
Chapter 3 at a Glance
 • Rising geopolitical tensions among major economies have intensified concerns about global economic and 

financial fragmentation.
 • Financial fragmentation induced by geopolitical tensions could have potentially important implications for 

global financial stability by affecting the cross-border allocation of capital, international payment systems, 
and asset prices.

 • Geopolitical tensions, proxied by the divergence in the foreign policy orientation of investing and recipient 
countries, matter significantly for cross-border portfolio allocation. For example, a one-standard-deviation 
increase in geopolitical tensions between an investing and a recipient country—equivalent to the diverging 
voting behavior of the United States and China in the United Nations since 2016—could reduce bilateral 
cross-border portfolio and bank allocation by about 15 percent.

 • An increase in geopolitical tensions with major partner countries could cause a sudden reversal of 
cross-border capital flows, with the effect being more pronounced for emerging market and developing 
economies than for advanced economies.

 • This could pose macro-financial stability risks by increasing banks’ funding costs, reducing their profitabil-
ity, and lowering their provision of credit to the private sector. These impacts are likely to be dispropor-
tionately larger for banks with lower capitalization ratios.

 • Greater financial fragmentation stemming from geopolitical tensions could also exacerbate macro-financial 
volatility in the longer term by reducing international risk diversification opportunities in the face of 
adverse domestic and external shocks.

Policy Recommendations
 • Policymakers need to be aware of potential financial stability risks associated with a rise in geopolitical 

tensions and devote resources to their identification, quantification, management, and mitigation.
 • To develop actionable guidelines for supervisors, a systematic approach that employs stress testing and 

scenario analysis is needed to assess and quantify geopolitical shock transmission to financial institutions.
 • Based on the assessments of geopolitical risks, banks and nonbank financial institutions may need to hold 

adequate capital and liquidity buffers to mitigate the adverse consequences of rising geopolitical risks.
 • In the face of rising geopolitical tensions, the adequacy of the global financial safety net needs to be 

ensured through strong levels of international reserves held by countries, bilateral and regional financial 
arrangements, and precautionary credit lines from international financial institutions.

 • Given the significant risks to global macro-financial stability, countries should make utmost efforts to 
strengthen engagement and dialogue to diplomatically resolve geopolitical tensions and prevent economic 
and financial fragmentation.
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Okuda, Hamid Reza Tabarraei, Tomohiro Tsuruga (co-lead), and Mustafa Yenice, under the guidance of Fabio Natalucci and Mahvash Qureshi. 
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Introduction
Rising geopolitical tensions have intensified con-

cerns about global economic and financial fragmen-
tation. Geopolitical tensions have increased globally 
over the past few years amid deteriorating diplomatic 
ties between the United States and China, and Russia’s 
invasion of Ukraine.1 This increase is reflected in the 
growing incidence of geopolitical threats and con-
flicts, a rise in military spending across economies, 
and increased disagreement in the voting behavior of 
the United States and China on foreign policy issues 
in the United Nations (Figure 3.1). The escalation in 
geopolitical tensions has raised concerns about greater 
geoeconomic fragmentation—a policy-driven reversal 
of economic and financial integration, often guided by 
strategic considerations (Aiyar and others 2023)—that 
could be costly for the world economy.2

Geopolitical factors may already be influencing 
the global economic and financial landscape. Several 
studies document that geopolitical factors matter for 
international trade linkages and that global trade has 
declined in recent years after major countries imposed 
new restrictions on the exchange of goods and services 
(see Fisman and others 2022; Góes and Bekkers 2022; 
and the October 2022 Regional Economic Outlook: 
Asia and Pacific). Geopolitical relationships also seem 
to matter for allocating cross-border capital, with 
investors generally allocating a smaller share of capital 
to recipient countries with more distant foreign 
policy outlooks to their country of origin (Figure 3.2, 
panels 1–3; April 2023 World Economic Outlook).3 
Moreover, as geopolitical tensions have risen in recent 
years, restrictions on cross-border capital flows have 
also increased (Figure 3.2, panel 4), with apparent 

1The term “geopolitics” is a multidimensional concept that has 
traditionally been used to describe the practice of states to control 
and compete for territory, although in recent decades, power 
struggles for other reasons (such as trade or politics) and of a diverse 
set of agents—including corporations, rebel groups, and political 
parties—have also been considered as part of geopolitics. See Caldara 
and Iacoviello (2022) and references therein.

2An escalation of geopolitical tensions could lead to countries impos-
ing policy measures that restrict the cross-border flow of goods and 
services, capital, labor, and technologies with rival countries, resulting in 
increased fragmentation across countries. Such fragmentation may entail 
strategic advantages for individual countries but is likely to impose 
significant economic costs in the aggregate (Aiyar and others 2023).

3The similarity in foreign policy outlook is captured by the 
agreement in voting behavior of the investor and recipient countries 
in the UN General Assembly (see Online Annex 3.2 for details). The 
trends reported in panels 1–3 of Figure 3.2 are supported by Kempf 
and others (2022), who show that US-domiciled investors invest less 
in countries with ideologically distant governments.

implications for international capital allocation.4 For 
example, after Russia’s invasion of Ukraine and the 
subsequent sanctions imposed by the United States and 
European Union on Russia, cross-border banking and 
portfolio debt flows to Russia and its allies (countries 
that rejected the motion in the United Nations in 
March 2022 to condemn Russia’s war on Ukraine) 
have reversed sharply, with allocations falling by about 
20 and 60 percent relative to prewar levels, respectively 
(Figure 3.2, panels 5 and 6).

An increase in geopolitical tensions could have 
adverse implications for macro-financial stability. 
Imposing financial restrictions, or increased uncertainty 
and risk aversion generated by geopolitical tensions, 
could exacerbate global financial fragmentation as 
international investors reallocate investment portfolios 
and credit lines away from geopolitically more distant 
countries.5 This could trigger a sharp reversal of capital 
flows and a decline in asset prices, with associated 
consequences for macro-financial stability.6 Beyond 
these near-term effects, increased financial fragmenta-
tion may make countries more vulnerable to adverse 
domestic and external shocks by reducing opportuni-
ties to diversify risk, thereby raising the likelihood of 
systemic financial crisis in the longer term as well.

The financial effect of a rise in geopolitical tensions 
may not be uniform across countries. Countries 
are likely to be affected more if tensions escalate 
with their major economic and financial partners.7 

4The sharp increase in the number of sanctioned countries in 
2022 reflects the financial sanctions imposed by Russia on the 
European Union. The increase in financial sanctions across countries 
has been accompanied by a rise in other types of sanctions in recent 
years, notably trade sanctions (see Online Annex Figure 3.2.2).

5In principle, financial systems may already be fragmented to 
some extent because of regulatory differences, technological and 
natural barriers, market forces, trade and capital account policies, 
and taxation (Claessens 2019). Geopolitical factors could be an 
important contributor to financial fragmentation through the 
imposition of trade and capital account restrictions or an increase in 
uncertainty.

6As discussed later, the effect on capital flows, asset prices, and 
macro-financial stability could be amplified by restrictions imposed 
on trade and technology, and by supply-chain and commodity-market 
disruptions. While in principle the impact of a sudden disruption 
in financial ties with one country (or a group of countries) could be 
mitigated if the countries that are more similar geopolitically increase 
their portfolio allocation to the affected economy, in practice, such 
reallocations may take some time to materialize, leading to financial 
stress in the affected economy, particularly in the short run.

