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e Energy markets are starting to price a longer lived disruption (link)

e European markets extend decline as war continues (link)

e Stocks in Pakistan stage partial recovery after Monday market closure (link)
e Sri Lanka under pressure as oil prices rise (link)

e Escalating geopolitical tensions raise risks for EM bond market (link)

e Strong liquidity helps US Treasury market act as shock absorber (link)
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Global markets in retreat as Middle East conflict continues

Market conditions have deteriorated as it becomes clear that the conflict in the Middle East might
last longer than expected. The strait of Hormuz is effectively closed and oil prices have broken above
yesterday’s high, with Brent crude now trading at $84/barrel. Natural gas prices have soared after the
world’s largest LNG plant in Qatar remains closed. The US dollar is stronger versus most major currencies,
playing its traditional role as a safe haven, but worries about the impact of higher oil prices on inflation have
caused government bond yields to rise sharply, with the benchmark 10-year Treasury, bund, and gilt yields
all up by 15-16 bps since Friday. Stocks in Europe are down 4% over the past two days, while US equity
index futures are lower by 1.5-2% this morning. An unexpected rise in euro area inflation added fuel to the
fire. Worries about emerging markets are growing, with energy importers expected to come under pressure,
as is already being seen in countries such as Pakistan, Egypt, and Sri Lanka. The yen is approaching 158
versus the dollar, nearing levels that have caused the authorities to intervene on past occasions.
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Energy Markets

Large and long lasting oil price spikes can be accompanied by major volatility in asset markets, and
markets are beginning to price a longer lasting episode. History shows that oil price shocks can have
very negative impacts on markets. Brent is trading near $84/barrel today, but in 2022, oil reached almost
$130 after the Ukraine invasion began. Natural gas price increases are also much less extreme than 2022.
Options pricing for the USO oil ETF indicate that the chance of a price more than 10% over the next month
is still quite low. Nevertheless, oil has broken above yesterday’s high levels as markets confront the
possibility that the situation in the Middle East could take time to be resolved.

Exhibit 4: Option-implied probability of a change in
oil prices (USO) >10%/<-10% in the next 1 month

Exhibit 2: Cross-asset performance during S&P 500
sell-offs around Geopolitical risk spikes with higher
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Global Investment Research

Meanwhile, the oil futures market is beginning to price in a longer lasting episode, as the implied volatility
on out of the money options on WTI futures is back to levels last in June 2025 during the first attack on Iran.
One month implied volatility is also higher but is still well below its June 2025 level. One year volatility
remains quite subdued. Although equities in Europe and most of the Middle East were hit hard on Monday,
stocks in the US rebounded off their morning lows and ended the day by actually posting small gains.
However, today looks worse as the European selloff continued and US equity index futures were down
sharply.

Longer Conflict Getting Priced In
Three month implieds for WTI now pushing out to fresh highs
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The key question is how long the conflict will last. The June 2025 flareup was severe but markets quickly
went back to normal as both sides de-escalated. Some analysts are worried that matters could escalate
further from here, with neither side showing a willingness to back down. There could be further attacks on
energy infrastructure and other key facilities in the region. Markets are especially vulnerable at present
because volatility was very low before the war began and valuations were very expensive, making them
vulnerable to a correction. If a sustained rise in oil prices causes inflation to return, the outcome could be
very negative.
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Figure 4: What's different today? The bad news: This event possibly more
serious than the recent past
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United States
LIQUIdIty in the US Treasury Figure 1: Duration-weighted market depth has risen roughly 25% over
market has improved significantly ;I&Last three months and remains near its highest levels since late

in recent months, enabling it to

Figure 2: The improvements in market depth to start the year have
been fairly uniform across the curve, with the largest increase at the
long end...

