EXECUTIVE SUMMARY

he global economic outlook has continued

to improve, as discussed in the April 2018

World Economic Outlook, with the pace

of economic growth picking up and the
recovery becoming more synchronized around the
world. While still supportive of economic growth,
global financial conditions have tightened somewhat
since the October 2017 Global Financial Stability
Report (GFSR). Such a tightening reflects primarily
the bout of equity volatility in early February and a
decline in risky asset prices at the end of March follow-
ing concerns about a wider escalation of protectionist
measures.

Short-term risks to financial stability have increased
somewhat relative to the previous GFSR, and medium-
term risks continue to be elevated. Financial vulner-
abilities, which have accumulated during years of
extremely low rates and volatility, could make the road
ahead bumpy and could put growth at risk. Indeed,
Growth-at-Risk analysis (described in Chapter 3 of the
October 2017 GFSR) shows that risks to medium-
term economic growth, stemming from easy financial
conditions, remain well above historical norms.

In advanced economies, stronger growth momen-
tum and the firming of inflation have eased to some
extent a key challenge facing central banks: maintain-
ing the monetary accommodation required to support
the economic recovery while addressing medium-term
financial vulnerabilities. But the firming of inflation
also brings risks. For example, inflation may pick up
faster than currently anticipated, possibly propelled
by significant fiscal expansion enacted in the United
States. Central banks may respond to higher inflation
more aggressively than currently expected, which could
lead to a sharp tightening of financial conditions. This
tightening could spill over to risky asset prices, bank
dollar funding markets, and both emerging market
economies and low-income countries, as discussed
below. To minimize these risks, central banks should
continue to normalize monetary policy gradually and
communicate their decisions clearly to support the

economic recovery.

Valuations of risky assets are still stretched, with
some late-stage credit cycle dynamics emerging,
reminiscent of the precrisis period. This makes markets
exposed to a sharp tightening in financial conditions,
which could lead to a sudden unwinding of risk premi-
ums and a repricing of risky assets. Moreover, liquidity
mismatches and the use of financial leverage to boost
returns could amplify the impact of asset price moves
on the financial system. Although no major disrup-
tions were reported during the episode of volatility in
early February, market participants should not take
too much comfort. Investors and policymakers must
remain attuned to the risks associated with higher
interest rates and greater volatility. Policymakers should
address financial vulnerabilities by using more actively
the micro- and macroprudential tools at their disposal
or by enhancing their toolkits as needed—for example,
to address risks in the nonbank financial sector.

The banking sector has become more resilient since
the global financial crisis. However, it is important
to ensure that the postcrisis regulatory reform agenda
is completed. In advanced economies some weaker
banks still need to strengthen their balance sheets, and
some institutions operating internationally run dollar
liquidity mismatches. A sudden spell of turbulence in
financial markets could expose these mismatches and
crystallize dollar funding strains.

A number of emerging market economies have
taken advantage of an extended period of benign exter-
nal financial conditions to improve their fundamentals.
However, they could be vulnerable to a sudden tight-
ening of global financial conditions or spillovers from
monetary policy normalization in advanced economies,
resulting in an increase in risk aversion and capital
flow reversals. The severity of such potential shocks
will differ across countries, depending on economic
fundamentals and the policy responses to those shocks.
Although regulators in China have taken steps to
address risks stemming from the interconnectedness of
the banking and shadow banking sectors, vulnerabili-
ties remain high. Further regulatory actions are crucial
to continue reducing risks in the financial sector.
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GLOBAL FINANCIAL STABILITY REPORT: A BUMPY ROAD AHEAD

The technology behind crypto assets has the poten-
tial to make the financial market infrastructure more
efficient. However, crypto assets have been afflicted by
fraud, security breaches, and operational failures, and
have been associated with illicit activities. At present,
crypto assets do not appear to pose financial stability
risks, but they could do so should their use become
more widespread without appropriate safeguards.

Chapter 2 takes a comprehensive look at the evolu-
tion of the riskiness of corporate credit allocation,
given concerns that the continued search for higher
yield may have led banks and investors to extend too
much credit to risky borrowers. The chapter docu-
ments a pattern in which the firms obtaining more
credit are relatively riskier during periods of strong
credit expansion, especially when lending standards
are loose or financial conditions are easy. An increase
in the riskiness of credit allocation signals heightened
downside risks to GDP growth and a higher prob-
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ability of banking stress, in addition to the previously
documented signals provided by credit growth. Coun-
try authorities can use the measures introduced in this
chapter to monitor the buildup of vulnerabilities via
risk taking in credit allocation. The chapter discusses
policies that can mitigate the increase in credit riski-
ness during credit expansions.

Chapter 3 documents a striking increase in house
price synchronization among 40 countries and 44
major cities in advanced and emerging market econo-
mies over the past several decades. The exposure of
countries and cities to global financial conditions may
help explain that increase. Rising housing valuations
since the global financial crisis raise the specter of a
simultaneous decline in house prices should financial
conditions reverse. The chapter suggests that height-
ened synchronicity of house prices can signal a higher
probability of adverse scenarios for the real economy,
especially when credit is high or rapidly expanding.