7Countries may also be affected indirectly if their major trade and 
financial partners are involved in a geopolitical conflict with another 
country through cross-border macro-financial spillovers, or financial 
contagion. This chapter focuses on the direct effect of geopolitical 
tensions with partner countries.
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Economies with less developed financial systems 
or inadequate external buffers may also be more 
vulnerable to  geopolitical shocks because of their 
limited capacity to absorb the adverse consequences of 
such shocks.

In this context, this chapter examines the 
role of geopolitical factors as drivers of financial 
fragmentation and the associated financial stability 

risks. The chapter begins by laying out a simple 
conceptual framework to discuss the main chan-
nels through which geopolitical tensions could 
lead to financial  fragmentation and threaten 
macro-financial stability. It then uses a sample of 
advanced economies and emerging market and 
developing economies over the past two decades to 
review global financial developments and empirically 
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Figure 3.1. Rise in Global Geopolitical Tensions

Geopolitical risks remain elevated, especially since Russia’s invasion of 
Ukraine.
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Sources: Caldara and Iacoviello 2022; Häge 2011; SIPRI Military Expenditure Database; Uppsala Conflict Data Program; and IMF staff calculations.
Note: Panel 1 shows the news-based geopolitical risk index computed by Caldara and Iacoviello (2022, p. 1197), which is defined as the “threat, realization, and 
escalation of adverse events associated with wars, terrorism, and any tensions among states and political actors that affect the peaceful course of international 
relations.” The index is normalized to be equal to 100 on average for the 1985–2019 period. Panel 2 is based on data from the Uppsala Conflict Data Program, where 
international military conflicts are defined as a contested incompatibility (resulting in at least 25 battle-related deaths in one calendar year) between (1) two or more 
governments (interstate); (2) a government and a nongovernmental party where the government side, the opposing side, or both sides receive troop support from 
other governments (internationalized intrastate); and (3) a state and a nonstate group outside its own territory, where the government side fights to retain control of a 
territory outside the state system (extrasystemic). Conflicts between a government and a nongovernmental party with no interference from other countries are 
excluded from the sample. In panel 2, the Uppsala Conflict Data Program divides the world into five categories geographically (America: North and South America; 
Africa: sub-Saharan Africa and North Africa; Middle East: Middle East, not including North Africa; Europe; and Asia: Asia and Oceania). Panel 3 plots the median 
military spending to GDP across all countries in the sample and the share of countries in the sample with an increase in this ratio, averaged over the indicated time 
periods. Panel 4 plots the average disagreement in foreign policy between the United States and China based on their voting patterns in the UN General Assembly 
(Häge 2011), with values standardized from –1 (less disagreement) to 1 (more disagreement). See Online Annex 3.1 for more details on data sources and variables. 
SIPRI = Stockholm International Peace Research Institute.
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analyze three key questions. First, do geopolitical 
factors influence the cross-border allocation of 
capital? Second, do geopolitical shocks, and the 
financial fragmentation driven by those shocks, 
affect macro-financial stability as proxied by the 
profitability, solvency, and lending behavior of 
banks? And third, does financial fragmentation 
make countries more vulnerable to adverse shocks 

by reducing their international risk diversification 
opportunities?8

To capture geopolitical factors, the empirical 
analysis primarily relies on a commonly used 

8See Online Annex 3.1 for the list of countries in the sample. 
The exact sample composition varies across analyses based on data 
availability.

Share of sanctioned countries
(percent; right scale)
Number of sanctioned countries

Figure 3.2. Geopolitical Tensions and Global Financial Fragmentation
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Since invading Ukraine, Russia has suffered a 
sharp decline in cross-border banking flows ...
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Sources: Bank for International Settlements, Locational Banking Statistics; FinFlows; Global Financial Sanctions Database; Institute of International Finance, Capital 
Flows Tracker; IMF, Coordinated Direct Investment Survey; IMF, Coordinated Portfolio Investment Survey; and IMF staff calculations.
Note: Panels 1–3 show the average share of bilateral cross-border financial assets allocated to a recipient country by a source country, in excess of the total 
cross-border financial assets allocated to the recipient country by all source countries. The latter adjustment is made to account for the different economic sizes of 
recipient countries. The averages are taken over the indicated years for different ranges of the bilateral foreign policy distance measure, with less, somewhat, and 
more distant indicating country pairs in the bottom, middle, and top third, respectively, of the sample distribution of the distance measure. Panel 4 indicates the 
number of countries with financial sanctions (dots) and the share of countries with financial sanctions in the sample (bars). Panel 5 shows the sum of cross-border 
banking flows over the first and second quarters of 2022 to countries that “rejected” the motion to condemn Russia’s invasion of Ukraine (including Belarus, Eritrea, 
Democratic People’s Republic of Korea, Russia, and Syria) in the UN General Assembly meeting of March 2, 2022, and all others that did not reject the motion (that 
is, those that were “absent” or voted “abstain” and “accept” on the motion; excluding Ukraine), in percent of total cross-border claims of these groups in the fourth 
quarter of 2021. Panel 6 indicates the sum of portfolio debt flows to Russia and all other countries (excluding Ukraine) that did not vote to reject the motion after the 
onset of the war (March through November 2022) in percent of their prewar (February 2022) portfolio debt allocation.
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measure of “geopolitical distance” between countries 
obtained from Häge (2011). This measure reflects 
the divergence in countries’ voting behavior in the 
UN General Assembly, such that countries with 
more dissimilar voting patterns are deemed more 
geopolitically distant.9 The sensitivity of the results 
is examined using alternative measures based on 
the UN voting behavior from Häge (2011) and 
Bailey, Strezhnev, and Voeten (2017) as well as other 
proxies such as bilateral financial sanctions and 
arms trade.10

How Geopolitical Tensions Can Affect Financial 
Stability: A Conceptual Framework

Geopolitical tensions could lead to financial 
instability through two key channels. The first is 
directly through a financial channel triggered by 
restrictions placed on capital flows and payments 
(such as capital controls, financial sanctions, and 
international asset freezing) or through an increase 
in uncertainty and investors’ risk aversion to future 
restrictions, the escalation of conflict, or expro-
priations (Figure 3.3). These factors could affect 
cross-border capital allocation and lead to finan-
cial fragmentation, as well as to a decline in asset 
prices, as investors and lenders may adjust portfolio 
investment allocations and cut cross-border credit 
lines to the rival country (or group of countries).11 
If capital is suddenly reallocated, it could gener-
ate liquidity and solvency stress in the financial 
and nonfinancial sectors by increasing funding 
costs or debt rollover risk and by reducing asset 

9This measure is based on the “S” measure in Signorino and 
Ritter (1999) and calculates the distance metric as the sum of 
squared deviations in the UN votes. See Online Annex 3.2 for 
further details.

10The various geopolitical measures considered in this chapter are 
strongly positively correlated. For example, the correlation between 
the geopolitical distance measures obtained from Häge (2011) and 
Bailey, Strezhnev, and Voeten (2017) range from 0.6 to 0.9. Simi-
larly, the likelihood of imposing financial sanctions is significantly 
higher in relation to countries that are more geopolitically distant. 
See Online Annex 3.2 for further details.

11See Coeurdacier, Kollmann, and Martin (2010) and Okawa and 
van Wincoop (2012) for more general theoretical frameworks on the 
effects of cross-border frictions and transaction costs on international 
asset and liability portfolios.

values and overall profitability, thereby threatening 
macro-financial stability.12,13

The effects of the financial channel on financial 
stability could be exacerbated through a real channel. 
An increase in geopolitical tensions could also affect 
financial instability indirectly through a real channel 
triggered by restrictions on international trade and 
technology transfer and by disruptions to supply 
chains and commodity markets. This outcome could 
adversely affect international trade and economic 
growth and generate inflationary pressures. These 
factors could, in turn, adversely affect the liquid-
ity and profitability of nonfinancial corporations, 
generating credit risks for banks and undermining 
macro-financial stability.

