. The current
decades have shown that the Gulf states have strategic forsight and financial strength
that enable them to influence on the trajectory of the trade, energy and finance amid
the global power rivalry and multipolar global economy.

Alfarhan and Alsudairi, having analyzed the Gulf states investments in the China’s
equity market by looking at the patterns of shareholding, show the gradual upward
trajectory in the investmentos of the Gulf funds in their scales and diversities (2024).
Regarding the question of the collapse of the hegemony of the US dollar, they have a
clear argument of the possibility of emergence of a mini petro-yuan system still under
the dominance of the US dollar with the impact of the deepening financial linkages
between the Gulf states and China. They substantiate their argument through the
relative small numbers of the Gulf-Sino capital circulations despite their increasing
tendency vis-a-vis the deepened relations in terms of energy trade and trade in
general. According to them, China’s FDI investments in the GCC are still relatively small
compared to the overall investments with the 1.8 percentage while the Gulf FDIs in
China has been limited as well. This trend is not seen only in the FDIs investment
numbers. Rather, the Gulf SWFs' investments in China equity markets have shown light
footprints with the lion share still goes to the North America and the Europe which
around the 80 percentage of all investments abroad. This fact has been accompanied
a noticeable shift of the Gulf capital flows towards China recently. By relying on the
official data from the China Stock Market and Accounting Research Database (CSMAR)
based on the company lists in Shenzhen, Shanghai, and Hong Kong stock exchanges for
seeing the investments of the GCC SWFs and subsidiary funds, the scholars
demonstrates the changing spatialities of the Gulf- China capital circulation. The solid
entrance of the GCC states in the Chinese equity market started in 2008 with the
obtainment of the three GCC states, the UAE (through ADIA), Kuwait (KIA), and Qatar
(Qatar Holding LLC), qualified foreign institutional investor (QFII) certification (Alfarhan
and Alsudairi, 2024) although the first GCC entrance to the Chinese equity market
dates back to the 1990a by the Abu Dhabi Investment Authority. This allowed the three
states to circumvent capitals controls.
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This has been within the framework of the internationalization of Chinese equity market
and renminbi as the quotas leading to capital controls have been eventually abolished
(State Administration of Foreign Exchange, 2019). The year 2021 indicates a jump in the
size and diversity of GCC SWFs investments in China through the increased numbers of
the Gulf entities received QFIl certification. However, the dramatic shift can be seen in
the acquisitions of GCC SWFs in China in 2023, rising from 100 million in 2023 to 2.3 billin
dollar (Bartenstein, 2023). This led to the overtly expression of the US concerns, which
led it to the reviewing of the acquisitions. Regarding the future of this relationship,
AlFarhan and Sudairi argues the high possibility of the influx of the GCC capital into the
Chinese financial market with a circumscribed manner due to some factors such as the
the stringent capital- controls regime in Chinag, the deepened and rooted financial
relations of the GCC states with the Western financial markets and the growing
negative perception of the Western for China geopolitically, (2024: 83). Also, the
growing scepticism of the GCC elites over the Western. Overall, the abovementioned
relations shows an uptick in the tendency of the diversifying and broadening capital
circulation, which has the potential to impact on the future landscape of the world
economy and capital circulation networks. Furthermore, the recent linkages between
the Gulf states and China has led to the opening of a new battlefront for the US
(Calabrese, 2023; Alfarhan and Alsudairi, 2024)

BRICS political leaders have been challenging the dominance of the US dollar as the
global currency. In this regard, they have been calling for the use of local currencies in
trade. Despite in low volume till now, some experiences of the use of local currencies in
trade of commodities and energy resources in some cases have been seen among the
BRICS countries and the MENA region in general and the Gulf region in particular. The
core issue in the literature in this regard has been the potential shift from petro-dollar
to petro-yuan. Although each factors of relations between the GCC and BRICS could be
seen as evolutionary in their impact for the future trajectory of international financial
system, the decision of a shift from “petrodollar system” to “petroyuan” or to “any local
or digital currencies” could create more revolutionary impact over the US-led financial
order, which will destroy the dollar's status as the hegemon global reserve currency.
However, the dependence of the stability of the financial system on this pillar and the
GCC states their own economies as their currencies are pegged to the US dollar, this
seems unlikely for
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the close future. In this regard, Kateb argues that transitioning to more adaptable
monetary policies, such as a crawling peg or a managed float, could benefit the GCC
nations in an increasingly multipolar world. However, it is highy risky for the GCC states
for the disruptive impacts of the transition period. At the same time, the recent
diversification of the GCC states portfolio investments shifting away fron decades-long
strategies of the GCC petrodollars in the US treasuries and European assets
demonstrates a crucial tendency towards multipolarity in the global financial markets
themselves. These decision are in the same direction with their policies of the derisking
and diversification in each realm. Their resources enable the GCC states to balance
between competing global powers such as the US, the EU and China while creating with
all of them financial engagement for the projects and aggreements.

Alfarhan and AlSudairi discusses the elements in the relationship between the GCC and
China for supporting the use of the RMB in important economic transactions (2024 85).
Alshareef had already shown the involvement of the GCC into the extensive utilization of
RMB through Bond Connect schemes, established local currency swap agreements, set
up regional RMB clearing houses, and issued RMB- denominated debt (2023). The
energy sale with RMB has been critical element in the GCC-Sino discussion regarding
the internationalization of RMB in the use of global trade. Although the volume of the
use of RMB in global trade and financial transactions is still in its infancy, the decision of
the UAE to make gas sale to China with RMB (1SS, 2023). This might create an example
for other GCC states to follow the UAE in their energy sales.AlIFarhan and AlSudairi
(2024) evaluates the more extensive use of RMB in trade and financial transactions as
possible in the future as well as the recylcing of the yuans towards the Chinese equity
markets.

As argued by Husain, the GCC stateas have been questioning the sustainability of the
fixed exchange rate regimes, especially following the the fluctuations of the price of oll
with a tendency of low price after 2014 (2015). The literature regarding the exchange
regime of the GCC has been supporting the idea that fixed exchange rate regimes are
still functional for the GCC states. While agreeing with the above argument, Pinto puts
some concerns over it as emphasizing that the ability of policymakers varies across the
Gulf region based on their financial buffers and the capacity to manage the fiscal
deficits (2018).
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The engagement of BRICS in the Gulf region could be seen as a part of a greater
framework of the South-South Cooperation. Such a political and economic framework
has its grounds starting from the Cold war period (Gomes and Esteves, 2018). For the
South-South Cooperation framework, non-intervention2 and no conditionality have
been two important pillars that BRICS capitalizes on in its relations with the global South
(Chenoy et al. 2016). Their membership of BRICS+ and new financial instiutions of BRICS
are also important for the financial redrawing despite having some limitations for the
time being. The Gulf states such as the UAE and KSA have been among the founding
members of the China-led alternative financial institutions such as the New
Development Bank (NDB) and Asian Infrastructure and Investment Bank (AIIB).

For an alternative international order, Ozekin and Sune argue that the ability to provide
global public goods such as security, a stable currency, a functioning global trading
system, and coordination of overall global governance are necessary prerequisities
(2023). They argue that BRICS does not have the capacity to provide these
prerequisites. However, broader perspective needed to conceptualize the current stage
of the global rivalry and the discussion of the alternative international order. In this
regard, the theoretical and conceptual framework of Schindler helps to enlighten the
above deadlock.

Portraying a weakness out of the rising challenging powers integration into the global
capitalist system should be questioned carefully. The argument that these powers are
dependent on the existing global economic structure so they don’t have the capacity to
form a counter-hegemonic bloc seems imperfect. It overlook the trade wars by the US,
gradual transformation characteristics of China and the benefits of the existing
structure for the BRICS states. Also, as seen in the argument of Stephen (2014, 925),
portraying the BRICS as only less liberal form of capitalisms integrated into the
international capitalist system is problematic as much problematic as Robinson’s
portrayal of BRICS as confined into the emerging international capitalists who struggle
to break into the ranks of global elite (2015). Ozekin and Sune’s conceptualization
regarding the BRICS’ potential of creating a global counter-hegemonic alternative give
the sense of simple rush for stepping

2 https://www.stimson.org/20]9/conflict-mediation-chinese-characteristics-
how=china-justifies- its-fon-in erference—pollcy?
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up the ranks of the global capital circuits. Their reading out of the global
competition is just a matter of competition among the power within the same
paradigm. They do not concern the geopolitical, geoeconomic and cultural
deadlocks among these powers as well as they do not have a concern on the
impact of domestic obligations for the political elites, intensifying the global
encounter and geopolitical contestations. Thus, their account of “within the system
challenge” needs to be considered again thorougly. As cited by Summers, Ozekin
and Sune frames the reaction of BRICS as if towards the authority of West rather
than to global structures themselves. However, such as framing is problematic as
well as it does not explain the core concerns of BRICS states and their alternative
institutionalization attempts.

Conclusion

The US hegemony is still visible in the global financial system based on a quick look at
the central bank reserves and the numbers of the use of the US dollar in global trade.
However, the political economy perspective warns the full-fledged conceptualization of
new dynamics and parameters following the deepening global competition. This article,
in this regard, has discussed and shown the role and function of the GCC region in the
redrawing of the global economy and financial system. Although it has been argued in
this article that their impact is limited for a radical change in the established system
based on their dependence on the existant system, the trajectory of the global finance
and geopolitical competition will be affected by the political economic landscape of
the GCC region as the state elites have been the central actors in the development
process of the countries. It has been highly important to discern the important of the
GCC states as global actors due to the financial reserves and global investments they
have as well as the powerful motivations and considerations of the Gulf monarchies for
being highly sensitive to the geoeconomic and geopolitical changes in regional and
global scales.

Lastly, it is senseful to make a discussion that might be helpful for other global actors
regarding their relations with the GCC region such as the EU. Political considerations of
the Gulf monarchies over the regime survival are to be considered
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by any political actor while dealing with the GCC. In this regard, the countering attempt
of the GCC might lead the GCC more towards China and BRICS so global actors should
reconsider the impact of discourses of the “no-conditionality” and “non-intervention”
by especially China and Russia over the political considerations of the GCC leaders.
Focusing on building effective partnership in cricitical areas might be the best option
for any actor in order to capitalize on its own advantages for its relations with the GCC.
Thus, the recognition of the Chinese presence in the GCC might be a good starting
point for political reevaluations although this would create damaging effects for the
decades-long established system. It is double- edged sword.
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Abstract

Following Russia’'s armed attack on Ukraine, one of the areas where researchers’ concern
was not at such a significant level as it is at present was affected. Throughout this study,
we will refer to global supply chains and commercial globalisation in both this idea and
in our discussions. In this article, we aim to analyse the critical role of Ukraine in the global
grain trade. According to the statistics analysed in this research, we highlighted the fact
that Ukraine is a leading exporter of wheat, corn and barley, which in turn are essential
resources for food security, especially for countries in Africa, the Middle East and Asia.
These areas are the most dependent on grain imports. In this study, we analysed the
current conflict in Eastern Europe through several research methods, namely the
economic impact caused by these disruptions. The reason for initiating this research is
the profoundly adverse effects that have impacted the current economic and political
situation, specifically the increase in food insecurity in vulnerable regions, the alarming
upward trend in prices, and significant
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disruptions to the supply chain. Thus, to map out a clearer picture of the actual situation,
this research combines a series of political-commercial analyses and government
interventions, utilising databases on trade flows, product prices, and supply chain issues.
Therefore, following this extensive analysis, we highlighted the effect of the increase in
product prices and the significant logistics challenges resulting from the disruption of
exports from Ukraine. Following this analysis, we aimed to increase the resilience of
supply systems by emphasising the importance of diversifying supply routes and
fostering collaboration between states to mitigate political and economic risks.

Keywords: Grain Trade, Ukraine, Food Security, Economic Consequences, Export
Blockade, Global Supply Chains

Introduction
Complex international trade networks have undergone a series of radical changes,
asserting themselves as a result of the impact of commercial and political globalization
on new trends in the global market. This aspect has significantly impacted the way
interstate collaboration is conducted. Following the development of global supply chains,
both vulnerabilities have been highlighted and summarized in terms of the possibility of
interruption or blockage, as well as opportunities for sustained economic growth.
Following the research of the aspect of economic globalization and especially
‘commercial globalization®, we highlight a series of current aspects characteristic of our
times such as: the dynamic circulation of goods, services and capital across state
borders. Despite these freedoms previously listed, this accelerated interstate
dependence, which is the basis of modern trade, also presents itself as a catalyst for
local disruptions, as we have learned from current geopolitical conflicts.
Therefore, in this article, we will examine how geopolitical tensions—especially those
involving regions actively involved in global supply chains—impact the global economy.
Following the economic analysis of the Ukrainian state, which played
We decided to analyze the situation of global trade through the lens of the conflict in
Ukraine, a state that plays an important role in the international grain market,
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to better understand the issues related to food security, trade restrictions and economic
resilience. The analysis of this topic is much more important than we can imagine
because, according to the statistical data that we will present later, Ukraine's agricultural
exports are essential for neighboring countries and for regions in Africa, the Middle East
and Asia that depend on Ukraine for food security. Therefore, the blockade of Black Sea
ports and changes in trade policies highlight the vulnerabilities associated with excessive
dependence on certain trade corridors.
While international initiatives, such as the Black Sea Wheat Initiative, are attempting to
address these issues, a fundamental question remains: How can global trading systems
adapt to strengthen resilience in the face of such shocks?
These challenges highlight the urgent need to collaborate internationally and develop
innovative strategies to protect and strengthen global food systems.
This study aims to explore these urgent and vital themes through a series of specific
research questions:

- What are the macroeconomic consequences of sanctions and trade restrictions on

essential goods such as grains, and how do they affect global markets and price
Structures?

- How can global trade frameworks and multilateral agreements improve
resilience to geopolitical shocks while ensuringstable flows of agricultural goods
such as grains?

- To what extent has the conflict in Ukraine accelerated structural changes in trade
globalisation, and what are the long-term implications for grain trade and food
security?

Through this interdisciplinary approach, the research aims to provide essential answers
for understanding and addressing these challenges. With its comprehensive and
multidisciplinary approach, the study addresses these questions and contributes to a
nuanced understanding of the interplay between commercial globalisation and
geopolitical realities. It underscores the importance of fostering adaptive trade policies
and resilient supply chain infrastructures to navigate the complexities of an
interconnected world.
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Globalization: Catalysts and Challenges in
Supply Chain Resilience

As we explore the complexities of modern supply chains, it's essential to examine the dual
forces of globalisation that act as both catalysts and challenges to supply chain
resilience. The interconnectedness of global markets has facilitated the rapid flow of
goods, services, and information, enhancing efficiency and enabling companies to
leverage comparative advantages across borders. This has led to heightened
responsiveness to consumer demands and market fluctuations. However, the same
globalisation dynamics introduce vulnerabilities as supply chains become increasingly
interdependent and exposed to risks such as geopolitical tensions, trade disputes, and
disruptions from natural disasters or pandemics.
To establish frameworks that balance financial needs, sustainability, and equity in an
evolving business environment, it is essential to integrate resilience into organisations’
supply chain strategies. Thus, business continuity and global economic stability can be
ensured through the ability to adapt to uncertainties.
Understanding the complex challenges of the global economy requires analysing the
profound changes brought about by globalisation in the management of supply chains,
as seen in Figure 1. It maps the adaptation of organisations in terms of resilience during
conflict, ensuring operational continuity and contributing to global economic stability.
The risks associated with unforeseen disruptions have been highlighted by the
interdependence created by the interconnected global economy, which, while fostering
rapid economic growth, has also underscored the vulnerabilities of this system. Supply
chain management has thus become a crucial element in the globalised economy,
necessitating innovative solutions to withstand sudden changes and maintain
operational continuity.
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Fig. 1 Enhancing Supply Chains Through Global Insights and Resilience

Source: Own elaboration

To develop resilient supply chains that can cope with challenges and maintain efficiency
and reliability, it is essential to pay increased attention to risk management. The literature
increasingly emphasises the importance of this adaptability in the face of external
shocks, which can quickly disrupt global production and distribution networks.

The agricultural sector is a prime example of the vulnerabilities amplified by the
globalised nature of supply chains, where essential commodities such as grains and
fertilisers become focal points of contention and shortages. Recent geopolitical crises
and the COVID-19 pandemic have highlighted how disruptions in a single region can
rapidly impact the global economy, destabilising markets and trade networks.

This heightened exposure to external shocks is a direct consequence of the globalised
nature of supply chains, which, while fostering rapid growth and efficiency in international
trade, also brings significant vulnerabilities. When critical nodes in supply chains fail—
whether due to geopolitical tensions, natural disasters, or
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pandemics—the effects ripple through the entire global economy, generating cascading
consequences.

By integrating markets and reducing trade barriers, globalisation has enabled the free
flow of goods, services, and information across borders, driving exponential growth and
efficiency in international trade. However, this interconnectedness increases vulnerability
to systemic disruptions, underscoring the need for robust and adaptable economic
strategies.

The Critical Function of Strategic Trade Corridors in Ensuring
Global Food Security: Challenges and Opportunities

Strategic trade corridors, such as maritime routes and inland logistics hubs, are essential
arteries for the movement of agricultural goods, having a significant impact on trade
and food security as they ensure the availability and accessibility of basic goods. An
example of this is the Black Sea region, which plays a crucial role in grain exports,
particularly for countries in Africa, the Middle East, and Asia, which are heavily reliant on
imports to support their populations.
The closure of these key trade corridors, due to conflict or logistical problems, can disrupt
the flow of goods and worsen food insecurity in vulnerable regions. Studies have shown
that alternative routes, such as the European Union’s solidarity corridors, have helped
mitigate some of these disruptions, albeit at higher costs and lower efficiency. World
Bank-supported transport projects highlight the importance of enhancing trade corridors
for agricultural markets and food systems, demonstrating how projects focused on rural
and regional connectivity have led to substantial improvements in accessibility and
efficiency.
For example, Nigeria’s Rural Access and Mobility Project (RAMP-2) improved rural road
networks, providing 1.5 million people with year-round access to roads and enabling
farmers to reach markets more quickly, fetch higher prices, and save time and money.
Similarly, projects in South Sudan have significantly improved access to agricultural
centers, reducing travel times by up to two-thirds and helping to increase rural
household incomes.
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To ensure global food security, continued investment in innovation and support for
strategic trade corridors is essential. The World Bank’s commitment to food security
emphasises the importance of infrastructure interventions that strengthen connectivity
and strengthen food systems in the face of future crises. With an allocation of
approximately $2.4 billion for food security-relevant transport projects in the coming
years, it recognises the essential link between resilient logistics networks and global food
security.

The success of these initiatives has been made possible by global partnerships, which
have played a significant role in project development. Collaboration with international
organisations, such as the Asian Development Bank and the World Food Program, has
enabled the mobilisation of resources and expertise to scale up projects. A concrete
example is the Central Asia Road Link Project, which has strengthened multilateral
cooperation by improving border-crossing facilities and rehabilitating key roads, thereby
reducing transport costs and boosting regional trade networks.
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In addition to the immediate economic impact, these projects also help reduce food
waste and ensure a steady flow of essential goods during crises. Modernising road, port
and rail infrastructure enables the rapid delivery of agricultural inputs to farmers and
ensures the continued availability of affordable food options for consumers. These
initiatives also support long-term economic development goals by improving rural
livelihoods and strengthening institutional capacity for more effective food system
management.

In West Africa, for example, the Abidjan-Lagos Transport and Trade Facilitation Project
has significantly reduced travel times and border delays, thereby facilitating the flow of
goods and enhancing the competitiveness of ports along the corridor. This has benefited
millions of people by increasing the availability of food and agricultural products. In
South Asia, the Nepal-India Regional Trade and Transport Project has reduced border
crossing times by over 60%, thereby facilitating trade in perishable goods, including fresh
pulses.

The Role of Sanctions and Trade Diversions in
Global Supply Chains

In recent years, sanctions and changes in trade routes have had a significant impact on
global supply chains. Geopolitical tensions, particularly those generated by Russid’s
actions in Ukraine, have led to significant changes in international trade, changing supply
routes and influencing commodity markets.

Between February 2022 and January 2024, more than 16,000 individual sanctions and
nearly 9,300 sanctions on Russian entities were imposed in response to Russia’s actions
in Ukraine. These measures included asset freezes, travel bans, and trade restrictions.
Countries such as the United States and Switzerland have been at the forefront of this
process, with a focus on key sectors including energy, finance, and technology.
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Sanctions, while not a new phenomenon in international relations, have reached
unprecedented levels of scale and have had a significant global impact. For example,
blockades of energy and raw material exports have generated considerable price
fluctuations and led to supply shortages, affecting industries that rely on Russian
resources, such as gas, oil, and metals.

Faced with these sanctions and the withdrawal of some products from the international
market, many countries have been compelled to seek alternative suppliers. Economies
such as Brazil and India have been able to increase their exports to compensate for the
gaps left by Russia and Ukraine, but developing economies that rely on affordable
imports have faced the risk of food insecurity.

Ukraine, a major player in the global grain market, including corn and wheat, has suffered
from the closure of its Black Sea ports. Although the Black Sea Wheat Initiative allowed
exports to continue, its suspension in 2023 highlighted the vulnerability of trade
agreements to geopolitical pressures.

Methodology
To mitigate risks and enhance the resilience of states to political and trade shocks, it is
essential to diversify trade networks and establish partnerships with new suppliers. Our
study underscores the significance of agriculture in global trade and food security,
highlighting the vital role of Ukraine as a key grain supplier.

38



Due to the resilience of interconnected economic systems, the data analysis suggests a
possible stabilisation of the global economy by 2029, despite the difficulties encountered.
Markets have managed to adapt through adjustments and policies. However, sanctions,
although designed to exert economic pressure, have been applied unevenly,
underscoring the need for more comprehensive and better-coordinated measures at the
multilateral level.

To visualise and analyse the connections between the themes addressed in the
literature, we used bibliometric tools such as VOSviewer. The data were collected from
recognised academic databases such as Web of Science and Scopus, complemented
by reports from international organisations, including the World Bank, which provided
additional information on trade policies and supply chain reorganisation.

The blockade of essential energy, food, and industrial routes caused by the 2022 conflict
between Russia and Ukraine has generated a significant destabilisation of supply chains.
The closure of Black Sea ports and the imposition of sanctions have led to rising food
prices and market instability, particularly affecting countries dependent on grain imports.
Our study highlighted not only the disadvantages but also the opportunities that can
contribute to improving the global supply system, analysing the phenomenon of crises
triggered by vulnerabilities in international trade using the bibliometric method.

However, the global economy has evolved significantly towards increasing trade
between states, but this process has also brought risks, including excessive dependence
on particular sources and vulnerability to economic crises. Our study analysed the
impact of geopolitical tensions, particularly the conflict between Russia and Ukraine, on
supply chains and food security, highlighting lessons learned for managing future crises.

Results and discussions
To mitigate the spillover effects on global trade and supply chains, strategic policy
interventions are needed. Our study analyses the scale and distribution of these
measures, highlighting their impact on trade flows, market stability and global economic
dynamics.
The fragility of interconnected trade networks has been highlighted by the cascading
effects of sanctions, trade restrictions and logistical blockages while also
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providing opportunities to rethink trade dependencies and adopt innovative approaches
to resilience and sustainability. This crisis has disrupted supply chains and agricultural
markets, exposing the vulnerabilities of global systems.

In the 2Ist century, geopolitical tensions and global trade have become fundamental
elements of the macroeconomic landscape, and the conflict between Russia and Ukraine
has significantly influenced the trajectory of economic globalisation.
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The figure “Total number of sanctions imposed on Russia by target (2022-2024 )" shows

the economic measures taken in response to the geopolitical conflict, with over 16,000
sanctions targeting individuals and approximately 9,300 targeting entities. This difference
reflects a strategic approach aimed at disrupting the influence of key figures in Russia’s
political and economic system.
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From a broad economic perspective, sanctions are an attempt to restrict Russia’s
financial activity and demonstrate international unity. However, the focus on sanctioning
individuals rather than key economic institutions and sectors raises questions about their
effectiveness in combating structural economic activity, especially in key sectors such as
energy, agriculture, and trade logistics. A broader approach, targeting the industries and
institutions that support Russia’s economic resilience, could lead to broader and more
lasting macroeconomic effects while reducing the negative impact on global markets,
especially in areas dependent on Russian exports.

While the figure focuses on the distribution of sanctions, further analysis highlights the
role of international actors in coordinating these measures. The global effort to isolate
Russia highlights the interconnected nature of trade and diplomacy in today’s economy.
The global response highlights the challenges and opportunities of globalised trading
systems, where collective actions can impose tremendous financial strain and risk
destabilising interconnected markets if not managed carefully.
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Fig. 5 Total number of list-based sanctions imposed on Russia by territories and organisations from

February 22, 2022, to February 10, 2023, by selected sector
Source: Statista.com
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The chart “Number of Sanctions Imposed by Selected Actors (2022-2023)" illustrates the
primary importance of Ukraine, the United States, and Switzerland in implementing
economic sanctions against Russia. Ukraine, with more than 4,500 sanctions, reflects its
continued efforts to garner international support and exert financial pressure on Russia.
The United States, with more than 2,000 sanctions, demonstrates its essential role as a
global economic power, using its influence to coordinate international economic
responses. Even Switzerland, with its tradition of neutrality, has taken a significant step in
its diplomatic and financial policy, which underscores the global implications of the
conflict.

For sanctions to be effective and sustainable, closer multilateral cooperation and a
strategic realignment of resources are needed. The current imbalance highlights a
broader issue of sustainability and fair burden-sharing in global trade.

European states, particularly the European Union, face the challenge of balancing their
economic dependence on Russian energy resources with their obligations to maintain
sanctions. Meanwhile, Ukraine and the United States have taken the lead in this regard.
This uneven distribution of responsibilities highlights the complexity of managing
geopolitical crises in the context of global economic interdependence.

Effective management of such crises requires deeper international cooperation, ensuring
a fairer distribution of responsibilities among the states involved. The data presented
provide a broad perspective on the interconnectedness of current economic measures,
underlining the importance of a globally coordinated approach to maintain financial
stability and effectively manage geopolitical challenges.
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Sanctions and trade restrictions have a widespread economic impact, influencing global
trade flows, supply chains, and market stability. These measures create ripple effects
across interconnected markets, magnifying their financial implications. The figure
afterward examines global GDP growth trends, offering a historical perspective on how
economies have responded resiliently to significant economic and geopolitical shocks.
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Fig. 7 Growth of the global gross domestic product (GDP) from 1980 to 2023, with
forecasts until 2029 (compared to the previous year)

Source: Statista.com

The chart “Global GDP Growth Trends (1980-2023)" illustrates the fluctuations in the
global economy resulting from significant events, including the Great Recession, the
COVID-19 pandemic, and the Russia- Ukraine conflict. These important events disrupted
markets and supply chains, resulting in substantial declines in economic output.
However, global GDP is expected to stabilise at around 3% by 2029, underscoring the
resilience and adaptability of globalised economies. This trend suggests that
international trading systems and economic policies will be able to recover and adjust in
the face of financial crises.
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From a broad economic perspective, historical financial analysis underscores the strong
linkages between global markets, illustrating that problems in one region can have a
significant impact on the entire global economy. To help improve the global supply
system, policymakers and researchers must collaborate and adopt innovative solutions.
Thematic clusters, such as “food security” and “international trade,” highlight the
importance of agriculture in global trade, underscoring the need for sustainable policies
and resilient trade practices.

Globalisation brings both advantages, facilitating trade and economic integration, and
disadvantages, exposing markets to major risks in times of crisis. The results of the
bibliometric analysis, conducted using databases such as Scopus and Web of Science,
highlight key themes in the literature, including globalisation, international trade, food
security, and the role of agricultural products, particularly cereals. The figure “Trade,
Globalization, Cereals” provides a detailed overview of this research, complementing the
economic view on globalisation and trade.

To sustain economic growth in an increasingly interdependent world, policymakers must
seize this moment to promote collaboration, innovation, and integration into economic
recovery strategies. The gradual recovery of economies, despite the pandemic and
geopolitical conflicts such as the war between Russia and Ukraine, is due to trade
adjustments, economic policy interventions, and innovations that mitigated the effects of
these crises.

Testing the stability of global economies through pandemics and geopolitical

conflicts has highlighted vulnerabilities but also created opportunities for economic
reform, underscoring the importance of adapting economic strategies to new realities.
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The analysis shows that we need to look at trade and globalisation through the lens of
agricultural products, such as grains. Events like the war between Russia and Ukraine
have disrupted trade networks and exposed weaknesses, especially in terms of food
security. These observations are supported by historical examples of how global markets
have managed to recover, highlighting the importance of adaptability and innovation.
The analysis also shows increasingly essential themes, such as “transport routes,”
“economic analysis,” and “virtual water.” For example, the link between food security and
transport shows that trade corridors are needed that can withstand disruptions. These
themes are linked to previous discussions on sanctions and trade changes, showing how
logistical structures are essential to ensure the continuity of supply chains.
This information, complemented by historical data on global GDP, shows how well-
planned policy interventions are needed. Policymakers and researchers need to focus on
building sustainable trade systems that engage everyone and support global
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collaboration. Investment in infrastructure, diversification of trading partners, and the
creation of international agreements are needed to stabilise food systems.

“Ukraine, Trade, and Grain” shows the connections between trade and food
security in the current geopolitical context. Key terms such as “Ukraine,” “trade,” “grain,”
“food security,” and “international trade” are at the heart of this network, showing the

connection between agriculture, economics, and geopolitics.
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The analysis shows how critical economic measures are to address significant
financial challenges, given the lessons of the past. The link between food security and

international trade shows how fragile global supply chains are, significantly when
geopolitical conflicts, such as the one between Russia and Ukraine, affect key trade

routes, such as the Black Sea.
Conclusion

The global economy has experienced upward trends due to increased trade between
countries, but this has also introduced risks, including high dependence on specific
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sources and the potential for crises. As a result of this study, we obtained a series of
findings that highlighted how geopolitical conflicts, particularly the one between Russia
and Ukraine, impact supply chains and food security.

Thus, throughout this study, we mapped and analysed the phenomenon of crises
following the weaknesses of global trade. However, despite these disadvantages, we also
highlighted a series of opportunities that could play a role as assets in improving the
global supply system. The 2022 armed conflict between Russia and Ukraine had a
pronounced effect on the destabilisation of supply chains, as well as an example of a
geopolitical shock affecting global trade, blocking important routes for energy, food and
industrial products. The shock has led to rising food prices and market instability, which in
turn have been fuelled by the closure of Black Sea ports and the sanctions imposed,
affecting countries that are more dependent on grain imports. While the primary role of
sanctions has been to put economic pressure, the way they have been applied and the
focus on specific individuals or entities highlights the need for more muiltilateral and
broader measures. While they have addressed some immediate problems, the trade
route changes have been more costly and less effective, underscoring the importance of
more diversified trade routes and more

substantial international agreements.

Even in the face of these challenges, markets have adapted through adjustments and
policies. Thus, according to the statistical data analysed in this study, we highlight a
possible global economic growth that is expected to stabilise by 2029. This encouraging
aspect also highlights the resilience of interconnected financial systems. Although
numerous optimistic forecasts exist, both in this study and those analysed in the
bibliography, researchers emphasise the need for investments in infrastructure,
innovation, and increased cooperation between countries to prevent a pessimistic
scenario.

Ukraine's role as one of the world's leading suppliers of cereals highlights the importance
of agriculture in global trade and food security. Political factors must support this system
to ensure its long-term sustainability. It has also been demonstrated that the
interdependence of trade routes, such as the Black Seq, for cereals is a vulnerability. Thus,
following the study conducted, we highlight a significant need to diversify trade networks
and create partnerships with new suppliers, which, in turn, can reduce risks and
contribute to increasing the resilience of states to political and commercial aggression.
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Abstract

Europe, including the Western Balkans, a region at the crossroads of East and West,
faces significant geopolitical challenges threatening its economic growth and
global market integration. As global tensions rise, economic sanctions and trade
wars are increasingly used by major powers to assert political and economic
influence. For the Western Balkans, which depend heavily on foreign trade and
investment, these measures jeopardize economic development and regional
stability.

This paper examines the effects of sanctions imposed on Russia in response to the
war in Ukraine, focusing on the Western Balkans and Stabilization and Association
Agreement signatories. It explores how sanctions impact the EU accession process
for these countries and broader political and economic relations. Special attention
will be given to Serbig, the only country in the region not imposing sanctions on
Russia. The paper analyses how Serbia’s stance affects its relations with the EU and
its international position. The role of China will also be discussed, as its growing
economic and political influence in Serbia and the region complicates geopolitical
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dynamics, possibly altering Serbia's foreign policy and its relations with both the EU
and Russia.

In addition to analysing the ethical implications of sanctions, the paper will examine
their effectiveness. Do sanctions truly achieve their ultimate goal of preventing
further violations of international law without undermining the core values of the
EU?

