Key takeaways

l. Progress and peril

e The global economy displayed surprising resilience despite successive shocks, from tariffs to the
Middle East conflict. This was partly driven by optimism around progress in artificial intelligence
(Al), which fuelled large Al-related investments and sustained accommodative financial

conditions.

e But the perils have grown with pressure points around risks of persistent inflation, the
sustainability of Al-related investments, growing financial vulnerabilities and weakening fiscal

positions.

e  Safeguarding price stability, restoring fiscal space, strengthening financial stability beyond the
banking perimeter and structural reforms are key priorities. Discipline in each area expands the
room the others have to act.

Resilience tested

The 12-month period under review falls into two phases. The first was one of
surprising resilience. Global growth and trade held up despite the sharp tariff hikes,
supported by easy financial conditions and strong artificial intelligence (Al)-related
investment and sentiment. With a few exceptions, most notably the United States and
China, inflation stabilised at, or was converging to targets, paving the way for policy
easing in many jurisdictions. These benign macroeconomic conditions were, however,
jolted by the conflict in the Middle East in late February 2026. In this second phase of
the review period, the ensuing crisis of energy supply and other raw materials,
following the historic closure of the Strait of Hormuz, cast shadows over the global
outlook.

A resilient start

The global economy absorbed the sharp hikes in US tariffs during 2025 — the most
significant disruption to the multilateral trading system in decades — with remarkably
little damage. Global trade continued to expand, with merchandise volumes growing
nearly 5% in the first half of 2025, despite skyrocketing trade policy uncertainty.
Growth forecasts, initially cut sharply in response to tariff news especially for the
United States, were subsequently revised upward to pre-April 2025 levels (Graph 1.A).
The upward revisions were observed in both advanced economies (AEs) and
emerging market economies (EMEs) (Graph 1.B). In China, robust exports helped
sustain growth despite real estate overhang and subdued domestic demand. By end-
2025, global growth ended up close to pre-tariff expectations. Reflecting this
underlying resilience, analysts expected output to expand steadily across most
jurisdictions, if slower than past averages (Graph 1.C).

Three main factors can explain the relatively muted effects of tariffs. One is their
smaller than expected size. Because of exemptions, trade agreements and measured
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Global growth proved resilient despite tariff and geopolitical shocks

Graph 1

A. Growth proved resilient despite
policy shocks’
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responses from trading partners that averted escalation, the effective average US
tariff rate stabilised at 10% in the second half of 2025, significantly lower than the
peak announcement of more than 25% (Graph 2.A). Accounting for this lowers the
global output loss by about a third from initial estimates (Graph 2.B, red bars).

Second, trade realignment also mitigated the impact of tariffs. In the case of
China, the sharp fall of US-bound exports was compensated by higher exports to
other parts of Asia, reflecting substitution and transshipments (see Box A on the
adaptability and potential vulnerability of global supply chains). Moreover, China’s
increased competitiveness in higher value added goods, whose exports grew by 13%

in 2025, also helped propel its overall exports.

Third, faced with the prospect of higher tariffs, firms adapted their trading
strategies. Significant front-loading of trade before tariffs took effect cushioned both
exporters and importers. At the same time, US firms accepted compressed margins,
which temporarily limited the price pass-through. Estimates for US firms suggest
those most affected by the tariffs absorbed about two thirds of the cost increases
through lower profits, while only passing on one third to consumers (Graph 2.C). To
manage higher trade policy uncertainty, firms may have delayed passing through

higher import prices that would have been difficult to reverse.
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Several offsets muted the impact of tariffs’ Graph 2
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Box A
Global supply chains: adaptability and vulnerability

The adaptability of supply chains across Asia has been instrumental in meeting growing global demand, even
amidst tariff disruptions. The US tariff increase on Chinese products in 2025 threatened to disrupt the historically
pivotal role that Chinese exporters have played in global supply chains. In response, US importers employed
mitigation strategies such as front-loading goods before tariffs took effect and rerouting Chinese products
through neighbouring regions. But a more transformative response, predating the 2025 tariff hikes, has been
the reconfiguration of supply chains across Asia. Since 2017, when the US administration began imposing higher
tariffs on a wider range of Chinese goods, many Chinese firms have adapted by investing in production facilities
in nearby Association of Southeast Asian Nations (ASEAN) countries to benefit from lower US tariffs. Indeed,
China’s foreign direct investment in ASEAN nations has more than tripled, rising from $10 billion in 2017 to over
$34 billion in 2024. Consequently, as the share of US imports from China has steadily declined, US imports from
other Asian economies have grown proportionally (Graph A1.A).

The regional reconfiguration has played an important role in bolstering global economic resilience over
the past year. On the one hand, many advanced economies saw a surge in artificial intelligence (Al)-related
investments, which helped mitigate the negative effects of tariffs and heightened uncertainty on growth. In the
United States, for example, Al-related investments contributed roughly one percentage point to the country’s
real GDP growth in 2025, by some estimates. This development also led to a sharp rise in US imports of Al-
enabling products, including raw materials, processed chemicals, intermediate inputs and equipment.” Although
US imports of Al-enabling products from China declined, this was largely offset by increased imports from other
Asian economies, keeping the regional market share of US imports stable at around 60% (Graph A1.B). These
strong exports, in turn, supported robust economic activity in ASEAN economies throughout 2025.
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Supply chain reconfiguration supported resilient growth Graph A1
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Sources: IMF; UN Comtrade; BIS.

However, global supply chains remain inherently vulnerable to disruptions caused by environmental,
geopolitical or economic shocks, which expose the global economy to potential bottlenecks and cost increases
through interconnected production networks. In particular, a disruption in the supply of critical inputs, even
when their economic values are low, can create a chokepoint and jeopardise the entire supply chain. A recent
example is the helium supply disruption caused by the closure of the Strait of Hormuz. This impacted many
Asian economies that rely heavily on Qatar for the supply of helium (Graph A1.C), a non-renewable gas extracted
from natural gas fields, and which is produced by few other countries (eg Algeria and Russia). Although helium
constitutes a small portion of the semiconductor manufacturing value chain, it is indispensable due to its unique
properties as a chemically inert and highly conductive cleaning and cooling agent. Some major Asian technology
companies stated that their existing inventories are sufficient to avoid immediate production issues, but
signalled increasing concerns as the conflict continued.

Recent tariffs and geopolitical tensions have once again highlighted the importance of global supply chain
resilience. While the inherent complexity of modern supply chains makes chokepoints inevitable, risk exposure
can be mitigated through diversifying the supplier base and reducing reliance on a single international supplier
or maritime route. More robust global production networks would help economies weather supply side
disruptions that may well become more frequent in the years ahead.

T See WTO (2025).
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Al exuberance lent support to growth and kept financial conditions loose’ Graph 3
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In addition to the tariffs’ weakened effects, Al optimism provided an important
tailwind to global growth through capital expenditure (capex) and associated
intermediate goods trade. Capex in semiconductor purchases, data centre
construction and expansion in power infrastructure surged in the United States,
driven by the so-called hyperscalers (Graph 3.A). This spending provided impetus to
aggregate investment, which became an important driver of growth surprises in the
United States (Graph 3.B). The rest of the world, notably Asia, also benefited from
demand spillovers through Al supply chain linkages, from semiconductors to data
storage units and digital infrastructure (Box A). In China, investment rotated from the
property sector to advanced manufacturing. In Europe, investment helped offset
tepid consumption amid weak household confidence.

Monetary policy easing provided further support to economic activity in this first
phase. With benign growth and moderating inflation, most central banks had lowered
interest rates from restrictive to near-neutral levels, where many have paused since
late 2025. In a few exceptional cases, central banks hiked interest rates including in
Japan due to low real interest rates, and in Australia and Colombia because of
domestic inflationary pressures. Meanwhile, central bank balance sheets remained
large in key jurisdictions.