These financial and real channels are likely to be 
mutually reinforcing. Adverse feedback loops between 
the financial and real channels could arise if, for exam-
ple, restrictions on international trade were to reduce 
economic output, which would discourage cross-border 
investment and further weaken economic activity and 
trade interlinkages.14 Similarly, physical commodity 
market disruptions caused by a spike in geopolitical 
tensions could lead to higher inflation, warranting a 
tightening of monetary policy that could dampen asset 
prices and raise borrowing costs for nonfinancial firms, 
posing financial stability risks.

Financial fragmentation induced by geopoliti-
cal tensions could also increase the vulnerability of 
economies to adverse shocks by limiting the diversifi-
cation of cross-border exposures. Beyond the near-term 
effect of a reallocation of cross-border capital on 

12A large body of literature shows that sharp and sudden reversals 
in cross-border capital flows are associated with financial crises, 
particularly in emerging market and developing economies (Reinhart 
and Rogoff 2009; Ghosh, Ostry, and Qureshi 2017). Focusing on geo-
political risks, Phan, Tran, and Iyke (2022) show that banking stability 
declines as such risks increase, while several studies (Ghasseminejad 
and Jahan-Parvar 2021; Jung, Lee, and Lee 2021; Salisu and others 
2022) find that an increase in geopolitical risks is associated with a 
decline in stock returns and increased market volatility. Gurvich and 
Prilepskiy (2015) show that financial sanctions that Western countries 
imposed on Russia after its annexation of Crimea in 2014 had a signif-
icant effect on foreign funding and output.

13A reversal in foreign direct investment as a result of geopolitical 
tensions could lead to the closure of factories and stores, reducing 
economic growth and hurting employment directly (Busse and 
Hefeker 2007; April 2023 World Economic Outlook).

14Several studies establish a strong interrelationship between 
cross-border financial and trade linkages (for example, see Cavallo 
and Frankel 2008).



G L O B A L F I N A N C I A L S T A B I L I T Y R E P O R T  

86 International Monetary Fund | April 2023

macro-financial stability discussed earlier, financial 
fragmentation could increase the volatility of capital 
flows in the longer term by limiting the possibilities for 
international risk diversification.15 The higher volatility 
of capital flows could, in turn, lead to greater volatility 
in domestic financial  markets, making financial systems 
more susceptible to shocks and prone to crisis.16

The effects of geopolitical tensions and financial 
fragmentation depend on country characteristics. 
The effect of geopolitical tensions on macro-financial 
stability could be highly asymmetric depending on 
country characteristics such as financial intercon-
nectedness, level of financial development, and the 
size of available external buffers to help cushion the 
effect of a sudden reallocation of foreign capital. 
Countries whose currencies are commonly held as 
international reserves may also over time face a shift 

15Financial fragmentation could also increase the volatility of capital 
flows in emerging market and developing economies by limiting 
their financial deepening and development, thereby weakening their 
capacity to absorb shocks.

16While greater financial integration can also expose countries 
to external shocks and increase the volatility of capital flows, such 
risks could be mitigated through appropriate policy frameworks 
(Ghosh, Ostry, and Qureshi 2017; IMF 2020; see also Chapter 2 of 
the April 2023 Global Financial Stability Report). Moreover, several 
types of capital flows such as foreign direct investment and portfolio 
equity flows are potentially less destabilizing and can help smooth 
consumption and finance productive investment.

in the preferences of foreign official investors (such 
as central banks) toward reserve assets of geopo-
litically more aligned countries, with potentially 
destabilizing effects on financial markets (Aiyar 
and others 2023).17 In some cases, the adverse 
consequences of financial fragmentation induced by 
geopolitical tensions may be mitigated if it helps 
to ensure greater continuity in the availability of 
external finance as countries move away from less 
predictable financing from geopolitically distant 
countries to potentially more stable financing from 
geopolitically aligned countries.

The macro-financial effect of geopolitical tensions 
could spill over to other countries not directly involved 
in conflicts. The effects of geopolitical tensions could 
reverberate across borders to major trading and finan-
cial partners, posing a risk to global financial stability 
through, for example, losses at financial institutions, 
withdrawal of credit lines, decline in asset prices, high 
inflation, or a slowdown in economic activity as a 

17Central banks may reshuffle their portfolios, fearing that 
geopolitically motivated asset freezing—or other administrative 
measures—could restrict access to reserve assets. The reserve com-
position may also change naturally if, as a result of an increase in 
geopolitical tensions, countries start to trade more with geopolitically 
aligned countries, invoicing in national currencies. See Aiyar and 
others (2023) for a more detailed discussion on the implications of 
geoeconomic fragmentation for the composition of global reserves.

Source: IMF staff.
Note: The figure shows the two key channels of transmission, financial and real, through which geopolitical tensions could contribute to financial fragmentation and 
exacerbate macro-financial stability risks. In addition to these channels, macro-financial stability could also be affected if geopolitical tensions increase cybersecurity 
risks, compliance, legal and reputational risks for entities, risks associated with money laundering and financing of terrorism, or climate-related risks because of lack 
of international coordination to mitigate climate change.

Figure 3.3. Key Channels of Transmission of Geopolitical Tensions and Macro-Financial Stability
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result of disruptions to cross-border trade and supply 
chains (Chiţu and others 2022).18 The cross-border 
spillover effects are likely to be larger if geopolitical 
tensions involve major, globally integrated economies 
rather than smaller economies with more localized 
trade and financial interlinkages. While some “neutral” 
countries may be able to take advantage of the 
global reallocation of capital resulting from increased 
geopolitical tensions between major economies by 
attracting new foreign capital, the beneficial effects of 
such capital are likely to depend on their absorptive 
capacity and the policy framework in place to manage 
large capital inflows.

Geopolitical tensions could affect financial sta-
bility through several other channels. Nontradi-
tional risks such as cybersecurity risks may increase 
as a result of geopolitical tensions, threatening 
macro-financial stability.19 Geopolitical tensions and 
financial fragmentation may also split commodity 
markets along geopolitical lines and make it more 
difficult to address climate change, which requires 
international cooperation to set country-level green-
house gas reduction commitments as well as deeper 
global financial integration to support the needed 
investments to mitigate and adapt to climate change 
(Rajan 2022; Aiyar and others 2023). This might 
increase the risk of a disorderly climate transition 
that could magnify the risks to financial systems (see 
Chapter 5 of the April 2020 Global Financial Stability 
Report and Chapter 3 of the October 2021 Global 
Financial Stability Report). Furthermore, address-
ing the external debt problems of many countries 
after the COVID-19 pandemic requires cooperation 
among stakeholders, without which both creditor 
and borrower countries may suffer significant losses 
(Gaspar and Pazarbasioglu 2022).

This chapter focuses on the direct financial channel 
of transmission of geopolitical tensions. In what 
follows, the chapter documents how cross-border 
financial relationships have evolved over the past few 

18History offers examples of severe cross-border financial conta-
gion triggered by geopolitical conflicts. For example, after the rise 
in geopolitical tensions that precipitated World War I, British banks 
that were at the center of the global financial network faced defaults 
from German counterparts and liquidity constraints. In trying to 
restore their liquidity positions, British banks cut credit lines to 
counterparties in the United States, which was not yet involved in 
the conflict (Ferguson 2008).

19Other nontraditional risks may include compliance, legal, and 
reputational risks for financial institutions as well as risks associated 
with money laundering and financing terrorism.

decades to gauge any emerging signs of increasing frag-
mentation along geopolitical alignments. It then more 
formally assesses the role played by geopolitical factors 
in determining cross-border financial interlinkages and 
their implications for macro-financial stability.