Finally, the paper will review the historical context of the economic consequences of
sanctions imposed on the former Yugoslavia during the 1990s, particularly the
hyperinflation that followed. By comparing these historical outcomes with the
current situation, the paper will attempt to extract lessons that could be applied to
the present geopolitical landscape and explore the potential for redefining the
approach to sanctions in the Western Balkans, taking into account the region’s
unique geopolitical and economic realities.

Keywords: £conomic Sanctions, Western Balkans, Geopolitical Challenges, FEU
Accession Process, Russia-Ukraine Conflict China, EU Relations, Trade Wars, Ethical
Implications, Human Rights, International Law, Economic Growth
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Introduction

Soon after the COVID-19 pandemic, which contributed to the global economic

crisis! affecting the entire world, including the European continent, began to
subside, the Russian invasion of Ukraine followed. This invasion triggered the
Ukrainian crisis and once again had far-reaching effects on all of Europe and
beyond.

From that moment, the Russo-Ukrainian conflict became the greatest geopolitical
challenge, and the entire European Union (EU) focused on finding mechanisms to
prevent further escalation of the conflict, which, in addition to the fundamental
human rights and democracy, would significantly threaten economic growth
as well as market integration.

The EU recognized the imposition of economic sanctions on the Russian
Federation as the most adequate response to the Russian invasion.

Speaking of sanctions throughout history, from the "Age of Pericles” in ancient
Athens to the times of Napoleon and Thomas Jefferson in the nineteenth
century, and the aftermath of World War |, economic sanctions have served as a

prominent and “purposeful tool" of coercive statecraft.2

Thus, although certain forms of sanctions date back to ancient Greece, at least
to the Megarian Decree of Athens in 435 B.C, which were further used by
Napoleon in the Continental System starting in 1806, by Thomas Jefferson in the

Embargo Act of 1807, and by the League of Nations against Italy in 19353,
the 'modern form of

1 see: Hatibovié, Jasmina. Otpornost ekonomife u kontekstu krize izazvane COVID 19. Diss. [J.
Hatibovi¢], 2024.

2 Drezner, D. W. The sanctions paradox: Economic statecraft and international relations.
Cambridge University Press, 1999,

3 kaempfer, William H., and Anton D. Lowenberg. ‘The political economy of economic sanctions.”
Handbook of defense economics 2 (2007): 867-91.
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economic sanctions’-that is, the form most similar to the sanctions we know
today-emerged much later. This type of repressive measure became a significant
tool and instrument in the foreign policy of many countries. A well-known
example is the economic sanctions imposed by many countries on Soviet Russia
after the October Revolution. Later, during the Cold War, Western economies
frequently used sanctions against the Soviet Union and its allies.

Thus, the strongest development of economic sanctions occurred only after
World War Il and the formation of international organizations such as the United
Nations (UN). Sanctions became an important tool in diplomacy, frequently
applied by the UN, EU, and the United States in response to aggression, human

rights violations, or nuclear ambitions.4 Following the collapse of the Soviet
empire in 1990, there was an acceleration in the use of sanctions, reflecting their
growing use by international organizations as well as by the remaining world
hegemon, the United States. During the 1990s, the UN Security Council
implemented sanctions on no fewer than 13 occasions, whereas from 1945 to 1990,
the Security Council imposed mandatory multilateral sanctions only against

Rhodesia and a much less inclusive arms embargo against South Africa.®
In the 21st century, sanctions have become an essential instrument of foreign

policy, particularly when imposed by major powers to achieve both short-term
and long-term strategic goals.

4 See: Yang, Jiawen, et al. "US economic sanctions: An empirical study.” The International Trade
Journal 18.1 (2004): 23-62.

5 Kaempfer, William H., and Anton D. Lowenberg. "The political economy of economic sanctions.”
Handbook of defense economics 2 (2007): 869.

55



1. Sanctions, EU Integration, and Geopolitics: The Impact of
Russia’'s War in Ukraine on the Western Balkanss, with
China'’s Influence

Since the establishment of the European Communities in the 1950s, several
countries have joined, expanding the geographical boundaries and creating a
more complex institutional structure within the community. The Maastricht
Treaty of 1992 established the EU, laying the foundations for the unification of
Europe. Twelve European countries recognized the importance of ending the
continent’s division and creating the basis for a shared future. The EU soon
welcomed neutral countries such as Finland, Austrio, and Sweden, followed by
former socialist nations.

However, given their lower levels of socioeconomic development and the
transition from authoritarian political systems and centrally planned
economies, the countries of the former Eastern Bloc had to undergo significant
legal, political, and economic reforms before they were ready to join the EU. It is
this cycle of enlargement, evolving from a diplomatic and technical process of
admitting new states, that has led to the development of a highly institutionalized

enlargement policy.7

A key component of the EU’s enlargement policy is the conclusion of association
agreements with the prospect of membership, which precedes actual
accession. The aim of this policy is the political and economic transformation
of the Central and Eastern European region through the promotion of democracy,
the rule of law, and other key values on which the modern EU is based.

6 The Western Balkans, a term used to refer to six countries in south-eastern Europe that are
covered by EU enlargement policy (Albania, Bosnia and Herzegovina, Montenegro, "Kosovo,
recognized by some countries but not all’, North Macedonia, and Serbia).

7 Mitrovi¢, Sava. "Rat u Ukraijini i politika prosirenja Evropske unije: novi kandidati, inovativni
predlozi i test geopoliticke zrelosti EU." ProSirenje EU, geopolitika i Rusko-ukrajinski rat: zbornik
radova sa redovne medunarodne konferencije Udruzenja za politicke nauke Srbije odrzane 21-22.
oktobra 2023. u Beogradu 17.290 (2024): 275.
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This enlargement policy was also applied to the Western Balkans, with the
introduction of additional specific conditions to address particular issues,
especially related to overcoming conflicts between states that went through wars,
such as the conflicts in the former Yugoslavia, and are still in the process of
transitioning to democracy and the rule of law.

Similar to the countries of Central and Eastern Europe, the Western Balkan

states first concluded Stabilization and Association Agreements (SAA)8,
confirming the possibility of their membership once they meet all necessary
conditions.

One of the key obligations undertaken by the Western Balkan countries upon
signing these agreements is the alignment of their legislation. Specifically, one
of the main goals of the SAA is to harmonize national legislation with that of
the EU. The countries agree to ensure that their existing laws, as well as future
legislation, will gradually be made compatible with the EU acquis, and that these
laws will be effectively implemented and enforced. This includes a broad range
of areas, such as trade, the environment, energy, agriculture, competition, and
public procurement.

The mentioned should be interpreted in the same way with regard to the
declarations made by the EU in response to the Russia-Ukraine war, specifically
the imposition of a series of sanctions on Russia.

Since the onset of Russia’'s full-scale invasion of Ukraine on 24 February 2022,
the EU has implemented a broad and unprecedented range of sanctions
against Russia. These measures build upon those already imposed since 2014,
following the annexation of Crimea and the failure to implement the Minsk
agreements.

8 See: https://eur-lex.europa.eu/EN/legal-content/summary/stabilisation-and-associat ion-
agreement-with- serbia.html.
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The sanctions encompass a variety of restrictive measures, including targeted
individual sanctions, economic sanctions, diplomatic actions, and visa restrictions.
The primary objective of the economic sanctions is to inflict significant
consequences on Russia in response to its actions, thereby disrupting its
capacity to sustain its aggression.

The individual sanctions specifically target individuals responsible for supporting,
financing, or executing actions that undermine Ukraine's territorial integrity,
sovereignty, and independence, or those who derive benefits from such actions.
Furthermore, the EU has extended sanctions to Belarus, Iran, and North Korea
due to their support for Russia’s military aggression against Ukraine.

Additionally, the EU has imposed sanctions on individuals and entities in
response to the ongoing deterioration of human rights in Russia, particularly in

relation to the death of Alexei Navalny, an opposition politiciom.9

As countries aspiring to achieve EU membership, the Western Balkan states
should align their foreign policy actions with the guidelines and policies adopted
by the EU, harmonizing their foreign policy strategies with the EU's official foreign
policy, as outlined in the relevant measures and directives it implements.

Russia's 2022 invasion of Ukraine has once again brought the Western Balkans into
focus, compelling regional governments to take a definitive position on their
historical ally, while the EU has sought to revitalize the enlargement process and
strengthen its presence in the region. Although public opinion polls indicate broad
support for EU membership across the Western Balkans, a significant majority of
Serbian citizens, in particular, continue to view Russia as their true ally, despite
Serbia’s substantial financial support from the EU.

9 https://www.consilium.europa.eu/en/p olicies/sa nctions-against-russia-expla ined
[#sanctions, 2024/951 COUNCIL DECISION (CFSP) 2024/951 of 22 March 2024 .
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The countries of the Western Balkans have become a central front in Russia's
geopolitical struggle with the West. While the Russian Federation maintains strong
historical ties and a certain degree of soft power influence in the region, its overall
impact and economic presence are waning. In contrast, the EU has steadily
increased their involvement, with investments and aid from the EU-27 and other
global actors, such as Chinag, surpassing Russian contributions.

It is important to note that the legacy of the Yugoslav Wars, characterized by a
complex political framework and delicate ethnic and religious balances, has
provided fertile ground for Russian influence and interference, particularly since

the annexation of Crimea in 2014. 10

On the other hand, the slowdown of the EU accession process for the countries
of the Western Balkans has created space for the strengthening of Russian
influence in the region, allowing Russia to take advantage of the uncertainty and
political vacuums that emerged during this stagnation. As the countries of the
Western Balkans faced prolonged and often frustrating negotiations regarding EU
membership, many of them began to seek alternative strategic allies who could
provide political, economic, and military support. Recognizing this opportunity,
Russia intensified its diplomatic, economically driven, and informational strategy,
offering its regional partners, particularly Serbia, but also other countries, energy
resources, military assistance, and political backing on the international stage.
This phenomenon became more pronounced after 2014, when Russia leveraged
its ties with the Western Balkan countries to promote its interests in the region and
counter the expansion of Western institutions like the EU and NATO. In this context,
the slow progress of the Western Balkans towards EU membership became a
critical factor

10 Stanicek, Branislav, and Anna Caprile. Russia and the Western Balkans: Geopolitical
Confrontation, Economic Influence and Political Interference. EPRS | European Parliamentary
Research Service, Apr. 2023, PE 747.096, https://www.europarl.europa.eu/thinktank/en/document.
html?reference=EPRS_BRI(2023)747096.

59


https://www.europarl.europa.eu/thinktank/en/document.html?reference=EPRS_BRI(2023)747096
https://www.europarl.europa.eu/thinktank/en/document.html?reference=EPRS_BRI(2023)747096

in strengthening Russia's presence, turning the region into a geopolitical
battleground in the conflict between Western powers and Russia.

Considering the current geopolitical climate, the countries of the Western Balkans
face a significant challenge that requires them to balance two conflicting
goals. On one hand, they are committed to continuing their European integration
process, which entails implementing reforms in line with EU values and
standards. On the other hand, as nations still waiting for EU membership, they
are reluctant to sever ties with other global powers like Russia and China, which
offer alternatives to EU alignment. This creates both political and economic
pressures, as these countries strive to maintain strategic partnerships with
external actors who provide support in areas such as energy, trade, and
security. Consequently, the Western Balkans finds itself at the center of a
geopolitical tug-of-war, further complicating the already intricate process of
European integration.

Despite these challenges, nearly all countries in the Western Balkans, with the
notable exception of Serbiag, long regarded as the most advanced candidate for
EU membership, have chosen to impose sanctions on Russia. This decision
reflects their strong commitment to their European integration process and
underscores their determination to align their foreign policies with the EU. By
adopting such measures, these countries signal their readiness to embrace EU
values and policies, despite the complex geopolitical environment. This alignment
is seen as a crucial step towards achieving their ultimate objective: full EU
membership. Serbia’s reluctance to impose sanctions highlights the delicate
balancing act it faces in maintaining its historical ties with Russia while
pursuing its own European aspirations.

However, there is a crucial distinction to be made between the binding nature of
EU sanctions for its member states and their applicability to countries in the
Western
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Balkans, such as Serbia. EU sanctions are not only a political tool but are legally
binding on all EU member states. As part of the EU's common foreign and security
policy, decisions to impose sanctions are made collectively by the European
Council and must be implemented uniformly by all member states. These
sanctions are considered part of the legal framework that governs EU relations,
and failure to adhere to them can result in political and economic consequences
for member states. Therefore, when EU sanctions are imposed in response to
international violations, such as Russia’s annexation of Crimea, all member
states are legally obligated to comply, aligning their foreign policies with the
Union's decisions.

In contrast, countries in the Western Balkans, such as Serbia, are not bound by EU
sanctions due to their non-member status. Although these countries may aspire
to join the EU, they do not yet have the same legal obligations. As part of
their European integration process, countries in the Western Balkans are
expected to align their policies with EU standards over time, but they are not
legally compelled to implement EU sanctions until they officially become
members of the EU. This presents a significant challenge in EU foreign policy, as
countries in the region, particularly Serbia, may choose to pursue alternative
foreign policies that diverge from EU directives.

Serbia’s refusal to adopt the EU's sanctions against Russia illustrates this tension
clearly. While Serbia maintains close economic, political, and historical ties with
Russia, it is not legally required to follow EU sanctions, even though these
measures are part of the EU's broader strategy to influence Russia's actions. This
situation highlights the complexity of the EU's external influence on non-
member states in the Balkans. For these countries, adherence to EU sanctions
is often viewed as a
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matter of strategic choice, influenced by national interests and regional
geopolitical dynamics, rather than a legal obligation.

Therefore, while the EU can exert significant diplomatic pressure on candidate
countries to align with its foreign policy, the lack of legal enforcement
mechanisms means that these countries retain greater freedom in determining
their foreign policy course. This difference underscores the challenges the EU
faces in maintaining a unified approach to sanctions, particularly in regions
like the Western Balkans, where the dynamics of regional alliances and
sovereignty often take precedence over EU integration goals.

1.1 Serbia’s Geopolitical Tightrope: Balancing China,
Russia, and the EU

Serbia’s foreign policy is shaped by a complex web of relationships,
particularly with Russia, the EU, and increasingly, China. Serbia’s refusal to impose
sanctions on Russia in response to its aggression in Ukraine has already placed
it at odds with the EU, which has positioned itself as a staunch supporter of
Ukraine. However, the growing influence of China in Serbia and the broader
Western Balkans adds another layer of complexity to Serbia's foreign policy
strategy and EU integration prospects.

China’s Belt and Road Initiative (BRI)" has been a central mechanism through
which the country has expanded its presence in Serbia, making it a key economic
partner, particularly in sectors such as infrastructure and energy. The BRI's
massive investments in transportation, energy, and industrial development
projects across the Western Balkans, including Serbia, serve to deepen the
region’s ties with China and position Beijing as a crucial player in the
economic landscape. This is

11 See: Khan, Haider. "The Economic and Geopolitical Consequences of Belt and Road Initiative
(BRI) for China: A preliminary model-based analysis.” (2023).

62



particularly significant as Serbia faces pressure from both the EU, with its
expectations for compliance with EU policies, and Russia, with its longstanding
political and economic alliance.

Serbia’s deepening economic relations with China (especially through
infrastructure projects like the construction of highways and railways) have been
welcomed as critical for Serbia’s development. However, these ties are fraught
with political implications. While China offers an economic alternative to Serbia’s
limited options in the West, its political and strategic objectives often diverge
from those of the EU. Unlike the EU, which emphasizes democratic reforms, rule of
law, and human rights, China tends to adopt a pragmatic, non-interfering stance
in the internal affairs of its partners, focusing primarily on economic cooperation.
This difference in priorities is particularly evident in the way China engages with
Serbia, where Beijing's focus on economic expansion is seen as more flexible and
accommodating compared to the EU's more normative approach to foreign
policy.

China’s growing presence in the Western Balkans raises alarms in Brussels.
From the EU's perspective, China’s increasing influence in the region is
problematic for several reasons. First, it challenges the EU's political and
economic dominance in its neighbourhood, undermining its efforts to extend its
sphere of influence through the promise of integration. Second, the EU perceives
China’s investments as potentially creating economic dependencies that could
lead to strategic vulnerabilities, especially in a region that is critical to
European security and stability. Serbia’s alignment with both Russia and Ching,
especially in the context of the ongoing geopolitical conflict in Ukraine, has made
the EU’s task of integrating the Western Balkans even more difficult.

Serbia’s stance of balancing its relationships with Russia and China, while still
pursuing EU accession, underscores the tension between the region’s
geopolitical
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realities and the EU's aspirations for enlargement. While the EU has long viewed
Serbia’s path to membership as a process that includes aligning with EU foreign
policy, Serbia’s current trajectory marked by its refusal to sanction Russia and its
deepening economic ties with China complicates this integration process.
Serbia’s alignment with these non-EU powers could be perceived as an obstacle
to its EU accession, as Brussels remains concerned about the long-term political

and strategic implications of Serbia’s foreign policy choices.|2

For the EU, this dynamic creates a significant dilemma. On one hand, China’s
economic opportunities are appealing, and the EU recognizes the need to engage
with China as a global power. On the other hand, the EU is wary of China’s growing
influence in its near abroad, especially given the political and strategic
implications of such a relationship. Serbia’s increasing dependence on Chinese
investment risks alienating the EU, which could have long-term consequences
for the region’s stability and its future integration into European structures. In
essence, Serbia’s geopolitical balancing act, navigating between Russia, Ching,
and the EU, encapsulates the broader challenges facing the Western Balkans as
they strive to secure a place within the European order while managing the
competing influences of external powers.

In conclusion, Serbia’s position in the global geopolitical landscape highlights the
challenges of balancing competing foreign policy priorities. While economic
cooperation with China offers Serbia significant opportunities for development, it
simultaneously risks complicating its EU accession prospects. This delicate
balance between economic pragmatism and geopolitical alignment is likely
to define

12 European Commission. (2024). Commission Staff Working Document: Serbia 2024 Report (SWD
(2024) 695 final). Accompanying the Communication from the Commission to the European
Parliament, the Council, the European Economic and Social Committee, and the Committee of
the Regions: 2024 Communication on EU Enlargement Policy. Brussels, 30 October 2024,
https://enlargement.ec.europa.eu/document/download/3c8c2d7f-bff7-44eb-b868-
414730cc5902_en?filename=Serbia%20Report%202024.pdf
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Serbia’s foreign policy for the foreseeable future, with far-reaching
consequences for both Serbia and the Western Balkans as a whole.

2. Imposing sanctions versus the core values of the EU

The EU is founded on a set of core values enshrined in the Lisbon Trec:ty13 and

the EU Charter of Fundamental Rightsm, which include respect for human dignity,
freedom, democracy, equality, the rule of law, and human rights. These principles
form the foundation of EU policies and its approach to both internal
governance and external relations. The EU's commitment to peace, reconciliation,
and human rights has earned it international recognition, including the Nobel

Peace Prize in 201219 Within its borders, the EU promotes stability, prosperity,
and the well-being of its citizens through economic cooperation, sustainable
development, and social inclusion.

Externally, the EU seeks to uphold its values by contributing to global peace,
security, and sustainable development. It prioritizes human rights, free and fair
trade, poverty eradication, and the strict observance of international law. These
principles guide the EU's foreign policy and its relationships with other nations,
shaping its vision of a world grounded in justice, equality, and mutual respect.
Article 3 of the Lisbon Treaty outlines the EU's objectives to promote peace,
support democratic processes, and enhance international cooperation, while
respecting the dignity and rights of individuals worldwide.

However, a significant tension arises in the EU’s foreign policy approach: the use of
economic sanctions as a tool to influence the behaviour of other states.
Sanctions,

13 Treaty on European Union (Lisbon Treaty), Official Journal of the European Union, 2012/C 326/0],
26 Oct. 2012, https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A12012M%2FTXT.

14 Charter of Fundamental Rights of the European Union, Official Journal of the European Union,
2012/C 326/02, 26

Oct. 2012, https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32012X1226%2801%29.

15 Press release. 2012. The Nobel Peace Price.
https:/ /www.nobelprize.org/prizes/peace/2012/press-release/ Accessed: March, 4th 2025.
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often implemented in response to violations of international law, such as Russia’s
annexation of Crimea in 2014, are framed by the EU as a necessary means to
uphold its values and protect international order. While sanctions are designed to
target political elites and military capabilities, they often have unintended
consequences, disproportionately affecting civilian populations. This presents a
moral paradox: can the EU, a union that prides itself on the protection of
human dignity, justly impose economic measures that cause widespread
hardship to innocent citizens?

The ethical concerns surrounding sanctions are manifold. Economic sanctions,
while intended to punish authoritarian regimes and deter further aggression,
frequently result in rising poverty, inflation, and social instability for ordinary
citizens. The case of Russia’s economy under Western sanctions is a pertinent
example. Although the sanctions were designed to pressure Russia’s leadership,
they also inflicted severe economic damage on the Russian population,
exacerbating social inequalities and stoking anti-Western sentiments. This conflict
between the EU’'s values of human dignity and the unintended suffering caused
by sanctions calls into question whether such measures truly align with the
Union’s foundational principles.

For candidate countries in the Western Balkans, such as Serbiqg, this dilemma
is even more pronounced. Serbia’s refusal to align with the EU’s sanctions against
Russia exposes the tension between regional geopolitics and the EU's
commitment to its values. Serbia, which maintains strong political, economic, and
historical ties with Russia, views the EU’s sanctions as an infringement on its
sovereignty and an attempt to impose external political decisions. Serbia’s
position reflects broader geopolitical realities in the region, where countries often
navigate a complex balancing act between maintaining traditional alliances and
pursuing European integration. Serbia’s defiance of EU sanctions is not just a
rejection of EU policy but
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a manifestation of the struggle between national sovereignty and the EU’s foreign
policy expectations.

Moreover, the EU’s sanctions regime has broader implications for regional stability,
particularly in the Western Balkans. The sanctions imposed on Russia indirectly
affect Serbia, given the close economic and trade ties between the two nations.
These measures have impacted Serbid’s access to energy resources, trade routes,
and economic stability, which in turn causes hardship for the Serbian population.
While the EU justifies sanctions as a means to hold Russia accountable, the
negative economic consequences for Serbia complicate its path toward EU
membership, highlighting the collateral damage that sanctions can cause in non-
member states.

The situation is further complicated by the growing influence of non-EU countries,
particularly China, in the region. Serbia’'s increasing alignment with Ching,
particularly through initiatives like the BRI, provides the country with an alternative
source of economic investment and diplomatic support. China’s non-interference
approach, especially regarding the issue of sanctions, offers Serbia a path
that does not involve the same political pressures imposed by the EU. This
shift in Serbia’s foreign policy alignment underscores the challenge the EU
faces in its efforts to maintain influence over the region. As Serbia strengthens
its ties with China, it risks undermining the EU’s efforts to promote a unified foreign
policy and could further complicate the EU’'s enlargement process.

This geopolitical shift presents a critical dilemma for the EU: while sanctions are
positioned as a tool for enforcing international law and promoting human
rights, their effectiveness is questionable, particularly when they result in negative
consequences for civilian populations. The EU's core values of human
dignity,
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equality, and justice are put to the test when the very measures designed to
uphold these principles cause hardship for innocent civilians.

Ultimately, the EU must reconsider its approach to sanctions, taking into
account the broader ethical and geopolitical consequences. While sanctions
may serve as a tool to punish states that violate international law, their
unintended consequences on civilian populations and regional stability cannot be
ignored. For Serbia and other countries in the Western Balkans, the EU’s ability to
balance its foreign policy objectives with the protection of human dignity,
sovereignty, and regional stability will be crucial in determining the success of
its enlargement process. The EU must reassess its strategy, ensuring that its
foreign policy tools align with its values and do not undermine the very
principles it seeks to promote on the global stage.

The EU’'s imposition of sanctions presents an ethical and practical challenge that
requires careful reflection. While sanctions may be necessary to achieve political
objectives, their consequences on civilian populations, regional stability, and
the EU’'s credibility as a promoter of human rights and democracy must be
carefully considered. The EU must strive to reconcile its values with the
effectiveness of its foreign policy tools, ensuring that it remains true to its
foundational principles while navigating the complex geopolitics of the 2ist
century.

3. Historical Economic Consequences of Sanctions on the
Former Yugoslavia: Lessons for the Present Geopolitical
Landscape and Sanctions Policy in the Western Balkans

Bearing in mind the historical context of the 1990s in the area of today's Western
Balkans, which was characterized by violent inter-ethnic conflicts and the
disintegration of the multi-ethnic federation into  several independent
political
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units, and during which economic sanctions were used by the international
community, it is possible to draw certain lessons that are relevant for the modern
international environment and the use of economic restrictions against certain
states. In 1992, the United Nations Security Council used economic sanctions for
the first time against the Federal Republic of Yugoslavia, justifying such a move
by the role of this country in the wars on the territory of Bosnia and
Herzegovina and Croatia during the first half of the last decade of the 21st century.
The first round of sanctions imposed on FR Yugoslavia was very rigorous and
included an embargo against this country. The second phase of economic
sanctions against Yugoslavia took place during the war in Kosovo and Metohija in
1998 and 1999. The period of sanctions ended after the change of the Yugoslav
regime in 2001, after which the period of transition began in Serbia and
Montenegro, the only two remaining parts of the former wider federation.
However, the period of sanctions significantly shaped the further development
of the countries of the Western Balkans and greatly influenced the dynamics of
their mutual relations, relations towards the international community, but also the
attitudes of the population in these countries about certain international actors.

The economic sanctions imposed on Yugoslavia included the United Nations
embargo, which prohibited international trade with Yugoslavia, prohibited
payment transactions, as well as other types of relations such as banning air
traffic, sports teams and individual athletes from Yugoslavia in international
competitions, and the sanctions also applied to in the fields of cultural, scientific

and technical cooperotion.m The consequences of the sanctions were felt very
quickly on the economy of FR Yugoslavia, which found itself in a huge economic
crisis, suffering a period of hyperinflation, which led to a significant drop in the
standard of living and

16 United Nations. 1992. Security Council Resolution 757 (1992), UN Documents,

1992, https://documents.un.org/doc/resolution/gen/nr0/011/16/pdf/nro01116.pdf.
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a shortage of basic foodstuffs for the needs of the population. The FR
Yugoslavia's war expenditures played a significant role in this process, since they
extremely drained the state’s economy, which led to its rapid collapse.

The lessons that can be learned from the example of the sanctions against
Yugoslavia are very important for the evaluation of their application in the
contemporary context. If one considers the episode when the oil derivatives
market in Yugoslavia was in crisis due to the lack of resources, during which the
state sold gas stations to private individuals, which were bought by rich and
powerful individuals, the negative impact on the wider population is clear. far-
reaching consequences of sanctions that cause unwanted effects and

problems in the futurel” This is particularly about the accumulation and
consolidation of control over resources and certain economic branches by the
ruling elites and persons closely connected with them, which leads to a
disproportion in power that later seriously undermines the hopes for a successful
transition and integration of the country that has been sanctioned into the
international community.

The example of modern sanctions against the Russian Federation shows that the
lesson after the case of Yugoslavia has been learned in this aspect, since a
good part of the sanctions is aimed at private persons or businesses connected
with the war activities and authorities of Russia. This avoids widespread injury to
the population and the humanitarian crisis, which was recorded in Yugoslavia
during the period of shortage of basic foodstuffs, medicines and other
necessities.

The example of Yugoslavia showed that organizations like the UN and the EU
have a significant impact on the success of sanctions and their intended results,
since coordination is necessary for sanctions to be successfully implemented,
especially

17 "The Yugoslav Sanctions: A New Test for Global Resolve.” 1992. The Christian Science Monitor, 6
Nov. https://www.csmonitor.com/1992/1106/06022.html.

70


https://www.csmonitor.com/1992/1106/06022.html

in cases of embargoes. coordinated international sanctions carry greater
legitimacy and enforcement power, reducing the opportunities for sanctioned
regimes to exploit divisions among the countries that impose them. However, in
modern examples, it can be seen that this aspect is quite challenging when it
comes to states that possess key resources for the functioning of the regional or

global economy, such as the case of Russian oil and gos.18

Economic sanctions led Yugoslavia to find ways to reduce their influence.
Despite the sanctions’ severity, Yugoslavia demonstrated significant
adaptability. Smuggling networks, often facilitated by neighbouring countries,
enabled the regime to access vital resources and sustain its military campaign
for some time. The informal economy grew rapidly, with illicit trade in fuel, food,
and weapons becoming dominant. This adaptation underscores a key limitation
of broad economic sanctions. They are often blunt instruments that can be
circumvented by determined regimes. The experience in Yugoslavia highlights the
importance of targeted sanctions that focus on specific individuals, entities, and
sectors linked to undesirable actions, rather than broad-based measures that
harm civilians and incentivize corruption.

Based on this experience, it is necessary to evaluate the expediency of sanctions
against Russia. Although there is no doubt that they have an impact on the
Russian economy, they are proving to be insufficient mechanisms of political
pressure. In addition, the regime in Russia uses the sanctions of the
international community with a narrative about the external threat and enemies
of Russia, which further undermines the impact of the sanctions, since by
turning the discourse to nationalist representations, it leads to the wider
population viewing the actors who introduce the sanctions as extremely negative
and hostile, which is the case in

18 Gary Clyde Hufbauer, Jeffrey J. Schott, Kimberly Ann Elliott and Barbara Oegg. 2007. “Economic
Sanctions Reconsidered, 3rd Edition”. Peterson Institute for International Economics. p. 43.
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modern Serbia. In this way, sanctions lead to the strengthening of the regime or,
in the case of its removal, to a later serious crisis of the transition period and the

collapse of democratic achievements.!®

Conclusion

The geopolitical and economic landscape of the Western Balkans, particularly
Serbia's foreign policy, reveals the complex interplay between national
sovereignty, regional stability, and international alliances. Serbia's efforts to
balance its relationships with Russia, China, and the EU highlight the challenges
faced by countries in the region as they navigate competing global influences
while striving for EU integration. Serbia's refusal to align with EU sanctions
against Russia, alongside its growing ties with China, complicates its EU accession
path, demonstrating the tension between economic pragmatism, geopolitical
realities, and the EU's political expectations.

The EU's use of sanctions as a tool to uphold its core values - human rights,
democracy, and the rule of law - presents a moral paradox. While sanctions are
intended to penalize authoritarian regimes and maintain international order, they
often disproportionately affect civilian populations, leading to economic hardship,
social instability, and political backlash. This ethical dilemma is particularly
relevant in the context of the Western Balkans, where countries must navigate the
competing pressures of sovereignty, regional stability, and EU integration.
Moreover, the growing influence of non-EU powers, like China, further
complicates

19 Robert Pape. 1997. “Why Economic Sanctions Do Not Work.” International Security, vol. 22, no. 2,
pp. 98.
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the EU’s position, as these alternatives offer countries like Serbia opportunities that
come with fewer political demands and sanctions-related risks.

The historical context of sanctions on the former Yugoslavia provides important
lessons for the present-day use of economic sanctions. The broad-based
sanctions imposed on Yugoslavia in the 1990s led to severe economic
consequences, disproportionately affecting civilians and strengthening the
power of politically connected elites. This experience highlights the limitations of
indiscriminate sanctions and underscores the importance of targeted
measures that focus on specific individuals or entities rather than broad-based
economic restrictions that harm the general population. The Yugoslav case
also demonstrates how sanctions can be circumvented by regimes, diminishing
their intended effect and even reinforcing nationalist sentiments, as seen in
modern- day Russia and Serbia.

The EU's approach to sanctions and foreign policy must be carefully reconsidered,
taking into account the ethical, economic, and geopolitical consequences of
these measures. The EU must balance its commitment to human rights and
democratic values with the practical realities of regional stability and the
protection of civilian welfare. For countries in the Western Balkans, the challenge
lies in reconciling their desire for EU integration with the complex geopolitical
landscape shaped by competing global powers. As such, the EU must refine its
approach to sanctions, ensuring that its policies align with its foundational values
while addressing the strategic, economic, and political challenges of the 2lst
century.
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Economic Sanctions and the Ethics of Collateral
Damage

Mahmoud Rasmi
Mahmoud.rasmi@usal.es

Abstract
Economic sanctions are often imposed on governments as a tool to change their
behavior, typically in response to human rights violations, support for terrorism, or military
aggression. When applied broadly, these sanctions affect the entire economy, including
small and medium-sized businesses (SMEs) and the general
population. SMEsaccount for about 90% of businesses and provide over 50% of jobs
worldwide (World Bank).
Sanctionsdisrupt SME activities, isolating them from vital systems, such as banking,
financial networks, suppliers, and customers. This often leads to business closures,
unemployment, and economic instability. Research indicates that sanctions achieve
their political goals only about 34% of the time (Hufbauer et al, 2009) and frequently
create unintended hardships, affecting those with no direct control over political
decisions.
SMEs lack the resources of larger corporations to comply or adapt, leaving them unable
to diversify operations, relocate to, or access new markets. This raises ethical and
economic questions about fairness, as sanctions often harm those not directly targeted,
causing severe collateral domage.
This paper examines the ethical dilemmas posed by economic sanctions, focusing on
their impacts on SMEs. Using moral philosophy frameworks, it highlights the need to
balance political objectives with moral responsibility. It contrasts ‘blind sanctions’ with
‘smart sanctions, which aim to minimize harm by targeting individuals or sectors
responsible for objectionable actions. While not without challenges, smart
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sanctions may offer a more precise approach, reducing harm to SMEs and vulnerable
communities.

