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The primary responsibility of the Financial Policy Committee (FPC), a committee of the Bank
of England, is to contribute to the Bank of England’s financial stability objective. It does this
primarily by identifying, monitoring and taking action to remove or reduce systemic risks, with
a view to protecting and enhancing the resilience of the UK financial system. Subject to that,
it supports the economic policy of His Majesty’s Government, including its objectives for
growth and employment.

This Financial Stability Report sets out the FPC’s view of the outlook for UK financial stability,
including its assessment of the resilience of the UK financial system and the main risks to UK
financial stability, and the action it is taking to remove or reduce those risks. It also reports on
the activities of the Committee over the reporting period and on the extent to which the
Committee’s previous policy actions have succeeded in meeting the Committee’s objectives.
The Report meets the requirement set out in legislation for the Committee to prepare and
publish a Financial Stability Report twice per calendar year.

In addition, the Committee has a number of duties, under the Bank of England Act 1998. In
exercising certain powers under this Act, the Committee is required to set out an explanation
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Financial Stability Report Summary

Overall summary

e Vulnerabilities in risky asset valuations, sovereign debt markets, and risky credit
markets, including in private credit, previously highlighted by the FPC remain, and
some have become more pronounced since the December 2025 Financial Stability
Report. Notably, there has been a substantial increase in the use of leverage in equity
markets.

» Developments in the Middle East have affected the global risk environment
materially. Despite this, the UK financial system has remained resilient and has continued
to support the UK real economy, emphasising the benefits of the resilience that has been
built.

» Recent rapid advances in frontier Artificial Intelligence (Al) capabilities have
increased financial stability risks related to cyber and operational resilience.

The macroeconomic environment

e The conflict in the Middle East has resulted in a substantial negative supply shock
to the global economy and triggered significant market reactions. Energy and some
other commodity prices, as well as sovereign bond yields, have been volatile, initially rising
sharply above pre-conflict levels. Market interest rates globally, including in the UK, have
risen, thus tightening financial conditions. Meanwhile, risky asset prices have reached high
levels.

e The signing of the Memorandum of Understanding between the US and Iran has led
energy prices to fall back to just above pre-conflict levels, reducing near-term risks,
and sovereign bond yields have also declined. However, substantial uncertainty
remains and energy prices and interest rate markets have remained volatile.

o Persistent vulnerabilities in the financial system previously identified by the FPC
could interact with further developments in the Middle East. In addition, leverage
has increased in equity markets. The likelihood of these vulnerabilities crystallising at the
same time has increased since the December FSR, potentially amplifying their combined
impacts on financial stability.

Vulnerabilities

o Equity prices have increased especially for Al-related stocks. In global equity
indices this has, in part, been driven by continuing positive earnings news since the
December FSR. However, on some metrics, valuations have also become more stretched.
Rising equity prices have been driven, in part, by a narrow set of Al-related companies,
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increasing market concentration in some global indices. There has been a significant rise
in hedge fund leverage in equity markets, creating risks, including via the prime brokers
which facilitate this activity and through markets that are interconnected via hedge funds’
exposures, such as sovereign debt. Retail inflows, including via exchange traded funds
(ETFs), may have added momentum to the rise in equity prices, and there has also been
rapid growth in assets under management of levered ETFs.

» Al-related companies’ use of credit markets has accelerated rapidly, including in
public markets, private credit, leveraged and structured finance, and is set to
increase further as financing needs continue to expand. This pace of investment is
unprecedented historically. As of yet, there is little evidence that Al activity in these markets
is crowding out the ability of other businesses or governments to access funding markets.

o Al has the potential to raise productivity across a range of sectors, and, in turn,
support long-term economic growth. Developments in Al have already provided a
tailwind to growth in some regions, but there is uncertainty over the scale and timing of
future productivity gains and the ability of companies to monetise these. While Al-related
equity valuations are underpinned by forecasts of strong long-term earnings growth, those
forecasts are highly uncertain and depend on the successful build-out of infrastructure,
continued access to financing, and the pace at which Al is adopted across the economy. A
reassessment of these prospects could trigger a fall in equity prices that might be amplified
by high concentration, correlated momentum-driven positions that can exacerbate volatility
as markets fall, and increased leverage.

o Considerations around the future earnings potential for Al-related companies will also be
relevant to the sustainability of these companies’ debt, where the increasing complexity
and opacity in debt structures used could increase risks to financial stability. In this FSR,
the FPC sets out its forward-looking framework to monitor the macrofinancial implications
of Al developments for financial stability.