The Changing Global Financial Landscape
Global financial integration increased sharply in the 

run-up to the global financial crisis, but the momen-
tum has slowed since then. Total external financial 
assets and liabilities expanded rapidly in the 1990s 
and through most of the 2000s as cross-border capital 
flows surged in both advanced economies and emerg-
ing market and developing economies amid declining 
capital account restrictions (Figure 3.4). This trend 
reversed at the start of the global financial crisis, when 
cross-border capital flows to many countries declined 
sharply. It has slowed down since then as capital flows 
relative to output have been well below their precrisis 
peak in advanced economies and in emerging market 
and developing economies.

Several factors may explain the decline in 
cross-border capital flows, including increasing capital 
account restrictions across countries. The reduced 
cross-border capital movements since the global finan-
cial crisis are largely the result of a decline in banking 
flows triggered by a retrenchment of global banks from 
foreign jurisdictions (Lane and Milesi-Ferretti 2018). 
However, other factors such as official restrictions 
increasingly imposed on capital flows may also have 
played a role (Figure 3.4, panel 3).20 Capital account 
restrictions on both capital inflows and outflows have 
increased notably since the global financial crisis and 
are now almost as prevalent as the levels observed 
in the early 1990s in both advanced economies and 
emerging market and developing economies.21

20Global banks may have retreated from international lending activ-
ity for a range of factors such as new capital and liquidity regulations 
being imposed on banks after the global financial crisis, foreign coun-
try risk being reappraised, and ultra-loose monetary policy and low 
interest rates that encouraged the growth of nonbank financial inter-
mediation (Rankin, James, and McLoughlin 2014; Avdjiev and others 
2020). Cross-border capital flows may have also declined because of 
correspondent banking relationships being reduced, particularly in 
developing economies (Rice, von Peter, and Boar 2020).

21In general, measures to capture restrictions on capital account 
transactions reflect the presence of such restrictions but not their 
intensity. Thus, it is plausible that capital account restrictions 
in place in earlier periods were generally more severe than those 
observed in recent periods.
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Despite the shifts in cross-border capital flows, 
the United States dominates in global financial 
markets, although the importance of China 
has increased. The share of the United States 
in global debt and portfolio equity investment 
has remained broadly constant over the past few 
decades, although its share in foreign direct invest-
ment has declined (Online Annex Figure 3.3.1). 
Concurrently, China and several international 
financial centers (such as Ireland and Luxembourg) 
have grown in importance in the global financial 
system, with a notable increase in their holdings of 
external assets.

Overall, bilateral financial interlinkages appear 
to have weakened in recent years, with cross-border 
investment becoming more concentrated in fewer 
partner countries. Both advanced economies and 
emerging market and developing economies tend to 
have closer financial relationships with advanced econ-
omies (Online Annex Figure 3.3.2). In the past few 
years, however, cross-border financial exposures among 
advanced economies have increased, whereas inter-
national financial exposures appear to be becoming 
increasingly concentrated more generally, with major 
advanced economies and emerging market economies 

engaging in financial trade with fewer partner coun-
tries (Figure 3.5).22

Geopolitical factors may be influencing cross-border 
capital allocation. Although global financial inter-
linkages are complex and driven by many factors, 
geopolitical affinities (as measured by the similarity 
of countries’ voting behavior in the United Nations) 
do seem to matter for cross-border capital allocation, 
as shown in Figure 3.2 (panels 1–3).23 Recent events 

22Given their sizable financial exposures to advanced economies, 
but greater differences on geopolitical issues, emerging market 
and developing economies are particularly vulnerable to a spike 
in geopolitical tensions with financial partners (Chapter 4 of the 
April 2023 World Economic Outlook).

23Disagreement between countries on foreign policy exhibits a clear 
clustering pattern, whereby countries that disagree (agree) with the 
United States also tend to disagree (agree) with the European Union, 
while those that agree (disagree) with China, tend to disagree (agree) 
with the United States (Online Annex Figure 3.3.3). Although such 
a clear-cut pattern is not visible in the network of bilateral financial 
interlinkages (Online Annex Figure 3.3.4), recent data on cross-border 
portfolio/direct investment and banking links suggest a weakening 
of the relationship of the United States and European countries with 
Russia. For exposure to China, although the trend is less clear-cut, 
two-way portfolio and direct investment allocations between China 
and the United States and other major advanced economies seem 
to have declined over the past decade, while they have increased in 
relation to Russia (Online Annex Figure 3.3.5).
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developing economies

Global liability flows
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Liability flows to emerging market and
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Figure 3.4. Developments in Global Financial Integration

Cross-border external positions expanded 
sharply in the 1990s, but the momentum has 
slowed since the global financial crisis ...
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developing economies as a percentage of the sum of their respective GDPs. Panel 2 indicates the sum of total liability flows (positive values indicate nonresident 
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periods, following Fernández and others (2016), with higher values indicating greater restrictiveness.
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also indicate that geopolitical factors are important 
in determining cross-border capital allocation. For 
example, US fund flows to China appear to respond 
to the escalating political tensions between the two 
countries, although the effect thus far does not seem to 
have been persistent (Figure 3.6). Given that investors’ 
decisions to allocate capital tend to be driven by many 
global and domestic factors, this chapter next examines 
the role of geopolitical factors in driving cross-border 
capital allocation more formally through regression 
analysis.

Geopolitical Factors Matter for Cross-Border 
Capital Allocation

A rise in geopolitical tensions weakens financial 
relationships between countries. Investors may decide 
to allocate less capital to geopolitically distant econ-
omies for several reasons, including financial restric-
tions that increase transaction costs, informational 
 asymmetries, general mistrust, and fear of expropria-
tion.  Empirical analysis based on the gravity model of 
bilateral cross-border financial relationships (Portes and 
Rey 2005) confirms this intuition, showing that source 
countries tend to allocate significantly less capital to 
recipient countries with which they have less agree-
ment on foreign policy issues.

The effect of geopolitical tensions on cross-border 
banking claims and portfolio allocation is sizable, par-
ticularly for investment funds. Specifically, controlling 
for a range of country-specific and bilateral factors, 
an increase of one standard deviation in geopolitical 

distance between a source and a recipient country—
equivalent, for example, to the divergence in the 
voting behavior of the United States and China 
in the United Nations since 2016—is associated 
with a reduction in bilateral cross-border allocation 
of portfolio investment and bank claims by about 
15 percent (Figure 3.7, panel 1).24 Investment funds’ 
cross-border portfolio allocations are more sensitive to 
similar changes in geopolitical distance, with invest-
ments declining by more than 20 percent.25 These 
impacts are conditional on several recipient country 
characteristics—specifically, cross-border allocations 
are less sensitive to changes in geopolitical tensions for 
countries that are more financially developed, or hold 
larger stocks of international reserves or net foreign 
assets (Online Annex 3.4).

24The dependent variable is (log) portfolio share of a recipient 
country in a source country’s cross-border portfolio investment 
or banking claims. To disentangle the role of geopolitical fac-
tors in bilateral cross-border investment, the model controls for 
common global factors (such as global investor risk sentiment 
and financial conditions) and macroeconomic and structural 
characteristics of countries by including source-country-time and 
recipient-country-time fixed effects. It also controls for other 
bilateral factors that may affect investor allocation decisions such as 
geographical distance and cultural and linguistic ties between the two 
countries. All regressors are lagged by one period to mitigate poten-
tial endogeneity concerns. Geopolitical distance between countries 
is measured by how much their voting behavior diverges in the UN 
General Assembly. See Online Annex 3.4 for details on the definition 
of geopolitical distance, the empirical framework, and further results.