Finally, the paper provides recommendations for policymakers on designing sanctions
that achieve political goals while protecting economic opportunities for SMEs. By
addressing these questions within ethical and economic frameworks, the paper aims to
develop strategies that align more closely with principles of fairness and justice,
lessening the negative impact on innocent businesses, communities, and individuals.
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1. Introduction
“It's a very hard choice, but we think the price is worth it.” This was Madeleine Albright's
response to the question of whether or not the economic sanctions imposed on Iraq to
punish Saddam Hussein for invading Kuwait in the 1990s were justified (Albright, 1996).
The stringent sanctions were imposed by the United Nations Security Council on August
6, 1990, only four days after Iraq invaded Kuwait on August 2, 1990.
The sanctions included a near-total trade embargo, prohibition of arms sales, and
financial sanctions. The sale of staple food was permitted, but only with the approval of
the UN (Demarais, 2022). Despite withdrawing from Kuwait in February 1991, the sanctions
were maintained due to concerns about Irag’'s compliance with the UNSC resolution
regarding weapons of mass destruction. The sanctions remained in effect until the US
invasion of Iraq in 2003.
The direct and indirect consequences of the sanctions were brutal. The reports and
statistics are disputed, but one thing is for sure: many innocent Iraqgis suffered from the
trade embargoes due to the lack of basic foodstuffs, medicine, and other essential
materials (Cortright, 2001). Without getting into the actual numbers, which some argue
have been exaggerated by the Iragi regime, all reports agree that many children and
adults died due to malnutrition and lack of medicine.
Unemployment soared, the GDP plummeted by over 75%, salaries became worthless,
many professionals like doctors, lawyers, and teachers saw their income devalue to only
a few dollars a month, countless businesses were forced to shut down, and many people
were driven into poverty (Cortright, 2001).
In 1995, after reports emerged about the devastating humanitarian consequences of the
imposed sanctions, the UN established the Oil-for-Food program, which allowed the
government to export limited quantities of oil in exchange for food, medicine, and other
humanitarian supplies. The program was intended to alleviate the suffering of the
civilians.
Despite that, the relief efforts were slow to come. The program did not resolve all the
issues caused by the sanctions. In fact, in the interview with 60 Minutes, Albright
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admits that the sanctions were not yielding any effective results, explaining that Saddam
Hussein had just bought a luxury yacht and 48 palaces since the war started, totaling
over $1.5 billion. That is also the reason why sanctions were maintained for 13 years,
leading eventually to the US invasion in 2003.

One interesting aspect to consider regarding all that is causality. Despite Albright's
admission about the deadly consequences of the sanctions being worth it, a debate was
sparked centering around responsibility. Who was to blame for the far-reaching
consequences of the sanctions?

Opponents, including humanitarian organizations and activists, argued that restrictions
directly caused widespread malnutrition, a medical care crisis, and elevated child
mortality.

Supporters, on the other hand, contended that while the sanctions may have indeed led
to an unprecedented dire humanitarian crisis, Saddam Hussein and his regime were to
blame for the mismanagement of the crisis, as well as for the corruption and the refusal
to comply with the UNSC resolutions.

In a 2001 article for The Nation, A Hard Look at Irag’s Sanctions, David Cortright noted that
the government’'s mismanagement and obstruction of the relief program exacerbated
the worsening conditions in certain regions like Baghdad, in contrast to the UN-
administered Kurdish regions which saw an improvement in child mortality rates.

This debate seems to be a futile one, the chicken-or-egg of economic sanctions.
Regardless of whether the fault lies with the sanctioning parties or the targeted regime,
the outcome remains unchanged. The consequences are in many instances harsh,
leading to economic crisis, eroded infrastructure, increased mortality, and rampant
poverty.

These impacts are exacerbated when sanctioned governments refuse to comply and
revert to survival mode to reinforce their regime.
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Effectiveness and Ethical Dilemmmas
Sanctions, on the face of it, may seem like a powerful tool, falling somewhere between
taking no action against a target and launching full-scale military intervention. They tend
to be more popular amongst politicians because they
seemingly deliver quick actions and are popular amongst voters, especially in US local
politics.
The question regarding their effectiveness is rarely scrutinized. As Agathe Demerais
(2022) putsiit:

“Few, if any, foreign policy tools have as big an impact as sanctions. Yet the
ripple effects of sanctions remain understudied. In fact only defense experts
appear to have an interest in the side effects of sanctions, they are largely
ignored by economists and political scientists.”

The effectiveness of sanctions remains highly contested. While Hufbauer et al. (2009)
suggest that sanctions succeed in only a minority of cases, particularly when objectives
are modest and multilateral support is strong, Ahn and Ludema (2019) argue that
targeted sanctions can yield measurable short-term results, as seen in their impact on
Russian firms. However, their analysis does not extend to the broader or long-term ripple
effects.

Critics like Richard Hanania (2020) and Agathe Demarais (2022) emphasize the
unintended consequences and ethical dilemmas, including the disproportionate harm
sanctions inflict on civilians and SMEs, as well as their tendency to backfire. This paper
unpacks these studies, examining their findings with real-world examples and ethical
frameworks, to explore the complex and often contradictory nature of economic
sanctions.

The discussion around sanctions tends to focus narrowly on their effectiveness and
visible results, often sidelining the complex dynamics of the sanctions that make it such a
powerful tool potentially causing harmful outcomes.

Over the years, sanctions evolved and took different shapes and forms. As Tom Wilson

(2024) put it “/a] modern sanctions programme is akin to software that needs close
monitoring and frequent patching.” | would go further comparing their
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complexity to financial derivatives: the more intricate they become, the greater the
likelihood of a bubble forming, reminding us that we are edging to a potential disaster,
much like the financial crises of the past.

This paper aims to explore the maze of sanctions, focusing on the ethical dilemmas that
they present us with. My goal is not to argue for or against sanctions. In theory, sanctions
are often imposed on governments as a tool to change their behavior, typically in
response to human rights violations, support for terrorism, or military aggression.

It is essential to combat human rights violations, terrorism, or military aggression,
especially when they pose a big risk to innocent civilians across different countries.
However, when sanctions are applied haphazardly, they often defy the ‘cause no harm’
principle. Unlike military action, the impact of sanctions is silent and difficult to track. The
ripple effects are unpredictable. Deaths don't take place on the battlefield for the world to
witness, and lost jobs and shattered lives rarely create the same outcry as wartime
civilian casualties.

This paper acknowledges the complexity of economic sanctions, and argues that despite
being viewed as a less violent alternative to military intervention, they pose equally
serious moral dilemmmas, particularly due to their disproportionate impact on civilians
and small businesses. As a result, the paper examines these moral dilemmmas, focusing
on the effects of broad economic sanctions on populations and particularly on small and
medium-sized businesses.

It is important to highlight that this discussion will not focus on whether sanctions are
inherently ethical. It is almost self-evident that there is a moral duty to deter a rogue
state, a dictator, or a terrorist organization. However, the moral dilemma arises when
sanctions directly or indirectly cause harm to others, resulting in dire humanitarian
consequences and collateral damage. In this context, the key question we must ask
ourselves when designing sanctions is: how can we minimize collateral damage? Are
sanctions an effective coercive tool, or should we consider them as something more
symbolic? How can we ensure that small and medium-sized businesses, as well as
civilians, are not disproportionately affected by sanctions? These are some of the issues
that will be examined in what follows.
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Section two will provide a brief overview of the history and evolution of sanctions. Section
three will analyze their effectiveness and impact on SMEs. Section four will explore the
moral dilemmas posed by economic sanctions. Finally, section five will offer policy
recommendations based on the discussion of these moral dilemmmas.

2. Historical Context and Evolution of Sanctions

Megarian Decree, and Plato’s Disillusionment
In documented history, the concept of sanctions can be traced back to Ancient Greece
(zarate, 2013). Around 432 BCE, the Athenian state passed the Megarian Decree,
effectively prohibiting the city-state of Megara from accessing their markets and
harbors, destroying their economy. While the effectiveness of these measures remains
unclear, its consequences were extensive. The decree increased the tensions between
Sparta and Athens. As an ally of Sparta, and a member of the Peloponnesian League,
Megara’s predicament angered Sparta setting them up against Athens, the head of the
Delian League coalition.
The Athenian sanctions backfired. Sparta called for a repeal of the sanctions. Athens
refused to comply, leading to the eruption of the Peloponnesian War between the two
leagues. Athens and the Delian League were defeated, ending a prosperous era of
Athenian democracy and concluding the Athenian Golden Age, headed by the
prominent statesman Pericles.
In the aftermath, Sparta imposed the rule of the 30 tyrants, among them Plato’s uncle
Charmides. The term was short-lived and democracy was restored. But this experience
left Plato with many unanswered questions regarding just rule, the best forms of
governance, education, and good citizenship.

The Continental Blockade
In 1806, Napoleon introduced the first modern sanctions with the Continental System
during the Napoleonic Wars (Demarais, 2022). This policy aimed to isolate Britain
economically by preventing its ships from docking at French-controlled ports worldwide.
This applied to cargo ships and transport vessels.
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Initially the blockade disrupted British trade, but the effects were short-lived. The British
adapted quickly rerouting its trade to the Americas and establishing smuggling networks
into Europe.

Between 1805 and 1810, British exports increased by 20%. The sanctions backfired against
France, diminishing its customs revenue and creating shortages of goods like coffee,
cocoad, and sugar, which were imported from British colonies. The blockade, ultimately
unsuccessful, was lifted after six years.

There are lessons to be learned from the Continental System blockade, both for
sanctioning and sanctioned countries:

1. Where there’'s a will, there’s a way to circumvent sanctions.

2. Imposing sanctions causes unintended and unforeseen ripple effects.

The ripple effects are even harder to anticipate in today’s interconnected global
economy. The global disruptions caused by the cargo ship that got stuck in the Suez
Canal in 2021 serve as a recent reminder of the fragility of global supply chains.

An Attempt at Institutionalizing Sanctions
After World War |, the international community sought mechanisms to maintain world
peace and security, exploring economic sanctions as a peaceful deterrent. US President
Woodrow Wilson (1919) praised economic sanctions stating that:

“A nation that is boycotted is a nation that is in sight of surrender. Apply this

economic, peaceful, silent deadly remedy and there will be no need for force. It

does not cost a life outside the nation boycotted, but it brings a pressure upon
the nation which, in my judgment no modern nation could resist”

The League of Nations, established in 1920, formalized sanctions as a diplomatic tool.
These were employed on many cases such as Yugoslavia (1921), Japan (1931), and Italy
(1935). However, their effectiveness was inconsistent (Morgan, Syropoulos, & Yotov, 2023).
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While sanctions against Yugoslavia, coupled with diplomatic pressure, succeeded in
forcing a withdrawal from Albanian territories, those against Japan and Italy failed to
prevent invasions of Manchuria and Ethiopia, respectively.

In 1940, the US imposed sanctions on Japan restricting their access to aviation fuel, iron,
and steel (Zarate, 2013). These measures were escalated in 1941 with Japanese asset
freezes and trade licensing requirements. A week before the Pearl Harbor attack, Japan’s
ambassador to the US remarked that these sanctions posed a greater threat than
military action. The ripple effects of sanctions proved devastating once again, failing to
deter aggression or prevent World War Il.

Post-war, with the establishment of the United Nations in 1945, sanctions became more
nuanced and targeted. The UN Security Council, for instance, adopted sanctions to
address global security threats, such as arms embargoes against apartheid South Africa
and economic restrictions on Rhodesia (Morgan, Syropoulos, & Yotov, 2023).

The Rise of Trade Embargoes and Unilateral Sanctions
In the 1950s, unilateral sanctions gained traction, particularly in the form of general trade
embargoes. In 1950, the United States imposed an embargo on North Korea following the
Korean War. In 1960, the US established an embargo on Cuba in response to Fidel
Castro’s nationalization of American-owned businesses. These sanctions, some of the
longest-standing to date, isolated Cuba from the world, especially through secondary
sanctions that targeted countries engaging in trade with the nation.

On the Absurdity of Some Rules that Don't Adapt Over Time

As a side note, that we will return to later, the sanctions froze Cuba and were themselves
frozen in time, failing to adapt to changing circumstances. For instance, the Office of
Foreign Assets Control (OFAC) has made minimal updates to Cuba- related sanctions
since their imposition in the 1960s. These sanctions still express concerns about Soviet
Union ties, an entity which no longer exists.

Another outdated rule is that of the cash monitoring rule included in the Bank Secrecy Act
from 1970. The act mandates financial institutions to report any
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transactions that exceed $10,000 in a single day. Adjusted for inflation, $10,000 in 1970
would be equivalent to an estimate of $60,000-$80,000. While this threshold was
significant at the time, it now seems as outdated as the sanctions on Cuba.

Such antiquated policies highlight the need for continuous review and adaptability when
drafting new rules. However, the reality is that the teams drafting them are often
understaffed and can't keep up with the pace of constant changes. This is a particularly
difficult challenge as sanctions grow increasingly complex, requiring a lot of effort to
update, lift, or retract them.

Sanctions Imposed During the Late Cold War (1975-1990)
The late Cold War period saw a strategic shift in the application of sanctions (Morgan,
Syropoulos, & Yotov, 2023). These measures increasingly targeted human rights abuses,
state-sponsored terrorism, and geopolitical rivalries. The focus began to shift from
general trade embargoes to sectoral, financial, and targeted restrictions.
One notable example was the severe sanctions imposed on the Soviet Union after its 1979
invasion of Afghanistan. This included the US grain embargo and a boycott of the 1980
Moscow Olympics. Similarly, the UN enforced arms embargoes and trade restrictions on
South Africa and Rhodesia as part of global efforts to combat apartheid.
Libya also faced extensive sanctions during this period. Its oil exports were banned, and
assets frozen in response to escalating state-sponsored terrorism and attacks on
Western targets. Iran was similarly sanctioned after the 1979 revolution and subsequent
hostage crises, facing trade restrictions and asset freezes.
Countries like Nicaragua, Argentina, and others also experienced sanctions for various
reasons. This era witnessed a growing reliance on economic sanctions as a less violent
alternative to military action in addressing human rights violations, terrorism, and
geopolitical conflicts.
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Sanctions in the Post-Cold War Era (1990-2000)

The fall of the Soviet Union marked the dawn of a new political era, with the United States
emerging as the world's dominant superpower, and the US dollar solidifying its position
as the global reserve currency (Morgan, Syropoulos, & Yotov, 2023).

During the 1990s sanctions became more prevalent, evolving to a more complex mix of
unilateral as well as multilateral measures. The establishment of the European Union
(1993, following the Maastricht Treaty) and the World Trade Organization (1995) made
unilateral sanctions more difficult to implement. Consequently, the United States and
Europe began coordinating sanctions more closely with the United Nations.

Prominent examples of multilateral sanctions from this period include those imposed on
Iraqg following its invasion of Kuwait and on Serbia during the Yugoslav wars to curb
ethnic violence. Other nations, such as Haiti (after a military coup), Rwanda (following the
genocide), and Angola (subjected to an arms embargo to limit rebel factions), also
faced varying degrees of sanctions.

These measures often had devastating unintended consequences. For instance, in Iraqg,
multilateral sanctions disproportionately harmed the civilian population,

underscoring the need for more refined approaches.

The 1990s also saw the emergence of new geopolitical threats, including the rise of
international terrorism, exemplified by groups such as Al-Qaeda. These developments
brought significant changes in the way sanctions were designed and implemented,
setting the stage for future policies.

The Era of Financial Sanctions: A New Paradigm
The terrorist attacks of September 11, 2001 represented a pivotal moment for global
security. An international war on terrorism was declared. Beyond military response, the US
began exploring more strategic alternatives led by a small team at the US Treasury’s
Office of Terrorism and Financial Intelligence. This team, as Juan Zarate (2013) recounts in
his book The Treasury’s War, fundamentally transformed sanctions from blunt
instruments into more ‘smart,’ precisely targeted tools.
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Historically, sanctions relied on general trade embargoes, comprehensive restrictions,
arms bans, and asset freezes. These measures targeted entire countries, often causing
widespread harm to civilians while proving costly, and difficult to monitor and implement.
For instance, freezing financial assets required direct state involvement, making these
sanctions overwhelming and inefficient for the sanctioning state (Zarate, 2013).

Juan Zarate and his team revolutionized this approach by leveraging the dominance of
the US dollar and the interconnected global financial system. Under Section 311 of the USA
PATRIOT Act, they introduced “smart sanctions,” which focused on individuals, specific
institutions, or sectors. Tools such as Executive Order 13224 and the Specially Designated
Nationals (SDN) list enabled these targeted measures, mandating the private sector to
comply, ensuring their enforcement with minimal government effort.

A case in point is the designation of Banco Delta Asia. This Macau-based bank was
accused of facilitating illicit financial transactions for North Koreq, including their
counterfeit $100 bills. What the US Treasury did was simple: they put the bank on the
designated sanctions list, sending a clear message to all financial institutions.

Dealing with Banco Delta Asia meant that third parties would cease to have any access
to the US dollar market.

In today's global economy, losing direct or indirect access to the US dollar market often
forcesdesignated banks, companies, or individuals into financial collapse. Now not only
were banks and businesses avoiding financial crime, but they were also mitigating
reputationalrisk as well. As a result, major international banks cut ties with Banco Delta
Asia to ‘de-risk’ their exposure to sanctions, triggering a bank run. While BDA didn’t
collapse, its operations were severely restricted, serving as a cautionary tale about the
risk of financial restrictions.

Since the early 2000s, smart financial sanctions have been refined and applied globally,
targeting countries like Venezuela, Iran, Syria, Iraq, Lebanon, North Korea, and Russia.
Today, a simple designation by the US Treasury can cut off access to the dollar system,
with the burden of compliance falling on financial institutions and the private sector to
avoid secondary sanctions.
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The Evolution of Sanctions

From trade embargoes in Ancient Greece to contemporary financial measures, sanctions
have evolved to address human rights violations, terrorism threats, or illicit activities.
Whether through trade restrictions, bans on investment, arms embargoes, or diplomatic
measures, the goal remains the same: to influence the behavior of target entities.

After 9/11, sanctions increasingly shifted toward targeted or “smart” measures. These
focus on isolating individuals, entities, or sectors from the financial system while
secondary sanctions target third parties engaging with sanctioned entities. Sectoral
sanctions, such as those affecting oil or technology, further refine this approach,
minimizing harm to general populations while maintaining effectiveness.

Tech-specific Sanctions: The Case of China
In recent years, sanctions have expanded into the tech sector, with export bans serving
as a key strategy (Demarais, 2022). For instance, the US imposed strict export controls on
Ching, limiting their access to advanced semiconductors, which is a highly US-
dominated market, and other critical technologies, citing security risks and possible data
harvesting and espionage on US entities.
These measures aim to curb the risk posed by Chinese technological and military
advancements. Yet, given the importance of Chinese-US trade relations, imposing these
sanctionswas properly tailored so as not to inflict any serious damage on the recipient
country.
China, as a result, could still source semiconductors via indirect channels. These
sanctions are carefully designed because, in addition to the highly intertwined
economic relationship between the US and Ching, the latter is the world’s largest
producer and exporter of rare earth elements, accounting for up to 70% of the global
supply.
To reduce its reliance on Chinese resources, the US has been working on developing a
new strategy to source these elements elsewhere. However, this process will take a lot of
time to implement. Consequently, pushing the US to carefully design sanctions on China
with extreme caution.
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The Challenges and Ethical Implications of Sanctions
Sanctions are versatile tools serving diverse objectives, yet their complexity often
complicates enforcement and measurement. Issued by various bodies, including the US
Treasury, UN Security Council, and EU, sanctions have far-reaching effects. However,
unintended consequences such as currency depreciation, unemployment, and business
closures often disproportionately harm civilians. In some cases,
sanctions may even backfire, impacting the sender nation.
These realities raise significant ethical dilemmas. How can policymakers balance the
intended goals of sanctions against their collateral damage? To address this, | will next
evaluate the effectiveness of sanctions, highlighting their ethical implications and
exploring them through established ethical frameworks. While this paper does not
advocate for or against sanctions, it aims to introduce moral responsibility as a critical
dimension in shaping policy decisions.

3. Effectiveness of Sanctions

The effectiveness of sanctions remains difficult to predict. While they have occasionally
forced targeted regimes to change their behavior, they often lead to unintended
consequences. Sanctioned countries adapt by leveraging geographical advantages,
resources, or trade networks to circumvent restrictions, frequently promoting illicit
activities such as counterfeiting, money laundering, drug trafficking, and smuggling.
Tragically, innocent civilians are frequently the ones who suffer most, caught between a
rock and a hard place.

This section examines empirical findings and critical studies on sanctions, highlighting
how their ripple effects can stimulate the formation of new alliances, alternative trade
routes, and non-dollar-based commerce, further complicating their effectiveness as a
policy tool.

Reconsidering Economic Sanctions
One of the most comprehensive analyses of sanctions is £Economic Sanctions
Reconsidered (2009) by Hufbauer et al. The study assesses 174 cases, focusing on
whether sanctions achieve their intended political, economic, or security objectives
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with minimal collateral damage. It concludes that sanctions are more likely to succeed
when:

e Objectives are modest.

e The sender and target have significant economic ties.

e Sanctions are enforced multilaterally.

Even under these conditions, success is not guaranteed. Sanctions were successful in
only 34% of cases, particularly when complemented by other forms of pressure, such as
diplomacy or military threats. And even that number has been disputed. The difficulties in
enforcing sanctions, the resourcefulness of targeted regimes in adapting to restrictions,
and the far-reaching unintended consequences often reduce their overall effectiveness.
Ahn and Ludema (2017) examined sanctions’ impact on Russian firms, reporting a 30%
decline in operating revenue and significant job losses. However, broader economic
effects were muted because Russia leveraged energy exports and non- Western trade
alliances to adapt. While the study provides valuable insights, its focus on short-term
effects limits its scope, ignoring long-term adaptations and unintended consequences.
Richard Hanania (2020), in Ineffective, Immoral, Politically Convenient: America’s
Overreliance on Economic Sanctions, offers a critical perspective. He argues that
sanctions are:

¢ Ineffective: They rarely achieve their intended goals, with failures in Venezuelaq, Iraq,
Iran, and North Korea.

e Immoral: They harm civilians and businesses disproportionately. Humanitarian
relief efforts face bureaucratic barriers and de-risking practices, making aid
delivery nearly impossible. Even UN employees and relief workers struggle with
basic financial services, such as opening bank accounts or transferring money.

e Politically Convenient: Sanctions are easy to implement, avoiding military action
while reassuring voters that decisive steps have been taken.
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Hanania suggests sanctions should be symbolic, targeting individuals, with relaxed
enforcement and congressional approval for long-term measures, similar to the War
Powers Resolution.

Agathe Demarais, in her book Backfire (2022), highlights the unintended consequences of
modern sanctions. Her analysis shows that sanctions often fail to account for the
complexities of global economic interdependence, leading to counterproductive
outcomes. She provides several compelling examples:

1. The US-EU relations became more tense due to the secondary sanctions targeting
third-party entities. This meant that European businesses faced penalties for
trading with Iran. This prompted European countries to explore mechanisms to
bypass US sanctions, such as the INSTEX (Instrument in Support of Trade
Exchanges) system. While it achieved limited success, this indicates that, due to
increasing frustration with unilateral sanctions, other parties are forced to look for
alternatives to reduce their dependence on the US financial system.

2. In 2018, the sanctions on Rusal, a key global Russian supplier of aluminum, caused
a shockwave in the metal markets. Prices soared by 30%, and many
manufacturers in Europe and Asia, dependent on Rusal’s supply, faced disruptions.
Price volatility caused financial losses across different sectors because of the risk
and uncertainty. Even though those affected tried to adapt, European
governments continued to lobby in an attempt to lift these sanctions. Eventually,
the US lifted the sanctions in 2019 under special conditions.

When Sanctions Work
According to Demarais, sanctions can be effective with minimal collateral damage if
they are:
e Time-bound. Long-term sanctions without a sunset clause lose effectiveness.
» The objectives are clear, focused, and achievable (e.g., South Africa’s sanctions
against apartheid).
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e The sanctions are backed by multilateral support, ensuring collective enforcement
and reducing evasion opportunities (e.g, Libya in the 1990s).
e They target key vulnerabilities and economic dependencies (e.g., North Korea’s
banking sanctions).
e They are paired with complementary diplomatic efforts and clear incentives for
compliance (e.g. Iran’s nuclear deal).
e They are accompanied by effective enforcement.
Standalone sanctions often fail, producing severe unintended consequences and
potentially backfiring against the sender nation. This highlights the importance of
integrating sanctions into a broader strategy involving negotiation, pressure, and well-
defined goals. In what follows, | will focus on the effect of sanctions on small and
medium-sized businesses, taking as an example the case of Syria.

The Case of Syrian SMEs

In a 2020 study conducted for the Carter Center titled 7he Unintended Consequences of
U.S. and European Unilateral Measures on Syria’s Economy and Its Small and Medium
Enterprises, Samir Aita provides a comprehensive analysis of how sanctions have
disrupted Syria's economy, particularly its small and medium enterprises (SMEs). SMEs
were once the backbone of Syria’'s economy, but they, alongside many civilians, were
harshly affected by these measures, resulting in a cascading series of unintended
conseqguences across Syria’s economic, social, and humanitarian fabric.

Overview of Syrian SMEs
Before the 2011 conflict, small and medium-sized enterprises (SMEs) were the backbone
of Syria’'s economy, accounting for 98% of all economic establishments. Official records
indicate that over 579,000 businesses employed fewer than 10 people each. However,
Samir Aita suggests that the actual number may have exceeded the 1 million if
unregistered businesses and other variables were considered.
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These micro, small, and medium-sized businesses played an essential role in crafts,
manufacturing, and trade, serving as a major source of production and employment.
Despite sanctions imposed since the 1980s, Syria’s economy managed to remain self-
sufficient. Sanctions during this period primarily focused on US-Syrian relations, yet US
exports to Syria still reached $500 million in 2010, comprising goods like corn and
soybeans. Following the 2011 conflict and the tightened sanctions, these
exportsplummeted to less than $20 million, including exempt items, such as seeds and
pharmaceuticals.

Post-2011 Sanctions: A Turning Point
The 2011 conflict signaled a dramatic escalation in sanctions. Unilateral measures
included stringent financial sanctions with secondary dimensions, penalizing third parties
that engaged in trade with Syria. These sanctions had devastating direct and indirect
consequences on businesses of all sizes.
Syrian exports, a cornerstone of the economy, dropped sharply after 2011. By 2012, Syria
had transitioned from a modest oil exporter to a net importer, with a $4.4 billion deficit.
Gradually, Syria became more reliant on neighboring countries for oil and raw materials.
Syria saw imports from untracked sources rise from 1% to 40%, with
countrieslike Iran, Irag, Turkey, and Lebanon stepping in to fill the gaps, according to
Aita.
Sanctions severely disrupted SME operations, making it increasingly difficult to access
raw materials, spare parts, and essential goods. For example, imports of non- automotive
spare parts fell by 91% between 2011 and 2018. These challenges had cascading effects
across the entire economy, creating a difficult environment for businesses and civilians
alike.

The Ripple Effects on SMEs

The sanctions’ indirect effects rippled across the entire population, harming everyone
except perhaps the Syrian regime, which was the main target of the sanctions. Key
consequences included:
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e Currency depreciation: The Syrian pound depreciated significantly, costs
increased, and it became more difficult to maintain a business.

e Electricity and fuel shortages: Intermittent cuts severely limited power supply per
day, making it challenging for industrial and agricultural SMEs to maintain
productivity.

e Pharmaceutical sector collapse: The pharmaceutical sector, which used to
produce 93% of domestic demand, suffered from these sanctions, leading to the
closure of 30 factories.

e Agricultural decline: Agricultural production dropped by 70% in many areas due to
fertilizer and fuel shortages, while in other areas, it was disrupted by displacement.

e Textile industry fallout: The textile sector was heavily affected due to its inability to
access foreign markets. By 2018, cotton production had been reduced to a mere
11% of pre-conflict levels.

This economic downturn caused a spike in unemployment, with around 2.2 million jobs
lost. Many businesses closed, and others relocated to countries like Turkey, Lebanon, and
the Gulf.

For example, Lillian(1), a skilled architect from Syria, had successfully established her own
small architecture firm. Her business was running smoothly, with a dependable team and
reliable projects. However, the imposition of sanctions drastically changed the
landscape. Materials she had once easily sourced became either unavailable or
ridiculously expensive. Factories that previously provided essential supplies were unable
to repair broken equipment. These disruptions rippled through her business, making it
impossible to maintain operations as before. Eventually, Lillian had no choice but to close
her firm. She moved to Dubai, where she now works independently.

1 This example is based on a firsthand description provided during informal discussions with acquaintances
directly familiar with Lillian's experience.
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Her experience mirrors that of countless other professionals and entrepreneurs whose
lives and livelihoods were turned upside down.

The Rise of Informal Economies
With small businesses across many sectors shutting down, the general population had
limited access to staple foods, either due to scarcity or high prices, despite some
exemptions on basic foodstuffs and medication. Being completely financially isolated, it
became extremely difficult to wire money to families and friends.
This led to the transition to informal markets and black-market activities. For example:

e Hawala money transfers: Informal systems became the primary channel for
moving money.

e Black-market channels: Many SMEs resorted to black-market channels, dominated
by corruption and inflated costs, to secure their resources.

e lllicit economies: Informal economies emerged due to illicit activities, including
smuggling, drug production, and drug trafficking, which became more lucrative for
some compadred to traditional businesses. This shift was especially evident in the
pharmaceutical sector, where production transitioned from legitimate
medications to illicit drug manufacturing, notably the stimulant Captagon.

The Impact on Governance and Corruption

Only a fraction of SMEs managed to survive the unintended consequences of the
sanctions. Many of those that did survive either absorbed the inflated costs of doing
business or navigated the clientelist systems that sanctions had entrenched.

Corruption and monopolistic control over resources increased sharply, with both the
government and rebel groups exploiting border access and black-market trades. These
dynamics created significant barriers for SMEs, undermining their ability to operate
sustainably and further fragmenting Syria’s already fragile economic framework.
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An Ethical dilemmma
Syria’s example is just one among many others. Aita’s report, however, does an excellent
job of studying the direct and indirect effects of sanctions, with a particular focus on
SMEs. The strict measures intended to pressure the Syrion regime ended up
disproportionately harming the entire civilian economy.
According to Demerais, the sanctions were never likely to work because they
strengthened the Syrian regime, consolidating its control over resources and increasing
reliance on the black market for both the regime and extremist groups. Syria’s
geography, along with support from Russiq, Iran, Irag, and Hezbollah, made it possible for
them to access black markets and create a parallel economy.
Humanitarian relief efforts were insufficient due to de-risking and the ongoing conflict.
The sanctions were indefinite, with no clear objectives. The result was
devastating for civilians and small businesses, who were caught up in a conflict they
could do little about.
From our exploration so far, whether or not sanctions prove to be effective, collateral
damage is inevitable to varying degrees. However, due to the complex nature of
sanctions, such as their types, the stakeholders involved, the degree to which they are
implemented, the geographical setting of the country, its geopolitical allies, the type of
political regime targeted, among many other factors, they often lead to unintended
harmful humanitarian consequences for people and small businesses,
which are seen as little more than collateral damage.
These unintended consequences raise critical ethical questions: Can the harm inflicted
on civilian populations ever be justified in the pursuit of foreign policy goals? Do
sanctionsunfairly penalize civilians and amount to collective punishment, even if their
intended target is the government? And how should policymakers balance strategic
objectives with humanitarian considerations?
These issues call for a deeper exploration of the ethical challenges surrounding sanctions
as a policy tool. The next section explores these moral dilemmmas, considering both the
theoretical foundations and real-world implications of
economic sanctions.
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4. Ethical Dilemmas and Frameworks
The ethics of economic sanctions is a relatively underexplored subject, often avoided due
to the complexity and ambiguity of sanctions themselves. The difficulty lies in directly
attributing harm, assessing both short- and long-term consequences, and
understanding the silent, long-term nature of their effects. Additionally, the ability of
individuals to adapt over time and the political appeal of sanctions as an
international policy tool further complicate the discussion.
These complexities make it difficult to establish a clear and actionable framework for
drafting sanctions. Several factors contribute to this challenge:

1. Ripple effects: Whether blunt or targeted, sanctions often trigger ripple effects that
extend beyond their original scope, amplifying harm across multiple sectors and
regions.