Accommodative financial conditions were also a key factor supporting growth
during this phase. Financial conditions eased throughout 2025 (Graph 3.C), as the
strong surge in global risk appetite fuelled by Al optimism dominated the effects of
trade policy uncertainty. Global stocks enjoyed strong rallies on robust corporate
earnings, led by major technology and Al-related stocks. Rising equity values, whose
ratio to income has more than doubled since 2010, in turn supported household
consumption through wealth effects. Corporate credit spreads continued to narrow
in major jurisdictions, with robust primary issuance across the ratings spectrum and
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record volumes from Al-related firms. Investors' risk appetite was also evident in the
private credit space, which contributed to the financing of Al infrastructure build-out.

The conflict and its peril

The start of the conflict in Iran in late February 2026 and subsequent escalation —
including attacks on energy infrastructure across the Persian Gulf and the effective
closure of the Strait of Hormuz — posed a renewed threat to the global outlook. In
early March, the unprecedented blockade of the world's most critical energy
chokepoint brought the Strait's traffic to a standstill (Graph 4.A). The supply
disruption was historically large in terms of volumes lost, with a cut in crude oil flow
of over 10 million barrels a day, equivalent to 13% of normal supply (Graph 4.B). By
comparison, supply losses in the 1970s energy crises were around 8%. That said, oil
prices increased proportionally less than in previous crisis episodes, cushioned by oil
reserve drawdown and market participants’ conviction that the crisis would prove
short-lived.

The prolonged disruption to Strait of Hormuz traffic could have persistent global
stagflationary effects, given the Strait’s vital role. Past interruptions have weighed on
global industrial production and lifted global inflation for a sustained period even
after their resolution (Graph 4.C). Compounding the supply disruption this time was
the severe lack of immediate substitutes. Bypassing the Strait of Hormuz offers only
partial offsets — the Saudi East-West pipeline to Yanbu on the Red Sea can reroute
five million barrels a day at most for exports and is itself exposed to attacks. The
strategic reserve release of 400 million barrels by the International Energy Agency
(IEA), the largest in history, covered only 20 days of lost Hormuz flow.

Unprecedented blockade of the Strait of Hormuz disrupted activity'

Graph 4

A. Strait of Hormuz traffic collapsed,
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Asia bore a disproportionate brunt of the Strait's closure. Before the conflict, over
80% of crude and natural gas transiting Hormuz was destined for Asia. Japanese
refiners sourced 95% of crude from Gulf states, with 70% shipped through Hormuz
(Graph 5.A). Malaysia, Korea and Thailand imported between 60 and 70% of their oil
from the Gulf, leaving them similarly exposed to Hormuz closure. Consistent with this,
model-based estimates point to significant output losses across Asia, with the euro
area also exposed through its reliance on distillate imports from the Gulf (Graph 5.B).

The breadth of the supply shock extended well beyond oil and gas, also affecting
fertilisers, petrochemicals, plastics and other critical inputs. The Middle East accounts
for around a third of global seaborne exports of liquefied petroleum gas, fertilisers
and helium - and close to half of seaborne sulphur, a key fertiliser input.
Petrochemical plants in South Korea, Japan and Chinese Taipei faced curtailments as
both key feedstock (naphtha) and liquefied natural gas (LNG)-dependent electricity
were simultaneously constrained. Fertiliser shortages could have persistent effects on
global food supply, as missed planting windows cannot be recovered and weaker
harvests constrict the next cycle of working capital. Food insecurity impacts would be
most acute in low-income economies.

Physical damage to energy infrastructure means supply losses are likely to persist
even after the end of the conflict. By late March, more than 40 energy assets across
nine Middle Eastern countries had been severely damaged. In Qatar, damage to LNG
facilities cut capacity by 17%, with full recovery expected to take up to five years.
Equipment bottlenecks compound the problem, with producers of gas turbines
needed for LNG compressors carrying order backlogs of three to five years. Even
without a blockade, global oil and gas supply could remain well below pre-conflict
capacity for months or even years.

Asia is most exposed to the Hormuz energy supply shock' Graph 5
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Sources: Burgert et al (2025); Rees (2026); IMF; OECD; UN Comtrade; US Energy Information Administration; BIS.

BIS Annual Economic Report 2026 13



Box B
The persistent economic effects of the Iran conflict

The conflict in Iran has thrown global supply chains into disarray. Disruptions to oil and gas supply have affected
downstream sectors far beyond transport and power. Shortages of nitrogenated fertilisers, helium and
petrochemical inputs have threatened production of food, semiconductor and manufactured goods. In
response, official and commercial reserves have been drawn down and the private sector has tried to adjust.
Some farmers switched from corn to soy to cut fertiliser use,” airlines trimmed low-margin short-haul flights
and US crude and gas liquid exports hit record highs to meet demand from Asia.> These mitigation measures
have bought time. This box discusses prospective bottlenecks that could delay the full restoration of the supply
of hydrocarbon inputs upon the conflict ending, possibly leading to persistent macroeconomic repercussions.

The conflict led to significant dislocations in physical oil markets. Global oil markets entered the conflict
with a supply surplus, with February prices near five-year lows and oil stored at sea at record highs. Yet after the
conflict began in March, the price of Asian-bound (“east of Suez") oil grades surged to record premiums over
Dated Brent, the main global benchmark for physical oil (Graph B1.A, red dots on the right side). As Asian refiners
sought alternatives to Persian Gulf supply, Atlantic-basin oil prices also rose sharply. With stress spreading
beyond Asia, West African grades that typically would have flowed to Europe traded at large spreads to Brent
(yellow dots on the left side). Physical oil markets saw a moderate price pullback in early May, as slowing demand
and inventory releases alleviated some of the pressure, and eased further in June, on prospects of a resolution
to the conflict.

Closure of Strait of Hormuz has caused unprecedented disruption in oil markets Graph B1
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Despite recent signs of easing geopolitical tensions, risks of stresses in physical crude markets have not
entirely gone away. The protracted closure of the Strait of Hormuz has resulted in a large cumulative oil supply
deficit. As strategic reserves are being drawn down simultaneously across large consumers (United States, China,
Japan and the European Union), the rebuilding of those reserves could keep the physical markets tight for
several months, possibly well into 2027 (Graph B1.B).3 Following the Strait's reopening, uncertainty about the
effective resumption of traffic could keep tankers marooned in the Gulf for longer. Clearing the backlog of ships
stuck in the Gulf waters alone could add further delay. Ships bound for Asia would take a further three to six
weeks to reach unloading terminals.*

The prolonged closure of the strait has forced the “shut-in" of existing wells, as Gulf producers ran out of
storage space.’> Shut-ins have curtailed about 12 million barrels per day from a total regional crude oil supply
of 21 million barrels per day (Graph B1.C).6 This supply has been hard to compensate for, not only in volume
but also in grade: there are few alternatives for the heavy (dense) and sour (high in sulphur content) grades for
which Asian refineries are optimised. Although they are capable of running with lighter and sweeter grades,
these refiners may scale down output rather than accept lower margins. Moreover, shut-ins tend to cause
structural damage to oil wells, making it costly and slow to restart production fully and safely. Some oil wells,
especially the more mature ones, may never recover their pre-conflict productivity, or restarting may not be
economically viable.”

Damage already done to energy infrastructure could further prolong supply disruptions. Damaged facilities
needing repair include not only oil extraction facilities, but also storage, transportation and shipping. The race
to repair infrastructure could significantly delay procurement of the needed parts and machinery, as well as
technical expertise. Pre-existing bottlenecks could compound these delays — even before the conflict started,
producers of gas turbines for liquefied natural gas compressors had order backlogs of three to five years. These
logistical bottlenecks, uncertainty about the permanence of conflict resolution and the conditions under which
traffic in the Strait of Hormuz could resume, may drive a persistent premium in oil and natural gas prices.