25In addition to portfolio and banking flows, foreign direct invest-
ment tends to respond strongly to geopolitical factors, with the evi-
dence pointing to increased sensitivity in recent years (see Chapter 4 
of the April 2023 World Economic Outlook).
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Figure 3.5. Bilateral Cross-Border Financial Linkages

The concentration of portfolio and direct investment is increasing, 
suggesting a weakening of broader financial linkages.
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Sources: Bank for International Settlements, Locational Banking Statistics by Residence (restricted version); FinFlows; IMF, Coordinated Direct Investment Survey; 
IMF, Coordinated Portfolio Investment Survey; and IMF staff calculations.
Note: The Herfindahl–Hirschman Index is based on the bilateral total exposure (sum of assets and liabilities of each pair of counterparties relative to the sum of the 
total assets and liabilities of the reporting country) and is computed as the sum of squares of each reporting country’s bilateral exposure to all counterparties.
See Online Annex 3.2 for more details. G7 = Group of Seven.
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A spike in geopolitical tensions could thus trigger 
potentially large capital flow reversals from countries. 
The results of the gravity model suggest that portfolio 
and banking outflows triggered by geopolitical tensions 
could be substantial in terms of recipient countries’ 
GDPs. For example, previous results imply that if the 
geopolitical distance between a recipient country and all 
partner countries with which it already has little agree-
ment on foreign policy issues were to increase by one 
standard deviation, the median (mean) gross portfolio 
investment outflow would be equivalent to 1.5 (2.8) 
percent of the recipient country’s GDP (Figure 3.7, 
panel 2).26 The effect could also be significant globally, 
with the decline in portfolio flows amounting to about 
3 percent of world GDP.27 Broadly similar results hold 
for cross-border banking flows, although the response 
to geopolitical shocks is estimated to be smaller, with a 
median (mean) decline of 0.3 (1) percent of recipient 
country GDP (Figure 3.7, panel 3).28

The results in Figure 3.7 are robust to using other 
measures of geopolitical distance, such as the extent of 
arms trade between the source and recipient countries 
or the imposition of financial sanctions.29 For example, 
a decline of one standard deviation in bilateral arms 
trade is associated with a 4–5 percent decline in equity 
portfolio investments and banking claims to the recipi-
ent country (Online Annex Figure 3.4.2).30

26For recipient countries, bilateral partners with low levels of 
agreement on foreign policy issues are identified as those with bilat-
eral geopolitical distance above the median. This scenario analysis is 
conducted to assess the effect of a further rise in geopolitical tensions 
with countries that are already distant geopolitically, which is a more 
likely scenario than an escalation of tensions with geopolitically 
closer countries.

27To gauge the potential effect of increased geopolitical tensions 
on portfolio outflows at the global level, the effect on the recipient 
countries is weighted by their respective GDPs and then averaged.

28From the perspective of an individual country, it is likely that 
capital outflows triggered by increased geopolitical distance to rival 
countries could be partially or fully offset by capital inflows from 
countries that are close strategic partners (Online Annex Figure 3.4.1). 
Thus, some countries could emerge as beneficiaries of rising global 
geopolitical tensions by attracting new capital. However, as noted 
earlier, the macro-financial implications of such capital are likely to 
depend on countries’ absorptive capacity and policy frameworks as 
well as the stability of such flows (Ghosh, Ostry, and Qureshi 2017).

29These results are also broadly robust to using alternative geopo-
litical distance measures proposed by Häge (2011), such as the “pi” 
measure and the “ideal distance point” measure of Bailey, Strezhnev, 
and Voetens (2017). See Online Annex 3.4 for further details.

30Imposing financial sanctions on the recipient country is also asso-
ciated with a significant decline in cross-border banking claims and port-
folio investments, which generally tends to be the aim of such sanctions.

In addition to the analysis of bilateral capital allocation, 
analysis based on aggregate capital flows confirms that 
rising geopolitical tensions could cause abrupt reversals 
of capital flows. The effect is particularly pronounced for 
emerging market economies, with an increase of one stan-
dard deviation in geopolitical distance with a country’s 
financial partners, on average, associated with a decline 
in net capital flows of about 3 percent of GDP compared 
to about 2 percent of GDP for advanced economies (Fig-
ure 3.8, panel 1).31 For these economies, a large portion 
of the total effect on net capital flows corresponds to a 
decline in portfolio flows (Figure 3.8, panel 2).

In addition to their effect on cross-border capital 
allocation, an increase in geopolitical tensions 

31To study the relationship between geopolitical tensions and 
aggregate capital flows, a panel regression analysis is performed using 
a weighted-average measure of bilateral geopolitical distance (foreign 
policy disagreement based on UN voting), where the weights are shares 
of foreign portfolio and direct investment liabilities in relation to partner 
countries. See Online Annex 3.5 for further details on the estimation.
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US funds’ capital allocation to China appears to decline when 
tensions with the United States escalate.
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Note: The events marked as an escalation of geopolitical tensions between 
the United States and China (red lines) are as follows: (1) July 2018: the 
Trump Administration imposed new tariffs totaling 34 billion US dollars on 
Chinese goods; (2) May 2019: after trade talks broke down, the Trump 
Administration raised trade tariffs from 10 to 25 percent on 200 billion US 
dollars’ worth of Chinese goods; (3) January 2020: the Trump Administration 
barred all non-US citizens who recently visited mainland China from 
entering the United States amid an outbreak of a new coronavirus that was 
first reported in Wuhan, China; and (4) August 2022: US House Speaker 
Nancy Pelosi visits Taiwan, Province of China. The figure shows an 
unconditional association between geopolitical events and portfolio flows.

Figure 3.6. Tensions between the United States and 
China and Cross-Border Portfolio Investment
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could also disrupt cross-border payment activity. 
For example, financial sanctions imposed in response 
to escalating geopolitical tensions could increase the 
cost of making cross-border payments and undermine 
the interoperability of different payment platforms. 
An event-study analysis of international remittance 
flows as a form of cross-border payment activity shows 
that financial sanctions could have a strong effect 
on the volume and price of cross-border remittances 
(Box 3.1). Specifically, imposing financial sanctions 
could reduce remittance volume to the sanctioned 
country by about 17.1 percent within six quarters 
while increasing the cost of remittances (fees and 
foreign exchange margins) by 3 percentage points.

Geopolitical Shocks Can Pose Financial 
Stability Risks

Geopolitical tensions could affect the banking sector 
through several channels. First, a sudden reversal of 
cross-border credit and investments leading to finan-
cial fragmentation can increase banks’ debt rollover 
risks and funding costs (the “financial” channel in 
Figure 3.3). Second, for a given amount of external 

financing, the increased uncertainty associated with 
geopolitical tensions could widen sovereign bond and 
credit spreads, reducing the values of banks’ assets and 
increasing their funding costs.32 In addition, the effect 
of geopolitical tensions on domestic growth and infla-
tion as a result of possible disruptions to supply chains 
and physical commodity markets (the “real” channel in 
Figure 3.3) could exacerbate banks’ market and credit 
losses, further reducing their profitability and capital-
ization ratios. The solvency and liquidity stress is likely 
to diminish the risk-taking capacity of banks, prompt-
ing them to cut domestic lending, thereby exacerbating 
the decline in economic growth.

Banks’ performance could be significantly affected by 
a rise in geopolitical tensions. An increase in geopolitical 
distance between a country and its financial partners 
could significantly increase banks’ funding costs, reduce 
their profitability, and prompt them to contract lending 

32Banks in global financial centers, which intermediate funds 
between countries while also performing maturity transforma-
tion, could be particularly vulnerable to geopolitical shocks if 
they raise funds from countries that could suddenly become 
geopolitically more distant to lend in countries that exhibit greater 
geopolitical affinity.