2. Short-term vs. long-term effects: While short-term consequences can easily be
measured, long-term effects are harder to anticipate or quantify. This uncertainty
makes incorporating time into the analysis much harder.

3. Multiplicity of stakeholders: Sanctions, much like warfare, are typically imposed on
an external entity or perceived enemy. However, their reach often extends to
secondary sanctions, implicating third parties. This interconnected web of
stakeholders, including governments, private entities, and civilians, creates a
complex system where harm is difficult to assess. In many cases, innocent civilians
suffer disproportionately, often even more than the primary target. The
involvement of multiple stakeholders makes it nearly impossible to create a clear
ethical calculus, raising questions of intent, proportionality, and collective
responsibility.

These factors illustrate why the ethics of sanctions remains an under examined subject,
deserving careful scrutiny of the challenging terrain it presents.

My goal in what follows is not to propose a definitive argument or provide a conclusive
framework to solve the underlying problem. Instead, | will first briefly

outline some of the more common ethical frameworks, such as the just war theory,
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consequentialism, and deontology, that could be useful in assessing the ethics of
collateral damage caused by economic sanctions.

Subsequently, | will propose an alternative framework that draws on Henri Bergson'’s
moral theory and Friedrich Hayek’s emphasis on the importance of spontaneous order
and the limits of government intervention in economic systems. By integrating these
perspectives, we can explore a new approach that may guide practical policy solutions
in addressing moral responsibility and ethical concerns surrounding collateral damage
from economic sanctions.

Are Sanctions Ethical or Unethical? Gordon vs. Lopez
In her 2006 paper, Peaceful, Silent, Deadly Remedy: The Ethics of Economic Sanctions, Joy
Gordon argues that sanctions are fundamentally unethical. She evaluates their
justifiability within several ethical frameworks, including just war theory, Kantian ethics,
and utilitarianism.

The Just War Theory: Combatants vs. Civilians
The just war theory, rooted in Augustine and Thomas Aquinas’ work, lays out a three-
pronged framework to determine when it would be justifiable to go to war and under
what conditions. The theory is divided into three key parts:

1. Justice for war: Requires a legitimate authority, a just cause, the right intention, war
as a last resort, and a proper assessment of risks.

2. Justice in war: Governs conduct during war, emphasizing proportionality,
minimizing unnecessary suffering, and distinguishing between combatants and
civilians.

3. Justice after war: Focuses on establishing just peace terms, restoring stability, and
ensuring accountability for war crimes.

Gordon centers her argument on the principle distinguishing civilians fromm combatants.
She argues that, unlike war, where sparing civilians may theoretically be possible,
sanctions, especially when used bluntly, function more like sieges. They indiscriminately
harm both civilians and ‘combatants’ by isolating the target country,
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disrupting livelihoods, and inflicting widespread suffering. For this reason, Gordon asserts,
economic sanctions are ethically unjustifiable under the just war theory.

Kantian Ethics: Using Civilians as Means to an End

Gordon also evaluates the moral justifiability of economic sanctions through the lens of
the German philosopher Immanuel Kant, rooted in deontology, or duty-based ethics.
Deontology stipulates that some actions are inherently right, and other actions are
inherently wrong. As moral agents we are duty-bound to pursue that which is right and to
refrain from engaging in that which is deemed wrong. In a very simple and reductive
example, if we determine that lying is wrong, then it is our duty not to lie.

One of Kant's central principles, articulated in the second formulation of his categorical
imperative, states:

“Act in such a way that you treat humanity, whether in your own person or in the
person of any other, never merely as a means to an end, but always at the same
time as an end.”

This principle emphasizes the inherent moral worth of every individual, insisting that
people must never be reduced to mere tools for achieving other goals.

Gordon argues that economic sanctions violate this imperative by using civilians as
instruments to pressure governments. Sanctions rely on the suffering of the target
population, with the expectation that they will demand change from their leaders. In
doing so, they disregard the moral worth of individuals, treating them as mere means to
an end.

She acknowledges rare cases, such as South Africa and Haiti, where some

populations expressed support for sanctions. However, Gordon highlights the complexity
of consent in such situations, given the dire consequences of sanctions, including
malnutrition and deaths. She asserts that true consent would require explicit agreement
from every individual affected, which is a virtually impossible standard to meet.
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Gordon also refutes the argument that citizens implicitly consent to sanctions through
their governments’ actions. In authoritarian regimes, citizens have no

meaningful control over their government's actions and limited means to oppose their
decisions.

Ultimately, Gordon argues that the moral responsibility for the harm caused by sanctions
lies with the sanctioning country, not the target nation or its civilians. Given the
predictable and often devastating effects of sanctions, the burden of ethical
responsibility cannot be shifted away from those imposing them.

Utilitarian Justification and the Ineffectiveness of Sanctions
The utilitarian theory is a cornerstone to consequentialist ethics, which essentially
focuses on the outcomes of an action. In contrast to deontology, which evaluates the
actions themselves, consequentialism deems an action ethical if the outcomes are on
balance positive; otherwise, it's unethical.
Utilitarianism seeks to maximize good for the greatest number of people, defining "good”
as that which promotes pleasure and well-being. It's beyond the scope of this paper to
dig into the different types of utilitarianism and its calculus, but Gordon critiques the
common utilitarian defense of sanctions, namely, that the economic hardship they
impose is a lesser evil compared to the consequences of unchecked aggression or
human rights abuses.
Gordon challenges this argument by highlighting the frequent ineffectiveness of
sanctions in achieving their stated goals, citing empirical studies that show how
sanctions rarely succeed in changing the behavior of target nations. They may even
backfire, reinforcing nationalism and strengthening the targeted regime's resolve.
Sanctions also disproportionately affect countries with weak or dependent
economies, causing more harm than good, especially given that the targeted nation
could rarely retaliate due to its limited resources.
Gordon goes further in her analysis, pushing back against alternative arguments like the
claim that sanctions are used to send a message or to punish the target country. In both
cases, sanctions would be unjustifiable. It is unacceptable, according to Gordon, to
deprive innocent civilians of their basic needs to 'send a message.’ It's
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also unacceptable to punish civilians for wrongdoing committed by a government or a
regime.

As a result, sanctions, according to Gordon, are both unethical and ineffective because
they violate fundamental ethical principles and fail to achieve their intended objectives.
She urges policymakers to reconsider their reliance on sanctions as a tool to achieve
political goals and encourages them to explore alternative approaches to addressing
international conflicts and human rights violations.

More Ethical than Not
In contrast, George A. Lopez, in his paper More Ethical than Not: Sanctions as Surgical
Tools, offers a compelling response to Gordon’s arguments, asserting that economic
sanctions can be ethical under certain conditions.
Sanctions are not inherently immoral, according to Lopez. The problem with sanctions lies
in their improper design and implementation. He cites instances where sanctions were, in
fact, quite effective, such as in Rhodesia, South Africa, Iraq (to a certain extent), and Libya,
where sanctions combined with diplomatic efforts achieved success.
Lopez further argues that, under the just war framework, sanctioning entities can often
invoke the "double effect” principle, which absolves them of moral responsibility for
negative humanitarian consequences if those outcomes are unintended side effects of
pursuing a legitimate goal.
Additionally, Lopez contends that both the sanctioning and sanctioned entities share
moral responsibility. The leadership of the sanctioned country plays an equally critical
role in exacerbating the suffering of their population. Ignoring this shared responsibility,
he argues, would lead to a skewed ethical analysis of economic sanctions.
Lopez suggests that sanctions are more justifiable when they are "smart,” targeting
individuals and institutions directly responsible for violations. Their objectives should be
clear, and they should be properly implemented and monitored. Furthermore,
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sanctions should include robust humanitarian exemptions and aid programs to minimize
harm to civilians and vulnerable populations.

Although little has been written about the ethics of economic sanctions, the arguments
from Gordon and Lopez demonstrate how deeply polarized discussions on the topic can
be. Gordon'’s analysis leads to a rejection of sanctions as categorically unethical, while
Lopez introduces nuances that merit consideration in the design and implementation of
sanctions, albeit without offering any specific details or mechanisms.

Dynamic Ethical Analysis
The frameworks discussed, just war theory, Kantian ethics, and utilitarianism, offer useful
grounds for analysis but remain highly theoretical when examined abstractly, falling
short of providing concrete and actionable insights.
This shortfall arises because the ethical issues posed by sanctions often involve serious
moral dilemmas that require a more dynamic examination. This, | think, is what Gordon’s
analysis overlooks. Ethical dilemmas arise when decision-makers face conflicting moral
principles, forcing them to violate one principle in favor of another.
Different moral frameworks and thought experiments, even when abstract, provide tools
for evaluating such dilemmas from various perspectives. Disagreements over ethical
decisions often stem not from one argument being correct and another wrong but from
the use of different moral theories to analyze the same issue. Further complicating
matters is the fact that within each moral framework, varying assumptions and
definitions can lead to divergent conclusions.
Thought experiments can help clarify these dilemmas. For instance, the trolley problem
presents a scenario where a trolley is heading toward five people tied to a track. You can
pull a lever to divert the trolley to another track, killing one person but saving five. If you
do nothing, the five will die. This scenario captures the essence of moral trade-offs.

e Shouldharmto afew (e.g., SMEs, civilians) be accepted as a necessary cost
to achieve a greater good (e.g., regime change, deterrence)?
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e How do we define and measure the greater good?

e Howdo we weigh the predictability of harm against the uncertainty
of achieving strategic objectives?

In the case of sanctions, these dilemmas become more salient when examining their
ripple effects, which often lead to unintended harm to civilians and SMEs.

When sanctioning rogue states, terrorists, dictators, drug mafias, or entities involved in
human rights violations or illicit activities, the central question becomes:

Is the harm caused to civilians and SMEs justifiable as a byproduct of achieving long-
term political or humanitarian goals? What measures should be taken to minimize this
harm while ensuring the effectiveness of sanctions?

Based on the earlier analysis of different types of sanctions, their direct and indirect
consequences, and the harm inflicted on civilians and SMEs caught in the middle as
collateral damage, it is evident that, while the burden of moral responsibility should be
shared among all involved stakeholders, the sanctioning entity must address significant
ethical concerns, especially regarding the imposition of stringent

sanctions.

Balancing Ethics and Efficacy
In an article titled The Effectiveness and Ethics of Economic Sanctions, Marcus Boomen
(2014) examines the effectiveness and ethics of sanctions, offering a more nuanced
approach. | will use his analysis as a foundation, incorporating elements from Hayek’s
and Bergson'’s moral philosophies to subsequently derive some policy recommendations.
In his historical, empirical, and ethical analysis, Boomen highlights the contradictory
nature of sanctions. Despite the collateral damage and harm they inflict, sanctions are
often regarded as more ethical than war. Boomen underscores their dual failure, both in
effectiveness and morality.
Boomen’s approach is interesting because it considers the evolving nature of sanctions.
However, precisely because sanctions are continuously evolving, it
becomes increasingly complex to develop a comprehensive moral framework to
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keep pace. Therefore, it is crucial to adopt a more flexible approach when evaluating the
ethics of sanctions.

Boomen demonstrates how both general and smart sanctions harm civilians and
businesses, undermining their ethical legitimacy. This perspective aligns with the
arguments made by Hanania, Gordon, and Demarais, who seem to share this recurring
concern.

Boomen argues that, although sanctions pose significant moral dilemmas, the primary
issue is the gap between their intended objectives and how they are implemented in
practice.

Sanctions as Symbolic Acts

Fromm a constructivist perspective, Boomen explains that sanctions often serve as
symbolic acts to establish internationally acceptable behavior. In this framework, moral
norms are not absolute, but are constructed through social processes and collective
reasoning. Sanctioning a rogue state or individual sends a signal to others about what
will and will not be tolerated.

In this sense, sanctions play an active role in shaping our collective moral framework.
Therefore, Boomen argues, we must:

1. Refine our tools to ensure that smart sanctions minimize harm to civilians.

2. Adopt greater scrutiny and transparency regarding the humanitarian impact of
sanctions and conduct ethical evaluations during their design and
implementation.

3. Recognize the symbolic nature of sanctions as a means to define acceptable
behavior rather than solely as coercive measures to change the actions of rogue
states or individuals.

While constructivist ethics has limitations in other contexts, the examination of which is
beyond the scope of this paper, it offers an intriguing perspective as highlighted by
Boomen within the context of sanctions. This perspective can also be further refined by
incorporating the moral philosophies of Henri Bergson and Friedrich Hayek.
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Insights from Hayek and Bergson
Viewed as a signal of evolving global norms rather than merely a coercive tool, sanctions
must accommodate their shifting purposes to avoid falling into the trap of rigid or
outdated rules, such as the Cuban sanctions.
This is where the insights of Bergson and Hayek offer a valuable contribution. Both
philosophers emphasize the emergent and adaptive nature of ethics, challenging static
frameworks that fail to address the complexities of human systems and decision-
making.
In The Two Sources of Morality and Religion, Bergson (1977) explores morality, highlighting
a fundamental tension between static and dynamic morality.
Static morality is rooted in rigid societal rules and traditions, seeking to preserve order.
However, over time, many of these rules become inflexible and outdated, unable to adapt
to change.
Dynamic morality, on the other hand, is a creative and life-affirming force. It evolves with
time and responds to new challenges, driving change.
Bergson'’s distinction between static and dynamic morality provides a fresh lens through
which to evaluate the ethics of sanctions. As we’ve seen, sanctions have evolved over
time from general embargoes to targeted financial measures. The harm they inflict often
arises because sanctions fail to account for their dynamic nature and the adaptability of
the world, including the sanctioned targets.
Once sanctions are imposed, they tend to become static and rigid, much like legacy
software. Although financial sanctions are frequently updated to address loopholes, their
structure remains rigid, often becoming outdated. Policymakers, constrained by limited
resources, struggle to retract, lift, or amend sanctions once they are in place.
However, if we view sanctions as symbolic measures that reflect the evolving nature of
global norms, a more effective approach would be to incorporate a dynamic element
within the sanctions themselves, making them more adaptable and life- affirming, as
Bergson would advocate. This would mean that sanctions should evolve in tandem with
the political and economic landscape. For example, implementing
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rolling reviews or sunset clauses could ensure that sanctions remain relevant while
avoiding the perpetuation of unnecessary harm.

Moreover, integrating life-affirming aspects of morality into the policies themselves
would enhance their ethical effectiveness. Actively prioritizing the well-being of affected
populations, instead of using sanctions solely as punitive measures, could include
compliance incentives, measures to discourage de-risking, or more comprehensive relief
efforts targeted at civilians and SMEs. These actions could help minimize collateral
damage.

Most importantly, it is essential to collect data and continuously monitor the unintended
consequences of sanctions, drafting them in a way that facilitates revisions. Clear and
transparent communication, along with accountability when the sanctioning entity fails
to comply with the principle of no harm or neglects to actively reduce collateral damage,
is paramount.

This is where the work of Friedrich Hayek becomes relevant. Hayek’s critique of centralized
decision-making provides a compelling lens to examine the unintended consequences
of sanctions, as well as his criticism of state overregulation, though the latter falls beyond
the scope of this paper (Hayek, 2017).

Hayek was familiar with Bergson’s work, citing him in a paper he wrote as a student in
1920 entitled Contributions to a Theory of How Consciousness Develops. Like Bergson,
Hayek was deeply aware of the tensions between static and dynamic complex systems,
a fundamental aspect of his writings and analysis. Hayek argues that ethical systems
and societal structures emerge organically from decentralized interactions. Sanctions,
being top-down measures, disrupt these systems, particularly when they impact markets
and SMEs.

Even if we view sanctions as a vital aspect of a dynamic society striving to develop
continuous global ethical norms, we face the knowledge problem. Policymakers
designing sanctions often lack localized knowledge of the economies and societies they
aim to influence. They are similarly ill-equipped to predict the nature and extent of
unintended consequences. This knowledge gap leads to poorly targeted measures that
disrupt local, and sometimes global, markets, causing significant
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collateral damage, undermining the spontaneous order of the economy, and fostering
parallel markets and illicit activities.

Sanctions should account for these challenges by incorporating measures such as better
exemptions for critical sectors like healthcare and agriculture, with clear reassurance for
aid providers that no secondary sanctions will be imposed on.

Targeted sanctions that focus on isolating regime elites can reduce harm while
maintaining strategic pressure. Moreover, greater efforts should involve local actors and
stakeholders in the sanctioning process to ensure that the measures are dynamic,
minimize the knowledge problem, and limit disruption to the dynamics of local and
global markets.

Sanctions, SMEs, and the Broader Moral Framework

Bergson and Hayek offer valuable insights that help address gaps in the ethical
discourse on sanctions, particularly regarding collateral damage and the impact on
SMEs. Small businesses are the backbone of most economies, driving innovation,
providing employment, and sustaining local communities. As discussed in earlier
sections, sanctions often harm SMEs and local populations disproportionately. They fail to
account for the dynamic nature of societies and their capacity to adapt, leading to
unintended consequences such as the proliferation of black markets and the promotion
of illicit activities. Additionally, sanctions often backfire in many instances.

Drawing on Boomen’s analysis of sanctions as signals of an evolving moral landscape
and incorporating Bergson’s and Hayek’'s moral philosophies, we see the necessity of
moving beyond static, one-size-fits all approaches. While often deployed as coercive
tools, sanctions must also be understood and implemented, when necessary, as part of a
broader, dynamic system of global norms. This shift in perspective highlights the
importance of designing sanctions that not only consider the immediate political
objectives, but also account for long-term consequences of and their potential to disrupt
the spontaneous order of markets.
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5. Recommendations for a more malleable ethical framework
To achieve this, policy makers need to adopt a framework that emphasizes adaptability,
ethical reflection, and contextual sensitivity. Such an approach ought to ensure that
sanctions evolve alongside changing circumstances. Their main goal should be to
minimize unintended harm, all the while maintaining their strategic focus and intended
objectives. As a result, the following recommendations offer a starting point for crafting
more malleable and ethically responsible policies:

1.

Continuous Reviews: Sanctions should include mechanisms for periodic
reassessments to ensure their effectiveness and minimize harm. This requires
proper and transparent monitoring based on real-time data and changing
circumstances.

Incorporating local expertise: Local stakeholders and experts should be involved in
the design of sanctions. This may help mitigate the knowledge problem, taking into
account regional specificities and reducing unintended harm.

Better exemptions: The measures taken should aim to protect critical sectors like
SMEs, healthcare, agriculture, etc., at all costs. This includes ensuring that, in the
case of financial sanctions, de-risking is discouraged, and the implementation of
secondary sanctions remains minimal.

Life-affirming incentives: In addition to punitive measures, policymakers should
offer incentives for compliance that prioritize the well-being of civilians and SMEs,
especially those who lack the resources to adapt.

Establishing ethics committees: Establish dedicated ethics committees or panels
to evaluate the moral implications of proposed sanctions. These committees can
serve as an essential platform for integrating ethical

considerations into the decision-making process, ensuring that sanctions are
designed and implemented with a balanced focus on strategic objectives and
minimizing harm.
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Conclusion
The ethical challenges posed by sanctions reveal that, while sometimes necessary to
deter a serious threat, they are equally a source of unintended harm to civilians and
SMEs. Traditional ethical frameworks offer valuable perspectives for evaluating
sanctions. They help refine our concepts and examine the different potential scenarios
we ought to consider when drafting sanctions. These frameworks provide insights into
proportionality, the moral worth of individuals, and risk assessments based on balancing
harm versus benefit.
Yet, they can be too static and abstract to offer actionable steps that accommodate the
nuanced and evolving realities of sanctions in practice. Each framework brings important
considerations but often falls short when applied to real-world contexts.
This paper has explored these traditional approaches and offered a broader alternative
by incorporating the perspectives of Henri Bergson and Friedrich Hayek. Bergson's
emphasis on accounting for the dynamic aspect of morality reminds us of the
importance of adopting a more dynamic approach to sanctions, one that incorporates
actions like rolling reviews or sunset clauses from the outset.
On the other hand, Hayek’'s emphasis on decentralized systems and his examination of
the knowledge problem and the risks of top-down measures invite us to consider
involving people with local expertise to assess the effects of drafted sanctions on the
local economy and other stakeholders. Having lawyers draft sanctions will almost always
lead to more problems, as the focus tends to remain on enforcing legal clauses without
adequately considering the economic or humanitarian impacts of sanctions.
The goal of this paper is not to offer a definitive application of these frameworks. Applying
them to the concrete case of Syrian SMEs would almost be impossible, as it would
amount to a hindsight analysis. Instead, the aim here has been to lay out the dire
consequences imposed on entities that form the backbone of economies and on
civilians, illustrating how far-reaching the effects of sanctions can be, how persistent their
long-term consequences often are, and how complicated the multiplicity of stakeholders
makes their impact.
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Therefore, the examination provided here is far from exhaustive. However, the aim is to
highlight that an ethical evaluation must also consider emerging perspectives and the
dynamic nature of sanctions and markets. Sanctions, where necessary, must be
designed not only as standalone coercive tools but as mechanisms reflecting dynamic,
evolving global norms. By incorporating ethical and practical adjustments, policymakers
can better balance effectiveness with humanitarian considerations.

Ultimately, as we've seen, each sanctions regime is unique, shaped by a particular
geopolitical context, objectives, and the entities it targets. By drawing on diverse ethical
frameworks and acknowledging the dilemmas arising from sanctions, we are invited to
examine each situation accordingly, always with the aim of minimizing collateral
damage. As a result, further refinement of ‘smart’ sanctions is necessary, but this can
only be achieved through the involvement of diverse teams that focus not only on
proving that sanctions work but also on ensuring that they operate within specific moral
frameworks.

The conversation about the ethics of sanctions will thus remain open-ended if we are to
adopt a Bergsonian approach. By integrating a flexible, decentralized, and dynamic
analysis focused on long-term impacts, we can move toward a more ethically
responsible use of sanctions. While | do not offer a concrete answer as to how this should
look, this paper serves as an invitation to continue the discussion, refining our tools and
approaches to address the complex challenges of an ever- evolving, intertwined, and
connected world.
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Abstract
This article argues that there is a distortion in the international monetary system.
Understanding this distortion is essential to understanding the existence and effects of a
peculiar version of soft budget constraints (SBC) in modern capitalism and the resulting
sweet and sour relationship in geo-economic and geopolitical relations between the
United States and the rest of the world, especially China.
The dollar standard creates a different kind of soft budget constraint in the modern
capitalist world economy than was the one present in the socialist system. In the socialist
system, the state-owned companies were the key subjects of the SBC. In the dollar
standard, the U.S. government is the key subject of the SBC, and it extends the softness
through government policies and spending throughout the U.S. economy, and the world
economy.
Because of this distortion, the U.S. is not only the main beneficiary of the dollar standard,
but also the main patient of the soft budget constraint. For this reason, it is in the best
interest of the U.S. to achieve a more balanced IMS that guarantees equal budget
constraints for all countries.

Keywords: Janos Kornai, Knut Wicksell, Joseph Schumpeter, Jacques Rueff, gold
standard, dollar standard, soft budget constraints, hard budget constraints
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Introduction

This article argues that there is a distortion in the international monetary
system (ImMS). Understanding this distortion is essential to understanding the
existence and effects of a peculiar version of soft budget constraints in modern
capitalism and the resulting sweet and sour relationship in geo-economic and
geopolitical relations between the United States and the rest of the world,
especially China.

The main cause of this distortion in the IMS is the status of the US dollar as
the world's reserve currency and the currency of international trade. This
distortion has its origins in the decisions taken at Bretton Woods in 1944, in a
unique situation due to the enormous influence and power of the USA. There, a
peculiar version of the dollar-gold exchange standard was imposed, creating a
deeply distorted capitalist system that produces a distorted asymmetry of soft
budget constraints among countries. Given the distorted nature of the IMS, it
also generates a distorted and unequal exchange between countries, which
creates a sense of exploitation among all participants in international trade,
which threatens trade in the globalized world economy and leads to geopolitical
conflicts. Although the dollar standard appears to benefit the United States, this
article argues that this system undermines the U.S. economic strength and, as
a consequence, its most important allies, including Europe.

The first section of the essay describes Kornai's analysis of soft budget
constraints (SBC) and the uneasy coexistence of SBCs and hard budget
constraints (HBC) in the capitalist system. The second section discusses the
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existence of soft budget constraints syndrome (SBCS) in capitalism and its
relation to the IMS. The third section describes the reestablishment of the IMS in
1944 and its reform in 1971. The fourth section examines how the dollar standard
fostered a sweet and sour economic relationship between the U.S. and China.
The fifth section examines the implications of the distorted asymmetry of the
SBCS at the heart of post-1945 capitalism and its connection to the nature of the
IMS. The conclusion suggests that only a reform of the international monetary
system back to the gold standard can heal the damage caused by soft budget
constraints at the heart of capitalism in order to ease tensions in the global
geopolitical and geo-economic system.

1. The soft budget constraint syndrome and the uneasy
coexistence of soft and hard budget constraints in
capitalism

The idea of a dichotomy between SBC under socialism and the HBC under
capitalism was one of Kornai's most important theoretical contributions. His aim
with this dichotomy was to understand the difference between socialism and
capitalism. SBC and HBC were constructed as part of a chain of causal
mechanisms that condition microeconomic action in socialism and capitalism.
State ownership, the planned economy, and the bureaucratic coordination of
the socialist system generate SBC for state owned enterprises in the context of
a closed economy (Kornai 2014a). SBC, in turn, generate an economy of chronic
scarcity without innovation because state owned enterprises can operate
comfortably without considering the desires of consumers (Kornai 1980). On the
other hand, chronic scarcity, which is also present in the labor market, creates a
constant demand for workers, which ensures job security. In contrast, in
capitalism, private property rights and competition generate HBC for private
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firms. In turn, HBC foster entrepreneurial business innovation and an abundance
of goods and services as firms seek to satisfy consumer desires to be profitable.
On the other hand, HBC also generate creative destruction, whose consequence
is a certain level of unemployment and insecurity, along with the phenomenon
of power imbalance between employers and workers (Kornai, 2000).

Model of the Socialist System
4 5
1 9 3 Soft budget Chronic shortage
2 = o . constrant; weak economy; sellers’
Undhvided power Dominant position Preponderance ¢
FESPONSIVENess market, labor
of the Marxist- | — | of state and quasi- | — | of bureaucrauc [ —> é ~—b
: to prices; plan shortage;
Lenmust party state ownership coordinaton 5 .
barg 'S unemployment
quantity drive on the job
Model of the Capitalist System
5
1 5 3 4 No chronic
Political power - Hard budget shortage; buyers'
: : o Preponderance -
friendly to Dominant position constraint; strong market; chronic
= | of market — i -
prl\'dlt' pl‘l)p{‘l'ly of pl’l\'ﬂl(‘ pl’()pﬂ'l)‘ coordination responsiveness uncmploymcnl;
and the market - to prices fluctuations in the
business cycle

Table. 1. Models of socialist and capitalist systems (Kornai 2000, p.29).

Kornai treated capitalism and socialism as integrated models. Each has its
own advantages or beneficial properties and disadvantages or detrimental
properties (Kornai, 2019). Although on an analytical level the analysis of their
internal causal chains and their consequences are the subject of impartial
research, Kornai made it clear that socialism has not lived up to the expectations
of its advocates. The reason for this is the inability of socialism to produce the
pool of goods desired by citizens and to introduce innovations, except for those
products where the central planner supports innovation and production. In an
interview, he also emphasized that scarcity creates a sense of deprivation
among the population (Kornai, 2007). This deprivation was so obvious that Karl
Polanyi, in the penultimate page of The Great Transformation, asserted that
markets are fundamental institutions for guaranteeing human freedom after
grudgingly taking into account the realities of the Stalinist Soviet Union (Téth
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2023). For this reason, Kornai lamented that socialist thinkers completely ignored
the highly visible great virtues of capitalism (Kornai 2014b, p. 3).

The conceptualization of SBC was the result of Kornai's own empirical
experience in socialist Hungary. Under socialism, SBC took an extreme form that
made it more noticeable (Kornai 2014a). In turn, HBC in capitalism was
formulated to some extent as an idealized contrarian mirror image of socialism.

One of Kornai's main concerns became the presence of SBC in the
capitalism after the collapse of socialism (Gyérffy, 2014). Kornai argued that

modern capitalist economies are affected by the soft budget constraint
syndrome (SBCS). SBCS creates an environment in which microeconomic
agents expect to be bailed out. SBCS encourages wanton spending and
irresponsible investmentand reduces cost sensitivity of decision-makers. SBCS
is a broader phenomenon than the SBC of state-ownedenterprises in socialism.
It offects a wide variety of organizations. The range of potential rescuers is also
broader than the state, and it may include banks and international
organizations, among many others. Rescue is also broader than simply
providing a financial lifeline. The wide range of measures may include full or
partial debt forgiveness, changes in tax laws to reduce the tax burden, debt
rescheduling, full or partial tax exemptions, provision of credit, or changes in
price regulation to benefit distressed firms. The rescuer's motives for deciding to
rescue are also varied, and may include moral arguments, avoiding social
tensions, gaining  clients, or prestige. SBCS also creates an unequal power
relationship and generates subordination to the powerful. Kornai concluded that
SBCS is an inherent and genetically encoded disease of capitalism that cannot
be fully cured. Kornaiargued that the detrimental effect of SBCS on efficiency
should be the main reason to pay attentionto reducing the impact of this
syndrome. Kornaiargued that central government policy is the key factor in the
creation of the SBCS. The central government occupies essential positions in the
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economy, has regulatory power and is present in key segments of the economy
where the SBCS has a marked effect. Kornai warned that the negative effects of
frequent bailouts come with a long lag, while the effects of a bailout are
immediate. This is why most bailouts are politically popular. SBCS is a moral
hazard that could easily be exploited by populist politicians. Kornai argued that
SBCS is one of the most important items on the agenda for future research
(Kornai 2014q).

In the next section, | will proceed to apply the concept of SBCS to the
national and international monetary systems, which systems are in part shaped
by advantage-seeking governments seeking dominant or powerful positions
domestically, and at the internationally.

2. SBCS in the monetary system

While Kornai's main concern was the presence of SBCS in modern
capitalism, the gradual relaxation of HBC was an accompanying feature,
perhaps even one of the key causes of the rise of capitalism (2014b, p. 155). The
relaxation of hard rules of personal liability for debt repayment was a key
condition for the rise of capitalism and the willingness of entrepreneurs to use
credit to implement their innovations, which, in turn, led to a rapid pace of
growth and innovation from the eighteenth century onwards (Kornai 2014q, pp.
51-2). Kornai was influenced by Schumpeter when he argued that a very tight
and conservative money market would stifle innovation (2014b, p. 148).
According to Schumpeter, the creation of credit out of thin air by the banking
system was the cause of the rise of capitalism driven by entrepreneurial
innovation. The creation of credit made dynamic the previous circular economy
of commercial society, in which the entry of new entrepreneurs was limited by
the lack of capital. Schumpeterbelieved that credit creation is not inherently
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inflationary in the long run. Credit creation to finance an innovative
entrepreneurial idea would only cause a short-term inflationary boom. However,
as the newly produced goods enter the market, the equilibrium between the
increased volume of money and the stock of goods available on the market
would be restored. Schumpeter objected only to the expansion of consumer
credit for the reason of having inflationary effects (Schumpeter 1939).
Nevertheless, Schumpeter primarily analyzed a hypothetical pure
economic life, only considering some cases of government or community
intervention on the margin. The rise of modern capitalism, however, was closely
interlinked with the establishment  of central banks and the increasing
dominance of governments and central banks over national monetary systems.
Following the example of the Bank of England, founded in 1684, central
banks were given a dual role across the world. Their first function is to ensure the
financing of the state by creating fiduciary money in the form of legal tender
and credit in proportion to its reserves. Indeed, state financing was the very
reason for the foundation of the Bank of England by a shrewd Scottish
adventurer in an emergency moment of war, in exchange for privileges and a
monopoly position for the bank in the market. The second role is to ensure the
functioning of the banking system and to act as a lender of last resort in times
of crisis (Bagehot, 1871), which functionwas the consequence of the monopoly

position granted by the state.

With the institutionalization of central banks, the national monetary system
was born. The emerging national monetary systems were based on a gold
based monetary systems and were jointly managed by governments and
central banks. The national gold standard monetary system was a hybrid
system because it was not only based solely on gold coins. The hybrid gold
standard was a mixture of gold (and other metallic) coins, and fiduciary money
or legal tender money issued by central banks and backed primarily by gold
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reserves. The national monetary systems were linked by gold as the currency of
international trade. The balance of international trade among nations were
equilibrated by the price specie flow mechanism (Hume 1752) and reinforced
the gold standard in the national monetary systems.

Following the ideas of Friedrich von Wieser (1926), we argue that the national
monetary system has integrated the market processes into a larger model of
national social power relations in order to serve the national goals set by power
elites. These goals included 1) ensuring the financing of the state and the
realization of political objectives, which typically involves the growth of the state,
2) facilitating the growth of the national economy, which is one of the key
conditions of state power, and 3) ensuring advantageous participation in
international trade.