' US Department of Agriculture (2026); Food and Agriculture Organization of the United Nations (2026). ? Dutta
(2026). 3 I'Anson (2026). “ Rystad Energy (2026). ° In the oil and gas industry, a “shut-in" is the deliberate closure of a well
(usually by valves at the wellhead) that completely stops the flow of oil, natural gas and associated fluids from the reservoir to the
surface. © Falakshahi (2026). See also alternative estimates in Fattouh and Mehdi (2026). 7 Mayer (2020); Garduno and King
(2020).

The conflict shifted the perceived inflation and monetary policy outlook. Inflation
compensation surged across core markets, particularly in Europe, given its greater
exposure to energy supply shocks (Graph 6.A). With looming increases in inflation,
market participants started to price in a tighter monetary policy stance across a broad
set of countries (Graph 6.B). Central banks that were previously expected to ease or
hold rates steady are now expected to raise them, including in the United States, the
euro area, the United Kingdom and Canada.

The shift in inflation and policy expectations led to a material increase in nominal
yields. The initial adjustment was more pronounced at the short end of the curve,
leading to significant flattening in core sovereign markets. But as the conflict dragged
on, expectations of higher-for-longer rates and concerns about the fiscal implications
raised long-term yields (Graph 6.C). Unwinding in leveraged positions in the cash
market may also have contributed to the yield rise, amid the increased presence of
non-bank financial intermediaries (NBFIs) in sovereign bond markets (Chapter ).
Nevertheless, real short-term rates declined as the nominal rate increase still fell short
of the expected pick-up in near-term inflation.

Risk appetite in broader financial markets retreated at the outbreak of the
conflict but later recovered strongly. Global equity markets declined 9% from late
February to end-March 2026, with the S&P 500 index down 8% over the same period.
However, the sell-off was contained relative to previous episodes, such as the 2025
tariff hike (19%), the 1990 Gulf War (17%) or the 1979 Iranian revolution (17%). Even
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The conflict shifted inflation and policy outlooks

Graph 6
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10-year govt bond yields:

after accounting for strong earnings, equity valuations remained elevated, in an
apparent disconnect with the sharp spike in geopolitical risk (Graph 7.A). Similarly,
credit spreads widened initially before compressing to levels that were low by
historical standards (Graph 7.B). The US dollar followed a similar pattern: it
appreciated at the start of the conflict, before paring back some of these gains as risk
appetite returned (Graph 7.C). Terms of trade appeared to influence cross-rate
movements, as dollar appreciation proved more persistent vis-a-vis Asian currencies,
due to the region’s reliance on Middle East energy imports.

The dichotomy between buoyant market sentiment and uncertainty about the
conflict's macroeconomic fallout is striking. Expectations of a quick and lasting
resolution may have been one factor behind the rapid resumption of risk appetite.
Confidence in underlying growth resilience, on the back of Al-related spending, is
another. At the same time, there are signs that financial markets may not have fully
incorporated attendant downside risks. Market-implied volatility and tail risk
indicators have moved back close to pre-conflict levels. This benign view contrasts
with lingering uncertainty regarding the persistent ramifications of damage already
done, particularly for inflation (see below).
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Risk appetite remained high despite the energy crisis’

Graph 7
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Sources: Caldara and lacoviello (2022); Bloomberg; ICE Data Indices; LSEG Datastream; LSEG Workspace; BIS.

Navigating progress and peril

The resilience that characterised the global economy through the review period
rested on a specific set of conditions — accommodative financial conditions,
synchronised monetary easing and an investment boom sustained by expected
transformative technological progress from Al. Each is coming under strain. Four
pressure points stand out in particular: risks of persistent inflation, the sustainability
of Al-related investment, growing financial vulnerabilities and weakening fiscal
positions.

An inflation comeback

The macroeconomic impacts of the Hormuz disruption may not have run their course.
The ultimate consequences will depend on how long it will take for the Strait traffic
to fully and sustainably resume, and for damaged energy infrastructure to be
repaired. Meanwhile, the inflationary impacts are already being felt and could prove
persistent, for several reasons.

First, a 10% oil supply loss was significant, and markets could take considerable
time to rebalance. The disruption initially caused a violent shift in oil markets, turning
the ample inventories prior to the conflict into an acute shortage. Brent prices surged
by 67% to an intraday peak of $120 in less than two weeks and have since been
subject to significant volatility. Physical crude prices have reacted even more to
tighter supply conditions, with some regional crude oil prices matching mid-2008
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Severe energy shock increases inflationary pressures Graph 8
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Sources: IMF; World Bank; Bloomberg; Consensus Economics; LSEG Datastream; national data; BIS.

peaks. Granted, recent de-escalation has brought relief and oil prices have pulled
back significantly. But, as argued in Box B, large imbalances in the physical markets
remain and could lead to further strains and volatility.

Second, there are already signs of rising inflationary pressures. Global inflation
has jumped by half a percentage point since the conflict started (Graph 8.A). Several
commodities have seen double-digit price growth. For instance, prices of plastics and
fertilisers were both up by 50% — consistent with purchase managers reporting
significantly higher input prices. Higher costs and shortages of key inputs could
propagate through supply chains, raising the costs of other intermediate goods and
amplifying price pressures on final goods (Graph 8.B). Given the time lags in
production, the upstream cost increases could continue to pressure inflation well after
energy flows and oil prices normalise.

Third, the inflationary impact may scale non-linearly with the size and duration
of the oil disruption. Evidence for AEs suggests that inflation is more sensitive to
larger energy price shocks (Graph 8.C). One possible reason is that firms are less able
to absorb large cost increases and more likely to pass them through to final goods
prices. A larger and more persistent energy shock is also more likely to affect a
broader set of other commodities, triggering second-round responses of non-energy
prices. The cascading effects of the cost increases to date through the supply chain
could thus compound and amplify the effects on consumer prices. Post-pandemic
high inflation may have also weakened the anchoring of inflation expectations.
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Initial conditions determine upside risks to inflation’

In basis points Graph 9
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Sources: Baumeister and Hamilton (2019); OECD; IMF; Consensus Economics; LSEG Datastream; Macrobond; national data; BIS.

Several mitigating factors could help contain the inflationary impact of the
current oil shock. First, the prospective resumption of oil flows through the Strait, if
sustained, should help truncate the upside tail risk to inflation. Another is the
reduction in energy intensity, which has fallen by more than half in some countries
over the past two decades. This reduces the sensitivity of domestic economic activity
to higher oil prices, although these gains may be tempered by the embedded energy
costs of imported goods. Another mitigating factor is the more favourable
macroeconomic context relative to previous inflation surges. Inflation expectations,
while still above target in some jurisdictions (Graph 9.A), are lower now than after the
start of the Russia-Ukraine war in 2022. Labour market normalisation since 2022 has
further reduced the risk of second-round effects and wage-price spirals (Graph 9.B).
And while fiscal balances remain looser than average (Graph 9.C), relief spending that
is more targeted this time should help strengthen fiscal discipline and lessen the
inflationary impact of the current energy shock.