» Risky credit markets, including private credit, remain vulnerable to a tightening in
financing conditions. Investor sentiment in parts of private and riskier credit markets had
already weakened ahead of the Middle East conflict, reflecting growing concerns around
asset quality, valuations and liquidity. Redemption requests have been elevated in several
retail funds, with some limiting redemptions, underlining both liquidity mismatch and
valuation concerns.

o Higher interest rates could increase debt servicing pressures for leveraged borrowers and
lower growth could decrease asset quality, further increasing pressure on, for example,
private credit funds.

e Vulnerabilities in these markets remain, including high leverage, complexity and
opacity. The Bank’s second system-wide exploratory scenario (SWES) exercise is
examining how stress could propagate in these markets.



Bank of England Page 8

o Global sovereign bond market issuance is at historically high levels, with higher
proportions issued at shorter maturities. Debt-to-GDP ratios are continuing to trend
upwards globally, which raises risks of increased volatility and reduces the capacity of
governments to respond to future shocks. Current market expectations are that increases
in growth driven by Al developments will support debt sustainability. Any negative change
in expectations could have wider consequences for sovereign debt markets. In addition,
many of these markets are characterised by a relatively high use of leverage by a small
number of hedge funds pursuing similar trading strategies across jurisdictions. The high
use of leverage also increases the risk of a disorderly unwind of positions that could cause
a jump to illiquidity in core markets. Should investor sentiment on the sovereign debt
outlook deteriorate abruptly, this could affect the UK market directly, or indirectly via
spillovers from other sovereign debt markets, with potential implications for domestic
financing conditions.

« During the most significant period of volatility following the onset of the Middle East
conflict, moves in gilt yields were amplified by hedge fund deleveraging. Markets
absorbed high volatility and volumes, underpinned by functioning repo markets. This partly
reflects resilience built in recent years, particularly in Liability Driven Investment funds and
Money Market Funds (MMFs). This underlines the importance of locking in this resilience
through reforms such as those recently announced for MMFs across the UK and Europe,
and through the changes the Bank is exploring to support gilt repo market resilience
following its first SWES.

o The FPC is particularly concerned that a number of these vulnerabilities could
crystallise simultaneously. The FPC emphasises the importance of market
participants ensuring that they have a clear and comprehensive understanding of
the size, concentration, and interconnections of their exposures. Strengthening this
understanding will support effective risk management and help sustain the resilience of the
markets in which they operate.

UK household, corporate and banking system resilience

UK household and corporate aggregate indebtedness remains low relative to
historical averages and debt vulnerability metrics remain around their long-run
averages, providing resilience against shocks. Debt-servicing burdens are projected to
rise moderately due to higher energy prices and borrowing costs, but it would take a
severe shock to return aggregate debt servicing pressures to near previous peaks. Some
vulnerable, low-income households, and smaller and more leveraged corporates,
particularly those which are financed by riskier credit markets like private credit and
leveraged loans, remain more exposed. Overall, the FPC judges that in aggregate
households and corporates remain resilient, even in a challenging external environment.

o The UK banking system remains appropriately capitalised with high levels of
liquidity. Past stress test results demonstrate that the UK banking system is able to
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absorb a severe energy price shock and associated economic downturn while continuing to
support lending to the real economy. Consistent with this, banks have continued to supply
credit to households and businesses despite the deterioration in the macroeconomic
outlook and heightened uncertainty, with no sign of lending being restricted to protect
capital positions.

« Banks’ interlinkages with non-bank financial institutions, including those that
support credit provision to the real economy, create channels through which risks
can be transmitted back to banks. Effective monitoring and risk management of these
interconnections is important in the current environment. An example is significant risk
transfers (SRTs) which allow banks to transfer credit risk to third parties. The Prudential
Regulation Authority (PRA) continues to engage with banks on appropriate use of SRTs
and is testing thoroughly any proposed structures that appear to be more complex or less
robust.

o The FPC has maintained the UK countercyclical capital buffer (CCyB) rate at its
neutral setting of 2%. Maintaining a neutral setting of the UK CCyB in the region of 2%
would help to ensure that banks continue to have capacity to absorb unexpected future
shocks without restricting lending in a counterproductive way.