The central banks have provided the state and the private sector with a
credit-creating impulse. The abundance of credit has contributed greatly to the
rise of the imperial state in foreign relations and that of the administrative-
regulatory state domestically. The state began to expand to become the most
important and almost sole provider of public services and to gain an
increasingly important role in the economic life of the nation. At the same time,
through central banks, governments could intervene in economic life and soften
the HBC, especially in times of crisis. The new role of the state was articulated by
Friedrich List (1844), who advocated public policies to promote industrialization
and modernization.

The hard constraints of the gold standard, however, led to cyclical booms
and busts, with regular bouts of inflation and deflation. The hard constraints of
the gold standard also obstructed the expansion of the state to become the
dominant provider of public services and welfare provisions (Quine 2002).

Among the voices advocating abandonment of the gold standard was
especially influential Knut Wicksell, who was probably the most important
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scholar of monetary problems in the last decades of the 19th century. Wicksell
(1906) argued that banks create credit, and that credit creation is not limited by
their capital, at least not immediately. Thus, demand creates its own supply.
Credit creation is the cause of business cycles because there is a causal
relationship between the interest rate, profit, and prices. When the bank interest
rate is lower than the rate of profit, credit creation accelerates, which in turn
leads to inflation and depletion of bank reserves. The lack of adequate reserves
forces banks to raise the interest rate to higher level than the rate of profit,
leading to a collapse of credit and deflation. In his discussion, Wicksell also
argued that the amount of gold depends on external circumstances and that
the annual increase in the amount of gold mined is uncontrollable. Since gold is
the ultimate reserve of banks, the lack of a sufficient inflow of gold could
influence the course of inflationary or deflationary price movements. For this
reason, Wicksell advocated replacing the gold-based monetary system with a
credit-based monetary system. He argued that it would be easier to keep the
price level at constant height. He believed that a proper regulation of bank
interest rates between banks would better serve humanity. This proper
regulation would allow the level of interest rates to oscillate around the natural
level without cycles. He suggested that a central issuing bank for the whole world
would also be a solution, but this seemed to him to be a more or less illusory
scheme. Wicksell advised governments not to interfere in the setting of interest
rates, but to leave it to the banks.

Wicksell's ideas were expanded into three different directions by three key
scholars of the 20™ century, Mises, Schumpeter, and Keynes (Leijonhufvud 1979,
Goodspeed 2012). Mises (1912) identified fiduciary money creation of banks as
the cause of business cycles and argued for a return to sound money.
Schumpeter (1939), in contrast, emphasized that credit creation by banks is
what makes entrepreneurial innovation possible, and urged governments to
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reduce the volatility of cycles by judicious policies. Keynes (1923 and 1936)
argued for abandoning the gold standard. He argued that the ills of capitalism
and cyclicality could be cured by government intervention. Kornai (2014b, p. 149)
located his own position somewhere in between the vulgar Keynesian and
vulgar Schumpeterian positions. He was against an economic policy that aims
to broaden the aggregate demand at any price to make better use of
capacities, but he did not want to give intellectual encouragement to an
economic policy aiming to let the crisis do its deadly work. Kornai rejected the
position of Mises and Hayek, without referring them. He argued that a very tight,
conservative money market may help maintain short-term macroeconomic
equilibrium, but it will strangle innovation, which is accompanied by risks,
sometimes very large ones (2014b, p.148).

The gold standard was buried in the early days of World War I. After the long
and destructive war, there was no political will to return to the gold standard as
the enormous debt accumulated, the expanding economic role of the state, and
popular pressure for increased welfare state provisions made it politically
impossible to return to the straitjacket of the gold standard (Mises 1923, p.33). A
gold-exchange was established in 1922 at a conference in Geneva. Primarily, the
British pound served as reserve currencies alongside gold, and this
arrangement allowed for more flexible national monetary policies. The gold
exchange standard collapsed during the Great Depression. The globalized world
economy, with its stable international monetary system of currencies pegged to
gold had disintegrated. Countries pursued competitive monetary and
protectionist tariff policies to ensure domestic stability and state-led economic
development policies. Germany, Italy, and Japan sought to overcome their lack
of natural resources by embarking on building new empires through conquest
(Mises 1944, Overy 2021).
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The bitter experience of the chaos of the 1930s and the lessons learned from
the tragic events leading up to World War Il laid the groundwork for the
reorganization of the world monetary and trade system in 1944.

The planners of the new monetary order sought on the one hand, to ensure
the stability of currencies and to launch a new phase of trade globalization to
prevent the return of imperialist wars. This objective required a strict budgetary
policy to maintain parity between the various currencies. On the other hand, the
planners of the postwar regime sought a more flexible monetary system that
would allow a greater role for the state in financing the expansion of the welfare
state and reconstruction. Such policy goals required a softer fiscal policy to
facilitate expansion. The contradiction between the two goals made a return to
the gold standard impossible and forced the planners to create a new order
(Hazlitt 1984).

3. The birth of the distortion of the IMS

At the Bretton Woods Conference in 1944, two competing visions of the
future were presented, one by Keynes, the chief representative of the British
delegation, and the other by White, the chief representative of the American
delegation. Keynes proposed a plan similar to Wicksell's, calling for the creation
of a world central bank with an international currency called Bancor, which
would act as a kind of gold in the form of paper money. Bancor would be the
main reserve asset of central banks and the currency of international trade.
Keynes also proposed an adjustment mechanism that would favor deficit
countries at the expense of surplus countries (Lutz 1943). Keynes' proposal was
designed to ensure a balance of trade among nations. However, the US.
delegation suspected that Keynes's plan was designed to strengthen Britain's
economy at the expense of the United States, which was the main surplus
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country at the time. The Americans also had strong anti-colonial sentiments
and wanted to put an end to the old world order based on European empires,
especially the British. White proposed a system that would give the dollar a
central position in the postwar international monetary system. The U.S. proposal
prevailed because of its extraordinary economic and military weight at that time
in history and because of Britain's dependence on the U.S. (Steil, 2013). Charles
Kindleberger and Perry Mehrling, however, argued that the dollar-based IMS did
not emerge primarily because of aggressive US bargaining policies and the
weakness of European empires. The agreement merely ratified a situation in
which the dollar was already the most important currency in the global
economy due to the preeminent position of the U.S. economy and the declining
importance of Great Britain. Businesses and states had already adopted the use
of the dollar as a currency of international trade and were increasingly using it
as areserve asset (Mehrling 2022, ch. 6).

The agreement established a new international monetary system centered
on the dollar. The agreement preserved the vestiges of the gold exchange
standard by requiring the FED to exchange the accumulated dollar reserves of
other central banks for gold bullion at their request, at a price of $35 per troy
ounce of gold. The agreement required signatories to guarantee the
convertibility of their currencies into dollars and to peg their currencies to the
dollar within 1% of a fixed parity rate. Practically, the dollar became the main
international reserve asset for central banks and the main currency of
international trade.

The agreement established the International Monetary Fund (IMF) to
prevent competitive devaluations. The IMF would also provide temporary
financing to countries with temporary payment problems to avoid devaluation.
The treaty also created the World Bank to facilitate global economic
development.
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The practical success of the agreement was facilitated by U.S. postwar
policies, which included aid programs such as the Marshall Plan (Delong and
Eichengreen 1992) and the opening of the U.S. economy to exports from other
countries (Hetzel 1958). These policies helped to overcome the immediate
postwar dollar shortage and to revive European economies after the
devastation of war.

The new IMS seemed to be a success. The 1950s saw the rapid recovery of
the European and Japanese economies after the devastation of war and the
rapid growth of international trade. The economic recovery was accompanied
by an unprecedented rise in living standards, full employment, the rise of the
consumer society, the inclusion of a growing proportion of society in the middle
class, and the growth of the welfare state. This is the period of "the thirty glorious
years” or "the golden age of capitalism” (UN 2017, p.24). At the same time, the US
and its allies built up a strong military power to counter the expansionist drive of
the Soviet Union.

For all its successes, the Bretton Woods system had its own internal
controversies. The growing U.S. trade deficit, the gradual decline of the FED's gold
reserves and the increase of dollar reserves in other countries’ central banks,
and the rising inflation of the 1960s were harbingers of problems of the Bretton
Woods system. These harbingers indicated that the parallel expansion of the
welfare state, military spending, and state control of economic life in the
advanced capitalist countries was financed by an inflationist policy. The stability
of the system depended on the tacit acceptance of foreign central banks not to
demand the conversion of their growing dollar reserves into gold bullion
(Eichengreen 2021). The growing dollar reserves highlighted the problem of the
persistent American trade deficit. This phenomenon was problematized by
Robert Triffin and referred to in the literature as the Triffin dilemma. The
economic tensions quickly became political issues. Deficit countries
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complained about the exorbitant privilege of the U.S., which as a currency
issuer could allow a negative balance of payments while these countries were in
the straitjacket of the dollar (Mehrling 2022, p.139). The European countries
increasingly protested against what they saw as a kind of exploitation, since the US
could run large deficits financed by the dollar reserves accumulated in the central
banks of the European countries (Mehrling 2022, p.147).

Three influential arguments were born for the solution of the problems of the
Bretton Woods system.

Charles Kindleberger argued that the dollar-based IMS worked quite well and
that the root of the crisis in the system was the artificial link between the dollar and
gold. He proposed severing the link between the dollar and gold. However, he also
believed that the FED should adopt a more global policy and invite representatives
from other countries to its board (Mehrling 2021, ch. 6). Triffin believed that no
national currency could be the international reserve currency and the currency of
international trade. He argued that the IMS based on a national currency was
incapable of adjusting trade deficits and gradually restoring the balance of trade
between nations, unlike the gold standard was able in the past. On the other hand,
Triffin was against to return to the gold standard. He pointed out that long-term
price stability was achieved through volatile fluctuation between pronounced
inflationary and deflationary cycles in the gold standard era (Triffin 1964). He also
argued that the gold currency arose from a contingent historical development but
has little justification in a modern rational economy (Triffin 1960, p.9). Moreover,
gold production could not keep pace with the growing need for reserves to finance
modern economic growth, so the gold-linked dollar would provoke deflationary
bank runs. He proposed the restoration of the IMF-based IMS. The IMF would be the
world's central bank with a special currency (Special Drawing  Rights). After
the creation of this international money, an annual growth of 3-5% of that
currency would keep
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monetary expansion in line with the growth of trade. In this way, the IMF-based
monetary system would be both free from the straitjacket of the gold standard
and free from the vagaries of national politics.

The third influential view was expounded by Jacques Rueff. He argued that
the gold standard ensured that national currencies were issued by central
banks in proportion to their assets, mainly gold and treasury bills representing
future government revenues as counterparts (1972, p.143). In contrast, the gold
exchange standard adopted after the First World War gave Britain a unique
position that allowed it to make international loans in pounds to other countries
without adequate reserves. This system impaired the sensitivity of the system's
control mechanism and caused the credit inflation that triggered the Great
Depression (Rueff 1972, p. 17). His main concern was that the Bretton Woods
agreement repeated the sins of the 1920s. The agreement, he argued, allowed
central banks to use their dollar reserves as the basis for issuing their national
currencies. In practice, this led to a double pyramid of credit creation, as central
banks reinvested their dollar reserves in the New York money market. Thus, while
these dollar reserves were counted as assets of central banks and served as the
basis for issuing domestic currency, they were also present in the U.S. money
market, and there were used as the basis for credit creation. This double
pyramid of credit creation has a major impact on the position of the US. Because
of the reinvestment of dollar reserves, the aggregate purchasing power of the
U.S. is in no way affected by balance of payments deficits. The dollar became a
"boomerang currency,” allowing the U.S. to run a large trade deficit, an unlimited
budget deficit, and to lend without borrowing (Rueff 1972, pp. 23-4). This leads to
general inflation because inflation in creditor countries is not offset by deflation
in debtor countries (Rueff 1972, p. 160). Rueff warned that U.S. efforts to reduce
trade and credit expansion through regulation were inadequate and impossible
to implement because of public expectationsin democracies (Rueff 1972, p. 44).
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He also criticized the Triffin plan, arguing that there was no reason to believe that
the IMF authorities would be wiser, more reasonable, more independent, and
more attentive to the situation than the national monetary authorities had so
often been in the past (Rueff 1972, p. 143). For this reason, he thought it would be
better to return to the gradual, day-to-day correction of an externally controlled
system in which gold movements would force measures to ensure balance of
payments equilibrium between nations over a long time horizon (Rueff 1972, p.
81). Rueff believed that the crisis of the Bretton Woods system was the last
moment to return to the gold standard without risking a major crisis. For this
reason, he advised de Gaulle to demand the conversion of French dollar
reserves into gold. He hoped that the crisis would force the US to abandon the
Bretton Woods system and return to the gold standard (Chivvis 2010).

The discrepancy between the increase in dollar reserves at central banks
and the decrease in gold reserves at the Fed was resolved with the closing of
the gold window by Nixon in 1971. The world adapted smoothly to the dollar
standard, in which the dollar is a major reserve asset of central banks and the
currency of international trade, even though its link to gold had been severed.
The rapid rise of inflation, however, was curbed by Volcker's policy of raising
interest rates of FED. Reforms associated with Reagan and Thatcher revitalized
Western economies, allowing for greater entrepreneurial dynamism. These
reforms also coincided with the resumption of globalization (World Bank, 2002,
pp. 23-51). China's integration into international trade has probably been the
most important long-term effect in consolidating low inflation (Kawai, 2002). The
following section discusses the sweet and sour economic relationship between
the United States and China.

130



4. The Dollar Standard and the sweet and sour U.S.-China
Relationship

The closing of the gold window solved the apparent problem of the gold-
dollar exchange based IMS created at Bretton Woods. Since 1971, the world has
changed beyond recognition. The new wave of ample credit expansion financed
new waves of entrepreneurial innovations in information technology,
computing, and telephony have completely changed how we live. China has
become the factory of the world and the most important trading partner for
many countries, replacing the United Statesin that role.

However, the new IMS based on the dollar standard did not solve the
problem identified by Rueff. The dollar accounts for 60-70% of all foreign
exchange reserves (IMF, 2021). A double credit pyramid on dollar reserves
continues to be created, both in the countries accumulating dollar reserves and,
in the US, where these reserves are reinvested for yield. The U.S. trade balance,
which was considered worrisome in the 1960s, has increased significantly since
then (Trading Economics 2023). Despite the widening trade deficit, the US has
been able to increase its annual budget deficit. The consequence of the budget
deficit is the growing U.S. debt (CBO 2024). Not surprisingly, some observers are
again discovered the existence of the Triffin dilemmma and pointing out that the
situation is very similar to that of the 1960s (Roubini, 2008; Obsfeldt, 2012; Borio,
2014). More worryingly, the political assessment of the situation is similar to that
of the 1960s. This time, the governor of China's central bank complained about
the exorbitant privileges of the United States in 2010 (Bordo 2017, p. 27).

This time, however, tensions over trade inequality have a different
geopolitical dimension. The European countries, that complained about the
exorbitant privilege in the seventies, were dependent on the security guarantees
of the US, and none of them was in a position to challenge the US. In contrast,
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China is extraordinarily large, and has developed a large-scale, export-oriented
manufacturing industry. It has a cultural heritage that is several thousand years
old, and its sovereignty does not depend on guarantees from other states. For
these reasons, it seems almost impossible that these problems will be resolved
amicably, as they were in the 1970s, when Nixon suspended the gold-dollar link
and other countries accepted it. No wonder that earlier laudatory reports on

ChinAmerica (Ferguson, 2008) have given way to disturbing calculations of a

new world war between these two great powers and their allies (Ferguson, 2017).

Geopolitical rivalries for hegemony between great powers are not a new
phenomenon, especially when there is a legacy of an ambiguous compromise
between them over the status of a disputed territory, like the case of Taiwan.
Nevertheless, the negative effects of the dollar standard have also contributed
greatly to the growing tensions in the relationship between these two great
powers and their allies. The tone of the dispute is that both sides feel exploited.
The Chinese complain about the exploitation of the dollar standard and the
exorbitant privileges of the US, while the Americans complain about
deindustrialization and the loss of decent manufacturing jobs. It seems that the
dollar standard is a lose-lose negative game for both sides. But this is far from
the truth. The dollar standard is a sweet and sour game that creates sweet and
sour relations between the United States and all other countries, including China.
It is sweet and sour because it creates advantages and disadvantages on both
sides.

The great advantage for China is that the extraordinary credit impulse,
largely due to the almost limitless expansion of credit, made possible Chind's
extraordinary growth for decades and almost without crisis after the pro-market
reforms of Deng Xiaoping and the U.S. decision to bring China into the Western
economic sphere. The inflow of extraordinary levels of capital and the transfer
of technology and know-how to China were crucial to China's development after
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1975. In addition, the U.S.-guaranteed world order provided security for trade on
the high seas. The downside of the system for China is its dependence and
vulnerability on its dollar reserves, and that it feeds U.S. government and military
expenditure.

But the sweet and sour nature of the dollar standard meant that the United
States also benefited from China's industrialization boom. The flood of Chinese-
made products increased American prosperity in the form of affordable
consumer goods and balanced the inflationary impact of credit expansion. U.S.-
based companies were able to maintain their competitiveness and profitability
by moving their production lines to China while keeping their headquarters and
research and development (R&D) departments on U.S. soil. Thus, emerged a new
geographic division of labor that provided employment opportunities for many
of the new generation of highly skilled Americans in professional and high-
paying positions. The benefits of lower production costs allowed the renewal of

UsS. firms based on the R&D revolution and the growth of new types of
entrepreneurial firms concentrating on R&D innovations. On the other hand, the
rapid pace of deindustrialization created enormous social problems for many
low-skilled Americans. Recent problems with the supply of ammunition to the
Ukrainian military have highlighted the problems of a dangerously weakened
U.S. industrial base. The seemingly unconstrained meteoric rise of China to be
the leading manufacturing powerhouse and geopolitical rival also the
consequence of the incentives of the dollar based IMS.

It is the complex web of advantages and disadvantages that the long-term
sustainability of the system possible. The balance of advantages and
disadvantages is such, that if the countries of the system could manage their
geopolitical conflicts, they would have a strong incentive to maintain the
system, and to seek gradual rebalancing through trade negotiations of those
aspects of the system that they feel most harm their perceived interests. A
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further reason to opt for the dollar based IMS, that the continuous expansion of
credit has allowed the consolidation of the mixed economic model of private
initiative and an extensive government role in managing society and the
economy and providing public goods in a wide range of areas. Any disruption in
credit creation would undermine almost any national economic model based
on debt accumulation. Moreover, since the transition to the pure dollar standard,
debt crises became rarer and the boom periods longer and longer. It is likely,
that no government has an interest in destroying this system, unless geopolitical
conflicts reach such a level that one or more governments would rather choose
the thermonuclear option of destroying the dollar-based IMS, hoping that the
ensuing crisis would be more damaging to their opponents. Despite the
apparent stability of the dollar-based ISM, we must return to Kornai to
understand the pernicious effect of the pure dollar standard in its entirety.

5. The case of the distorted asymmetry of the soft budget
constraint syndrome of Western capitalism and its
connection with the sweet and sour functioning of the
international monetary system based on the US dollar.

Kornai identified that state owned companies enjoyed soft budget
constraint in the socialist system and did not have to fear the consequences of
creative destruction. However, their expansion repeatedly run up against the
hard budget constraint of the central government. These cyclical chokes led to
recurring go-stop cycles of expansion and austerity in socialist economies
(Bauer, 1981), similar to the recurring business cycles of capitalist economies.
Nevertheless, the lack of competition and bureaucratic coordination in the
context of soft budget constraints led to a shortage economy, in which
innovation typically occurredin certain government-selected areas, in where
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central authorities demanded improvements. In capitalism, during the gold
standard erq, the credit expansion of the banking system sooner or later ran up
against the hard constraints of dwindling bank reserves, leading to economic
cycles (Wicksell 1906, Mises 1912). Nevertheless, the profit motive and
competition drove continuous innovation and led to dynamic growth. The shift
to the gold exchange standard after the Great War and later to the gold-dollar
standard in 1944, was intended to provide softer reserve constraints on
governments to enable them to manage their national economies, stimulate
economic development, and at the same time mitigate the consequences of
the debt accumulated during the devastating world wars. The move to a pure
dollar standard was again aimed at avoiding the threat of applying a hard
budget constraint on U.S. government spending in 1971. Since then, a new era of
credit expansion has begun. Its inflationary effects have been mitigated by the
second wave of globalization and market-opening reforms. The gradual
distancing away from the gold standard allowed for a steep rise in state
interventionism and the expansion of state provided public goods and the
welfare state, as well as support for firms in financial difficulties. Kornai,
observing this new system, identified the syndrome of soft budget constraints
as a major problem in the modern capitalist system, and that central
governments have a major responsibility in creating this syndrome.

Rueff argued that the dollar-based Bretton Woods system has created a
different political-economic environment compared to the era of the gold
standard. The mechanism of the dollar-based international monetary system
creates a double pyramid of credit creation based on the dollar. One credit-
pyramid is built on the accumulated dollar reserves of the successful export
surplus countries, and the other credit-pyramid is built in the US, on the
reinvested dollar reserves of the same countries. As a result, the U.S. does not
suffer the consequences of its growing trade losses.
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We have characterized the dollar-based Bretton Woods standard and the
pure dollar standard as a sweet and sour system, which creates advantages
and disadvantages for each participant. As a sweet and sour system, it proved
to be sustainable for decades as all participants had an interest maintaining it
on purely economic grounds. It ensured ample credit flows to all participants,
and the US. emerged as a key market for countries relying on the growth of
export-oriented manufacturing as a means of development. An additional
factor in the sweetness of the system for all participants, that the US as buyer of
last resort and the FED as lender of last resort is key in sustaining the economic
model of export-oriented countries, while from time-to-time lessen the
consequences of credit crunches.

Kornai postulated that the existence of the soft budget constraint is an
illness, a syndrome of capitalism. The main argument of this paper, however,
that the dollar-based ISM caused a distortion in the softness of budget
constraint among national economies. The cause of this distortion that there is
a cleavage among national economies, and their national monetary systems.
The cleavage is the difference in softness of hard budget constraints that allow
government expansion and interventionism financed by credit expansion within
the constraints of national monetary systems and international commerce. The
U.S., whose national currency serves as the reserve currency for other countries
and the money of international trade, has a softer budget constraint than all
other countries that use the dollar as their reserve currency and their money of
international trade. This is because there is virtually unlimited demand for U.S.
government bonds and dollars. For this reason, the U.S. government has almost
no budget constraint, and it can run an ever-increasing budget deficit, and can
accumulate ever-increasing amounts of debt, and at the same time does not
have to worry about the consequences of ever-increasing negative trade
imbalances. All other countries must avoid persistent dual deficits. For them,
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having sufficient dollar reserves is the ultimate hard budget constraint, and thus,
they should intervene in their national economic model to ensure export
competitiveness to be able to have sufficient dollar reserves.

This unequal softness among countries creates a different kind of soft
budget constraint in the modern capitalist world economy than was the one
present in the socialist system. In the socialist system, the state-owned
companies were the key subjects of the SBC, while governments faced the HBC.
In the dollar standard, the U.S. government is the key subject of the SBC, and it
extends the softness through government policies and spending throughout the

U.S. economy, and the world economy.

We argued that the national monetary system integrates the market
processes into a larger model of social power relations and aims to facilitate the
achievement of national goals set by power elites. Indeed, the gold-dollar
standard. and the pure dollar standard after 1971, served the rise of the U.S. to be
the dominant global power and the expansion of the role of the U.S. government
domestically, while also promoting economic growth and the well-being of
Americans. The U.S. government has been able to expand its role domestically
and internationally. This soft budget constraints facilitated the developments
towards the creation of one of the most extensive welfare states (Gottschalk
2000). No wonder that Modern Monetary Theory is the new star of American
heterodox economic thought, whose key premises are built on the experience of
the supremacy of the dollar and that government debt and deficits do not count
for a country.

But because of this distortion, the U.S. is not only the main beneficiary of the
dollar standard, but also the main patient of the soft budget constraint. The
softness of budgetary constraints of the U.S. government makes the political
culture increasingly prey to economically populist politicians, who seek electoral
success by expanding state-provided public goods, and who intend to offset
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deindustrialization with trade protectionism and with even more state
interventionism to promote reindustrialization. The steep rise of mandatory
outlays in government spending and its projected rise in the future (CBO 2024)
is the consequence of this economic populism. Growing bureaucratic red tape
threatens the competitiveness of businesses (US Chambers of Commerce, n.d.;
Foroohar, 2024). Deindustrialization undermines the power projection ability of
the U.S. The danger is that the ever-expanding state paternalism and regulation
will undermine the pioneer entrepreneurial culture, that once made the United
States the leading industrial power and dynamic economy. This is a danger
because due to the distorted softness of budget constraint, the US does not
perceive the loss of competitiveness as a loss. Moreover, the expansion of
paternalism, combined with a therapeutic welfare state aimed at re-educating
citizens (Gottfried 1999) weakens what McCloskey (2006) calls bourgeois
virtues. The dollar has become Frankenstein-currency that destroys its creator,
not just a “boomerang-currency” with sweet and sour effects.

The danger to the functioning of the system is that protectionism and
geopolitical tensions may threaten to reverse globalization. The disruption of the
supply chains and the flow of cheap products could lead to a return of high
inflation rate and high interest rates, which could lead to a credit crunch. On the
other hand, the rush to secure spheres of influence among the great power
blocks could lead to a geopolitical conflict situation similar to that which caused
the world wars of the 20" century.

For these reasons, it is in the best interest of the U.S. to achieve a more
balanced IMS that guarantees equal budget constraints for all countries. Such
a system would put an end to the current syndrome of distorted soft budget
constraints among countries, of which the US. is the main beneficiary and
patient. The pure gold standard is the only known international monetary
system, that guarantees long-run equilibrium of balanced trade among all

138



participants, and which thus ensures that all participants in international trade
face the same budget constraints.
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Abstract

This paper examines how geopolitical shocks—specifically the Russia—-Ukraine war—
transmit through global logistics to financial markets. The conflict disrupted maritime trade
routes and intensified volatility in G7 capital markets, exposing the fragility of globally
integrated systems.

Using the Baltic Dry Index (BDI) as a proxy for logistics strain and a newly developed BGF
indicator that links geopolitical risk, logistics, and stock market performance, the study
analyses pre-war (2012-2022) and war (2022-2024) periods. Geopolitical risk is measured
via uncertainty indices, stock market benchmarks, and event data. A structural vector
autoregression (SVAR) framework captures both direct and indirect transmission channels.

This work contributes by integrating geopolitics, trade, logistics, and finance into a unified
risk transmission model, moving beyond prior studies that treat these dimensions
separately. The BGF indicator also provides an accessible measure of cross-market risk
levels for non-specialists.

Results show significant heterogeneity in transmission patterns across G7 countries,
reflecting differences in market structures and geopolitical exposure. The war period
exhibits abnormal SVAR dynamics, underscoring the amplified impact of prolonged
geopolitical crises. Findings offer a novel framework for understanding how geopolitical risk
propagates through logistics to global financial markets.
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Introduction

Geopolitical shocks are increasingly central to understanding market dynamics in an
era of economic interdependence and global uncertainty. The Russia—-Ukraine war,
which erupted on 24 February 2022, is one of the most disruptive geopolitical events
in recent history—not only for its humanitarian toll but for its economic reverberations
across critical global systems, including logistics, energy, food supply, and finance.
The war has disrupted international trade routes, elevated commodity prices, and
exposed risks among financial markets.

In particular, the maritime sector has experienced direct disruption, with the Black Sea
region—a vital corridor for food exports—subject to ongoing insecurity. At the same
time, financial markets have displayed mixed responses, raising questions about how
efficiently these systems incorporate geopolitical risk into pricing. This study
investigates the transmission of such shocks across markets, drawing on Structural
Vector Autoregression (SVAR) methods and introducing a novel BGF Indicator that
synthesizes the risk levels from geopolitical, logistics and financial markets.

Rather than treating markets in isolation, the paper engages with the broader
political economy of risk. It considers how information flows, investor sentiment, and
structural asymmetries contribute to market responses. Owing to the Russia-Ukraine
war background, the G-7 economies are chosen due to their systemic relevance and
exposure to both political and economic feedback loops. The aim is to contribute to
international  political economy debates around global risk, structural
interdependence, and the shifting boundaries of market stability in global
perspective.

Financial markets are significantly influenced by external factors, with risk factors
being of particular concern due to their direct impact on returns. Risk transmission
explores how external factors translate into various types of risks, which in turn affect
market dynamics. Among these, geopolitical risk has emerged as one of the most
pressing concerns in recent years. As quoted by S&P Global, “A world ordered for
decades by globalization and geoeconomics has quickly become a world grounded
in geopolitical risk.”

The ongoing Russia-Ukraine War, which began on February 24, 2022, represents one
of the most significant geopolitical risks of the decade. The war has disrupted global
logistics, particularly in the shipping sector, as both Ukraine and Russia are major
exporters, accounting for approximately 12% of global food calories according to the
European Parliament. These exports heavily rely on shipping routes in the Black Sea
region, and the conflict has severely disrupted maritime transport, supply chains, and
related industries not only in the immediate vicinity but also in Europe and globally.
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Given the extensive disruptions in logistics and their implications for global trade and
financial markets, this paper seeks to address two key questions:
1. How has the Russia-Ukraine War affected geopolitical risks, shipping markets, and

stock markets?

2. How are these risks transmitted across shipping and stock markets?

1. Literature Review

1.1 Geopolitical Risk and Financial Uncertainty

Geopolitical risk primarily reflects uncertainty, significantly influencing global financial
systems, investment decisions, and market stability. Khoo and Cheung (2021) utilized a
monthly geopolitical uncertainty index and revealed that heightened geopolitical risk
prompts firms to shorten their debt maturity structures and favour bank loans over
public debt. This conservative financing approach underscores firms' efforts to mitigate
risks associated with volatile political climates. Moreover, the financial sanction applied
in Russia owing to the Russia-Ukraine war could stimulate the financial uncertainty. D.
McDowell (2021) presents findings regarding U.S. sanctions on Russig, Venezuela, and
Turkey. The results show the financial sanctions induce political risks following the added
costs of usual cost expected.

Trinh and Tran (2024) explored national responses to geopolitical uncertainty and its
impact on financial stability and global banking systems. After controlling for systematic
banking crises, economic policy uncertainty, and global uncertainty spillovers, they
found that geopolitical risks exert persistent effects on financial stability. Asia-Pacific and
emerging economies were identified as particularly vulnerable to geopolitical shocks.
The study highlights the need for global collaboration to address geopolitical risks and
ensure inclusive growth aligned with the Sustainable Development Goals (SDGs).

1.2 Geopolitical Risk and Corporate Finance

The relationship between geopolitical risk and corporate finance has been widely
examined in recent studies. Yaghoubi (2024) analyzed U.S. firms from 1992 to 2020 and
found that geopolitical risk drives risk-averse financial behaviour, leading firms to adopt
conservative capital structures. Similarly, Carney et al. (2024) investigated the effects of
home country risk and geographical diversification on cross-listed firms across 19
economies from 1987 to 2018. Their findings suggest that geopolitical risk positively
correlates with equity capital costs, with emerging markets experiencing sharper
increases. This dynamic often prompts capital flight from emerging markets to more
stable mature markets.

Focusing on Chinese firms, Lai et al. (2023) observed that local geopolitical risks reduce
corporate investment due to heightened operational risks and increased equity
financing costs. However, capital inflows arising from geopolitical uncertainty can
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partially counterbalance these negative effects. Wang et al. (2024) extended this
analysis, showing that heightened geopolitical risks lead to increased cash holdings
among Chinese firms. The extent of corporate response depends on firm-specific
characteristics such as board independence, marketization levels, and agency
problems. These studies collectively demonstrate that corporate financial strategies are
shaped not only by external geopolitical uncertainty but also by internal governance
structures.

1.3 Geopolitical Risk and Stock Markets
Geopolitical risks also significantly influence stock market performance, particularly in
terms of liquidity, volatility, and forecasting accuracy. Fiorillo et al. (2023) showed that
increased geopolitical risk reduces stock market liquidity, with the most pronounced
effects observed in less liquid markets. Zhu et al. (2025) further demonstrated that
China’s financial stress connectedness is positively associated with global geopolitical
risk shocks, highlighting the interconnected nature of financial systems.

Schlosky et al. (2024) adopted a long-term perspective, examining U.S. stock market
data from 1927 to 2021. Their findings reveal that geopolitical risk weakens the predictive
power of standard stock market forecasting variables. The magnitude of this effect
varies across economic cycles, with distinct differences observed between expansionary
and recessionary periods.

1.4 Regional Focus: Europe and the G-7 During the Russia-Ukraine War
Given the geographical proximity of Ukraine and Russia to Europe, the Russia-Ukraine
War has been a focal point for geopolitical risk research. Liu and Shen (2024) examined
the impact of foreign geopolitical risks on financial stability in European countries from
1985 to 2024. Their findings reveal that the effects of geopolitical risks vary significantly
depending on national income levels and financial structures.