Al progress and investment boom under pressure

Al has the potential to raise productivity significantly over the coming decade. Task-
level studies consistently report large efficiency gains, often to the tune of between
20 and 50% in time savings (Graph 10.A). Aggregate productivity growth estimates
tend to be more conservative at less than 1% over a long horizon, reflecting
challenges in adopting the technology at scale and integrating it with production
processes. Still, there are further upside productivity gains, particularly if the
technology improves to the point at which knowledge creation can be automated.
The potential implications of such transformative Al for growth, income distribution
and monetary policy are profound (Box C).
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Box C
Transformative Al, long-term growth and r-star

Artificial intelligence (Al) has the potential to differ fundamentally from earlier waves of technological progress.
Previous general purpose technologies, such as the steam engine, electrification and information technology,
raised workers' productivity by providing them with better tools. Al could go further by augmenting the
production of knowledge itself. If, at some point, Al systems can improve their own capabilities and “create”
technology and ideas, the macroeconomic consequences could be profoundly different from past innovations.
A key constraint on long-run growth, namely the rate at which humans can generate new ideas, could be lifted.

Recent research has begun to formalise this possibility. Trammell and Korinek (2023) argue that if Al capital
becomes a sufficiently close substitute for human labour, the economy can transition from the regime of
constant exponential growth to one of accelerating super-exponential growth. As machines autonomously
improve themselves, the economy acquires a self-reinforcing engine of growth. Jones and Tonetti (2026) identify
a supply side counterforce. If different economic tasks are strong complements, the overall output would be
constrained by the task that is improving slowest, the weakest link. Al progress in automated tasks could then
fail to translate into faster aggregate growth if essential human performed tasks hold output back. Trammell
and Korinek (2023) also argue that economies currently operate in this complementarity regime, implying that
the transformative scenario remains a possibility rather than a present reality.

These frameworks are supply side oriented — they focus on the productive potential of Al and assume that
consumer demand keeps pace with supply. But as Al advances, automation increasingly diverts income from
labour, which is spent on goods and services, into further Al investment. The consumer base could erode as
productive capacity expands. Forward-looking firms, recognising the shrinking future market for Al-produced
goods and services, may find it unprofitable to invest in innovating and automating the next task. Productivity
stalls not because of technological limitation, but because the demand to justify further capacity expansion is
missing. The demand bottleneck becomes the binding constraint.

Al's long-run impacts are uncertain and scenario-dependent’ Graph C1
A. Trend output growth B. Labour share of income C. Natural rate of interest in 2040
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A unified framework that nests the supply side predictions as special cases, but incorporates demand
bottleneck, synthesises the range of possibilities and provides insights for monetary policy. The framework
features a task-based production structure in which Al capital can automate a rising share of tasks. It has two
classes of households (capital owners and workers) to track who bears the costs of adjustment’ and features a
forward-looking free-entry condition governing firms’ decisions to invest in further innovation and automation.
In calibrating the model, trend productivity, markups, product turnover and longevity of innovation rents are
set to standard empirical benchmarks. The model economy'’s labour share and r-star before the introduction of
transformative Al are matched to data and established estimates. By varying the scope of automation and
innovation'’s reliance on consumer demand, the model generates scenarios that include: (i) business as usual;
(i) bounded productivity gains; and (iii) explosive growth. Critically, it identifies a fourth possibility, the demand
bottleneck.

The projections for aggregate output highlight the wide uncertainty surrounding Al's growth impact (Graph
C1). Under the business as usual scenario in which labour remains the binding input, output continues to grow
at its historical trend rate of 2% annually. A bounded productivity boost would shift trend growth permanently
by a constant margin — which has not occurred since the Industrial Revolution. Under the transformative Al
scenario, in which Al becomes a self-reinforcing growth engine, output growth expands exponentially and the
labour share falls towards zero. Under the demand bottleneck scenario, output growth rises before falling below
its historical trend in the long run as automation stalls. Since every displaced worker is also a lost consumer, the
spending that rewards innovation eventually shrinks, leading to a slowdown. This scenario produces a labour
share decline that is less severe than the transformative case, but worse than the other two cases.

The analysis also sheds light on the implications for the natural rate of interest, or r-star. Under the business
as usual scenario, r-star stays at its pre-Al level. Under the bounded productivity boost and transformative Al
scenarios, higher productivity growth raises the marginal product of capital and r-star increases. Under the
demand bottleneck scenario, r-star initially rises while supply side forces dominate but then falls below its pre-
Al baseline as the bottleneck takes hold. The r-star implications thus depend on parameters that are uncertain
today: how much Al profits and innovation rely on consumer demand, how quickly competition within the Al
sector erodes margins, and how fast Al products and infrastructure become obsolete. The corresponding
medium-term inflation pressures move with r-star in direction, turning disinflationary if the demand bottleneck
dominates and inflationary if expected productivity lifts demand on net.

' See also Fornaro and Wolf (2026), who show that automation-driven redistribution towards capital owners with lower marginal
propensities to consume can open a demand shortfall and a liquidity trap in a New Keynesian model, and Falk and Tsoukalas (2026),
who show that a similar demand externality can lead firms to over-automate relative to cooperative equilibrium.

The transition to a more productive Al-driven economy entails risks, however. As
more capable Al tools find applications in more tasks and occupations, labour
displacement could intensify. Whether or not Al advances create new jobs — or
expand demand for existing ones — sufficiently to make up for such displacements
remains uncertain. Unlike past general purpose technologies, Al competes directly
with human cognitive abilities, possibly narrowing the scope for workers to move up
the value chain or find new non-disrupted tasks. To date, such disruptive labour
displacements have yet to occur at scale. But there are signs of possible adjustments
to come. In earnings calls, more firms are acknowledging potential productivity gains

from Al, signalling their intent to automate an increasing share of production

processes and engage in labour substitution (Graph 10.B). Consistent with this, US
sectors with higher exposure to Al have also seen higher productivity gains, partly at

the expense of lower employment growth relative to other sectors (Graph 10.C).
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Al holds promise of large productivity gains, but with risks to labour markets' Graph 10
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In the near term, the ongoing Al investment boom raises questions about the
sustainability of the current economic expansion. The five largest hyperscalers are set
to spend over a trillion US dollars on Al-related capital expenditure from 2025
through 2026. These commitments are outpacing earnings and the free cash flow of
these firms, leading some to issue debt to raise additional financing (Graph 11.A). This
investment race may be partly driven by the perception that only a small number of
players with superior technology will ultimately dominate the market shares. The
intense competition raises the risk of firms over-committing resources to investment
projects with still uncertain returns, leaving all firms vulnerable to disappointments in
Al payoffs. Model analysis based on such contest motives highlights the downside
risk of current Al exuberance. As competitive pressure drives capex higher, the net
economic surplus — the total payoff less investment costs — declines for the sector as
a whole and could turn negative in adverse scenarios (Graph 11.B). Disappointment
in returns could trigger a sudden pullback in financing and turn the capex boom into
a protracted investment bust, with potential knock-on effects on financial conditions
(see below).

Another risk is that the Al boom runs into a supply side roadblock. The Al build-
out has recently been facing growing bottlenecks in electricity, advanced
semiconductors and grid equipment. Fast-growing demand for computing power is
already pressuring electricity prices and input costs, with potential spillovers to
inflation. Looking ahead, these temporary shortages may also amplify over-
investment, as firms attempt to lock in future capacity through long-dated contracts
that further expose them to any disappointments in demand.

Historical episodes of investment booms offer instructive parallels (Graph 11.C).
The canal mania of the 1830s, the British railway mania in the 1840s, the electrification
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Rapid Al boom raises questions about its sustainability’ Graph 11
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exuberance of the late 1920s (roaring 20s) and the dotcom boom of the late 90s all
shared one common trait: a genuine technological breakthrough that attracted
capital in excess of what commercial returns could ultimately justify. These episodes
ended with an eventual reversal in investment, inducing economy-wide recessions.
The scale and pace of the current Al investment boom accompanied by expectations
of large productivity payoffs bear resemblance to these precedents, highlighting
potential downside risks in the near term.