Developments in frontier Al

o Rapid progress in frontier Al capabilities since the December FSR present a
significant increase in the risks to financial stability from cyber and operational
vulnerabilities. Frontier Al models are increasingly capable of identifying and exploiting
software vulnerabilities at greater scale and over multiple stages. Whilst frontier Al will offer
opportunities to improve cyber defence, it will also increase the sophistication and impact
of cyber-attacks on firms, including financial institutions and market infrastructure.
Operational risks are also likely to increase as frontier Al accelerates vulnerability
discovery and exploitation, requiring firms to identify, patch and mitigate vulnerabilities
more quickly and frequently, increasing the risk of disruption if change is not managed
effectively.

» These developments reinforce the importance of firms acting on the May 2026 joint
statement from the Bank, Financial Conduct Authority (FCA) and HM Treasury on
frontier models, and on existing cyber and operational resilience frameworks. UK
authorities are providing further support through supervision and sector engagement,
including through the Cross Market Operational Resilience Group, and through the Bank
and PRA’s upcoming consultation on Cyber, and Information and Communication
Technology risk management. These developments also require firms and authorities
to revisit whether current deep cyber recovery capabilities, coordination
arrangements and the resilience of key technology providers remain sufficient.
Deepening coordination across authorities and key vendors domestically and
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internationally will be critical. These developments also underline the importance of
operationalising the UK’s Critical Third Party regime.

Bank capital review

e The FPC, working with the PRA, is modernising the capital framework (Box D). The
proposed changes will help ensure the framework is simpler, more effective, more
proportionate and better calibrated to the risks in today’s financial system, while ensuring
that the system remains resilient so that it can support the economy when it needs it most.
The reforms will address unintended consequences in the leverage framework and
strengthen the releasability and usability of buffers. In doing so, they will make it easier for
banks to use capital to provide credit to households and businesses and support the
functioning of core sterling markets, while maintaining overall consistency with international
standards.

o The Committee will work with the PRA and international authorities to pursue broad
reform of the bank capital buffer framework, moving towards the goal of a single
buffer that is releasable in stress. In the near term, the FPC and PRA are taking steps
towards this vision domestically. The FPC welcomes the PRA’s intention to release the
other systemically important institution (O SllI) buffer that applies to certain domestic
systemically important firms in the event of systemic stress, engaging with the FPC when
doing so.

o The FPC and PRA intend to consult on a package of measures to make the leverage
ratio framework more proportionate and more effective by being better targeted. This
package includes removing the countercyclical leverage buffer from banks’ leverage
requirements; moving the calibration of the additional leverage ratio buffer for firms with
systemic buffers into line with international standards; and making a greater share of
leverage requirements and buffers releasable.
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1: Developments in the global risk outlook and
financial markets

1.1: Developments in the global risk environment

The conflict in the Middle East caused a material shock to global commodity supplies,
and a sharp rise in global energy prices.

The onset of the Middle East conflict in late February disrupted global commodity flows as a
result of the closure of the Strait of Hormuz and attacks that caused damage to energy
infrastructure. Consequently, energy prices as well as those of other commodities, such as
fertilisers, rose sharply, representing a substantial negative supply shock to the global
economy.

Oil prices were volatile and fluctuated around the $100 per barrel level for several months
(Chart 1.1). By comparison, oil prices had averaged around $68 per barrel over the previous
decade. Gas prices also increased as a result of the conflict. However, oil and gas prices
remained below the peaks reached in 2022 following the Russian invasion of Ukraine.

The United States and Iran signed a Memorandum of Understanding (MoU) in June, and
energy prices subsequently declined to just above pre-conflict levels. The agreement provides
for a subsequent 30-day period for the restoration of traffic in the Strait and a 60-day period
for negotiations to reach a final deal. As such, while near-term risks around the conflict have
reduced, material uncertainty persists in respect of the wider normalisation of the region,
including commodity flows.