Duration-weighted market depth®, 1-week moving average; $mn 10-year Treasury Market depth and daily trading volume statistics"; units as indicated
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improvements are most notable at the long end. The orderly Treasury trading environment has been helped
by the strong rally that began the year, with the benchmark 10-year Treasury yield falling below 4% on
Friday for the first time since November, from a peak of 4.30% in the middle of January. This has helped
keep interest rate volatility low both on an implied as well as realized basis, which further helps liquidity.
Funding markets have also been quiet, with the Fed ending QT in December and with its Reserve
Management Purchases (RMPs) scheduled to begin. The US Treasury’s liquidity support buybacks have
also supported the market. Dealers are increasing their Treasury holdings, perhaps in anticipation of
deregulatory measures by the administration. Rates are higher since the war began on worries about the

impact of the conflict on oil prices and inflation.

* 8um of the three bids and offers by queue position, averaged between 8:30 and 10:30am. This s
the sum of 2-, 5, 10-, and 30-year depth in 10-year equivalents
Sourca: BrokerTec, JP. Morgan

* Current reflects latest 1-week average
Source: BrokerTec, J.P. Morgan

Euro area

European equities fell and bonds extended losses with no signs of de-escalation of the war in Iran.
The Stoxx 600 index was down by -2.6% with losses across all sectors; banks continued to underperform
(-3.5%, -6.7% week-to-date) along with utilities (-3.4%), tech stocks (-3%) and industrials (-3%). All
European bourses traded in the red, with Italy (FTSEMIB -3.1%) and Spain (-3.2%) losing the most.
Notably, energy stocks were also down (-0.8%) after rising in early morning as oil and natural gas continued
to soar. The Brent price climbed further 5.4% to $81.95/barrel on the back of the effective closure of
the Strait of Hormuz. Rabobank expects attacks on shipping to persist for up to three months, with
disruptions to oil and LNG flows lasting even longer; it raised its forecast for Brent crude to $85/barrel
to Q2 and to $81.50 in 4Q from prior estimates of around $70. European natural gas price (the benchmark
Dutch TTF futures contract) jumped by another 29.2% this morning to reach €58.1/MWh (+80% since
Friday), after Qatar halted production at the world's largest liquefied-natural-gas export facility. The euro
continued to retreat (-0.8%) against a globally stronger dollar, to trade at $1.1584/€, the weakest level in a
month.
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Eurozone government bond (EGBs) yields jumped, with the curve bear flattening as front-end yields
added about 10bps (2y and 5y Bund yields +11bps at 2.19% and 2.43%), after money markets shifted
to expect tightening from the ECB in H2 pricing-in today +11bps of rate hikes by the December
meeting against -13bps priced-in for the same period last Friday. Besides inflation from higher energy
prices, today’s February preliminary inflation data for the Eurozone also surprised to the upside, with
the CPI printing at 1.9%yl/y (vs. est. 1.7%) and core inflation at 2.4%y/y (vs. est. 2.2%). Longer-term EGBs
also sold off today, with the 10y Bund yield up by 9bps to 2.79% mirroring the rise of 10 breakeven inflation
rate to 1.95% (+9bps).

10y Bund-swap and Southern spreads Euro-Area Inflation Unexpectedly Accelerated in
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United Kingdom

Yields on UK gilts jumped this morning, with the curve bear-flattening as 2y and 5y yields rose by as
much as 17bps to respectively 3.81% and 4.04%. The movement mirrored money market repricing of the
policy rate (currently at 3.75%) path through 2026 (and 2027) on fears of inflation from higher energy prices.
Traders scaled down bets of future rate cuts to price in -27bps of easing from the Bank for England
by February 2027, against -38bps priced-in yesterday and -52bps last Friday. Gilt sold also on
longer-terms underperforming Bunds and US Treasuries, with the 10y yield up by 15bps to 4.52% and the
30y yield at 5.20% (+12bps), ahead of the Spring Statement from the Chancelor of the Exchequer later
today. The pound sterling weakened (-1%) against the dollar, to trade at $1.3272/£

UK gilt yields, swap rates and inflation swaps curves Soaring Energy Costs Can Delay Progress to 2%
/ Impact of Higher Energy Costs / BOE's February Forecast
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Japan