Financial vulnerabilities as amplifiers

Should inflation rise significantly or Al-led investment turn to a bust, the
macroeconomic consequences could be amplified by existing financial vulnerabilities.
A tightening of policy rates needed to contain inflation could precipitate a sharp
pullback in asset prices after a prolonged period of exuberant risk-taking, triggering
disruptive macro-financial feedback loops. A reversal of Al optimism could likewise
have major financial consequences, given Al firms' rising leverage and growing
footprint in credit markets. Vulnerabilities extend to their supplier ecosystem,
including engineering, procurement and construction (EPC) contractors whose
balance sheets are comparatively weak, leaving them exposed to any capex pullback
by hyperscalers.
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Rich equity valuations are becoming a source of macroeconomic vulnerability

Graph 12
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Equity valuations are elevated, particularly for firms at the core of Al
development. The implied long-term earnings growth for the largest corporations sits
well above recent historical benchmarks (Graph 12.A), with US stocks often trading at
large premia to peers in other major markets. These implied rates often exceed even
the elevated growth that some of the technology firms have delivered in their
relatively short lifetimes. As these firms mature and command a larger share of the
market, sustaining such high growth could become increasingly challenging.

Sentiment has also been a major driver of current valuations. Risk premia on the
largest US stocks have compressed markedly since the Covid-19 pandemic, with the
distribution shifting clearly to the left (Graph 12.B). This points to growing investor
complacency and reduced compensation for risk-bearing. Post-pandemic
exuberance has been largely broad-based across sectors and countries, coinciding
with the rapid rise of Al as an investment theme following the release of generative
Al tools in late 2022.

A major equity market correction could have larger macroeconomic
consequences today than in the past. Household equity exposures have grown over
the past few decades, both relative to total wealth (Graph 12.C) and income (Graph
3.0). A large correction in valuations could have more pronounced wealth effects and
sharper consumption pullback than in the past. And with US stocks accounting for an
outsized share of global equity markets — about 64% of the MSCI Global index — the
wealth impact from a US-led repricing could propagate globally.

Financial stability could also be at risk in the event of an Al bust. Fixed income
markets are one obvious vulnerability, given the high volumes of debt issued by
hyperscalers, Al labs and EPC firms (Graph 13.A). Should hyperscalers slow or halt the
aggressive pace of capex deployment, many borrowers across the supply chain could
struggle to replace lost revenue and service their debt. The credit spreads of some Al
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Corporate credit is vulnerable to repricing on Al disappointments' Graph 13
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firms have already begun to widen somewhat to reflect this risk (Graph 13.B), even as
equity markets continue to price in significant upside gains.

The opacity of Al-sector financing compounds these vulnerabilities. Hyperscalers,
chip makers and Al labs are linked through a complex web of private arrangements.
The most prominent is circular financing: chip makers and hyperscalers take equity
stakes in Al labs or neocloud providers, who in turn commit to multi-year purchases
of chips or computing power. Data centre construction is increasingly outsourced to
third parties that lease facilities back to hyperscalers on long-dated contracts with
embedded exit clauses. The terms of such deals are typically poorly disclosed, with
risks of the same asset being pledged multiple times. Together, such arrangements
account for a sizeable share of sector-wide financing and forward revenue
(Graph 13.Q).

A sharp repricing of equity risk could prompt a reassessment of corporate credit
risk and lead to tighter credit conditions more broadly.” Indeed, broad indices of
credit spreads tend to correlate negatively with stock market returns (Graph 14.A),
more so for the high-yield than the investment grade segment. While large,
synchronised corrections in both markets are rare, there are notable precedents such
as the Great Financial Crisis and the March 2020 dash for cash episode. A repricing of
risk this time, whether triggered by higher interest rates or an Al bust, has the
potential to be similarly disruptive by triggering a corporate credit freeze with wider
implications for aggregate investment.

Any tightening in credit conditions could expose existing vulnerabilities in the
less transparent private credit space, whose reach has expanded among middle
market and small firms (Graph 14.B). Signs of stress are already visible: direct lending
funds catering to retail investors have faced mounting redemption requests, forcing
some to liquidate assets and return capital despite having no contractual obligation
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to do so. A larger shock, whether from a renewed inflation surge or a sharp Al-led
repricing, could trigger a more widespread credit crunch. The consequences could
extend beyond the non-bank perimeter, given banks’ growing and opaque exposure
to private credit funds, compounded by overlapping ties through insurance
companies’ balance sheets. Given that the affected segment is smaller corporates that
account for a large share of job creation, the real economy implications could be
substantial.

The growing role of private credit also raises concentration risks. Direct lending
funds, dominant players in the private credit ecosystem, have quadrupled their
lending to the Al and information technology (IT) sectors in the past five years, to
about 15% of their portfolios.? These loans tend to be larger than those in other
sectors, while their terms such as tenor and pricing remain broadly similar, raising
questions about lending standards and risk pricing. Investor enthusiasm has allowed
more funds to participate, increasing concentration risks as software firms draw on
multiple private credit lenders simultaneously (Graph 14.C).

Cyclical vulnerabilities are compounded by secular forces reshaping the financial
system. NBFls, beyond their roles in private credit activity, are shifting credit and
leverage outside the banking sector and interacting with fiscal risks (Chapter ).
Advances in Al and digitalisation are changing the contours of financial stability risk.
Frontier Al models lower the cost and accelerate the pace of cyber attacks. Money-
like digital assets such as stablecoins (Chapter Ill) introduce run-prone instruments
outside the bank perimeter. These challenges are testing the adequacy of the current
regulatory framework.

Sudden tightening of financial conditions may overly curtail credit supply Graph 14
A. Corporate equity and credit risk B. Private credit has become a C. Exposure to software borrowers is
are linked growing financing source to SMEs' concentrated?
% of loans % of GDP % of software loans
®Oct 2008
400 8 100
®Mar 2020 o 5
° 2 o 80
5 v
c O
8¢ 60
[ -
w Y
2 40
g5
. -200 § € -
o 0
o o)
| | - | -400 | | | | | | | | | | | | | | | | |||||||||||||||||||||||||||||||||II|III|II 0
-20 -10 0 10 11 13 15 17 19 21 23 25 17 19 21 23 25
S&P 500 (mom returns, %) Private creditto  Bank loans Number of business development
Jan 1997-May 2026: bank loans (lhs):  to GDP (rhs): companies as lenders per issuer:
® |nvestment grade bonds — United States ===+ 1 2-3 4-6 7+
e High-yield bonds - Europe

SMEs = small and medium-sized enterprises.

! See additional notes to graphs for details. 2 Number of distinct business development companies (BDCs) lending to the same borrower,
expressed as a share of the total BDC loan volume to the software sector.

Sources: Avalos et al (forthcoming); ICE Data Indices; LSEG Datastream; Macrobond; PitchBook Data Inc; national data; BIS.

26 BIS Annual Economic Report 2026



Fiscal positions under increasing strain

Many countries entered the current energy crisis with limited fiscal space. Public debt
in AEs has risen steadily over recent years (Graph 15.A), reducing governments’ ability
to cushion fallout from higher energy prices. Although the increase partly reflects
successive shocks, from the Covid-19 recession to the war in Ukraine, persistent
failures to make meaningful progress on fiscal consolidation during economic
expansions have also played a part. Cyclically adjusted primary deficits in AEs
averaged 1.9% of GDP from 2022 onwards (Graph 15.B), nearly double the 1.1%
recorded over the two preceding decades. EMEs have seen an even sharper
deterioration (1.8% since 2022 versus 0.1% between 2000 and 2019). Fiscal positions
are set to remain strained over the coming years. Debt servicing costs are unlikely to
ease soon, as higher interest rate payments continue to weigh on fiscal accounts
(Graph 15.C). Deficits in 2027 are projected at or above 2025 levels in most
jurisdictions.