Figure 3.7. Effect of Geopolitical Tensions on Cross-Border Capital Allocation

Greater geopolitical distance is associated 
with reduced cross-border banking and 
portfolio allocation by source to recipient 
countries ...
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the 10 percent or lower level.



G L O B A L F I N A N C I A L S T A B I L I T Y R E P O R T  

92 International Monetary Fund | April 2023

to the real economy (Figure 3.9, panels 1–3).33,34 These 
effects are notably larger for emerging market and devel-
oping economies, underscoring their greater vulnerability 
and limited capacity to absorb such shocks. The results 
also show some nonlinearity in the effect of geopolitical 
tensions, such that the overall effect—in particular, for 
banks’ lending—tends to be larger when tensions in 
relation to foreign lenders are already elevated.35

33This section uses detailed bank-level data and estimates 
panel regressions to assess the effects of changes in a country’s 
(weighted-average) geopolitical distance in relation to foreign 
lenders on banks’ funding costs, profitability, and real loan growth. 
The data are composed of annual unconsolidated financial state-
ments of more than 5,000 banks from 52 advanced economies 
and emerging market and developing economies. The regressions 
control for relevant bank-level characteristics, macroeconomic 
fundamentals, and time effects. All regressors are lagged one period 
to mitigate potential endogeneity concerns. See Online Annex 3.6 
for more details on the estimation methodology and results.

34In addition to higher interest expenses, a deterioration in bond 
valuations and credit quality of loan portfolios could also undermine the 
profitability of banks. Completely disentangling the financial channel 
from the real channel (for example, fully absorbing indirect credit 
demand side effects) is feasible if more granular data were available. For 
example, such granular data could allow for exploiting within-country 
bank-level variation in geopolitical distances in relation to foreign lenders.

35The nonlinearity is captured by including an interaction term 
between the (lagged) geopolitical distance measure and a dummy 
variable, which takes the value one if this distance is greater than the 
75th percentile of the distribution of geopolitical distance for the 
specific sample. The coefficient on the interaction term in the regres-
sion for banks’ funding cost is negative when considering the lagged 
geopolitical distance measure as in the baseline; however, it turns 
positive and statistically significant when considering the contempo-
raneous geopolitical distance measure instead.

In general, well-capitalized banks are less affected 
by geopolitical shocks than those that hold less 
capital. Separating the effect of geopolitical shocks 
on banks with high capital ratios (that is, those 
with capital ratios in the top 25th percentile of 
the specific country-year distribution) versus other 
banks, the results show that the latter experience a 
much larger increase in borrowing costs, decline in 
profits, and reduction in lending than the for-
mer (Figure 3.9, panels 4–6).36 This suggests that 
building bank capital buffers should be considered 
an effective way to mitigate the transmission of 
geopolitical shocks to the real economy (through 
credit provision).

Financial Fragmentation Can Exacerbate 
Macro-Financial Volatility

Global financial fragmentation resulting from 
an escalation of geopolitical tensions could lead to 
a loss of international risk diversification benefits, 
making countries more vulnerable to adverse 
shocks. Under financial integration, countries 

36In addition to higher interest expenses, a deterioration 
in bond valuations and credit quality of loan portfolios could 
also undermine the profitability of banks, including through a 
“sovereign-bank nexus” (April 2022 Global Financial Stability 
Report). Disentangling these channels is difficult because of the lack 
of granular data.

Figure 3.8. Effect of Geopolitical Tensions on Aggregate Capital Flows

An increase in geopolitical distance could lead to a significant decline 
in capital flows ...
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can reduce their vulnerability to domestic and 
external shocks by maintaining internationally 
diversified portfolios of assets and liabilities to 
help smooth consumption (Obstfeld 1994). By 
contrast, an escalation of geopolitical tensions 

that triggers a cross-border reallocation of credit 
provision and investments can result in more 
concentrated cross-border financial linkages 
with fewer financial partners and increase 
countries’ vulnerability to shocks by limiting their 
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Source: IMF staff calculations.
Note: Panels 1–3 show the effect on bank outcome variables when a country experiences a one-standard-deviation increase in geopolitical distance in relation to 
foreign lenders. The outcome variables are (1) total interest expenses-to-total interest-bearing liabilities, (2) (log) operating profits-to-total assets, and (3) (log) real 
outstanding gross loans (gross loans in local currency terms divided by the domestic consumer price index). To capture potential nonlinearity in the relationships 
between geopolitical distance and bank performance indicators, the regressions include an interaction term of geopolitical distance with a dummy variable equal to 
one when the distance is “high” (above the 75th percentile of the distribution of geopolitical distance for the specific sample) and zero when the distance is “low.” 
Panels 4–6 report whether results differ based on bank capital ratios and is estimated for banks in EMDEs only. “High capital ratio” corresponds to banks with 
equity-to-total assets ratio above the 75th percentile of the equity-to-total assets ratio of banks in a given country in a given year. The model further includes a large 
set of bank- and country-specific macro variables as well as bank and year fixed effects. See Online Annex 3.6 for further details. Solid bars indicate statistical 
significance at the 10 percent level or lower. AEs = advanced economies; EMDEs = emerging market and developing economies.

Figure 3.9. Banks’ Performance and an Increase in Geopolitical Tensions
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risk-sharing opportunities.37 Fragmentation can thus 
also exacerbate the risk of systemic financial stress 
across countries in the longer term.

Increased concentration of international finan-
cial positions amplifies the propagation of external 
macro-financial shocks, especially to emerging 
market economies. Empirical analysis shows that 
in the face of an adverse foreign monetary policy 
shock—proxied by a 100-basis-point increase in 
the monetary policy rate of an economy’s largest 
financial partner—net capital flows to emerg-
ing market economies with more concentrated 
international financial positions decline notably 

37Risk diversification may not only depend on the concentration 
of exposures but also on the correlation of the underlying assets in 
the international portfolio relative to the home portfolio. Overall, 
empirical evidence on the risk-sharing benefits of financial integra-
tion is mixed (Kose, Prasad, and Terrones 2007). Coeurdacier, Rey, 
and Winant (2020) argue that the effect of financial integration on 
welfare is heterogeneous across countries, depending on risk char-
acteristics. In general, countries facing a higher level of uncertainty 
(such as emerging markets) potentially gain more from risk sharing.

(Figure 3.10, panel 1).38 The effect is both 
substantial—on average, about 2 percent of GDP—
and persistent, lasting up to eight quarters. How-
ever, the effect of a foreign monetary policy shock 
of a similar magnitude on emerging market econo-
mies with less concentrated international financial 
exposures is neither economically nor statistically 
significant ( Figure 3.10, panel 2).39

Overall, reduced diversification of international 
financial positions is associated with greater volatility 

38In this exercise, countries with a higher-than-median 
Herfindahl–Hirschman Index score of portfolio and direct invest-
ment liabilities are classified as concentrated. These findings are 
obtained from a local projection analysis of a sample of advanced 
economies and emerging market economies between the first quarter 
of 2000 and the fourth quarter of 2021 while controlling for other 
relevant external factors and domestic macroeconomic and structural 
characteristics. See Online Annex 3.7 for more details on the empiri-
cal methodology and results.

39The effect of a foreign monetary policy shock is also not strong 
for advanced economies perhaps because their higher level of finan-
cial development allows them to better hedge against such shocks 
(Online Annex Figure 3.7.1).