Szczygielski et al. (2024) narrowed their analysis to G-7 countries during the Russia-
Ukraine War (2021-2023), using Google search-based geopolitical risk indices. The study
revealed heterogeneous market reactions across the G-7, with heightened volatility
observed across most member countries, while Japan demonstrated relative resilience.
These findings underscore the importance of understanding regional variations in
financial market responses to geopolitical shocks.

To build upon these insights, the current study extends the analysis period to December
2024, offering a more comprehensive perspective on geopolitical risk transmission within
G-7 economies during the Russia-Ukraine War.

1.5 Geopolitical Risk, Logistics, and the Baltic Dry Index (BDI)
The Baltic Dry Index (BDI) serves as a vital proxy for analyzing global shipping market
performance and logistics disruptions, making it a valuable tool for understanding
geopolitical risk transmission.
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Lin et al. (2019) highlighted that BDI spillover effects are particularly significant during
crises in the U.S. and Chinag, although these effects tend to diminish over the long term.
Abakah et al. (2024) corroborated these findings, showing that relationships between the
BDI and financial markets are primarily short- to medium-term phenomena. Su et al.
(2024) applied deep learning models to analyze BDI trends in China’'s commodity
markets from 2015 to 2022, emphasizing the predictive power of shipping indices in
commodity price movements.

The Forward Freight Agreements (FFA) market offers additional insights into the
relationship between logistics and financial markets. Kavussanos and Visvikis (2004)
examined FFA data (1997-2002) and uncovered a bi-directional lead-lag relationship
between spot and forward shipping markets, with forward markets processing
information faster. Alizadeh and Muradoglu (2024) demonstrated that BDI movements
effectively predict U.S. and international stock market volatility. Similarly, Tiwari et al.
(2024) used Markov-switching models to analyze the interplay between BDI, U.S.
commodity indices, and geopolitical risks, showing that shipping freight markets can act
as predictors of commodity market trends.

1.6 Geopolitical Risk and Household Financial Behaviour
Geopolitical risk extends beyond corporate and market-level impacts, influencing
household financial behaviour. Lee (2023) found a significant relationship between
geopolitical risk and household stock market participation decisions, with effects lasting
up to one year. Cai et al. (2024) investigated the U.S.-China Trade War (2017-2019) and
revealed that geopolitical uncertainty led households to adopt risk-averse behaviours,
reducing their exposure to risky assets.

1.7 Research Gaps and Study Contribution
While existing literature offers valuable insights into geopolitical risks, logistics

disruptions, and financial market dynamics, several research gaps remain:
1. Integrated Analysis: Most studies examine geopolitical risks, logistics markets, and

financial markets in isolation.

2. Event-Specific Focus: Limited research addresses the Russia-Ukraine War's global
financial ramifications, particularly across the G-7 countries.

3. Temporal Scope: Many studies focus on shorter time horizons, overlooking long-
term structural changes induced by geopolitical shocks.

This study aims to bridge these gaps by:
e Analyzing risk transmission pathways from geopolitical risk to logistics markets

(BDI) and subsequently to financial markets (G-7 stock indices).
 Dividing the study period into pre-war (2012-2022) and war (2022-2024) phases
to capture temporal variations.
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e Applying Structural Vector Autoregression (SVAR) models to provide a holistic
perspective on geopolitical risk transmission.

By focusing on G-7 economies, this study offers a comprehensive analysis of how
geopolitical risks propagate through logistics channels and affect financial markets. The
findings will contribute to both academic literature and practical strategies for risk
management in finance and international logistics sectors.

The subsequent section of this paper is organized as follows: Section 2 introduces the
data utilized in this study. Section 3 presents the methodology for reviewing volatility
estimating, Section 4 shows the results and discusses the risk transmission mechanism.
Lastly, Section 5 concludes.

2. Data and summary statistics
To comprehensively examine the impact of the Russia-Ukraine war, this study analyses
both pre- and post-war periods. The full study period spans from 3 January 2012 to 9
December 2024 and is divided into two distinct periods:
Period A: Pre-war period (3 January 2012 - 23 February 2022)
Period B: War period (24 February 2022 — 9 December 2024)

Table 1 Construction of Country-level Economic Uncertainty Index

Group Abbreviation
1 Geopolitics Risk Countries
1 Canada GR Canada
2 France GR France
3 Germany GR Germany
4 ltaly CGR ltaly
5 Japan GR Japan
6 United Kingdom GR UK
7 United Sates GR US
2 Logistics Baltic Dry Index BDI
3 Stock Market Indices Countries Indices Abbreviation
1 Canada KXP/TSXComposite Index SPTSX
2 France CAC 40 Index CAC40
3 Germany Abkirzung fiir Deutscher Aktienindex) DAX
4 ltaly ltaly Sock Market Index IT40
5 Japan Tokyo Stock Price Index Topix
6 UnitedKingdom  Fnancial Times Sock Exchange 100 Index  FTSEL00
7 United Sates Standard & Poor's 500 Index INDU

2.1 Financial Market Data
This study incorporates daily stock market indices from the G-7 countries, covering 8
major indices (detailed in Table 1). These indices, sourced from Investing.com, serve as
key indicators of financial market performance.

The inclusion of multiple indices, particularly for Japan (Nikkei and Topix) and the U.S.
(Dow Jones, S&P 500, and NASDAQ), allows for a more nuanced analysis of market
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reactions to geopolitical shocks across different financial environments.

2.2 Logistics Market Data (Baltic Dry Index - BDI)

The Baltic Dry Index (BDI) functions as a leading indicator of global shipping market
performance and logistics costs. It aggregates freight rates across major shipping
routes, combining data from three main vessel categories: Capesize, Panamax, and
Supramax. Daily BDI data is reported by the Baltic Exchange in London, offering valuable
insights into global trade flows and overall market sentiment. Prior research (Abakah et
al, 2024; Alizadeh & Muradoglu, 2024; Kavussanos & Visvikis, 2004; Lin et al,, 2019; Su et al,
2024; Tiwari et al,, 2024) has consistently validated the BDI as a reliable proxy for logistics
market trends.

This study employs daily BDI data up to December 2024, representing one of the most
up-to-date datasets available. This ensures a contemporary reflection of shipping
market conditions during and after the Russia-Ukraine war period.

2.3 Summary Statistics of stock market indexes and BDI
Table 2 addresses the descriptive statistics results of raw data for G-7 stock markets and
Geopolitical risk index before the war and after. The results generated with the same set
of data in log return are presented in

Table 3.

Table 2 Descriptive statistical results of Baltic Dry Index and G-7 stock market prices.
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Index/ Price Mean Maximum Minimum Std.Dev. Skewness Kurtosis Jarque-Bera
BDI PreWar 1255.395 5650 200 756.9084 2.301994  10.0389 7457.475
War 1696.017 3369 530 515.0118 0.392398 3.371813 21.99601
SPTSX PreWar 1521851 21768.53 11228.49 2276.116 0.787354 3.524126 291.9679
War 20940.98 25691.8 18206.28 1584.793 0.987288 3.591773 124.2875
CAC4A0  PreWar 4866.719  7376.37  2950.47 905.1692 0.304655 2.923448 40.77584
War 7105.491 8239.99 5676.87 605.319 -0.361968 2.337654 28.72314
DAX PreWar 11090.47 16271.75 5969.4 2417.959 -0.032272  2.45845 31.80158
War 15922.6 20384.61 11975.55 2022.018 0.146107 2.006348 32.00325
TOPIX PreWar 1462.41  2118.87 695.51 335.066 -0.574327 2.745284 143.1581
War 2270.79 2929.17 1758.89 335.3803 0.279284 -237.6483 -760.6664139
FTSE PreWar 6737416  7877.45 4993.89 590.2171 -0.335278 2.205427 115.5759
War 7683.561 84458 6826.15 374.7023 0.247738 2.275504 22.59816
INDUX  PreWar 21626.59 36799.65 12101.46 6515.347 0.560295 2.327507 181.9699
War 35663.92 45014.04 2872551 3631.793 0.630441 2.497574 53.80925
1740 PreWar 1976.204 2742.6 1209.3  309.081 -0.005401 2.509694 25.75536
War 2757.031 3434.7 1980.3 431.6142 0.009436 1.719076 48.208
Table 3 Descriptive statistical results of Baltic Dry Index and G-7 stock market returns.
Return Mean Max. Min. Std. Dev. Skewness Kurtosis  Jarque-Bera
BDI_C PreWar 0.000442 0.2255 -0.1137 0.027632 0.74884 8.036063 2910.024
War -0.000127 0.2107 -0.1749 0.036831 0.50728 6.181823 325.3053
SPTSX C PreWar 0.000262 0.1196 -0.1234 0.009165 -1.156438 46.77439 203683.9
War 0.000336 0.0334 -0.031 0.008159 -0.204506 4.239406 49.82492
CAC40 _C PreWar 0.000357 0.0839 -0.1228 0.011959 -0.638036 12.10048 9130.851
War 0.000194 0.0713 -0.0497 0.010582 0.15735 7.333873 563.2977
DAXC  PreWar 0.000425 0.1098 -0.1224 0.012076 -0.470284 12.25091 9244.452
War 0.000517 0.0792 -0.0441 0.010598 0.246982 8.549552 926.0723
TOPIX C PreWar 0.000457 0.0802 -0.0775 0.012208 -0.233366 7.869246 2474.491
War 0.000619 0.093 -0.1223 0.011939 -1.170305 24.64911 13553.15
FISEC PreWar 0.000165 0.0905 -0.1087 0.00983 -0.637466 14.94077 15418.17
War 0.000184 0.0391 -0.0388 0.008052 -0.380821 6.604454 398.1176
INDUX C PreWar 0.000445 0.1137  -0.1293 0.010487 -0.634062 28.60039 69996.61
War 0.000477 0.037 -0.0394 0.009281 -0.114887 4.926564 109.9532
IT40 C  PreWar 0.000322 0.0906  -0.1664 0.014711 -0.966763 14.24383 13938.2
War 0.000483 0.0677 -0.0623 0.012017 -0.561109 7.058737 520.8986

The mean values of all stock market indices generally increased after the war. However,
exceptions were observed in the Canadian and Baltic markets. The decline in the Baltic
market is expected due to logistics disruptions, while the Canadian market's lower log

returns suggest weaker market performance compared to pre-war conditions.

Examining the raw data, the S&P 500 had the highest values, with all markets recording
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higher post-war values compared to pre-war levels. However, log return data indicate
that the increase is most pronounced in the TOPIX market, while the maximum values for
other indices declined after the war. Similarly, the minimum values followed a
comparable pattern.

The Baltic Dry Index (BDI) increased from 1,255 to 1,696, reflecting higher shipping costs
after the war. However, its log return declined from 0.000442 to -0.000127, suggesting
that despite rising freight rates, the return on shipping investments decreased.

The volatility of G-7 stocks markets remained relatively stable before and after the war,
with only slight variations. While overall volatility was marginally higher before the war,
the Baltic Dry Index exhibited a 30% increase in fluctuations, reaching approximately
0.0075 after the war. Although major G-7 stock indices such as the S&P 500, SPTSX, and
DAX remained among the most volatile markets, log return volatility showed no
significant differences before and after the war. Jarque-Bera and normality tests are
marked with almost zero p-values, these prove the BDI, and all markets’ returns are non-
normality. Skewness results show overall data distribution is moderately skewed. Except
the high value kurtosis of TOPIX indices, the results of data returns are range from 4.23 to
46.77439, the high range are found before the war, except the TOPIX. There are extreme
price fluctuations across Baltic and G-7 markets. These provide foreshadowing.

Based on news reports about the war, it can foresee the financial markets would be
largely affected. Geopolitical tensions have undoubtedly influenced investor sentiment.
However, financial markets appear to have absorbed the shock with a degree of
resilience. Contrary to expectations, the G-7 markets did not exhibit extreme volatility in
response. The relatively stable volatility levels across G-7 indices suggest that markets
may have already adapted to uncertainty, incorporating geopolitical risks into asset
pricing. In contrast, the significant increase in fluctuations within the Baltic Dry Index
highlights the direct impact of geopolitical instability on global logistics and trade costs.
These disruptions extend beyond financial markets and have real economic
consequences for daily life. For instance, Ukraine is a major exporter of agricultural
products, including sunflower oil, wheat, and corn. The war has led to supply chain
disruptions, driving price fluctuations in essential commodities and affecting global food
security. These findings underscore the need for a deeper investigation into the risk
transmission mechanisms linking geopolitical uncertainty, financial markets, and the
global shipping industry. Further research on investor behaviour, policy responses, and
price adjustments will be critical in understanding the broader economic implications of
geopolitical crises.

2.4 Geopolitical Risk Data Summary Statistics

Given the geopolitical nature of the Russia—Ukraine conflict, this study adopts the
Geopolitical Risk Index (GPR)—a widely recognized measure of geopolitical uncertainty.
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Reported monthly, the GPR quantifies the level of geopolitical risk across countries.

Following the methodology of Szczygielski et al. (2024), this study focuses on the G7
countries, namely Canada, France, Germany, Italy, Japan, the United Kingdom, and the
United States. GPR data were obtained from the Economic Policy Uncertainty (EPU)
database, which ensures consistency and credibility across countries. The calculation is
based on “Measuring Economic Policy Uncertainty” by Scott Baker, Nicholas Bloom, and
Steven J. Davis at www.PolicyUncertainty.com.

Table 4

Table 4 lists the details of database sources from G-7 countries.

Table 4 Construction of Country-level Economic Uncertainty Index

Group 1 Geopolitics Risk

Countries Components Sources of Components
1 Canada News coverage The Gazette, The Vancouver Sun, The Toronto Star, The Ottawa Citizen, and The Globe and Mail.
2 France News coverage Le Monde and Le Figaro
3 Germany News coverage Handelsblatt and Frankfurter Allgemeine Zeitung
4 Italy News coverage Corriere Della Seraand La Sampa
5 Jpan News coverage four major Japanese newspapers (Yomiuri, Asahi, Mainichi and Nikkei)

Economic Policy Uncertainty hosts new economic policy uncertainty indices for Japan developed by Hif C. Arbatli, Seven J
Davis, Arata Ito, Naoko Miake and Ikuo Saito.

RET hosts a Japanese-language version and hence, presents a Japanese-language versions of the data file and annotated

News coverage charts.
6 United Kingdom  News coverage The Times of London and Financial Times
USAToday, the Miami Herald, the Chicago Tribune, the Washington Post, the Los Angeles Times,
7 United Sates News coverage the Boston Globe, the San Francisco Chronicle, the Dallas Morning News, the Houston Chronicle, and the WS1
Taxcode expiration data From Congressional Budget Office (CBO) that compile lists of temporary federal tax code provisions.

Economic forecaster disagreement From Federal Reserve Bank of Philadelphia's Survey of Professional forecasters.
Source: https://www.policyuncertainty.com/index.html

Table 5 Descriptive statistical results of Geopolitical Index
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Mean Max. Min. Std. Dev. Skewness Kurtosis Jarque-Bera

CANADA  PreWar  262.1369 678.8171 111.1764 106.8648 1.13697 4.384537 786.7396
War 272.9206 649.2348 143.7326  77.8538  1.064063 6.056257 420.1342

FRANCE  PreWar 264.5517 574.6331 132.2172 78.86892  1.197058 5.146213 1147.521
War 320.1414 567.7089 152.6555 96.21848  0.539128 2.760901 36.94985

GERMANY  PreWar 205.617 597.9362 65.21713 95.14822  1.533917 5.594101 1791.647
War 663.5099 1095.966 394.1191 141.7068 0.618893 3.855679 68.58938

ITALY PreWar  125.0648 279.3891 31.70153 42.70628 0.671629 3.962056 303.018
War 111.6451 173.1296 68.58421 24.72734  0.298256 2.867264 11.31231

JAPAN PreWar 111.515 211.2088 63.96617 29.21784  1.220797 4.837447 1036.472
War 107.4688 150.4376 82.52451 15.51643 0.856573 3.703026 103.8737

UK Prewar  159.7021 558.2236 62.33545 77.63529  2.095388 9.955576 7319.633
War 156.0368 399.8061 80.71515 65.90033 2.103112 7.248368 1082.653

us PreWar  162.8334 503.9633 63.87734 74.92996  1.977848 7.839452 4336.529
War 157.994 229.2447 76.84422 39.39435 0.180936 2.106763 28.13561

Table 6 Descriptive statistical results of Geopolitical Index Returns

Mean Max. Min. Std. Dev. Skewness Kurtosis Jarque-Bera

CANADA PreWar 5492924  6.520352 4.711118  0.385882 0.211474 2.482001 49.64002
War 5570526 6.475794 4.967955  0.277993 0.010811 3.043023 0.07023

FRANCE PreWar 5537443 6.353732 4.884446  0.281731 0.23567 3.179037 28.21802
War 5723431 6.341609 5.028183  0.304177 -0.161792 2.68601 6.158179
GERMANY PreWar 523527 6.393484 4.177722  0.416951 0.317817 3.143086 47.11994
War 6.475103 6.999391 5976653  0.212492 -0.068734 3.025878 0.592728

ITALY PreWar 4.767607 5.632606 3.456365  0.361951 -0.635394 4.181888 334.3057
War 4.690272 5.154041 4.228062  0.226354 -0.257323 2.634643 12.06657

JAPAN  PreWar 4.683269 5.352847 4.158354  0.243901 0.473843 3.130858 101.5909
War 466731 5.013548 4.413095  0.139271 0.455616 3.104914 25.48597

UK PreWar 4978713  6.32476  4.13253  0.422531 0.411943 3.115675 76.83067
War 4985557 599098 4.390926  0.334213 1.336618 4.190504 259.4024

us PreWar 5.010422 6.222504 4.156965  0.388359 0.678069 3.431493 224.8081
War 5030177 543479 434178  0.258709 -0.345058 2.768382 16.05178

Table 5 and Table 6 present the descriptive statistics for the GPR indices and their log
returns before and after the onset of the war. While the raw index values vary across
countries and tests, the log return results are relatively more stable and consistent
across the G7. This may be attributed to country-specific methodologies or news
sensitivity that influence how geopolitical events are recorded in each national GPR
index. Table 6 provides us the details of data coverage from each country risk
assessment.

Overall, the mean value of geopolitical risk returns before and after the war are relatively
similar, with the exception of Germany, where the mean increased by approximately 1%.
The minimum GPR values increased after the war, reflecting an elevated baseline level of
geopolitical tension across countries.

Although the mean, maximum, and minimum values appear stable, volatility levels
(standard deviation) decreased after the war in most G7 countries—with a slight
increase observed in France, possibly due to each country’'s unique exposure or political
alignment. This suggests that while the war elevated geopolitical tensions globally, the
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pattern of those tensions varied across countries are generally less than before the war.
The overall tensions among countries shift to Ukraine war, instead of country-wise
conflicts. In contrast to the pre-war period, where geopolitical risks may have been more
isolated, the war introduced shared but asymmetrical geopolitical risks across the G7
landscape.

The descriptive statistics for the BDI, stock market indices, and geopolitical risk indices
provide an overview of the diverse responses to the war across the shipping and
financial sectors. Notably, there is no overwhelming surge in geopolitical risk levels
across the G7, despite the ongoing conflict. This suggests that while the war has certainly
influenced market dynamics, the perceived geopolitical risk may have been absorbed or
anticipated to some extent by global markets.

Importantly, the impact of geopolitical shocks differs across sectors. The frequency and
persistence of changes in shipping, financial markets, and political indices vary,
highlighting the asynchronous nature of risk transmission. For example, geopolitical
uncertainty may manifest in shipping costs or trade logistics gradually, but its effect on
stock markets may lead to immediate volatility. This underscores the sector-specific
sensitivity to geopolitical developments and the potential for lagged or prolonged
reactions across markets.

In the remainder of the paper, | will conduct an econometric analysis to examine the risk
transmission mechanisms among geopolitical risk, global logistics, and financial
markets in greater depth.

Before implementing the econometric analysis, | apply the Augmented Dickey-Fuller
(ADF) unit root tests (Dickey and Fuller, 1981) to examine the stationarity of the data series
across three key markets: global logistics (measured by the Baltic Dry Index, BDI),
financial markets (measured by G7 stock indices), and geopolitical risk (measured by
GPR indices, including the updated series for Japan). The ADF tests are conducted using
three specifications: (1) with intercept; (2) with trend and intercept; and (3) without trend
and intercept. Tables 8 and 9 report the results. The null hypothesis of a unit root is
rejected at the 1% significance level for the BDI and G7 stock market return series, both
before and after the war, confirming that these time series are stationary in logarithmic
returns. However, the null hypothesis can only be rejected at the first-difference level for
the geopolitical risk series. This indicates that while the BDI and stock market returns are
stationary, the geopolitical risk variables are stationary only after first differencing.

Table 7 Unit Root Test (ADF) Results for BDI, G7 Stock Market Indexes and Geopolitical Indexes before War
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Null Hypothesis: the variable has a unit root
Stock Market Indexes Geopoalitical Indexes
At Level BDI  CAC40 DAX FTSE  INDUX IT4A0  SPTSX TOPIX CANADA FRANCE GERMANY ITALY  JAPAN UK US|
With Constant t-Qatistic -17.6505 -50.6363 -49.8159 -50.1802 -12.9918 -33.8321 -11.3392 -46.6149 -4.1235 -5.57821 -4.488621 -5.39114 -4.21704 -3.94038 -4.39707|
Prob. 0 00001 0.0001 0.0001 0 0 0 0.0001 0.0009 0 0.0002 0 0.0006 0.0018 0.0008|
ork *xk oxk . *xk . wxk *xk *xk *xk oxk *xk *xk ok *xk
With Constant & Trend t-Satistic -17.6579 -50.6266 -49.8276 -50.1718 -12.9891 -33.8255 -11.3378 -22.5817 -5.18285 -5.6806 -5.695033 -5.40013 -4.21916 -3.96525 -4.76897|
Prob. 0 0 0 0 0 0 0 0  0.0001 0 0 0 0.0042 0.0099 0.0005|
- *xk *xk *kk *xk *kk *xk *xk *xk *xk *xk *xk *xk *kk *xk
Without Constant & Trend t-SQatistic -17.6462 -50.6142 -49.7864 -50.1834 -12.9471 -33.8265 -11.3376 -46.5844 -0.31178 -0.27152 -172035 -5.10777 -0.43254 -0.48684 -0.34843
Prob. 0 0.0001 0.0001 0.0001 0 0 0 0.0001 05735 0.5884 0.6242 0.4954 05271 0.5053 0.5597|
- wxk *xk wxk wxk ok wxk *xk no no no no no no o
Stock Market Indexes Geopolitical Indexes
At First Difference BDI  CAC40 DAX FTSE  INDUX IT40  SPTSX TOPIX CANADA FRANCE GERMANY ITALY  JAPAN UK US|
With Constant t-SQatistic -25.3043 -21.0026 -20.1998 -18.406 -26.4982 -26.9093 -16.1342 -24.3994 -15.5232 -51.5752 -51.57584 -51.5754 -51.5761 -51.5757 -51.5752
Prob. 0 0 0 0 0 0 0 0 0 0.0001 0.0001 0.0001 0.0001 0.0001  0.0001
With Constant & Trend t-Satistic -25.3018 -20.9983 -20.2021 -18.4029 -26.4902 -26.9045 -16.1355 -24.3908 -155221 -51.566 -5156846 -51.5665 -51.5664 -51568 -51.5655|
Prob. 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0|
*xk *kk *xk *kk *xk *xk *kk *xk *xk *xk *xk *kk *xk *kk *kk
Without Constant & Trend t-Satistic -25.2932 -21.0066 -20.2048 -18.4124 -26.5111 -26.9159 -16.1209 -24.3992 -15.5262 -51.5849 -51.58488 -51.5849 -51.5849 -51.5849 -51.5849
Prob. 0 0 0 0 0 0 0 0 0  0.0001 0.0001 0.0001 0.0001 0.0001  0.0001|
ok wxk *xk wxk wxk ok wxk *xk wxk wxk *xk wxk wxk ok wxk
Notes:
a: (*)Sgnificant at the 10%; (**)Sgnificant at the 5%; (***) Significant at the 1%and (no) Not Significant
b: LagLength based on SIC
c: Probability based on Mackinnon (1996) one-sided p-values.

Table 8 Unit Root Test (ADF) Results for BDI, G7 Stock Market Indexes and Geopolitical Indexes after War

Null Hypothesis: the variable has a unit root

Stock Market Indexes Geopolitical Indexes
At Level BDI CAC40 DAX FTSE INDUX 1740 SPTSX TOPIX  CANADA  FRANCE GERMANY ITALY JAPAN UK us
With Constant t-Satistic  -12.91451 -27.41084 -27.25807 -26.00108 -25.34239 -26.00187 -17.46143 -25.42529 -3.335043 -2.438272 -3.073383 -3.539686 -3.121639 -2.900472 -2.78664
Prob. 0 0 0 0 0 0 0 0 0.0137 0.1316 0.029 0.0073 0.0254 0.0458  0.0607|
. . . ek . P . . *x o o . o *x *
With Constant & Trend t-Satistic  -12.90619 -27.39066  -27.2905 -25.98386 -25.40261 -26.00417 -17.58174 -25.40555 -3.307408 -2.435291 -3.091292 -3.738198 -3.436043 -2.894928 -3.08581
Prob. 0 0 0 0 0 0 0 0 0.0658 0.3608 0.1091 0.0205 0.0475 0.1647  0.1104
. . . P xx xx wxx . * "o o *x *x no ol
Without Constant & Trend  t-Statistic  -12.92311 -27.42419 -27.22389 -26.00477 -25.26179 -25.99194 -17.4281 -25.43787 0.332881 0.247946 0.625163 -0.100865 0.245851 0.361209 0.140454
Prob. 0 0 0 0 0 0 0 0 0.7812 0.7579 0.8512 0.6487 0.7573 0.7887  0.7265)
*x *x *x *rx wrx xrx *xx *xx "o o o o o no ol

Stock Market Indexes Geopolitical Indexes
At First Difference BDI CAC40 DAX FTSE INDUX 1T40 SPTSX TOPIX  CANADA  FRANCE GERMANY ITALY JAPAN UK us
With Constant t-Satistic  -20.23319  -16.6514 -16.916 -16.30308 -15.06764 -15.86761 -13.43152 -19.2829 -26.89785 -26.89394 -26.90822 -26.88883 -26.89292 -26.90011 -26.8916|
Prob. 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
*xx *x *x P P xx *xx *xx *x *x *x P P xx xx
With Constant & Trend t-Satistic  -20.21642 -16.63399 -16.90102 -16.28432  -15.0478 -15.85382 -13.41664 -19.26384 -26.89135 -26.889 -26.80068 -26.87413 -26.87495 -26.88249 -26.8763|
Prob. 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0|
*x *x *x *x . wrn *xx *xx *x *x *x . . *rx wrx
Without Constant & Trend  t-Statistic  -20.25003 -16.66736 -16.93617 -16.59111 -15.08745 -15.88393 -13.44423 -19.29766 -26.90725 -26.90725 -26.90725 -26.90725 -26.90725 -26.90725 -26.9073]
Prob. 0 0 0 0 0 0 0 0 0 0 0 0 [¢] 0 0)

Notes:

a: (*)Sgnificant at the 10%; (**)Significant at the 5%; (***) Significant at the 1%and (no) Not Significant
b: LagLength based on SIC

c: Probability based on Mackinnon (1996) one-sided p-values.

3. Methodology and Empirical Discussion
VAR
| examine the risk transmissions among geopolitical risk, global logistics, and financial
markets starts from a following vector autoregression (VAR) estimation. A set of VAR

estimation s are given by
Xt = A(l)Xt—l + A(Z)Xt—Z + A(3)Xt_3 + -+ A(m)Xt—l + Mt,t = 1, ,T (1)

where X: is a vector including geopolitical indexes of G7 countries, BDI and G7 stock
market returns at datet =1 - m, .., T. A are coefficient matrices, and p. is the vector of
innovations.

The VAR model was estimated with two lags based on the Akaike, Schwarz, and Hannan-
Quinn information criteria. The results reveal significant persistence in the geopolitical
risk indices, particularly in the own-lag coefficients for Canada, the UK, and the US.
Detailed results of VAR models before and after war are displayed in Error! Reference
source not found. and Appendix B For instance, the coefficient of LN_CANADA (-1)
remains highly significant in the pre-war period (0.99, t = 29.03), and although it slightly
declines post-war (0.97, t = 8.75), it continues to indicate strong autoregressive
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behaviour—suggesting potential structural shifts.

Before the war, geopolitical risk index of Canada, France, Japan, UK, and US performed
alike response on the BDI. Over risk index of G7 countries reacts negatively within 2 days
and then resumed. After the war happens, the impulse response of geopolitical risks
from G7 countries was almost flat. Meanwhile, after the war, all G7 stock markets
responded negatively within 2 days and then resumed. Before the war, CAC40, FTSE,
INDUX, IT40 and SPTSX reacted slightly negative to the BDI around 2 days although DAX
and TOPIX markets performed positively. Responses of BDI on G7 stock market are less
before the war. FTSE and TOPIX display the alike reaction along the war. However, CAC40,
DAX, INDUX, IT40 and SPTSX illustrated opposite responses on the BDI after the war. The
tables and diagrams summarize the results are shown in appendix.

However, cross-variable dynamics appear limited, implying that direct risk transmission
across regions may be weak or lagged. These dynamics are further explored through the
structural VAR (SVAR) framework and impulse response functions (IRFs).

SVAR and IRF
Based on the framework of Sims (1980) for multi-variables simultaneously affect among
each other’s, | adapt this structural VAR specification to build up a system exploring the
structural shocks on the risk transmission among markets. Under the SVAR system, an
endogenous variable is formed by its own lags and other variables’ lags. The status of a
variable and other various in the previous periods and a shock in year t integrated the
same variable in year t. The system is widely adopted to simultaneously capture
contemporary effects on financial behaviours (Bernanke and Blinder, 1992; Mumtaz and
Theodoridis, 2020). In this study, | establish a model with the following form:

T(L)Xye +vide—1 = Ay Xip—1Xip—2 T Ay Xip—3 + -+ Ay Xip—p t e = C+ & (2)

ve =Y e (3)

Where € | X
Xitis the vector of 3 groups of dependent variables of market i at time t net of their cross-
sectional means to remove year-fixed effects. The 3 groups of dependent variables
include logistics, stocks, and geopolitical risk markets. X; +p indicates the previous
realizations of the financial variables, and p is the lag order of the SVAR model, i is a
vector of market-fixed effect, et is the fundamental market shocks that span the space of
innovations to X: and v: is the VAR innovation.
Following a recursive identification and Holtz-Eakin et al. (1988) estimation, | employ the
Xt variables of geopolitical risk, BDI and G7 stock market index and draft the recursive
assumptions can be summarized as below.
Assume that N >1and T > p+q . Let Xi be a (T — p - g) x k-dimensional matrix with t-th
row
Xt = [X 4 XSep,t=p+ g+ 1.t
LetYii=X', t=p+q+1..,t
And let M be a (t - p — q) x r matrix of instruments, where
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Mipi1 0
M; = : : (4)

0 Mit,t
And Mt = [Xitp1 ... Xitp-gl (5)

Considering the interdependence of market response on risk transmission, | use impulse
response functions (IRFs) to investigate these interactions. The tests are based on the
plain VAR and structural VAR, respectively. The former provides us an initial look among
markets’ responses, showing the markets’ direction and sensitivity at instantaneous. The
results of each test are visualized and presented in six sets of figures covering pre and
after war. Figures display how a market absorb orthogonal shocks to other markets’
variables.

SVAR

Apart from a plain unrestricted VAR test, | apply a recursive short-run structural vector
regression (SVAR) to examine the short-run interactions among the markets. For the pre-
war period, the short-run SVAR model is identified using a recursive (Cholesky) structure.
This imposes a lower-triangular form on the contemporaneous matrix A convergence
was achieved in 19 iterations in this study. The structural system is identified and
estimated via maximum likelihood.

This identification indicates the geopolitical risk shocks affecting global logistics (BDI)
and G-7 stock markets contemporaneously, while the BDI and G-7 stock markets’ shocks
influence the geopolitical risk only with a lag. This allows us to review the exogeneity of
geopolitical events in the short-run and oversee the dynamic feedback over time.

The results show the general direction and sensitivity in a short run. Different from other
studies (LL. Andresen and J.E. Sturm, 2024) studying the effect of geopolitics in the short-
term financial, | investigate the markets’ interactions from the short-run to the long-run.
The long-run SVAR is set with F-triangular decomposition. The recursive long-run impulse
response functions (F-triangular) are successfully used for structural analysis for the
pre-war period. For the post-war period, due to singularity in the dataset of the long-run
matrix, | used the recursive short-run impulse response functions (F-triangular) for
structural analysis.”