The energy shock exacerbates fiscal pressures on several fronts. Rising energy
costs intensify demands for government relief, straining already tight fiscal
constraints. Though higher inflation in isolation may relieve fiscal burden, the
required responses from monetary policy to rein in inflation may entail higher
nominal and real interest rates. The net effects would be further increases in debt
servicing costs, more so if inflationary pressures were higher and more persistent
(Graph 16.A). Sizeable refinancing needs amplify this impact, as debt coming due is
rolled over at higher rates (Graph 16.B). Finally, fiscal arithmetic has become less
favourable. The gap between bond yields and nominal GDP growth, previously deeply
negative, has reversed and turned positive in many countries (Graph 16.C). Countries
can no longer count on nominal growth to stabilise debt dynamics. They now must
run primary surpluses or significantly smaller deficits to maintain stable debt-to-GDP
ratios.

Higher public debt is cutting fiscal space
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Fiscal vulnerability is growing on multiple fronts Graph 16

A. Government funding costs rose B. ...with many governments facing C. ...and interest-growth differentials
amid the Iran conflict..." large refinancing needs... expected to increase significantly?
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government bonds and potential GDP nominal growth. Data for 2026-27 based on OECD Economic Outlook projections.

Sources: OECD; Bloomberg; BIS.

Policy implications

The global economy remains caught in the crosscurrents of progress and peril.
Progress in Al and its promise kept financial conditions easy and supported economic
activity. At the same time, successive global shocks, from higher tariffs to the conflict
in the Middle East, threaten to undermine stability. The global economy and financial
markets have so far proven resilient against these shocks. But this resilience is being
increasingly tested and strained. Indeed, the new geopolitical environment could be
significantly more volatile and precarious than in the past. Adverse supply shocks
have become more frequent and more intense (Graph 17.A) — a condition that is set
to stay.?

In this context, authorities may have to contend with the increasingly interwoven
roles of fiscal and monetary policy. Supply shocks, if persistent, make it harder for
central banks to keep inflation in check without adversely affecting growth and
unemployment. Meanwhile these shocks also put fiscal policy under pressure to ease
households’ cost of living burdens. Yet higher public debt crowds out monetary
space, weakening the central banks’ ability to contain inflationary pressures without
further worsening public finance. The separation between fiscal and monetary
policies —long a cornerstone of central bank independence and credibility — is coming
under growing strain.

Policymakers must also come to grips with multiple structural shifts and their
uncertain implications ahead. The Al revolution could boost productivity and ease
supply constraints, but there is also significant uncertainty about both the near-term
transition and the longer-term payoff. Other structural shifts, from demographic
challenges and geoeconomic fragmentation, are likely to shape inflation and growth
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dynamics across jurisdictions. Macroeconomic policy needs to be robust to these
multifaceted uncertainties.

Monetary policy

In response to stagflationary headwinds that worsen policy trade-offs, the rationale
to look through temporary supply shocks remains compelling — but only up to a point.
As monetary policy can do little to directly offset the first-round effects of a supply
shock, accepting a one-off rise in the price level helps avoid amplifying the real
income loss, particularly if energy price increases are temporary. But central banks
must also be alert to signs of second-round effects and any loosening of inflation
expectations. With more protracted supply shocks and more backward-looking
expectation formation, the case for looking through weakens, as the inflation costs
rise while the ability to prevent large output losses decline (Graph 17.B). With the
post-pandemic inflation surge still fresh in the memory, the risks of even transient
supply shocks triggering second-round effects and persistent inflation should not be
discounted.

The right policy calibration varies across economies, depending on how
expectations are formed as well as the magnitude of the growth impact. The Strait of
Hormuz disruption has disproportionately affected energy-intensive manufacturing
hubs in Asia that depend heavily on oil shipments through the Strait. Where the
growth fallout is severe, but inflation expectations remain firmly anchored, there is
greater room to look through the shock and adopt a more measured policy response.
But there is also an intertemporal consideration — allowing inflation expectations to
drift today can worsen future policy trade-offs. In an environment of more frequent
supply shocks, the payoff to investing in inflation credibility has increased.

Adverse supply shocks pose challenges to monetary policy’ Graph 17

A. Adverse supply shocks have become more frequent B. Output-inflation trade-offs worsen as supply shocks

and disruptive? grow more severe and inflation expectations loosen3
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partly influenced by past price growth.

Sources: Burgert et al (2025); Rees (2026); Consensus Economics; BIS.
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The ongoing Al boom also poses several challenges for monetary policy. While
the rapid acceleration of capital expenditures on Al infrastructure has provided a
tailwind to global growth, a sustained rapid expansion in the coming years could
usher in more pronounced demand pressures, especially via power, construction and
specialised input bottlenecks. At the same time, the highly concentrated, partly debt
financed Al build-out, with interconnected cash flows and exposures, underscores
downside risks to global growth, particularly if any investment pullback is amplified
by existing financial vulnerabilities. Over the longer term, Al's eventual effects on
productivity, labour markets, income distribution and the role of monetary policy
remain highly uncertain. Monetary policy strategies should be robust across a wide
range of scenarios.

For EMEs and small open economies (SOEs), these policy trade-offs are sharper
still and are shaped by a shifting external environment. Capital flows could become
more selective and volatile as geoeconomic fragmentation redraws the cross-border
investment landscape along strategic as well as financial lines. This could leave EMEs
and SOEs more exposed to sudden and less predictable capital flow reversals. A
flexible inflation-targeting approach with judicious use of foreign exchange
intervention remains the appropriate core framework, but it must be complemented
by deeper domestic capital markets and prudent reserve buffers.*

Safeguarding price stability could become more challenging as fiscal positions
deteriorate and pose risks to inflation themselves. Higher defence and energy support
spending, alongside rising interest burdens, are adding to budget pressures, at a time
when public debt is elevated by historical standards in many countries. At this
juncture, monetary policy has a key role to play. By continuing to fulfil its mandate
and prioritising medium-term price stability, even when policy actions may have near-
term fiscal implications, central banks can help anchor inflation expectations and keep
inflation risk premia contained. Staying focused on its inflation mandate also provides
a clear signal that supports policy coherence and complements credible medium-
term fiscal frameworks aimed at placing public finances on a sounder footing.

Fiscal and structural policy

The overarching task confronting fiscal policy is to reconcile three demands that have
become increasingly difficult to satisfy jointly: cushioning households and firms from
more frequent supply shocks, meeting rising defence and security commitments, and
placing public finance on a sustainable path. The first two cannot be delivered
credibly if the third is not. Failure to put fiscal positions on a sound footing in a timely
manner could also result in higher risk premia, making the consolidation even more
difficult and painful in the future.

These growing challenges call for greater efficiency and more realistic scope for
discretionary spending. Support measures in response to current energy supply
shocks, where necessary, should be temporary, targeted and tailored. Broad-based
subsidies and price caps may be politically expedient but are economically blunt: they
distort the relative prices that guide adjustment and compound deficits as shocks
persist. They also tend to outlast the circumstances that justified them. Targeted one-
off transfers to the most exposed households and firms preserve more fiscal space,
leave price signals intact and are easier to withdraw as conditions normalise.

Over the medium-term, authorities must carve out a credible plan that reconciles
foreseen increases in defence and social spending with a sound fiscal framework.
Adherence to a rule-based consolidation path, together with renewed urgency in
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delivering on it, would underpin that credibility. Securing such credibility would help
keep risk premia contained and secure fiscal space that otherwise could be eroded.

Authorities must resist the temptation to seek monetary escape valves. Pressures
on central banks to accommodate fiscal needs — whether through lower interest rates,
extended balance sheet support or forbearance on sovereign exposures — may offer
apparent short-term reliefs, but they undermine the core pillar on which low and
stable financing costs rest. Past episodes in which fiscal-monetary lines have blurred
provide unambiguous lessons: the gains are temporary while the costs of restoring
credibility are large and protracted, with the ultimate burden falling on households
and firms in the form of higher inflation and macroeconomic instability.