1. Increase in Foreign Policy Rates and
Net Capital Flows to Emerging Market
Economies: More Concentrated Foreign
Portfolios

Monetary tightening in partner countries implies a significant decline in net capital flows to 
emerging markets with more concentrated foreign exposures relative to those with less 
concentrated exposures.

Figure 3.10. Financial Fragmentation Amplifies Vulnerability to Shocks
(Percent of GDP)
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Note: Panels 1 and 2 show the cumulative impulse response of net capital flows to GDP to foreign monetary policy shocks of countries with high- and low- 
concentrated financial exposures, respectively, over different horizons. Countries with higher (lower) than median value of Herfindahl–Hirschman Index of portfolio 
and direct investment liabilities are classified as more (less) concentrated. Foreign monetary policy shock is captured by the change in the monetary policy rate of the 
largest financial partner country (where financial partners are based on foreign portfolio and direct investment liability exposures) for each country. Dashed lines 
represent the 95 percent confidence interval. Panel 3 shows the effect of an increase in the foreign portfolio concentration measure from zero (full diversification) to 
one (full concentration). Panels 1 and 2 are based on the empirical framework presented in Online Annex Figure 3.7.1, and panel 3 is based on the results presented 
in Online Annex Figure 3.7.2. Bars indicate statistical significance at the 10 percent level or lower.
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of capital flows. In general, countries with more 
concentrated cross-border financial positions experi-
ence a higher volatility of net capital flows to GDP 
(Figure 3.10, panel 3). Specifically, moving from 
a case of full diversification (that is, if a country 
has equal financial exposures to all countries in 
the world) to extreme concentration (that is, if a 
country has only one partner country) implies a 
5.5 percentage-point increase in the volatility of net 
capital flows to GDP. The effect is more pronounced 
for emerging market economies than for advanced 
economies, confirming the weaker capacity of the 
former to absorb shocks. The effect is also stronger 
for countries that have smaller stocks of interna-
tional reserves (Online Annex 3.7), confirming 
the role of reserves in insuring countries against 
macro-financial volatility.

The welfare loss stemming from reduced risk 
diversification opportunities could be notable even 
in more advanced economies. A scenario analysis 
based on a simple modeling exercise for the Group 
of Seven economies suggests that the volatility of 
macro-financial variables such as output, consump-
tion, corporate profits, and stock and bond prices 
could increase notably in some countries under 
fragmentation, implying a significant loss of diversifi-
cation benefits (Box 3.2).

Conclusions and Policy Recommendations
This chapter has shown that rising geopolitical 

tensions can lead to financial fragmentation through 
cross-border capital reallocation and sudden reversals 
of international capital flows. Financial fragmentation 
induced by geopolitical tensions can increase banks’ 
funding costs, reduce their profitability, and prompt 
them to contract lending, with potentially adverse 
effects on economic activity. Emerging market and 
developing economies are more vulnerable to adverse 
geopolitical shocks than are advanced economies. 
Countries can, however, mitigate these risks by holding 
adequate international reserves and by promoting finan-
cial development. In addition, banks can mitigate these 
risks by holding larger capital buffers. The analysis also 
shows that if geopolitical tensions persist, the long-term 
costs associated with reduced cross-border risk diver-
sification in the form of capital flow and broader 
macro-financial volatility could be substantial.

To mitigate the macro-financial stability risks arising 
from heightened geopolitical tensions, policymakers 
should consider taking the following steps:

 • Strengthen Financial Oversight
Supervisors, regulators, and financial institutions should 

be aware of the risks to financial stability stemming 
from a potential rise in geopolitical tensions and devote 
resources to identify, quantify, manage, and mitigate these 
risks. Unexpected but plausible geopolitical shocks could 
adversely affect financial institutions that are inadequately 
prepared to absorb losses; therefore, proper risk manage-
ment and preparedness is crucial. A better understanding 
and monitoring of the interactions between geopolitical 
risks and “traditional” credit, interest rate, market, liquid-
ity, and operational risks could help prevent a potentially 
destabilizing fallout from geopolitical events.40

A more systematic approach to the assessment and 
quantification of geopolitical shock transmission to 
financial institutions is needed to develop actionable 
guidelines for supervisors. Geopolitical risks and their 
transmission mechanisms could be more formally embed-
ded in stress-testing frameworks and scenario analysis to 
help inform discussions between supervisors and finan-
cial institutions (including through the Internal Capital 
Adequacy Assessment Process) to build adequate buffers.

 • Build Adequate Buffers and Safety Nets
In response to rising geopolitical risk, economies 

reliant on external financing should ensure an adequate 
level of international reserves as well as capital and 
liquidity buffers at financial institutions. Countries 
that are exposed to greater geopolitical risk should con-
sider building stronger buffers of international reserves 
to mitigate the adverse macro-financial consequences 
of a sudden reallocation of cross-border capital.41 

40Stringent financial restrictions may prompt a shift of capital 
flows in the restricted country away from well-regulated traditional 
banks to less regulated or unregulated nonbank financial institutions 
and crypto assets. To address this risk, supervisors and regulators 
should expedite the development of a global supervisory and regula-
tory framework for nonbank financial institutions. See Chapter 2 for 
a discussion.

41The possibility of freezing reserve assets by reserve-issuing 
countries in the face of an escalation in geopolitical tensions could 
influence the reserve management decisions of countries toward 
more geopolitically aligned countries, or lead to more diversified 
reserve portfolios with possibly increased allocations to gold, and 
raise the demand for global financial safety net resources (Aiyar and 
others 2023; Arslanalp, Eichengreen, and Simpson-Bell 2023).
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Regarding the capital and liquidity buffers of financial 
institutions, the transmission of geopolitical shocks (if 
material) should be considered in the quantification 
of credit, interest rate, market, liquidity, and opera-
tional risks. The buffers should be calibrated to protect 
against extreme but plausible losses associated with the 
materialization of tail risk.

Policymakers should strengthen crisis preparedness 
and management frameworks to deal with poten-
tial financial instability arising from an escalation 
of geopolitical tensions. In addition, cooperative 
arrangements between different national authori-
ties should continue for effective management and 
containment of international financial crises including 
through development of effective resolution mecha-
nisms of financial institutions that operate in multiple 
jurisdictions (IMF 2014).

Higher risk of capital flow reversals driven by geo-
political tensions will increase the demand for global 
financial safety nets. Mutual assistance agreements 
between countries—through regional safety nets, cur-
rency swaps, or fiscal mechanisms—could help smaller 
countries weather shocks.42 The IMF could play an 
important role in mitigating the risks from financial 
fragmentation through its financing facilities, particu-
larly the precautionary lending toolkit at the request of 

42It is possible for mutual assistance mechanisms to be affected 
by geopolitical tensions and available only to countries with close 
strategic ties.

its member countries. In addition, the IMF could help 
countries build resilience and cope with geopolitical 
shocks through policy advice and capacity develop-
ment (Aiyar and others 2023).

 • Strengthen International Cooperation
In the face of geopolitical risks, efforts by interna-

tional regulatory and standard-setting bodies should 
continue to promote convergence in financial regula-
tions and standards to prevent an increase in financial 
fragmentation. In cases where countries opt for unilat-
eral actions, guardrails could help to limit cross-border 
spillovers (Aiyar and others 2023). For example, deep-
ening international cooperation to improve cross-border 
payments, and developing an international framework 
to enhance the interoperability of payment systems, 
could help to mitigate disruptions to cross-border pay-
ment services arising from geopolitical tensions.