Before the war, the geopolitical risk shocks on the BDI and G-7 stock markets affect
positively and negatively half-half, and the effects have nearly 70% significantly. The
shocks keep half-half positive and negative effects on the BDI, and G-7 stock markets
with 80% significantly. For the post-war period, although the results not highly significant
like the pre-war period, the geopolitical risk shocks bring positively impacts on BDI and
G-7 stock markets, especially in the short-run.

Combining all three models, there is a comprehensive insight of the risk transmission
mechanisms. The short-run SVAR shows contemporaneous structural impact on the
markets. The long-run SVAR approach applies to economic theory regarding the
persistence of market and geopolitical shocks. Thus, | address the impulse responses in
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different layers from the sets of VAR and SVAR tests.

Results of impulse responses are captured into 126 graphs for each period of pre-war
short-run, long-run, and post-war short-run, long-run, respectively. To facilitate readers
go through totalling 504 groups, | summarize and transform all groups into two tables
showing the Impulse response results.

Table 9 Summary of Impulse Response Results before War
[Response from Geopolitical Risk
Variables BDI SPTSX  CAC4A0  DAX 1T40 FTSE INDUX TOPIX  CANADA France Germany ltaly Japan Uk
BDI Short-run
Long-run
SPTSX  Short-run -+
Long-run -+
CAC40 Short-run -
Long-run -Hat
DAX  Short-run +-Hat
Long-run  +
IT40  Short-run --
Long-run --
TOPIX  Short-run ++-
Long-run ++--
FTSE  Short-run -Hat
Long-run -Hat
INDUX Short-run -+
Long-run -+-
CANAD Short-run -+
Long-run -+
+
++

France Short-run -
Long-run -
German Short-run - Hat
Long-run -Hat
Italy  Short-run Hat+
Long-run Hat +
Japan  Short-run -++
Long-run -++
UK Short-run -++
Long-run Hat +
us Short-run -++
Long-run -+
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Table 10 Summary of Impulse Response Results after War

[Response from Geopolitical Risk
Variables BDI SPTSX  CAC40 DAX 1T40 FTSE INDUX TOPIX CANADA France Germany ltaly Japan Uk uUs
BDI Short-run e -+ -+ e -+ -+ ., + ++ -+ Hat + ++Hat- ++~ +em
Long-run Hat -+ Hat + -+ -+ + + ++ -+ Hat + +- +- +
SPTSX Short-run -+Hat +Hat-  +-—+ et . —+ . +
Longrun -+Hat + +-- Hat + o e Hat
CAC40 Short-run -+Hat - +t ++ -+ ++- Faa— --Aat+
Long-run -+Hat ++ t + + - + Hat
DAX Short-run -+- - — + e e [ -+
Long-run - +- + Hat - + Hat+ - + -+
1740 Short-run -+Hat ++Hat- Hat-—+ ++-+ - ++Hat+ -+ Hat++
Longrun -+Hat + Hat--+ + FAat+  + . Hat
TOPIX Short-run +-+Hat . - . At et .
Longrun _+-+Hat —+H = Flat Flat Hat Hat
FTSE Short-run -+Hat ++ +t +- - -+ et --Hat
Long-run -+Hat +- -t +-t - -+ et --Aat
INDUX Short-run -++- - ++ - - -t F— +Hat-
Longrun - ++- - +-+ + + Hat et Hat
CANADA Short-run -++ ++ Hat ++ ++ -t Heeet . ++
Long-run -++ Hat Hat+ + -+ Hat -+ +
France Short-run ++- -+ o aE—— +-+ . J— -
Long-run ++- -+ Hat Hat Hat- + —+ +
Germany Short-run -+ et ++ +Hat- +-+ Hat++ -+ —+
Long-run -+ Hat + + ++ Hat + Hat+ +
Italy Short-run +--+ —t -t +- +- ++ ++ -
Long-run +--+ Hat + + + Hat+ + Hat
Japan Short-run -++- - + e —+ s e -
Long-run - ++- + + Hat - Hat + +- +
UK Short-run Hat+-  +++ - —+ . Y —t
Longrun Hat+- Hat Hat+ i -+ + + +
us Short-run --- -t ++ e -t - + A
Long-run --- - + + B Hat - Hat

Before and after the war

Before the war, the overall results of the short-run are like those of the long-run.
Particularly, the G-7 stock markets’ shocks on the BDI and GRI are consistent regardless
of time, 24% of the latter even have no response at the beginning or all over on the G-7
stock markets’ shocks. The stock markets likely bring the negative impact on the GRI or
even no response at the beginning, the markets shock the BDI, except the FTSE show
resistant at the beginning, although the BDI rebound lastly.

GRI shocks show 29% no response on G-7 stock markets and BDI. Excluding the non-
response part, the GRI show consistent shock on the corresponding area. For example,
the Germany GRI induces positive responses on the G-7 stock markets and BDI.

BDI brings complex response on the G-7 stock markets. GRI reflects positively to the BDI.
Canada, France, Italy, Japan, UK, and US mark positively impact from the BDI.

All three markets, BDI, G-7 stock markets and geopolitical risk are much volatile after the
war than those happen before the war. G-7 stock markets’ shocks address 16% more
response after the war. The shocks bring oscillating responses on the BDI and GRI. For the
short run, all responses embed at least two stages, and some even up to six stages. The
transformation showing the BDI and GRI react instantaneously on the G-7 stock markets’
shocks. SPTSX, CAC40, IT40 and INDUX surge the maijority of GRI.

GRI shocks from Canada, France, Italy, and UK address likely influence over G-7 stock
markets. CAC40, IT40, FTSE and INDUX marks “flat” pattern once in response to US GRI. The
US GRI shocks affect to G-7 stock markets seems steady than other G-7 countries’ GRI.
Likewise, SPTSX, CACA40, IT40, TOPIX and FTSE react steady lastly on the BDI shocks while
INDUX reacts most volatile on the BDI shock. BDI shocks incur more fluctuations on the GRI
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than vice versa. The BDI shocks on G-7 stock markets and GRI are consistent in the short-
run and long-run after the war.

After the war, G-7 stock markets’ shocks did not affect around 22% of the G-7 countries’
GRI entirely, this is 11% more than before the war. Around 24% of the G-7 countries’ GRI is
worse while 53% lastly mark positively from G-7 stock markets’ shocks.

Geopolitical risks’ shocks from G-7 countries bring alike impact on the BDI over the short-
run and long-run after the war. However, in the long-run, US GRI shock affect DAX alone in
the long-run while other G-7 markets react steadily. TOPIX does not show much respond
on the GRI. FTSE reacts most on the GRI shocks.

Factor-wise Discussion

GRI

In this section, | will review the shocks of GRI, BDI and G-7 stock markets. Before the war,
the BDI did not affect the shocks form France, Italy, and US GRI both in the short-run and
long-run, and the impact from Germany’'s GRI shock lasts in the short-run alone. GRI
shocks from Canada, Japan and UK are consistent regardless of short-run or long-run.
After the war, all G-7's GRI affect the BDI.

France GRI's shocks leave uprise impact on all G-7 stock markets while Germany GRI's
shocks bring G-7 markets downside lastly. Impacts from US GRI's shocks are generally
increase the G-7 stock markets, except IT40. Likewise, Japan GRI's shocks cause SPTSX,
CAC40, DAX, IT40 and TOPIX uprise impacts. Apart from own stock market, Canada, Italy,
and UK GRI shocks affect other 4 G-7 stock markets. After the war, GRI shocks mark U-
shape impact on G-7 stock markets. generally incur positive influences and then
downside with rebound lastly on the G-7 stock markets. In the long-run, G-7 stock
market, excluding DAX, have not reacted on US GRI shocks anymore. TOPIX as the only
Asia G-7 stock market, perform steady response on GRI shocks.

BDI

BDI shocks on the G-7 markets and GRI and GRI address almost the same pattern
influence over the short-run and long-run. Before the war, BDI shocks first reduce the G-7
GRI and all then turn uprise lastly. For G-7 stock markets, five out of seven (SPTSX, CACA40,
IT40, FTSE and INDUX) react negatively at the beginning. Although the SPTSX performs
positively, the BDI shocks place pressure on the stock markets.

After the war, BDI shocks bring diversified change on the G-7 stock markets and GRI. The
changes are exactly the same for the short-run and long-run. Except the TOPIX
increasing at the beginning, other G-7 stock markets drops after the war happens. All G-
7 stock markets rebound. At last, SPTSX, CAC40, IT40, TOPIX and FTSE resume normal while
DAX and INDUX mark negatively.

G-7 Stock Markets

Before the war, G-7 stock markets react various on the BDI and GRI. Within G-7 stock
markets, the reactions are diversified whilst the short-run and long-run performance are
alike. The reactions from individual stock markets are not obvious, instead, the shocks
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themselves, that mean the BDI and GRI, develop corresponding action patters.

Unlike other markets, G-7 stock markets address slightly different reactions between the
short-run and long-run after the war. In the short-run, G-7 stock markets violate a lot, the
responds generally divided into three or up to five stages. Passing through the long-run,
SPTSX, IT40 and TOPIX have no responds in BDI or GRI.

Composite Indicator — BGI

The structural vector regression (SVAR) results stipulate the interaction among BDI, GRI
and G-7 stock markets. The results and discussions are familiar with the academics and
specialists. Nonetheless, the industry professionals and public may seek for a more user-
friendly measures, to spot out the movements and changes of interactions among three
markets. In this occasion, | develop a composite indicator — BGF Index to combine the
levels of specific BDI, GRI and G-7 stock markets at the moment. The index can indicate
the combined level from low to high risks, addressing the needs of all users across the
markets.

| first transform all variables’ time series into Z-score Normalization,
Yi—p
Zy=—— (6)

a

where
Yirepresents the raw data at time t,
M represents the mean of time series,

o represents the standard deviation of time series.
BGF, = % [2(GRImean, + 2(G — 7 Stock Market Indexpeqn ) + z(BDI,)] (7)

where BGF:is the BGF index,
z is the z-sore or normalized value,
GRlmean is the mean of GRIs from G-7 countries,
G-7 stock market indexmean is the mean of stock market indexes from G-7 countries,
BDI is the Baltic Dry Index.
To identify the indicator risk level, the index would be classified as follows:
1. Low risk: Index < -1,
2. Moderate risk: -1 < Index < 1

3. Highrisk: Index > 1

The index is visualized in a diagram below.

Diagram 1: Composite BGF Indicator (BDI-GRI-G-7 Stock Markets
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Composite BGF Indicator (BDI-GRI-G-7 Stock Markets)

—— BGF Composite Indicator
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2012 2014 2016 2018 2020 2022 2024

The above diagram shows the BGF across the study period. Before the war, the overall
BGF is below 0 and tends to a high index closing the date of war exists. After the war, the
mean of BGF is over 0.5. The change allows the professionals capture the change of
three markets directly. The SVAR results demonstrate the significant movements for the
three markets during the post-war period. To further investigate the movements linkage
with any key moments in the post-war period, | select ten events and trace the moments
happening in BGF index. The ten events cover finance, food, energy, logistics or overall
areas. The index is around 0.5. The high index tends high at the beginning of post-war
period. It uprises again on March 5™, 2023, when the oil price spike (BGF index = 0.5640,
and October 2023 when the Israel-Hamas War (BGF index = 0.7145) happens.

Table 11: BGF Indicator from 2022 to 2024

Date Bvents Possible Impact BGF Index Background
1 28/02/2022 Sansaction - Russia's Foreign Reserves Bl Finance 0.5901 $300Bin reserves frozen by G7 and U.S.
2 02/03/2022 SMFT Ban on Russian Banks Finance 0.9502 Financial Disconnection
3 06/05/2022 Food Crisis Warns Food 0.8919 FAO and WFPjoint brief; global wheat/corn supply shock
4 22/07/2022 Grain Deal Signed Food/ Logistics 0.7974 UN-Turkey-Russia-Ukraine agreement (UN, Reuters)
5 26/09/2022 Nord Stream Pipeline Bxplosions Energy/ Logistics 0.4772 Major energy shock to BU; cited by IEA, European Commission
7 01/03/2023 Ceasefire Proposal Rejected Overall 0.4618 Diplomatic breakdown —UN/OSCE conference reporting
6 05/03/2023 Qil Price Spike Energy/ Finance 0.5640* IEAMonthly Oil Market Report (March 2023)
8 17/07/2023 Russia Suspends Grain Deal Food/ Logistics 0.2218 Deal suspended —triggered food insecurity & market shock (UN, Bloomberg)
9 07/10/2023 Israel-Hamas War Overall 0.7145** Israel-Hamas War begins. Indirect impact on oil/commodity routes (IEA, World Bank Monitoring)
10 10/01/2024 Sanctions from G-7 (Tech/Energy) Overall / Energy 0.4494 U.S,, BU, Japan co-sanction high-tech parts and LNG deals
*BGFindexon 06/03/2023 is applied, the indexon event date is unavailable
**BGFindexon 09/10/2023 is applied, the index on event date is unavailable because of holidays/weekends.

Conclusion

The study contributes to the literature on geopolitical risk transmission by offering a
unified framework that captures the dynamic interrelationships among geopolitical
uncertainty, global logistics, and financial markets. Anchored in structural vector
autoregression (SVAR) methodology, the paper empirically validates the notion that
geopolitical shocks propagate through logistics and financial channels, with
heterogeneous effects across G-7 economies. These findings reinforce existing theories
of risk contagion and market sensitivity to exogenous shocks, particularly under
conditions of global uncertainty.
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By segmenting the study period between 2012 to 2024 into pre- and post-war phrases,
this research provides novel insights into the structural shifts induced by the Russia-
Ukraine war. The empirical evidence reveals that while financial markets in the G-7
generally exhibit resilience, the Baltic Dry Index (BDI) — as a proxy for international
logistics — responds more directly and persistently to geopolitical shocks. This aligns with
the theoretical expectations of segmented market responses, where informational
frictions and policy interventions mediate transmission dynamics.

Overall speaking, BDI, GRI and G-7 stock markets’ shocks address varied reaction in
before and after the war. Within the same period, the reactions alike in the short-run and
long-run. An exception is found in the G-7 stock markets’ responses on the GRI and BDI
shocks, the responses in the long-run vary from those in the short-run. In fact, the G=7
stock markets address changing responses after the war. Different from other periods,
the responses further alternate from the short-run to the long-run. G-7 stock markets
show the stock markets can rapidly switch into other directions upon the shocks of GRI
and BDI. The stock markets also capable to adjust themselves in the long-run and
develop corresponding independent response to other markets.

After the war, no matter the shocks from GRI, BDI and G-7 stock markets cause
controversial reactions on other markets. GRI shocks last bigger impact on other
markets, showing the concern of war. However, the G-7 stock markets can rapidly
respond the impacts and further adjust themselves. Lastly, GRI of Italy, Japan and US
shocks’ have not affected the stock markets in general.

BDI shocks did not affect the GRI, and G-7 stock market much before the war. After the
war, the BDI play a bigger role to the GRI, and G-7 stock markets. On the other way round,
the GRI and G-7 stock markets’ shocks seem cause comparably stable impact on the
BDI.

This study contributes to the broader political economy of risk transmission by
integrating empirical finance with international logistics and geopolitical analysis. By
linking maritime disruptions, geopolitical shocks, and financial market responses, the
paper bridges fragmented research domains to provide an integrated perspective on
how crises manifest and propagate across sectors and borders.

The SVAR modelling approach adopted in this study affirms the importance of structural
shock identification in the context of geopolitical risk. Consistent with the tradition of Sims
(1980) and extended by Bernanke and Blinder (1992), the recursive identification strategy
used here underscores how shocks across global systems are not exogenous anomalies
but often structurally embedded within interdependent networks.

In summary, this research not only documents the transmission of geopolitical shocks
but also contributes conceptually by proposing an integrated, empirically validated
model of geopolitical-logistics-financial interactions These insights are relevant for
scholars in international finance, macroeconomics, and global logistics, as well as
policymakers concerned with resilience planning under geopolitical uncertainty.
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Appendix

Appendix A: Vector Autoregression Estimates Results before War

LN_CANADA LN_FRANCE LN_GERMANY LNITALY LNJAPAN LN UK LNUS LOG RET BDI LOG RET_CACA40 LOG RET_DAXLOG RET FTSE LOG RET INDUX LOG RET_IT40 LOG RET_SPTSX LOG RET_TOPIX

LN_CANADA(-1) 0.990919  0.003483  0.003947  0.002785 0.000731 0.013784 0.015486  0.013401 -0.002332 -0.000807  -0.003866 0.002721 -0.004031 0.001585 -0.00117
((-0.03413)) (-0.03059)  (-0.04418) (-0.03109) (-0.02187) (-0.03898) (-0.03842) (-0.01196) (-0.00686) (-0.00691)  (-0.00596) (-0.00648) (-0.00882) (-0.00564) (-0.00667)
[29.0333] [0.11386] [0.08932] [0.08957] [0.03341] [0.35362] [0.40304] [1.12065] [-0.33983] [0.11679]  [-0.64822] [0.41987] [-0.45723] [0.28097] [-0.17545]

LN_CANADA(-2) -0.005345 0.005202  0.003018 -0.00203 0.003439 -0.00591 0.000856 -0.010537 0.003254 0.001122 0.00311 -0.002944 0.005533 -0.001719 0.000461
(-0.03412) (-0.03058) (-0.04417) (-0.03108) (-0.02186) (-0.03896)(-0.03841) (-0.01195) (-0.00686) (-0.00691)  (-0.00596) (-0.00648) (-0.00881) (-0.00564) (-0.00667)

[-0.15667] [0.17011]  [0.06834] [-0.06543] [0.15728] [-0.15178] [0.02228] [-0.88153] [0.47430] [0.16232] [0.52174] [-0.45450] [0.62788] [-0.30478] [0.06916]
LN_FRANCE(-1) 0003538 0.990576  0.011916  0.00176 0.002538 0.004496 -0.00216 -0.000418 -0.000763 0.002091 -0.009869 0.000364 0.008988 -0.001816 -0.012126
(-0.03816) (-0.03421)  (-0.04941) (-0.03476) (-0.02446) (-0.04359)(-0.04296) (-0.01337) (-0.00767) (-0.00773)  (-0.00667) (-0.00725) (-0.00986) (-0.00631) (-0.00746)
[0.00272] [28.9596] [0.24118] [0.05064] [0.10378] [0.10314] [-0.05028] [-0.03129] [-0.09949] [0.27055]  [-1.48003] [0.05025] [0.91169] [-0.28797] [-1.62590]

LN_FRANCE(-2) -0.015303 -0.007228  -0.007916 0.003927 -0.001724 -0.00565 -0.00272  -0.000465 0.000528 -0.003337  0.010893 -0.000716 -0.009656 -0.0000496 0.013419
(-0.03827)  (-0.0343)  (-0.04954) (-0.03486) (-0.02453) (-0.04371)(-0.04308) (-0.01341) (-0.00769) (-:0.00775)  (-0.00669) (-0.00727) (-0.00989) (-0.00633) (-0.00748)

[-0.39988] [-0.21072]  [-0.15979] [0.11266] [-0.07028] [-0.12917] [-0.06301] ~[-0.03469] [0.06866] [0.43053]  [1.62901] [-0.09847] [-0.97679] [-0.00784] [1.79445]

LN GERMANY(-1) ~ -0.001085 0.003369  0.986442 0.001778 0.000917 -0.00686 0.002663 0.006813 0.006199 0.004213 0.010567 0.008413 0.007023 0.005513 0.006851
(-0.02884) (-0.02585) (-0.03733) (-0.02627) (-0.01848) (-0.03293)(-0.03246) ~ (-0.0101) (-0.0058) (-0.00584)  (-0.00504) (-0.00548) (-0.00745) (-0.00477) (-0.00564)

[-0.03762] [0.13033]  [26.4241] [0.06770] [0.04962] [-0.20826] [0.08202] [0.67438] [1.06911] [0.72137] [2.00728] [1.53633] [0.94279] [1.15663] [1.21576]
LN GERMANY(-2) ~ 0.000961 -0.00258  -0.00516  0.001449 -0.005008 0.005692 -0.0021  -0.005999 -0.006269 -0.004171  -0.010574 -0.008776 -0.008041 -0.00567 -0.008396
(-0.02874) (-0.02576)  (-0.03721) (-0.02618) (-0.01842) (-0.03282)(-0.03235) (-0.01007) (-0.00578) (-0.00582)  (-0.00502) (-0.00546) (-0.00742) (-0.00475) (-0.00562)
[0.03345] [0.10017] [0.13868] [0.05534] [-0.27188] [0.17340] [-0.06475] [-0.59578] [-1.08477] [0.71660]  [-2.10568] [-1.60801] [-1.08305] [-1.19354] [-1.49499]
LNLITALY(-1) -0.002366  0.007747  0.984921 0.001401 -0.00049 -0.00429  -0.003177 -0.003413 0.0000171  -0.004581 -0.006222 -0.002569 -0.007154 -0.010035
(-0.0301)  (-0.04347) (-0.03059) (-0.02152) (-0.03835)(-0.03781) (-0.01177) (-0.00675) (-0.0068) (-0.00587) (-0.00638) (-0.00867) (-0.00555) (-0.00656)
[-0.07862]  [0.17820] [32.1969] [0.06510] [-0.01274] [-0.11350] [-0.27005] [-0.50548] [0.00251]  [-0.78066] [-0.97570] [-0.29613] [-1.28889] [-1.52914]

LN_ITALY(-2) 0003974  0.002547  -0.001583 0.002416 0.000576 -0.00266 0.001719  0.00203 0.003272 0.000188 0.00474 0.006067 0.002215 0.006409 0.010071
(-0.03351) (-0.03004)  (-0.04339) (-0.03053) (-0.02148) (-0.03828)(-0.03773) (-0.01174) (-0.00674) (-0.00679)  (-0.00586) (-0.00636) (-0.00866) (-0.00554) (-0.00655)

[0.11859] [0.08480]  [-0.03650] [0.07914] [0.02682] [-0.06957] [0.04556] [0.17291] [0.48554] [0.02769] [0.80953] [0.95341] [0.25589] [1.15704] [1.53782]
LN_JAPAN(-1) -0.016528 -0.002788  -0.012105 -0.00615 0.994646 -0.00969 -0.00724  -0.011469 -0.009596 -0.010001  -0.000535 -0.021897 -0.0238 -0.01571 -0.017385
(-0.04385)  (-0.06334) (-0.04457) (-0.03136) (-0.05588) (-0.05508) (-0.01714) (-0.00984) (-0.00991)  (-0.00855) (-0.00929) (-0.01264) (-0.00809) (-0.00956)
[0.06358]  [-0.19111] [-0.13793] [31.7207] [-0.17340] [-0.13143] [-0.66905] [-0.97539] [1.00020]  [-0.06264] [-2.35678] [-1.88310] [-1.94268] [-1.81828]

LN_JAPAN(-2) 0016122 0014122  0.015718 0.012633 -0.004598 0.02267 0.017099  0.016228 0.008407 0.008867 -0.000941 0.021658 0.021605 0.01511 0.015132
(-0.04909)  (-0.044)  (-0.06356) (-0.04472) (-0.03146) (-0.05607)(-0.05527) ~(-0.0172) (-0.00987) (-0.00994)  (-0.00858) (-0.00932) (-0.01268) (-0.00811) (-0.00959)

[0.32839] [0.32005] [0.24731] [0.28249] [-0.14614] [0.40432] [0.30938] [0.94347] [0.85165] [0.89172]  [0.10966] [2.32321] [1.70366] [1.86217] [1.57726]

LN_UK(-1) 0000852 -0.002566 ~ 0.002163 -0.00756 0.001031 0.998328 0.000218 -0.004842 0.004282 -0.000363  -0.005322 -0.006624 0.006893 -0.001874 0.001014
(-0.0319)  (-0.02859)  (-0.04129) (-0.02906) (-0.02044) (-0.03643)(-0.03591) (-0.01118) (-0.00641) (-0.00646)  (-0.00557) (-0.00606) (-0.00824) (-0.00527) (-0.00623)

[0.02672] [0.08974] [0.05238] [-0.26028] [0.05043] [27.4042] [0.00608] [-0.43331] [0.66767] [0.05618]  [-0.95492] [-1.09358] [0.83655] [-0.35553] [0.16265]
LN_UK(-2) 0003457 0003572  -0.004999 0.005302 0.003169 -0.01449 0.000623  0.003305 -0.004021 0.001 0.00621 0.007028 -0.006469 0.002348 -0.000875
.03185)  (-0.02855)  (-0.04123) (-0.02901) (-0.02041) (-0.03637)(-0.03585) (-0.01116) (-0.0064) (-0.00645)  (-0.00556) (-0.00605) (-0.00823) (-0.00526) (-0.00622)
[0.10854] [0.12514] [0.12124] [0.18276] [0.15526] [-0.39832] [0.01737] [0.29621] [-0.62791] [0.15504] [1.11590] [1.16213] [-0.78627] [0.44602] [-0.14067]
LN_US(-1) 0.005236 -0.008478  -0.001563 -0.00038 -0.006286 -0.0068 0.98194  0.000646 0.002086 0.002639 0.000255 0.002314 0.000119 -0.001756 -0.001259
(-0.03334) (-0.02989)  (-0.04317) (-0.03037) (-0.02137) (-0.03808)(-0.03754) (-0.01168) (-0.0067) (-0.00675)  (-0.00583) (-0.00633) (-0.00861) (-0.00551) (-0.00652)
[0.15702] [-0.28367] [-0.03621] [-0.01252] [-0.29415] [-0.17843] [26.1587] [0.05532] [0.31120] [0.39068] [0.04374] [0.36554] [0.01383] [-0.31857] [-0.19321]

LN US(-2) 0.006398 -0.000924  0.005406 0.000211 0.005159 0.00188 -0.00652 -0.003681 -0.003711 -0.003829  -0.000498 -0.002333 -0.001001 0.002033 0.001943
-0.03348) (-0.03001)  (-0.04335) (-0.0305) (-0.02146) (-0.03824)(-0.03769) (-0.01173) (-0.00673) (-0.00678)  (-0.00585) (-0.00636) (-0.00865) (-0.00553) (-0.00654)

[0.19109] [0.03080] [0.12471] [0.00692] [0.24040] [0.04917] [-0.17286] [-0.31380] [-0.55117] [0.56450]  [-0.08514] [-0.36687] [-0.11578] [0.36738] [0.29693]
LOG RET BDI(-1) ~ -0.098006 -0.086357 -0.092916 0.017367 -0.065496 -0.01451 -0.07352  0.770465 -0.004662 0.005237 -0.002026 -0.001929 0.006103 -0.00959 -0.000422
-0.07472) (-0.06697)  (-0.09673) (-0.06807) (-0.04789) (-0.08534)(-0.08412) (-0.02618) (-0.01502) (-0.01513)  (-0.01306) (-0.01419) (-0.0193) (-0.01235) (-0.0146)
[-1.31161] [-1.28945]  [-0.96054] [0.25515] [-1.36772] [-0.16999] [-0.87403] [29.4299] [-0.31029] [0.34602]  [-0.15515] [-0.13596] [0.31617] [-0.77648] [-0.02892]

LOG RET BDI(-2) ~ 0.095220 0.131495  0.066643 0.050798 0.099326 0.086618 0.200229 -0.115345 -0.00048 -0.01067 -0.008138 0.003476 -0.012681 -0.004057 0.01314
(-0.07403) (-0.06635)  (-0.09584) (-0.06743) (-0.04744) (-0.08455)(-0.08334) (-0.02594) (-0.01489) (-0.01499)  (-0.01293) (-0.01406) (-0.01912) (-0.01224) (-0.01447)

[1.28639] [1.98183] [0.69540] [0.75330] [2.09359] [1.02448] [2.40260] [-4.44716] [-0.03223] [0.71160]  [-0.62917] [0.24729] [-0.66311] [-0.33156] [0.90832]
LOG RET CAC40(-1, 0.876382 -0.097933  0.118603 0.269709 0.146327 0.63499 0.185186 0.068338 -0.214462 -0.245011  -0.009038 0.077809 -0.19034 0.033101 -0.091922
(-0.38703) (-0.34689)  (-0.50104) (-0.35255) (-0.24804) (-0.44203) (-0.4357)  (-0.1356) (-0.07782) (-0.07839)  (-0.06762) (-0.07349) (-0.09998) (-0.06397) (-0.07563)
[2.26438] [0.28232] [0.23671] [0.76502] [0.58994] [1.43655] [0.42503] [0.50396] [-2.75579] [-3.13703]  [-0.13365] [1.05872] [-1.90385] [0.51743] [-1.21539]

LOG RET CAC40(-2, 0.543056  0.428148  0.304739 0770283 0.126145 -0.35435 -0.07343 -0.047587 -0.210544 -0.122252  -0.054482 -0.190149 -0.10162 -0.124365 0.027684
(-0.37919) (-0.33986)  (-0.49089) (-0.34541) (-0.24301) (-0.43307)(-0.42688) (-0.13285) (-0.07625) (-0.0768) (-0.06626) (-0.07201) (-0.09795) (-0.06267) (-0.0741)

[1.43214] [1.25976] [0.62079] [2.23004] [0.51908] [-0.81822] [-0.17200] [-0.35819] [-2.76136] [1.59178]  [-0.82230] [-2.64077] [-1.03745] [-1.98428] [0.37360]

LOG RET DAX(-1) 0242513  -0.086119 0.091387 -0.144042 -0.43236 0.176131  0.116652 -0.127483 -0.055536  0.017623 0.018082 -0.102829 -0.046151 0.105041
(-0.29933)  (-0.43234) (-0.30422) (-0.21403) (-0.38142) (-0.37597) (-0.11701) (-0.06715) (-0.06764)  (-0.05835) (-0.06342) (-0.08627) (-0.0552) (-0.06526)

[0.81019]  [-0.19919] [0.30040] [-0.67300] [-1.13355] [0.46847] [0.99695] [-1.89840] [0.82103]  [0.30201] [0.28513] [-1.19195] [-0.83606] [1.60953]
LOG RETDAX(-2)  -0.45294  -0.52433  -0.419338 -0.65077 -0.121376 -0.00945 -0.09266  0.044607 -0.081829 -0.119065  -0.011359 0.138422 -0.122873 0.046023 -0.063372
(-0.33412) (-0.29947)  (-0.43255) (-0.30436) (-0.21413) (-0.3816) (-0.37614) (-0.11706) (-0.06718) (-0.06767)  (-0.05838) (-0.06345) (-0.08631) (-0.05523) (-0.06529)
[-1.35561] [-1.75086]  [-0.96946] [-2.13815] [-0.56683] [-0.02476] [-0.24635] [0.38104] [-1.21797] [1.75938]  [-0.19456] [2.18170] [-1.42363] [0.83336] [-0.97058]

LOG RET FTSE(-1) -0.232062 0.026483  0.156543 -0.26819 -0.189637 0.253042 0.057119 -0.051917 0.483511 0.459737 -0.100738 -0.015656 0.586881 0.104046 0.213492
-0.21471) (-0.19244)  (-0.27796) (-0.19559) (-0.1376) (-0.24522)(-0.24172) (-0.07523) (-0.04317) (-0.04349)  (-0.03752) (-0.04077) (-0.05546) (-0.03549) (-0.04196)

[-1.08080] [0.13761] [0.56318] [-1.37120] [-1.37814] [1.03188] [0.23631] [-0.69014] [11.1992] [10.5715]  [-2.68519] [-0.38400] [10.5813] [2.93178] [5.08821]

LOG RET FTSK(-2) -0.220867 -0.146911 -0.084852  -0.013 -0.067693 0.324614 -0.3918  -0.14911 0.210413 0.16111 0.035062 0.138693 0.274284 0.139224 0.014869
(-0.2159)  (-0.19351)  (-0.2795) (-0.19667) (-0.13836) (-0.24658)(-0.24305) (-0.07564) (-0.04341) (-0.04373)  (-0.03772) (-0.041) (-0.05577) (-0.03568) (-0.04219)

[1.02302] [-0.75921]  [-0.30359] [-0.06609] [-0.48924] [1.31648] [-1.61201] [-1.97125] [4.84689] [3.68433] [0.92946] [3.38299] [4.91812] [3.90150] [0.35244]

LOG RETINDUX(-1) -0.071413 -0.019544 -0.266151 0.254134 -0.146642 0.051672 -0.17512  0.092087 0.275861 0.295579 0.251332 -0.024025 0.276635 0.28679 0.510465
(-0.1943)  (-0.17415) (-0.25154)  (-0.177) (-0.12453) (-0.22192)(-0.21874) (-0.06808) (-0.03907) (-0.03936)  (-0.03395) (-0.0369) (-0.05019) (-0.03212) (-0.03797)

[-0.36753] [-0.11222]  [-1.05807] [1.43582] [-1.17761] [0.23285] [-0.80059] [ 1.35268] [7.06065] [7.51058] [7.40201] [-0.65114] [5.51150] [8.92984] [13.4439]