The latest Middle East conflict has put energy security and supply chain resilience
to the fore, highlighting the role of structural policies. Diversifying suppliers and
transit routes lessens exposure to single chokepoints. Maintaining larger strategic
reserves can provide a cushion to weather the initial impact of disruptions while
markets adjust. Sustained investment in domestic energy sources, including
renewables, would also make economies less exposed to external energy shocks.
Beyond energy, there is also a need to strengthen supply chain resilience including
that of critical inputs. Potential steps include mapping input dependencies,
streamlining regulatory approvals for alternative suppliers and, where appropriate,
pooling strategic stockpiles with international partners.

Structural policy could also help transform Al's promises into durable output
gains. Promoting investment in skills and capabilities to leverage Al across sectors, as
well as the digital backbone and energy infrastructure on which Al-enabled
productivity depends, are key levers. Competition policy also has a role to play in
ensuring that the gains from the technology are diffused and shared widely rather
than becoming unduly concentrated among a small number of firms. Broader labour
and goods market reforms would also facilitate the efficient reallocation of resources
at a time when the global economy is undergoing major technological
transformation.

Prudential policy

The combination of exuberant financial markets and elevated geopolitical risks raises
the stakes for macroprudential policy to build resilience. The pockets of risk are by
now familiar, but their interconnections have deepened. Private credit has grown
rapidly and extended into retail channels; leveraged hedge funds have taken on ever-
larger roles in core funding and treasury markets; and Al-related financing has
become more concentrated and circular within the ecosystem. These interlinkages
could turn into powerful amplifiers at times of stress.

A policy response to these interconnections begins with finalising and
implementing Basel Il consistently across jurisdictions and resisting calls for broad-
based deregulation under the umbrella of simplification. The gains in bank resilience
over the past decade are encouraging, but not self-sustaining. Unwinding them in
pursuit of short-term competitive considerations would forfeit a key buffer on which
the global financial system relies. Macroprudential and regulatory policy may also
need to lean more firmly against the persistently strong risk appetite and rising
opacity that typically accompany financial booms.

Another challenging task lies beyond the banking perimeter. Similar risks warrant
comparable treatment regardless of where in the system they sit, which argues for
extending rigorous prudential standards to NBFls, using a mix of entity- and activity-
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based approaches. These could include imposing minimum haircuts on securities
financing transactions, tightening liquidity management requirements for open-
ended funds and using central clearing more broadly.> The data gaps themselves, not
least in relation to private credit, also represent a vulnerability, as authorities cannot
respond to risks they cannot see. Progress on granular reporting of NBFI leverage,
bank-NBFI interconnectedness and private credit exposures must not stall.

Finally, the regulatory and supervisory framework must keep pace with rapid
advancements in Al and digitalisation. Supervisory visibility into Al use by market
participants needs to improve to capture model-driven correlated exposures, herding
behaviour and the potential for algorithmic collusion. Cyber resilience requirements
need to reflect the financial system’s reliance on a few technology providers and the
emergence of frontier Al models capable of identifying and exploiting vulnerabilities
at scale. The guiding principle is to reap the benefits of technological progress while
ensuring that the broader financial system continues to serve the real economy safely.
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Endnotes

L If a firm’'s valuation falls, the buffer of the value of its assets over and above the
value of its liabilities (ie its net worth) falls too, increasing default probabilities.

2 Aldasoro et al (2026).

3 Since the pandemic, the frequency of adverse supply shocks has surpassed that
of negative demand shocks, breaking the pre-pandemic pattern in which
negative demand shocks typically dominated.

4 See BIS (2022).

> See Chapter Il for a discussion of the trade-offs that pursuing such regulatory
changes would entail.

Additional notes to graphs

Graph 1: Using consensus forecasts.
Graph 1.A: Rest of the world is a GDP-PPP weighted average of 34 countries.
Graph 1.C: Rest of the world is a GDP-PPP weighted average of 30 countries.

Graph 2.A: The effective tariff rate reflects the average rate observed in customs data,
which is computed as the value of customs duties as a percentage of the value of
imports. Pre-substitution announced tariffs are based on pre-tariffs trade patterns, as
published in The Budget Lab’s reports. Post-substitution announced tariffs account
for post-tariffs adjustments in trade patterns. The announced tariff rates reflect the
most conservative scenarios in The Budget Lab's scenarios, including Section 122
extensions, Greenland tariffs and tariff rates before the International Emergency
Economic Powers Act (IEEPA) ruling. Not including later revisions by The Budget Lab.

Graph 2.B: Estimates based on the multi-sector trade model of Zhao (2025).

Graph 2.C: Based on regressions across US sector-tariff pairs, run separately for
(i) cost of goods sold (COGS) growth and (ii) the change in the ratio of operating
profits to sales (margin) between Q4 2024 and Q4 2025. Each outcome is regressed
on its corresponding Q4 2024 ratio (COGS to sales or margin), sales growth over the
same period, and exposure to tariffs announced on 2 April 2025. Tariff exposure is a
dummy variable that is equal to one for firms whose largest pool of suppliers is
located in a country tariffed at or above 20% on 2 April 2025. All variables included
in the regression are medians at the sector-tariff pair level, weighted by total sales.

Graph 3.A: Total capital expenditures for seven US hyperscalers and 364 other global
Al firms, as classified in Rishabh and Shreeti (2026). 2026 capital expenditure forecasts
collected from company earnings calls and press releases.

Graph 3.B: One-year-ahead consensus forecasts of investment (gross fixed capital
formation) and exports year-on-year growth.

Graph 3.C: US equity wealth to income = corporate equities and mutual fund shares
held by US households divided by their disposable personal income. Global financial
conditions refer to adjusted Goldman Sachs financial conditions index, excluding
policy rate contributions.
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Graph 4.A: Others include transit calls by container, dry bulk, general cargo and
roll-on/roll-off vessels.

Graph 4.B: Peak supply cuts divided by average of global crude oil supply in the three
months prior to the event. Price changes calculated from the month prior to the event
to peak using Saudi Arabian Light oil benchmark (until 1980), Dated Brent prices
sourced from World Bank Commodity Price Data (1990 episode) and the Brent crude
prompt price for delivery in 10 days at the Sullom Voe terminal (2026 episode).

Graph 4.C: Based on local projection regression where log of global CPI (global IP)
index h month ahead is regressed on current log of global CPI (global IP) and the
current shock to maritime traffic in the Strait of Hormuz. Traffic shocks are computed
as deviations of observed traffic from average across time and chokepoints,
considering the period 2019-26 and the 12 busiest chokepoints worldwide, yielding
21 observations with a traffic deviation larger than one standard deviation, 10 of
which were on the negative side (disruptions).

Graph 5.A: Share of total trade value imported from the following Persian Gulf
countries in 2024: AE, KW, SA and QA. Polymers = PE, PP, PET and PVC; feedstock =
methanol, PTA and MEG.

Graph 5.B: 2026 growth impact used for both IMF and OECD. IMF global impact
scenarios cover three scenarios; a baseline (upper bound) scenario, an adverse and a
severe scenario. The baseline scenario is constructed bottom-up from individual
country projections before and after the outbreak of the latest Middle East conflict.
The adverse (severe) scenario assumes an oil price increase of 80 (100)% and gas price
increase of 160 (200)% starting in Q2 2026, relative to the January 2026 World
Economic Outlook Update, with the increase mostly unwinding in 2027. OECD impact
scenarios cover two scenarios — a mild and a prolonged disruption scenario. The
prolonged disruption scenario assumes oil, gas and fertiliser prices rise by 50%
relative to the mild disruption scenario until Q3 2027, followed by a gradual decline
as supplies recover. It also assumes lower technical efficiency due to energy rationing
and supply chain disruptions, higher household saving and tighter financial
conditions. The mild scenario assumes disruptions to be shorter-lived. See OECD
(2026) for details.