In the event of re-escalation, there would be a risk of further volatility and sharp upward
repricing in energy markets. In that event, there may be limited scope for previous partial
mitigants to continue moderating upward price pressures. These mitigants included the
coordinated release of strategic oil reserves by the member countries of the International
Energy Agency, and there is evidence of reduced demand for energy in response to higher
prices, particularly in Asia. Nonetheless, the MoU has made it less likely that energy markets
will cross the supply ‘tipping point’ that some experts had warned was approaching over the
summer months.
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Chart 1.1: International energy prices have been elevated as a result of the Middle
East conflict
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The conflict has implications for the global economy, with likely impacts on inflation,
growth and interest rates globally. These impacts are still playing out.

Elevated global energy prices constitute a material macroeconomic supply shock to the global
economy, generating inflationary pressures, which are likely to weigh on growth and put
upward pressure on interest rates globally. While the higher costs of some energy products,
such as petrol, have already fed through to prices faced by households and businesses,
increased costs for many non-energy products, such as food and manufactured goods, take
longer to be passed on.

Some Asian economies are particularly dependent on energy imports from the Gulf. The UK
and the euro area are less directly reliant on supplies from the Gulf, but are net importers of
energy and so are exposed to higher international prices. The United States, as a net energy
exporter, is relatively less exposed — although there can still be impacts on US inflation and
growth. The impact of higher energy prices on inflation globally will depend on the
combination of both supply and demand factors.

Leaning against the adverse impacts of the conflict on the global economic outlook, there
have been some favourable tailwinds to growth. In particular, Al-related investments have
supported growth across a number of jurisdictions, especially in the United States and some
East Asian economies, and the US effective statutory tariff rate has decreased since 2025.

While near-term risks around the Middle East conflict have reduced with the signing
of the MoU, the global risk environment as a whole remains highly unpredictable, and
the possibility of further and overlapping shocks persists.
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The conflict in the Middle East has occurred against the backdrop of several other major
global sources of risk, which remain elevated. These include the Russia-Ukraine conflict, and
continuing global trade tensions and associated policy uncertainty. For example, despite
declining relative to the peaks seen during 2025, the Trade Policy Uncertainty Index remains
well above its historical average.[2]

An unpredictable global environment raises the likelihood of additional large global shocks
occurring. Global shocks could interact with one another, increasing their combined impact.

Increased geopolitical tensions also create an environment of heightened risk of cyberattacks
— including those enabled by frontier Al — which could coincide with, and amplify, other
stresses. Refer to Section 3 for discussion of frontier Al and cyber-risk.

Higher energy prices could create headwinds for households and corporates globally,
and interact with existing pockets of risk.

Energy-driven cost increases and higher market interest rates globally could increase
pressures on some corporates (Section 5.3 discusses the potential impacts on the UK
corporate sector). In particular, there could be risks to heavily indebted corporates, and to
smaller, consumer-facing corporates via weaker demand, higher costs and interest rates.

Households globally might also come under pressure as a result of these macroeconomic
dynamics, impacting existing debt vulnerabilities. In the United States, the proportion of
consumer credit loans more than 90 days in arrears has increased markedly over the past
three years. In particular, the share of credit card accounts in arrears has risen particularly
quickly to around 13% in 2026 Q1. However, the share of those accounts in arrears but not
yet written off — a more relevant measure of potential future losses for lenders — levelled off at
around 4% at the end of 2025, near its long-run average level.

1.2: Global interest rates and sovereign debt markets

The Middle East conflict led to a sharp increase — and subsequent period of elevated
volatility — in government bond yields in advanced economies.

The energy-driven supply shock to the global economy has generated inflationary pressures,
and this drove market interest rates higher across advanced economies, although they have

declined somewhat since the signing of the US-Iran MoU (Chart 1.2). These moves reflected,
in part, higher policy rate expectations.

After the onset of the conflict, gilt and euro area government bond yields increased by more
than US Treasury bond yields, reflecting concerns over those economies’ exposures to
imported energy costs, though that trend has since reversed. Despite high levels of volatility,
UK gilt and gilt repo markets have remained resilient, with liquidity conditions commensurate
with market conditions (Section 4.1).
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Japanese 10-year government bond yields have risen to levels last seen in 1997. This has
taken place in the context of the Bank of Japan’s monetary policy normalisation, as well as
the broader global repricing of long-term bond yields.