Imposing financial restrictions for national security 
reasons could have unintended consequences for global 
macro-financial stability. Although imposing financial 
restrictions might address national security concerns, 
policymakers need to be aware of the potential risks to 
global macro-financial stability from increased financial 
fragmentation, high inflation, lower global economic 
growth, and financial contagion. Policymakers should 
thus make utmost efforts to resolve political conflicts 
through diplomacy and negotiations to prevent an 
escalation of geopolitical tensions and weakening of 
global economic and financial ties.
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Rising geopolitical tensions often generate the risk 
of cross-border payment disruptions as a result of 
imposing financial restrictions. Such restrictions may 
include freezes of financial assets and investment activ-
ities of individuals, firms, and banks and—in extreme 
cases—shutting down the cross-border payment com-
munication protocol. Depending on their intensity 
and scope, these restrictions aim to impede the ability 
of domestic entities to transact with the rest of the 
world by increasing the cost (fees and foreign exchange 
margins) of making cross-border payments and 
reducing their volume. To formally assess the effect of 
financial restrictions on cross-border payments, this 
box analyzes the effect of bilateral financial sanctions 
on international remittances, which are an important 
type of cross-border payment and represent a major 
source of external income for many economies.1

1Lack of data availability precludes a broader analysis of the 
effect of geopolitical tensions on all types of payments (for exam-
ple, trade payments). The focus here is on remittances because they 
are an important source of financing for low- and middle-income 
countries—on average, amounting to about 2.5 percent of GDP, 
but in some cases more than 26 percent. G20 countries have com-
mitted to reducing the global average remittance cost to 5 percent, 
and the UN Sustainable Development Goals have indicated a 
target of 3 percent to be reached by 2030.

The average cost of sending remittances has declined 
over the past decade as a result of technological 
progress and global cooperation (World Bank 2022). 
This trend, however, appears to have reversed in some 
regions since Russia’s invasion of Ukraine.2 In particu-
lar, the average cost of sending remittances (weighted 
by the volume of remittances) to Eastern Europe and 
Central Asia surged by 27.4 percent between the end 
of 2021 and the second quarter of 2022 (Figure 3.1.1, 
panel 1). A formal analysis of the effect of financial 
sanctions on remittances in 18 countries from the 
first quarter of 1980 to the second quarter of 2022 
confirms that such measures could have a significant 
effect on the cost and volume of sending cross-border 
remittances (see Online Annex 3.5 for further details 
on the estimation methodology). Specifically, the 
results show that financial sanctions increase the cost 
of sending remittances (measured as a percentage 
of the remitted amount) to sanctioned countries by 
3 percentage points (Figure 3.1.1, panel 2), whereas 
the volume of remittances drops by 17.1 percent after 
six quarters of sanctions (Figure 3.1.1, panel 3).

2Regional grouping of the remittance price data is based on 
World Bank (2022).

Range by region
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Figure 3.1.1. Effect of Geopolitical Tension on International Remittances

The cost of sending remittances to 
Europe and Central Asia has increased 
since Russia’s invasion of Ukraine.
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Box 3.1. Geopolitical Tensions and Cross-Border Payments: A Case Study of Remittances
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Financial fragmentation driven by an escalation 
of geopolitical tensions can limit international risk 
diversification opportunities for countries and increase 
the volatility of key macro-financial variables such 
as output, consumption, corporate profits, and asset 
prices. To assess the potential loss of diversification 
benefits under financial fragmentation relative to full 
integration, this box considers the case of the Group 
of Seven (G7) economies and applies a two-country 
open-economy model with trade in stocks and 
bonds developed by Coeurdacier, Kollmann, and 
Martin (2010).

The model is designed to explain the “equity 
home bias” puzzle—that is, the observed preference 
of domestic residents to hold local equity relative to 
foreign equity—in G7 economies. The model also 
generates plausible macro-financial dynamics after total 
factor productivity and investment-specific technology 
shocks. In the model, households can obtain interna-
tional diversification benefits by investing in foreign 
equity because of imperfectly correlated total factor 
productivity and investment efficiency shocks across 
economies. Home bias arises because wage income 
and dividends from domestic equity investments are 
imperfectly correlated, providing some opportunity for 
risk diversification domestically.1

The model is simulated individually for each 
G7 economy under four scenarios characterized by 
different degrees of global financial fragmentation. 
In the “full integration” scenario, G7 economies trade 
with the rest of the world (composed of a sample of 
53 countries). Under the “moderate” and “extreme” 
fragmentation scenarios, G7 economies are unable to 
engage in financial transactions with countries that are 
geopolitically less similar—that is, their geopolitical 
distance measure (based on UN voting behavior) in 
relation to the G7 economies exceeds the top 25th 
and 50th percentiles of the sample distribution, 
respectively. Finally, in the “autarkic” scenario, the 
G7 economies are self-sufficient and financially cut off 
from all other economies.

1Online Annex 3.7 presents further details on the structure of 
the model and its parameterization.

The results indicate that financial fragmentation 
could notably exacerbate the vulnerability of G7 
economies to shocks, increasing the volatility of 
their macro-financial variables. For example, under 
the moderate and extreme fragmentation scenarios, 
the median volatility of output increases by 1 and 
3 percentage points, respectively, relative to the full 
integration scenario, while the median volatility of 
(real) consumption, corporate profits, equity and bond 
prices increases in the range of 2–8 percentage points 
(Figure 3.2.1, panel 1).

The increase in volatility under fragmentation in 
turn implies a potentially significant loss of diversifi-
cation benefits. To quantify this loss, the increase in 
volatility of output, consumption, corporate profits, 
and stock and bond prices under fragmentation is 
compared with the increase in the volatility of these 
variables under the autarky scenario, and the ratio 
of the changes in volatilities is defined as the diver-
sification benefit. As can be seen in Figure 3.2.1, 
panel 2, “moderate” fragmentation implies that about 
20 percent of the diversification benefits from financial 
integration would be lost, while nearly 40–50 percent 
of the benefits would be lost under the “extreme” 
fragmentation scenario.2

While these estimated losses are significant, several 
caveats to the analysis are warranted. The simulations 
only focus on the loss of cross-border investment 
diversification benefits and assume full substitutability 
of foreign goods production among foreign countries 
that are available to trade with G7 economies. Alter-
native assumptions, or broader geoeconomic frag-
mentation also affecting trade, technology diffusion, 
and labor migration, could impose additional costs. 
Neither do the simulations take into account any 
potential benefits from fragmentation, such as from 
capital reallocation, or whether financial fragmentation 
genuinely reduces threats to national or global security.

2These magnitudes are in line with other studies that have a 
similar setup and consider a production economy with capital 
(Coeurdacier, Rey, and Winant 2020) but are smaller than those 
that consider an endowment economy (Van Wincoop 1999). 
This is because in a production economy, capital can be used in 
autarky to smooth the effect of shocks, which reduces the diversi-
fication benefit from integration.

Box 3.2. Financial Fragmentation: Loss of Diversification Benefits
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Figure 3.2.1. Macro-Financial Volatility and Loss of Diversification Benefits in the G7 Economies 
under Fragmentation

Macro-financial volatility could increase under 
fragmentation relative to full integration ...
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Source: IMF staff calculations.
Note: Bars in panel 1 show the median volatility (standard deviation) of (real) output, consumption, corporate profits, and equity and 
bond prices in the home country under two fragmentation scenarios—“moderate” (“extreme”), where the home country does not 
financially trade with countries to which the bilateral geopolitical distance measure lies in the top 25th (50th) percentile of the sample 
distribution. Whiskers indicate the interquartile range of the effect across G7 economies. Panel 2 shows the loss of diversification 
benefit under fragmentation, quantified as the difference in volatility for each variable under fragmentation relative to an autarkic 
scenario. See Online Annex 3.7 for further details of the modeling exercise. G7 = Group of Seven.

Box 3.2 (continued)
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