The range of model-based scenarios is based on a model of first-round GDP losses,
and from a multi-sector model. First-round GDP loss estimates capture two first-
round channels: the income drain from higher oil import costs and the demand drag
due to any transfers from consumers to domestic oil producers with lower marginal
propensity to consume (MPC). The consumer's MPC is set at 0.6 based on the
literature. The producer's MPC is set at 0.2, calibrated to replicate a 0.1 percentage
point US GDP impact per $10/barrel shock (Briggs et al (2026)). Estimates are based
on an increase of oil prices of $30/barrel.

Graph 6.B: Americas = CA, CL and MX; Asia-Pacific = AU, CN, IN, KR, MY, NZ, PH and
TH; EMEA = CH, CZ, DK, GB, HU, IL, MA, NO, PL, SE and ZA; major AEs = EA, JP and
us.

Graph 7.A: Seven-day moving averages. Geopolitical risk index constructed as
number of articles related to adverse geopolitical events as a share of the total
number of articles in 10 newspapers each month. See Caldara and lacoviello (2022)
for details.

Graph 7.B: Corporate spreads of ICE BofAML index yields to OIS rates with matched
maturities. Ten-year OIS for US investment grade, five-year for the rest. The USD OIS
rate is based on SOFR. The EUR OIS rate is based on ESTR.
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Graph 7.C: US Dollar Index (DXY) is a weighted index of EUR, JPY, GBP, CAD, SEK and
CHF to the US dollar. Simple averages of nine Asian; nine EMEA and five Latin
American economies.

Graph 8.A: Global inflation is the GDP-PPP weighted average of headline inflation
across 16 AEs including EA and 22 EMEs excluding AR and TR. Global inflation forecast
for 2026 is based on consensus data and is the GDP-PPP-weighted average of
headline inflation across 16 AEs including EA and 18 EMEs.

Graph 9: Each panel shows estimates from sample splits based on the listed variable
at the time of shock. The latest available simple average of countries in the sample
defines which initial condition is referred to as the current condition (solid bars).
Sample = AR, BR, CA, CN, CZ, GB, HU, IN, JP, KR, MX, MY, NO, PL, SE, TR and US,
subject to data availability. See Banerjee et al (forthcoming) for details.

Graph 9.B: Loose (tight) labour market measured as below (above) median labour
market gap based on a Hodrick-Prescott (HP) filtered unemployment rate.

Graph 9.C: Loose (tight) fiscal balance measured as the headline fiscal balance being
below (above) median over the sample.

Graph 10.A: Data sources for task level productivity gains: coding output from
Gambacorta et al (2024); consultant tasks from Dell’Acqua et al (2023); clerical tasks
and writing from Noy and Zhang (2023); software developers’ productivity from Cui
et al (2026); and customer support from Brynjolfsson et al (2025).

Graph 10.B: Share of companies reporting the following in their earnings calls: early
stage or advanced use of Al within the business, significant positive impact of Al on
company productivity and actual or potential reduction in labour input due to Al or
automation. Based on earnings call analysis using a large language model.

Graph 10.C: Sectoral exposure to Al measured as the fraction of data scientists in
sectoral employment in Q3 2024, as reported in the US Bureau of Labor Statistics
occupational employment survey (OES). Data on sectoral real value added comes
from the US Bureau of Economic Analysis national income and product accounts
(NIPA) tables.

Graph 11.A: Based on financial data of the five biggest US based hyperscalers:
Alphabet, Amazon, Meta, Microsoft and Oracle. Simple averages for capex to
revenues ratio and total gross debt issuance. 2026 capital expenditure and revenue
expectations collected from earnings calls and press releases. 2026 debt issuance as
projected by Bank of America.

Graph 11.B: Cross-firm financing involves hyperscalers engaging in partnerships with
labs, by taking on equity stakes in exchange for purchase commitments (circular
financing). Financial unwind involves partial dissolution of partnerships and debt fire
sales. Calibration is disciplined by observed Al deal data and historical technology
boom evidence.

Graph 11.C: Episodes refer to the following series and pre-boom troughs refer to the
following years. Canal mania = US canal construction spending, 1835; railway
mania = GB real investment, 1843; roaring 20s = US private fixed asset investment,
1921; dotcom boom = US private fixed investment in information processing
equipment and software, 1995; Al boom = Al hyperscalers’ capital expenditure, 2023.
Al hyperscalers’ 2026 capital expenditure collected from earnings calls and press
releases.
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Graph 12.A: Long-term yearly EPS growth calibrated from Campbell-Shiller present
value equations for each stock, under the maintained assumption that in the long run
dividends will grow in line with earnings. Historical median EPS growth is based on
February 2003 to January 2026. Data for thirty largest stocks by market capitalisation
in each of the S&P 500, STOXX Europe 600 and TOPIX as of 26 March 2026.

Graph 12.B: Kernel distributions are constructed using monthly Sharpe ratios of an
equally weighted portfolio of the 30 largest stocks in the S&P 500. Pre-pandemic
period corresponds to January 2014 through December 2019. Post-pandemic period
corresponds to January 2021 through January 2026. The largest 30 stocks in the S&P
500 represent 56% of the index value as of 26 March 2026.

Graph 13.A: Yearly changes in long-term debt (net). Based on global financial
statements data for seven hyperscalers and 43 global infrastructure providers
operating in the following business segments: power and distributions, engineering
and construction, networking, cooling systems and Al neoclouds.

Graph 13.B: Cumulative changes in five-year CDS spreads since 1 Jan 2025. Simple
average of Al-firms with a BBB or greater long term credit rating: Alibaba, Alphabet,
Amazon, AMD, Baidu, Broadcom, Intel, Meta, Microsoft, Nvidia, Oracle, SK Hynix,
Tencent and TSMC.

Graph 13.C: Authors’ calculations based on company announcements and SEC filings,
and on reporting/estimates from Bloomberg; CNBC and The Wall Street Journal.

Graph 14.B: Outstanding bank loans in the United States (commercial and industrial
loans) and Europe (loans to non-financial corporates in EA and GB). Invested capital
of private credit funds in the United States and Europe.

Graph 15.A: Quantiles are weighted by the logarithm of each country’'s nominal GDP.
Based on data for 12 AEs and 16 EMEs.

Graph 15.C: General government, net interest payments; OECD (2026) data if
available, IMF (2026) data otherwise. For the regions, GDP-PPP weighted averages for
ten other AEs and 19 other EMEs.

Graph 16.A: Changes since pre-Covid period refers to changes since January 2020.
For the Iran conflict, changes are 27 February—27 March 2026.

Graph 17.A: Adverse supply shock intensity is constructed as 0.5 x (CPI surprises —
GDP surprises), reported as the simple average across 40 economies. Only country-
months where growth and inflation surprises move in opposite directions consistent
with supply shocks are included in calculations. Breadth and intensity are both shown
as 12-month moving averages. Growth and inflation surprises are based on annual
consensus forecasts. 2026 uses data up to March.

Graph 17.B: Acute scenario features a 50% increase in global oil prices that decays at
a rate of 40% per quarter. Severe scenario features a 50% increase in global oil prices
that decays at a rate of 5% per quarter. Severe + indexation scenario features a 50%
increase in global oil prices that decays at a rate of 5% per quarter and an assumption
that industry-level price growth is indexed to its rate in the previous quarter for firms
outside the oil, agriculture and mining industries. Estimates correspond to the effects
in the first 12 quarters in each scenario.
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