The stock market extended its decline (Nikkei bpollar-ven Rises Above 157 Level

225: -3.1% after falling by 1.4% on Monday) as the =~ -
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range—fueling speculation of possible intervention. Meanwhile, the 10y JGB auction drew solid demand,
with a bid-to-cover ratio at 3.3, above both the prior auction (3.02) and the 12-month average (3.23), offering
some relief amid elevated geopolitical risks. Still, strategists cautioned that inflation concerns are likely to
keep upward pressure on yields. The 10y JGB yield rose +5.4bps to 2.14% today, though it remains below
levels seen at the previous February auction and well off January’s multi-year high.

Emerging Markets back to top

EMEA equities were mostly lower as geopolitical tensions and higher energy prices weigh on risk
sentiment. In the Middle East, equities were trading mixed with Saudi Arabia (+0.4%) and Kuwait (+0.6%)
outperforming, while equities in Qatar were underperforming (-0.8%). Most other EM Asian equities
extended losses (EM Asia: -4.3%) for a second day as risk-off sentiment deepened, led by Korea
(Kospi: -7.2%) after returning from a holiday. EM Asian currencies mostly weakened (EM Asia: -0.3%)
against the dollar. Like most EMs, LATAM markets came under pressure as risk-off sentiment
prevailed following the U.S. attacks on Iran over the weekend. Amid the broad appreciation of the U.S.
dollar, regional currencies weakened, except for Mexico and Colombia, which are both net crude exporters.
Regional equities also traded lower.

Emerging Market Debt
Elevated uncertainty and escalating Figure 1: Positive EMEBI total return driven by UST gains

geopolitical tensions pose risks to EM =
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Pakistan

The stock market rebounded modestly (KSE: +4.2%) after a record -9.8% selloff yesterday on
renewed geopolitical tensions. Strategists attributed the sharp decline partly to forced unwinding by
brokers in leveraged retail accounts. Meanwhile, Goldman Sach noted Pakistan's USD sovereign bonds
remain at distressed levels despite last year’s outperformance. They added that the yield curve is flat to
inverted, with elevated front-end yields versus similarly rated peers and long-dated bonds pricing in a
relatively high probability of default. The Pakistan Bureau of Statistics data shows that February inflation
accelerated (+7% yly), lower than the estimate (+7.3%) but higher than January (+5.8%). Economists
warned that lifted oil prices driven by the Middle East tension could further raise imported inflation risks.
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Rising inflation risks, alongside a widening trade deficit—up +25% y/y to $25.04bn in the first eight months
of the fiscal year—have reinforced expectations that the State Bank of Pakistan will hold its policy rate at
10.5% this week. The conflict with Afghanistan heightens the uncertainty.

Pakistan Stocks Drop on Rising Middle East Tensions Exhibit 2: Pakistan's USD bond curve is flatter than similarly rated peers
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Sri Lanka
The stock market fell sharply (CSEALL: -5.4%) amid fears = Reserves/ Assessing Reserve Adequacy (ARA) metric
. . . . . 300
of oil supply disruptions. Barclays estimates that a 10% rise
in Brent crude could cut GDP growth by 0.3-0.5ppt, mainly [
through a higher oil import bill and inflation pass-through. Asa  ** |
net oil importer, with oil accounting for about 22% of total ™ |
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could depreciate 3—-5% more than baseline, given end-2025 FX  source: IUF Haver, CitiResearch calculations

reserves of $6.8bn (3.7 months of imports). MTI Consulting highlighted additional vulnerabilities from Sri
Lanka’s exposure to the Middle East through tea exports and remittances, with around 50% of tea exports
and nearly one million workers linked to the region. Citi also cautioned that oil shocks could raise inflation
expectations, exposing low-reserve frontier markets like Sri Lanka to capital outflows and FX weakness.
Despite these risks, the Sri Lanka rupee has so far remained broadly stable.
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Colors denote tightening/easing financial conditions for observations greater than 1.5 standard deviations. Data
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Emerging Market Financial Indicators
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