Chart 1.2: Some government bond yields have reached their highest level for over a
decade

UK, US, German and Japanese 10-year government bond yields
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Source: Bloomberg Finance L.P.

Public debt-to-GDP ratios are expected to continue on an upward trajectory in many
major economies.

The upward trajectory in debt-to-GDP ratios is a long-run trend in many advanced economies,
with the most recent IMF forecasts indicating that the global average will continue to climb in
coming years, driven primarily by the United States and China (Chart 1.3).

An important determinant of debt-to-GDP is the growth-adjusted interest rate (the difference
between nominal interest rates on government debt and expected nominal GDP growth
rates). While the stock of debt relative to GDP is slow-moving, the Middle East conflict has the
potential to worsen the ratio by pushing up market interest rates and weighing on growth.

Another factor behind the sustained rise in debt-to-GDP ratios is the range of spending
pressures on governments globally, including in respect of defence, demographics, and
climate change. The conflict and resulting energy shock have the potential to exacerbate
these pressures, for example by generating demands for government fiscal support for
households and businesses, or by increasing defence spending pressures.
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Chart 1.3: Debt-to-GDP ratios globally continue to trend upwards
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There are various channels through which pressures on sovereign debt globally
could impact UK financial stability, including by triggering vulnerabilities in market-
based finance.

Investor concerns about the sustainability of government debt can lead to higher yields and
increased volatility. In addition to directly tightening financial conditions for the real economy,
this dynamic has the potential to trigger vulnerabilities in leveraged parts of market-based
finance, which would amplify stress.

The IMF estimates that relatively more price-sensitive investors (which they define as
investment funds, foreign investors and households) now hold at least half of US, Japanese,
euro area and UK sovereign debt.[3] In particular, hedge funds have increased their
participation in government debt markets.

Globally, sovereign debt issuance is at historical highs and there has been a trend of
governments issuing debt at shorter average maturities, partially in response to steepening
term premia. This increases rollover risks and in an inflationary environment can lead to short-
term debt being refinanced at higher interest rates. For UK sovereign debt, while the average
term to maturity is among the highest of the OECD countries,[4] there has also been a trend
towards issuing shorter-dated bonds. This has been driven in part by a reduction in demand
from defined benefit pension funds for long-dated debt. Section 4 explores this trend further,
specifically how the ‘preferred habitat’ of gilt investors has shifted notably shorter over recent
years — including within the hedge fund and asset manager sectors.
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More generally, increased indebtedness and higher debt-servicing costs could reduce the
capacity of governments to respond to future shocks, including those stemming from the
heightened global risk environment, leaving households and businesses more exposed to
their impact.

1.3: Global risky asset markets

Despite the challenging global risk environment, by some metrics equity valuations
continue to be stretched relative to earnings...

While the immediate onset of the conflict in the Middle East led to a fall in equity prices
globally, that drop quickly reversed. And since the signing of the US-Iran MoU in June, market
participants appear cautiously optimistic on it leading to a sustained de-escalation.

Certain equity indices have been largely driven by other factors, including continuing
favourable earnings news in Q1, and with limited weight given to the impact of the conflict on
US growth, even before the MoU was signed. Many stock market indices are now higher than
at the time of the December FSR, for example the S&P 500 and the FTSE 100 have both
increased by around 10% over that period.

Al-focussed companies have been a particular source of growth in equity prices, supported by
positive earnings news further boosting expectations. Companies focussed on Al hardware
have been especially high performing, with the Philadelphia Semiconductor Index up 97%
since the start of the year.[5] This increase in Al-related valuations has led to increased
concentration in US equity markets. Several share offerings for large Al companies this year
could materially increase this concentration. It could also test the market’s appetite for further
exposure to this sector. Section 2.2 discusses Al-related equity valuations in more detail.

Consistent with sustained price increases, by some metrics equity valuations have become
further stretched by historical standards. For example, the excess cyclically-adjusted price-to-
earnings (CAPE) yield for the S&P 500 has continued to edge downwards towards levels not
seen since the dot-com bubble (Chart 1.4). Even when excluding the top 30 Al-related stocks,
[6] its level is around the lowest seen since 2007, indicating that this stretch in valuations is
more broad-based than Al-related optimism. While excess CAPE is backward-looking with
respect to earnings, the excess yield for 3-year forward earnings expectations for the S&P
500 is also around historically compressed levels — despite positive news in Q1 leading to
increased earnings expectations.
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Chart 1.4: Equity valuations continue to be stretched relative to historical levels

S&P 500, Excess cyclically adjusted price to earnings (CAPE) yield (a)
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(a) ‘Top 30 Al' are defined as those stocks which appear in JP Morgan’s JPAMAIDE Equity Basket, which is
comprised of 30 S&P 500 stocks that are particularly impacted by Al.