LOG RET INDUX(-2) -0.114831 -0.104002 -0.428935 0.036961 -0.140914 -0.5761 -0.04682  0.030179 0.154762 0.172559 0.041141 0.029255 0.038723 0.154212 0.17298
(-0.19765) (-0.17715)  (-0.25587) (-0.18004) (-0.12667) (-0.22574)(-0.22251) (-0.06925) (-0.03974) (-0.04003)  (-0.03454) (-0.03753) (-0.05106) (-0.03267) (-0.03862)

[-0.58008] [-0.58708] [-1.67635] [0.20529] [-1.11246] [-2.55210] [-0.21040] [0.43581] [3.89407] [4.31047) [1.19129] [0.77948] [0.75842] [4.72044] [4.47857]

LOG RET IT40(-1)  -0.401201 -0.241786 -0.060152 -0.30472 -0.047803 -0.28113 -0.27903 -0.102979 -0.048123 -0.045879 -0.09562 -0.129604 -0.132475 -0.072389 0.053895
(-0.18856) (-0.16901)  (-0.24411) (-0.17176) (-0.12084) (-0.21536)(-0.21228) (-0.06607) (-0.03792) (-0.03819)  (-0.03295) (-0.03581) (-0.04871) (-0.03117) (-0.03685)

[-2.12768] [-1.43064]  [-0.24642] [-1.77404] [-0.39557] [-1.30542] [-1.31445] [-1.55876] [-1.26922] [1.20128]  [-2.90223] [-3.61959] [-2.71973] [-2.32265] [1.46262]

LOG RETIT40(-2)  -0.21159 -0.167317  0.029831 -0.31142 -0.140136 0.248832 0.120962 -0.004361 0.172787 0.152828 0.054923 0.083188 0.130997 0.10044 0.065816
(-0.19357)  (-0.1735)  (-0.25050) (-0.17633) (-0.12406) (-0.22108)(-0.21792) (-0.06782) (-0.03892) (-0.03921)  (-0.03382) (-0.03676) (-0.05) (-0.03199) (-0.03783)

[-1.09308] [-0.96439]  [0.11904] [-1.76616] [-1.12963] [1.12554] [0.55508] [-0.06431] [4.43922] [3.89803] [1.62387] [2.26316] [2.61978] [3.13927] [1.73992]
LOG RET SPTSX(-1) -0.17411  0.071806  -0.20086  -0.23278 0.195045 -0.43323 -0.03119  -0.085027 -0.153948 -0.157592  -0.037167 -0.205972 -0.234433 -0.402912 -0.304815
(-0.22706) (-0.20351)  (-0.29395) (-0.20683) (-0.14552) (-0.25933)(-0.25562) (-0.07955) (-0.04566) (-0.04599)  (-0.03967) (-0.04312) (-0.05865) (-0.03753) (-0.04437)
[-0.76680] [0.35284]  [-0.68332] [-1.12544] [1.34035] [-1.67060] [-0.12202] [-1.06880] [-3.37186] [-3.42669]  [-0.93681] [-4.77706] [-3.99688] [-10.7357] [-6.86966]

LOG RET SPTSX(-2) 0.16589  0.260818  0.322065 0.005924 0.192976 0.239234 0.113008 -0.005449 -0.037109 -0.059837 0.083095 0.116281 -0.064526 -0.056741 0.035858
(-0.23005) (-0.20619)  (-0.29782) (-0.20956) (-0.14744) (-0.26274)(-0.25899)  (-0.0806) (-0.04626) (-0.0466) (-0.0402) (-0.04369) (-0.05943) (-0.03802) (-0.04496)

[0.72109] [1.26492] [1.08140] [0.02827] [1.30889] [0.91052] [0.43635] [-0.06761] [-0.80220] [-1.28418]  [2.06722] [2.66179] [-1.08580] [-1.49221] [0.79763]
LOG RETTOPIX(-1) 0.038708 0.101413  0.043259 0.075886 0.16456 -0.05816 -0.06998  0.105627 0.094301 0.086301 0.020105 0.046396 0.152001 0.053331 -0.167984
(-0.14147)  (-0.1268)  (-0.18314) (-0.12887) (-0.09066) (-0.16157)(-0.15926) (-0.04956) (-0.02845) (-0.02865)  (-0.02472) (-0.02686) (-0.03654) (-0.02338) (-0.02764)
[0.27362] [0.79982]  [0.23621] [0.58888] [1.81508] [-0.35994] [-0.43943] [2.13109] [3.31513] [3.01193] [0.81337] [1.72710] [4.15947] [2.28081] [-6.07651]
LOG RET_TOPIX(-2) 0.009233 -0.024456  -0.277486 0.176934 -0.103302 -0.16219 -0.14572  0.127814 0.03132 0.015071 -0.041277 -0.056234 0.028794 -0.013364 -0.019422
.13225)  (-0.11853)  (-0.1712) (-0.12047) (-0.08475) (-0.15104)(-0.14888) (-0.04633) (-0.02659) (-0.02679)  (-0.02311) (-0.02511) (-0.03416) (-0.02186) (-0.02584)
[0.06982] [0.20632] [-1.62079] [1.46874] [-1.21885] [-1.07385] [-0.97879] [2.75850] [1.17780] [0.56266]  [-1.78631] [-2.23929] [0.84288] [-0.61138] [-0.75154]

c 0058302 002785  -0.014388 -0.01128 0.016261 0.027573 0.018873 -0.009041 0.009976 0.012305 0.001463 0.0054 0.015302 0.014582 0.011424
(-0.03563) (-0.03193)  (-0.04612) (-0.03245) (-0.02283) (-0.04069)(-0.04011) (-0.01248) (-0.00716) (-0.00722)  (-0.00622) (-0.00676) (-0.0092) (-0.00589) (-0.00696)

[1.63652] [0.87220] [0.31198] [-0.34762] [0.71220] [0.67767] [0.47058] [-0.72437] [1.39261] [1.70533] [0.23501] [0.79830] [1.66281] [2.47635] [1.64098]

Rsquared 0980171 0.966280  0.972145 0.975802 0.979841 0.978263 0.973345  0.505441 0.223003 0.212432 0.064072 0.148231 0.185045 0.173345 0.231234
Adj. Rsquared 0979764  0.965507  0.971574 0.975305 0.979428 0.977817 0.972798  0.495293 0.207151 0.196272 0.044867 0.130753 0.168323 0.156382 0.215459
Sum'sq. resids 4576992  3.676834  7.670715 3.797861 1.879862 5.970192 5800667  0.561843 0.185057 0.187764 0.139734 0.16504 0.305413 0.125041 0.174782
SE equation 0055952  0.050149  0.072434  0.050968 0.035858 0.063903 0.062989  0.019604 0.011251 0.011333 0.009776 0.010625 0.014453 0.009248 0.010934
F-statistic 2408.98  1396.893  1700.826 1965.203 2368.75 2193.19 1779.537  49.80559 13.99401 13.14494 3.336202 8.480905 11.0655 10.21912 14.65832
Loglikelihood 2201.894  2365.37 1816.426  2341.194 2866.162 2003.521 2025.025 3767.733 4596.768 4585.925 4806.474 4682.22 4222.768 4889.41 4639.411
Akaike AIC -2.908007 -3.127087 -2.391720  -3.0947 -3.79794 -2.64236 -2.67117 -5.005671 -6.116233 -6.101707  -6.397152 -6.230704 -5.615229 -6.508252 -6.173357
Schwarz SC -2.797872 -3.016862 -2.281504 -2.98448 -3.687716 -2.53214 -2.56004 -4.895447 -6.00 -5.001483  -6.286927 -6.12048 -5.505004 -6.398028 -6.063133
Mean dependent 5479325 5540097 5232402 4.809681 4.69119 4.950899 5.00819  -0.00047 0.000298 0.000267 0.000106 0.000398 0.000193 0.000173 0.000481
S.D. dependent 0393331 0.270376 042962  0.324336 0.250004 0.429049 0.381911  0.027594 0.012635 0.012641 0.010003 0.011396 0.015849 0.010069 0.012344

Standard errorsin () &t-statistics in [ and ***, **, * represents significance at 1%, 5%, and 10%, respectively
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Appendix B: Vector Autoregression Estimates Results after War

LN_CANADA LN_FRANCE LN GERVANY LNITALY LNJAPAN LN.UK  LNUS LOG RET BDI LOG RET CACA0 LOG RET_DAXLOG RET_FTSE LOG RET INDUX LOG RET.IT40 LOG RET._SPTSXLOG_RET. TOPIX

LN_CANADA(-1) 0978392  -0.002379  0.002723 -0.018132 0.01209 -0.012634 -0.011326 -0.006068 0.004059 0.001282 0.00538 0.011232 0.002841 0.004729 -0.029531
(-0.11186)  (-0.09116)  (-0.08284) (-0.09512) (-0.04234) (-0.10642) (-0.09978) (-0.04177) (-0.01704) (-0.01722)  (-0.01231) (-0.01439) (-0.01967) (-0.01229) (-0.0134)
[8.74675] [-0.02610]  [0.03287] [-0.19061] [0.28555] [-0.11871] [-0.11351] [-0.14527] [0.23816] [0.07444]  [0.43706] [0.78038] [0.14448] [0.38471] [-2.20389]
LN_CANADA(-2) 0002291  0.006748  0.010896 0.019689 -0.008588 0.019716 0.007477  0.009295 -0.001516 0001123 -0.005263 -0.008323 0.0000122 -0.001477 0.029144
(-0.11135)  (-0.09075)  (-0.08247) (-0.0947) (-0.04215) (-0.10595) (-0.09933) (-0.04158) (-0.01697) (-0.01714)  (-0.01225) (-0.01433) (-0.01958) (-0.01224) (-0.01334)
[0.02057] [0.07435] [0.13212] [0.20791] [-0.20376] [0.18610] [0.07527] [0.22354] [-0.08936] [0.06550]  [-0.42949] [-0.58088] [0.00063] [-0.12069] [2.18483]
LN_FRANCE(-1) 0012077 0969221  -0.003975  0.0394 -0.003133 -0.023612 0.000214 -0.022287 0.010706 0.024759 0.007412 0.008912 0.02342 0.006057 0.036683
(-0.11007)  (-0.0897)  (-0.08152) (-0.0936) (-0.04166) (-0.10472) (-0.09818) (-0.0411) (-0.01677) (-0.01694)  (-0.01211) (-0.01416) (-0.01935) (-0.0121) (-0.01318)
[0.10972] [10.8051] [-0.04876] [0.42094] [-0.07521] [-0.22548] [0.00218] [-0.54226] [0.63833] [146132]  [0.61194] [0.62928] [1.21029] [0.50073] [2.78222]
LN_FRANCE(-2) 0.011736 0.022789 0.011656 -0.037321 0.013318 0.026684 0.006213 0.019458 -0.012044 -0.024391 -0.00748 -0.006986 -0.025588 -0.005425 -0.038905
(-0.10977) (-0.08946)  (-0.0813) (-0.09335) (-0.04155) (-0.10444) (-0.09792) (-0.04099) (-0.01673) (-0.0169) (-0.01208) (-0.01412) (-0.0193) (-0.01206) (-0.01315)
[0.10692] [0.25475] [0.14338] [-0.39981] [0.32054] [0.25550] [0.06346] [0.47472] [-0.72009] [-1.44348] [-0.61924] [-0.49461] [-1.32592] [-0.44969] [-2.95871]
LN_GERMANY(-1) -0.0023  -0.012533 0944969  0.007137 -0.027204 -0.007407 -0.018069 -0.072311 -0.018632 -0.020232  -0.011694 -0.02176 -0.018031 -0.022004 0.012751
(-0.1253)  (-0.10212)  (-0.0928) (-0.10656) (-0.04743) (-0.11922) (-0.11177) (-0.04679) (-0.01909) (-0.01929)  (-0.01379) (-0.01612) (-0.02203) (-0.01377) (-0.01501)
[0.01836] [-0.12273]  [10.1825] [0.06697] [-0.57356] [-0.06213] [-0.16165] [-1.54541] [-0.97583] [-1.04891]  [-0.84813] [-1.34966] [-0.81848] [-1.59790] [0.84947)
LN_GERMANY(-2) -0.005254 -0.008682  -0.008776 -0.016832 -0.001048 -0.033654 -0.005448  0.054509 0.015168 0.015792 0.010587 0.014691 0.011052 0.018394 -0.016094
(-0.12396) (-0.10102)  (-0.09181) (-0.10542) (-0.04692) (-0.11794) (-0.11058) (-0.04629) (-0.01889) (-0.01908)  (-0.01364) (-0.01595) (-0.02179) (-0.01362) (-0.01485)
[0.04238]  [-0.08594]  [-0.09559] [-0.15967] [-0.02234] [-0.28535] [-0.04927] [1.17758] [0.80305] [0.82760]  [0.77616] [0.92106] [0.50712] [1.35023] [-1.08381]
LNLITALY(-1) 0018264 0007652 001402 0981592 0.014138 0.020852 0.002037  -0.009304 -0.005175 -0.001003  -0.002298 0.001477 -0.002386 0.003099 0.006232
(-0.08127) (-0.06623) (-0.06019) (-0.06911) (-0.03076) (-0.07732) (-0.0725) (-0.03035) (-0.01238) (-0.01251) (-0.01046) (-0.01429) (-0.00893) (-0.00974)
[0.22473]  [0.11553] [0.23293] [14.2026] [0.45959] [0.26967] [0.02810] [-0.30658] [-0.41793] [-0.08015] [0.14120] [-0.16697] [0.34697] [0.64014]
LNLITALY(-2) 0003469  0.020268  0.015085 -0.012587 0.000984 0.030684 0.015153  0.032056 0.003671 0.0000585 -0.002307 0.002375 -0.001123 -0.005165
(-0.08161) (-0.06651)  (-0.06044) (-0.0694) (-0.03089) (-0.07765) (-0.0728) (-0.03048) (-0.01244) (-0.01256) . (-0.0105) (-0.01435) (-0.00897) (-0.00978)
[0.04250] [0.30474]  [0.24957] [-0.18135] [0.03185] [0.39517] [0.20814] [1.05186] [0.29523] [0.00465]  [0.11859] [-0.21974] [0.16554] [-0.12523] [-0.52826]
LN_JAPAN(-1) -0.060408  -0.030581  -0.086119 0.057209 0.947666 -0.064804 -0.016904  0.005589 -0.027007 -0.025691  -0.030992 -0.043197 -0.040961 -0.046841 -0.02305
(-0.16364) (-0.13336)  (-0.1212) (-0.13916) (-0.06194) (-0.1557) (-0.14598) (-0.06111) (-0.02494) (-0.02519)  (-0.01801) (-0.02106) (-0.02877) (-0.01798) (-0.0196)
[0.36914] [-0.22930]  [-0.71056] [0.41109] [15.2989] [-0.41622] [-0.11580] [0.09146] [-1.08307] [1.01985]  [-1.72107] [-2.05152] [-1.42375] [-2.60454] [-1.17582]
LN_IAPAN(-2) 0.043574  -0.010116  0.055232 -0.016637 0.007293 0.013153 -0.000436 -0.032052 0.026229 0.023712 0.030003 0.035166 0.032658 0.038529 0.02229
(-0.16224)  (-0.13222)  (-0.12016) (-0.13797) (-0.06141) (-0.15436) (-0.14472) (-0.06058) (-0.02472) (-0.02497) (-0.01785) (-0.02088) (-0.02852) (-0.01783) (-0.01943)
[0.26858] [-0.07651] [0.45966] [-0.12058] [0.11876] [0.08521] [-0.00301] [-0.54392] [1.06100] [0.94946] [1.68060] [1.68461] [1.14498] [2.16095] [1.14692]
LN_UK(-1) 0.024433 0.022586 0.028396 -0.015671 0.012317 1.025061 0.030958 0.033597 0.024201 0.018558 0.017219 0.037086 0.014332 0.034692 0.014486
(-0.08616) (-0.07021)  (-0.06381) (-0.07327) (-0.03261) (-0.08197) (-0.07685) (-0.03217) (-0.01313) (-0.01326)  (-0.00948) (-0.01109) (-0.01515) (-0.00947) (-0.01032)
[0.28359] [0.32167] [0.44501] [-0.21389] [0.37769] [12.5050] [0.40281] [1.04428] [1.84343] [1.39931]  [1.81620] [3.34540] [0.94616] [3.66398] [1.40361]
LN_UK(-2) -0.009017  -0.004109 ~ -0.008055 0.006231 -0.004961 -0.018409 -0.009758 -0.023398 -0.023943 -0.016956  -0.017325 -0.03335 -0.010743 -0.032575 -0.014025
(-0.08598) (-0.07007) (-0.06368) (-0.07312) (-0.03255) (-0.0818) (-0.0767) (-0.03211) (-0.0131) (-0.01324)  (-0.00946) (-0.01106) (-0.01512) (-0.00945) (-0.0103)
[0.10487]  [-0.05864] [-0.12649] [0.08522] [-0.15244] [-0.22503] [-0.12723] [-0.72877] [-1.82753] [1.28113]  [-1.83116] [-3.01461] [-0.71069] [-3.44748) [-1.36171]
LN_US(-1) -0.001814 0010417 0002797 -0.019331 -0.004176 -0.007712 0.988033  0.030082 0.007789 -0.007673  0.010375 0.001949 0.000615 0.009423 -0.01038
(-0.11786)  (-0.09606)  (-0.08729) (-0.10023) (-0.04461) (-0.11214) (-0.10514) (-0.04401) (-0.01796) (-0.01814)  (-0.01297) (-0.01517) (-0.02072) (-0.01295) (-0.01412)
[0.01539] [0.10845]  [0.03204] [-0.19286] [-0.09359] [-0.06878] [9.39748] [0.68349] [0.43369] [0.42290]  [0.79994] [0.12850] [0.02970] [0.72748] [-0.73520]
LN_US(-2) -0.032084 -0.020291  -0.032151 0.017558 0.000321 -0.019153 -0.019061 -0.030823 -0.002827 0011137  -0.007274 0.000118 0.004254 -0.007779 0.012224
(-0.11954)  (-0.09742)  (-0.08853) (-0.10166) (-0.04525) (-0.11373) (-0.10663) (-0.04464) (-0.01821) (-0.0184) (-0.01538) (-0.02102) (-0.01314) (-0.01432)
[0.26840] [-0.30067]  [-0.36315] [0.17272] [0.00709] [-0.16841] [-0.17875] [-0.69051] [-0.15520] [0.60525] [0.00765] [0.20241] [-0.59214] [0.85366]
LOG_RET_BDI(-1) 0087554  0.008776  -0.073217 0.034959 -0.040744 -0.042126 -0.0777  0.630444 -0.049322 -0.037256  -0.03214 -0.021497 -0.050332 -0.032171 0.002898
(-0.13613) (-0.11094)  (-0.10082) (-0.11577) (-0.05153) (-0.12952) (-0.12143) (-0.05083) (-0.02074) (-0.02096)  (-0.01498) (-0.01752) (-0.02393) (-0.01496) (-0.01631)
[0.64315] [0.07911] [-0.72619] [0.30197] [-0.79070] [-0.32525] [-0.63986] [ 12.4020] [-2.37774] [177789]  [-2.14556] [-1.22729] [-2.10304] [-2.15039] [0.17769]
LOG_RET_BDI(-2) 0201889  0.079019  0.141942  -0.16176 0.049645 0.056049 0.00129  -0.089316 0.036459 0.037029 0.018905 0.019356 0.032211 0.022319 -0.020353
(-0.13746) (-0.11203) (-0.10181) (-0.1169) (-0.05203) (-0.13078) (-0.12262) (-0.05133) (-0.02095) (-0.02116)  (-0.01513) (-0.01769) (-0.02417) (-0.01511) (-0.01647)
[146871] [0.70537] [1.39423] [-1.38377] [0.95412] [0.42856] [0.01052] [-1.74003] [1.74065] [1.74996]  [1.24980] [1.09435] [1.33287] [1.47740] [-1.23601]
LOG RET_CACA40(-1) -0.277757 0.065595 -1.548684 -1.000366 0.22113 -0.629287 -1.055013 0.211228 -0.203035 -0.214323 -0.114002 0.079546 -0.189218 0.13219 0.159391
(-0.94712) (-0.77187)  (-0.70146) (-0.80544) (-0.35851) (-0.90111) (-0.84486) (-0.35367) (-0.14432) (-0.14579)  (-0.10422) (-0.12186) (-0.16651) (-0.10409) (-0.11346)
[0.20327] [0.08498] [-2.20781] [-1.24202] [0.61681] [-0.69834] [-1.24875] [0.59725] [-1.40686] [-1.47004]  [-1.09386] [0.65274] [-1.13637] [1.27000] [1.40487)
LOG RET CAC40(-2)  0.116865 0.589765 -0.618891 0.042385 -0.022743 -0.504385 0.650854 -0.349385 -0.107115 -0.059715  -0.053931 0.056162 -0.104895 0.075279 0.10424
(-0.98473) (-0.80252) (-0.72932) (-0.83742) (-0.37274) (-0.9369) (-0.87841) (-0.36772) (-0.15005) (-0.15158)  (-0.10836) (-0.1267) (-0.17312) (-0.10822) (-0.11796)
[0.11868] [0.73489]  [-0.84859] [0.05061] [-0.06101] [-0.53836] [0.74095] [-0.95015] [-0.71387] [0.39394]  [-0.49771] [0.44326] [-0.60589] [0.69561] [0.88368]
LOG_RET_DAX(-1) 0829748 0318526  0.888439 0.283751 0052077 1559172 1.32013  0.000604 -0.142068 -0.188497  -0.082332 -0.20277 -0.194714 -0.254412 0.068283
(-0.91757) (-0.74779)  (-0.67958) (-0.78031) (-0.34732) (-0.87301) (-0.8185) (-0.34264) (-0.13982) (-0.14125)  (-0.10097) (-0.11806) (-0.16132) (-0.10084) (-0.10992)
[0.90429]  [0.42506] [1.30734] [0.36364] [0.15253] [1.78598] [1.61286] [0.00176] [1.01611] [1.33453]  [-0.81542] [1.71747) [-1.20703] [-2.52292] [0.62122]
LOG_RET_DAX(-2) 0911541  -0.159501  0.688981  -0.31894 0.248355 1.340773 -0.192585 -0.163283 0.011166 -0.017674  -0.024608 -0.065261 -0.035495 -0.166242 -0.084168
(-0.9351)  (-0.76207)  (-0.69256) (-0.79522) (-0.35396) (-0.88968) (-0.83414) (-0.34918) (-0.14249) (-0.14394)  (-0.1029) (-0.12032) (-0.1644) (-0.10277) (-0.11202)
[0.97481] [-0.20930] [0.99484] [-0.40107] [0.70165] [1.50703] [-0.23088] [-0.46761] [0.07837] [0.12278]  [-0.23915] [-0.54240] [-0.21591] [-1.61767] [-0.75139]
LOG_RET_FTSE(-1) 0209305 -0.247561 ~ 0.08293  -0.260633 -0.088982 -1.08509 0.14517  -0.65446 -0.068075 -0.053634  -0.086009 0.047666 0.027298 -0.022921 -0.140236
(-0.7815)  (-0.63689)  (-0.5788) (-0.66459) (-0.29581) (-0.74354) (-0.69712) (-0.29182) (-0.11908) (-0.1203) (-0.086) (-0.10055) (-0.13739) (-0.08589) (-0.09362)
[0.26783] [0.38870] [0.14328] [-0.39217] [-0.30080] [-1.45936] [0.20824] [-2.24265] [0.57167] [-0.44584]  [-1.00016] [0.47404] [0.19868] [-0.26688] [-1.49799]
LOG RETFTSK(-2) ~ -0.051179  0.302103 1156862 1566341 0.499613 0.953903 0.434478  0.273741 -0.064683 -0.11221 -0.0823 0.028258 -0.074194 -0.028828 0.148078
(-0.7853)  (-0.63999) (-0.58161) (-0.66782) (-0.29725) (-0.74716) (-0.70051) (-0.29324) (-0.11966) (-0.12088)  (-0.08641) (-0.10104) (-0.13806) (-0.0863) (-0.09407)
[0.06517] [0.47204] [1.98906] [2.34544] [1.68076] [1.27671] [0.62023] [0.93349] [-0.54055] [0.92824]  [-0.95240] [0.27967] [-0.53740] [-0.33404] [1.57410]
LOG RET_INDUX(-1) -0.845387 -0.124953 -0.195534 0.751497 -0.29328 -0.821102 -0.422758 -0.194133 0.272313 0.265762 0.193294 0.047377 0.196249 0.038145 0.299993
(-0.65028) (-0.52996)  (-0.48162) (-0.55301) (-0.24615) (-0.6187) (-0.58007) (-0.24283) (-0.09909) (-0.1001) (-0.07156) (-0.08367) (-0.11433) (-0.07147) (-0.0779)
[-1.30003] [-0.23578] [-0.40600] [1.35893] [-1.19148] [-1.32715] [-0.72880] [-0.79947] [2.74821] [2.65494] [2.70127) [0.56623] [1.71659] [0.53375] [3.85111]
LOG RETINDUX(-2)  -0.002945 -0.703302  0.639254  0.101695 -0.057578 -0.059786 0.215346 -0.127372 -0.039554 -0.063123 0.01209 -0.020802 -0.002378 0.127986 -0.008424
(-0.6516)  (-0.53103) (-0.48259) (-0.55412) (-0.24665) (-0.61995) (-0.58125) (-0.24332) (-0.09929) (-0.1003) (-0.0717) (-0.08384) (-0.11456) (-0.07161) (-0.07806)
[0.00452] [-1.32441] [1.32463] [0.18352] [-0.23344] [-0.09644] [0.37049] [-0.52348] [-0.39837] [0.62932]  [0.16861] [-0.24812] [-0.02076] [1.78727) [-0.10792]
LOG_RET. IT40(-1) -0.406098 0149784 0223846  0.441045 -0.200357 -0.105718 -0.114732  0.10288 0.238168 0.264125 0.103472 0.152219 0.179301 0.135132 0.134578
(-0.65697) (-0.53541)  (-0.48657) (-0.55869) (-0.24868) (-0.62506) (-0.58603) (-0.24532) (-0.10011) (-0.10113)  (-0.07229) (-0.08453) (-0.1155) (-0.0722) (-0.0787)
[0.61814] [0.27976]  [0.46005] [0.78943] [-0.80569] [-0.16913] [-0.19578] [0.41936] [2.37916] [2.61173]  [1.43130] [1.80074] [1.55238) [1.87164] [1.71005]
LOG_RETIT40(-2) -0.48141  -0.487857  -0.319426 -0.645166 -0.274326 -0.529358 -0.453167  0.190892 0.115649 0.132095 0.1455 0.050237 0.140346 0.154777 -0.04897
(-0.66765) (-0.54411)  (-0.49448) (-0.56777) (-0.25272) (-0.63522) (-0.59556) (-0.24931) (-0.10173) (-0.10277)  (-0.07347) (-0.08591) (-0.11738) (-0.07337) (-0.07998)
[0.72105] [-0.89661]  [-0.64599] [-1.13631] [-1.08549] [-0.83335] [-0.76091] [0.76568] [1.13678] [128529]  [1.98047] [0.58479] [1.19567] [2.10044] [-0.61229]
LOG RET.SPTSX(-1) 0534491  -0.546894  0.120496 -0.530015 0.364864 0.639553 -0.490023 0.087592 -0.097611 -0.094153  -0.003863 -0.188382 -0.043566 -0.041608 0.09947
(-0.80309) (-0.65449)  (-0.59479) (-0.68295) (-0.30399) (-0.76408) (-0.71638) (-0.29989) (-0.12237) (-0.12362)  (-0.08837) (-0.10333) (-0.14119) (-0.08826) (-0.0962)
[0.66554] [-0.83560] [0.20259] [-0.77606] [1.20026] [0.83702] [-0.68403] [0.29208] [-0.79766] [0.76161]  [-0.04371] [-1.82306] [-0.30856] [-0.47144] [1.03396]
LOG RET.SPTSX(-2) ~ 0151008  0.342053  -0.443641 0.172625 -0.169503 -0.251776 -0.420154 -0.030037 0.010621 0027795  -0.036434 -0.155237 -0.054877 -0.217846 -0.083565
(-0.79761) (-0.65002) (-0.59073) (-0.67829) (-0.30191) (-0.75887) (-0.71149) (-0.29784) (-0.12154) (-0.12278)  (-0.08777) (-0.10263) (-0.14023) (-0.08766) (-0.09555)
[0.18933] [0.52622] [0.75100] [0.25450] [-0.56143] [-0.33178] [-0.59053] [-0.10085] [0.08739] [0.22638]  [-0.41512] [-1.51263] [-0.39134] [-2.48523] [-0.87460]
LOG RET.TOPIX-1)  -0.632811 0.067956  -0.392051 0.334463 0.077998 -0.914485 -0.035481 0.203003 0.010335 0032006  -0.008929 0.038069 0.074035 0.004243 -0.128657
(-0.44307) (-0.36108)  (-0.32815) (-0.37679) (-0.16771) (-0.42155) (-0.39523) (-0.16545) (-0.06751) (-0.0682) (-0.04875) (-0.05701) (-0.07789) (-0.04869) (-0.05308)
[-1.42825] [0.18820] [-1.19474] [0.88767] [0.46507] [-2.16936] [-0.08977] [1.22698] [0.15309] [0.46927] [-0.18314] [0.66777] [0.95045] [0.08714] [-2.42404]
LOG RET.TOPIX-2) ~ 0236541  0.33626  0.251671 -0.156596 0.104874 0475998 0.395029  0.070991 -0.075384 -0.025379  -0.039869 -0.022222 -0.088365 -0.004534 0.000423
(-0.36749)  (-0.29949)  (-0.27217) (-0.31251) (-0.1391) (-0.34964) (-0.32781) (-0.13723) (-0.056) (-0.05657)  (-0.04044) (-0.04728) (-0.06461) (-0.04039) (-0.04402)
[0.64367) [1.12278] [0.92468] [-0.50108] [0.75394] [1.36141] [1.20506] [0.51733] [-1.34624] [-0.44863]  [-0.98592] [-0.46997] [-1.36772] [-0.11228] [0.00961]
c 0232057 0220524  0.347283 0052599 0.220138 0.31095 0.187358  0.087466 0.000841 0.002018 0.002593 0.03145 0.038629 0.012771 0.023173
(-0.21185) (-0.17265)  (-0.1569)  (-0.18016) (-0.08019) (-0.20156) (-0.18897) (-0.07911) (-0.03228) (-0.03261)  (-0.02331) (-0.02726) (-0.03724) (-0.02328) (-0.02538)
[1.09966] [1.27731] [2.21343] [0.29197] [2.85748] [1.54275] [0.99145] [1.10566] [0.02606] [0.06188]  [0.11124] [1.15378] [1.03719] [0.54856] [0.91314]
Rsquared 0946439 0965311  0.946012 0934753 096421 0.966927 0.939944  0.408267 0.112979 0.102681 0.11577 0.103588 0.085355 0.136936 0.401687
Adj. Rsquared 0942143 0962528  0.941682 0929519 0.961339 0.964274 0.935127  0.360802 0.041828 0.030703 0.044842 0.031683 0.011988 0.067706 0.353694
Sumsq. resids 1897368  1.260174  1.040756  1.372167 0271855 171753 1509769  0.26457 0.044054 0.04496 0.022975 0.031412 0.058645 0.022916 0.027227
SE equation 0071226 0058047  0.052752 0.060571 0.026961 0.067767 0.063536  0.026597 0.010853 0.010964 0.007838 0.009165 0.012522 0.007828 0.008532
Fstatistic 2202012 3469161 2184509  178.602 3358609 364.474 1951175  8.601404 1.587867 1.426568 1.632226 1.440626 1.163398 1.977993 8.369702
Loglikelihood 511.4223  594.2880  633.0277 577.0478 904.8704 531.5874 557.6958  910.3707 1273.301 1260.269 1405.224 1341.88 1215.458 1405.742 1370.836
Akaike AC -2.372456  -2.781673  -2.972976 -2.696532 -4.315400 -2.472037 -2.600967 -4.342571 -6.135265 6114908  -6.786292 -6.473479 -5.849177 -6.788848 -6.616472
Schwarz SC -2.065986  -2.475203  -2.666506 -2.390062 -4.008939 -2.165566 -2.294497 -4.036101 -5.828794 -5.808438  -6.479821 -6.167009 -5.542707 -6.482377 -6.310002
Mean dependent 5587509  5.74625  6.481793  4.688365 4.670813 5.027172 5.056535  -0.000497 0.00067 0.000715 0.000486 0.000693 0.000701 0.000586 0.00000616
SD. dependent 0296116 0299867  0.218443  0.228156 0.137119 0.358528 0.249452  0.033267 0.011088 0.011136 0.00802 0.009313 0.012508 0.008107 0.010613

Standard errorsin () &t-statisticsin [] and ***, **, * represents significance at 1%, 5%, and 10%, respectively
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