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The war in the Middle East elicited strong initial market reactions

—Pre-conflict Post-Conflict
Brent Crude Change in Market-Implied Inflation CBOE Volatility Index (VIX)
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Markets have since become more sanguine

Equity price changes (Percent)
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-What'’s driving the market’s optimism?

Futures market indicating a modest rise in oil prices over Market dominated by the ebb and flow of the U.S. president

the medium term S&P 500's five best days during second Trump term have been policy driven

B US government policy 8 Fed Interest rate expectations Economic data Earmmings
B Foreign events Rally after selloff
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Growth forecasting is a difficult task given the uncertainty

Advanced
Economies

World
2025 3.4
Revision from
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Source: IMF, World Economic Outlook April 2026
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Growth forecasting is a difficult task given the uncertainty
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Salient financial stability risks

The real world tells a very different story from markets:
Further supply shocks, more persistent inflationary

« “Dated” prices of commodities significantly higher. pressures, higher inflation expectations, higher interest

 Refined product shortages intensifying (e.g., jet fuel). rates and lower growth.
 Shipping and logistics starting to be affected.

* Food and manufacturing depend on fertilizers and other
products affected by the Strait's closure.
 Unlike tariffs, the war cannot be resolved by unilateral

Salient financial stability risks that could be triggered:

Global Growth and Inflation Forecasts _

(Percent) 2. Emerging markets under pressure.
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4. Amplification channels through financial vulnerabilities.

Financial stability risks are elevated.
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1. Bond market fragilities

Inflation pushed up monetary policy expectations and bond yields...only just a bit

Increase in bond yields (Basis points, Feb 27 to May 1)

130 Advanced Economies Emerging Markets
110
2-year 1Q-year
90 vyield  Vield
70 l
50
30
10
10 s
Q N N S AD Q@ W2 O :
PO R I I
'CQQ’ '*5§\ 8




1. Bond market fragilities

Further inflation shocks could be exacerbated by higher rollover risks and more sensitive investors amid high debt

Average Maturity of Newly Issued Debt (Number of years) 30-year yield reaction on auction days (Basis points, 90t
percentile within indicated periods)
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1. Bond market fragilities

Rapid repricing in bonds risks funding market stress, and could expose sovereign-bank nexus

Repo Spreads and Usage of the Standing Repo Facility Banking Systems’ Exposure to Central Government Debt
(Percent, left; USD billions, right) (Percent)
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2. Emerging markets under pressure

Capital outflows have been substantial since the outbreak of war, assets of weaker EMs sold off more

Nonresident Portfolio Flows (USD billions, cumulative) Hard Currency Sovereign Bond Spread changes since
20 - February 27 (Basis points)
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2. Emerging markets under pressure

EMs’ market response to global risks has evolved

Bank lendingless sensitive to globalrisks than Sensitivityto global risks varies across types of
pnrl.'fnlin debtflows Percentage points non-bankfinancialinvestor
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Sources: Bank for International Settlements; Emerging Portfolio Fund Research; IMF, Balance of Payments Statistics; and IMF staff calculations.

Note: The RHS panel shows estimates of the valuation-adjusted change in the growth of nonresident NBFI securities holdings (relative to initial levels) for a one-standard 12
deviation increase in the VIX. Regression specification uses an issuer-security type-time fixed effect and an investor-issuer-security type fixed effect.




2. Emerging markets under pressure

Capital outflows are particularly sensitive to NBFls

1. Taper Tantrum 2. Covid-19 Pandemic 3. Policy tightening by the US Federal Reserve in 2022
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Note: Portfolio investment flows include portfolio debt and equity liability flows, except in panel 1, where portfolio investment of hedge funds includes equities only because of

data limitations. On the x-axis, tindicates the quarter of the respective shock: the first quarter of 2013 in panel 1, the first quarter of 2020 in panel 2, and the first quarter of 13
2022 in panel 3.




3. High and concentrated asset valuations

Advanced equity markets have high valuations, high concentration

Twelve-month-forward P/E Ratios (Multiples, actual P/E vs. Equity Market Concentration Risk Heat Map (Z-scores of
modeled fair value) Herfindahl-Hirschman Index)
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3. High and concentrated asset valuations

Emerging market asset valuations have also risen, especially sovereign and corporate spreads

Emerging Market Risk Premiums Heat Map (Red=low risk premiums or higher valuation based on

monthly data since 2015)
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4. Amplification channels through financial vulnerabilities

Salient risks could be amplified by elevated vulnerabilities, mostly from nonbank financial intermediaries

Share of Cross-Border Claims on NBFls
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4. Amplification: Options and leveraged ETFs in equity markets

Exuberance in Options and Leveraged ETFs—partly driven by retail investors—could amplify equity market volatility

Index Options Trading Volumes in U.S. Equity Markets (USD Leveraged Equity ETFs’ Assets and Gross Exposure (Basis

trillions) point of market capitalization)
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4. Amplification: Hedge funds’ expanded role in bond and EM markets

Hedge funds’ positions in fixed income has risen significantly; they tend to be flighty EM investors

Relative Value Trades in U.S. Treasury Market (USD trillions)  Cross-Border Flows Into EMs during Fed Tightening in 2022
(Percent of initial stock, cumulative)
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4. Amplification: The $4 trillion private credit market

Credit quality deteriorating modestly, semi-liquid funds facing redemption pressure

Direct Lending Default Rates (Percent) Time to Liquidity Gap for Nontraded Business Development
Companies
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4. Amplification: Artificial Intelligence “circularity”

Firms involved in circular financing do not have weak balance sheets, but their investment activities impact weaker firms

Shares Vulnerabilities Overall
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Note: Red refers to higher vulnerabilities in the form of higher leverage, capital intensity, and valuations, and lower liquidity and profitability. The Al ecosystem includes 73 public *°
and private firms from Australia, Canada, China, Hong Kong SAR, Korea, The Netherlands, Taiwan Province of China, the United Kingdom, and the United States.




4. Amplification: Equities and bonds sell off at the same time

During “bear markets”, stock and bond sell-offs have become more concurrent and larger in recent years

Distribution of S&P 500 and Treasury Bond Returns During Bear Market Episodes (Percent)
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For discussion: dominant currency and safe assets

The U.S. dollar’s international status Net gold imports and gold ETF flows (USD billions)
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Source: Bank for International Settlements, Bloomberg Finance L.P., Exante Data, Treasury International Capital System, IMF staff calculations. 22




Elevated financial stability risks requires policymakers to act decisively

POLICIES INTERNATIONAL MONETARY FUND

e Enable accessible liquidity
and funding facilities in the
event of acute market stress

e Be attuned t.o spi.llovers G Lo BAL
et meemshafioo FINANCIAL
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Global Financial Markets Confront
the War in the Middle East and

Amplification Risks
e Strengthen oversight on
nonbank financial 2026
intermediaries APR

* Implement globally agreed
prudential banking standards
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