...and the growing use of leverage in equity markets further heightens the risk of
sharp corrections.

The risk of a sharp correction in equity markets remains high. Equity prices could rapidly
adjust in the event that investor expectations shift, for example because of a change in the
macroeconomic outlook. A significant fall in stock prices would entail losses for individual
investors and could trigger a general pullback from risky assets. This would make it harder for
corporates to finance their activities.

The scope for sudden adjustments is increased by the use of leverage in equity markets. This
is because leveraged positions can be forced to unwind quickly during market stress events,
thus amplifying the volatility.

In wholesale markets, there is evidence of increased hedge fund leverage. Hedge funds’
equity prime brokerage balances are at record levels, with supervisory intelligence indicating
that these balances globally have increased by around 40% over the past year. In addition,
market intelligence suggests that hedge fund equity positions have become more
concentrated in particular sectors, such as semiconductors, in recent months, coinciding with
the ongoing Al-linked stock price momentum. Higher and more concentrated leverage can
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pose risks to hedge funds, and create financial stability risks, via potential losses to prime
brokers and cross-market interconnections if funds making losses on equity positions
deleverage across other markets — including sovereign debt — in response (Section 4 and Box
B).

There has also been a significant increase in assets under management of levered exchange-
traded funds (ETFs) in recent months, particularly in those holding Al-related stocks. Market
intelligence indicates that retail investors are the main holders of levered ETFs. This increase
has occurred in the context of retail investor inflows more broadly, including into unlevered
ETFs, which may have added momentum to the rise in equity prices.

While total levered equity ETF holdings (at around $200 billion in the United States) remain
small so far relative to total unlevered equity ETFs holdings (at around $15 trillion in the
Untied States), their use of leverage means they can amplify price moves. For example, their
daily rebalancing mechanism causes ETFs to buy more stocks when prices rise, and to sell
more — thereby exacerbating volatility — when they fall. These dynamics echo those which
were prevalent ahead of the summer 2024 equity market sell-off (discussed in the October
2024 FPC Record), where volatility was substantially amplified. It is important that lessons
from this episode are learned, notably so that effective risk management by market

participants can prevent amplification and spillovers.

Corporate credit spreads globally are also compressed by historical standards.

Corporate credit spreads are at similar levels as at the December FSR, in the lower half of
their historical distribution (Chart 1.5).

Issuance of sterling- and euro-denominated investment grade bonds since the start of the
year has been broadly in line with previous years. For US dollar debt, issuance has been
significantly higher than average, driven by Al hyperscalers. The influx of issuance from Al-
related companies does not — as of yet — appear to be negatively affecting the terms and
availability of public investment grade credit (or other credit markets) more broadly, but such a
‘crowding out’ dynamic could have implications for the supply of credit to the real economy
(Section 2.4).
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Chart 1.5: Credit spreads generally remain at compressed levels

Current levels of selected risk premia as a percentile of their historical distribution, compared to
levels as at the March 2026 FPC meeting and the December 2025 FSR(a)
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(a) Risk premia data are a percentile of a five-day rolling average (except for leveraged-loan (LL) spreads,
which are a percentile of a monthly average). Percentiles are calculated from 1998 for investment-grade
spreads and high-yield bond spreads, from 2008 for LL spreads and from 2006 for excess CAPE yields.
Data updated to 25 June 2026 apart from LL which is to 19 June 2026. All data are daily except for LL
spreads which are weekly. Investment-grade spreads are adjusted for changes in credit quality and
duration.

Energy-driven cost increases and higher interest rates globally can be expected to increase
pressures on some corporate borrowers. UK credit markets are highly exposed to global
developments and investor sentiment, especially in riskier lending segments (such as high
yield bonds and leveraged lending). A loss of investor confidence could be triggered by rising
defaults or refinancing stress globally or domestically, leading to losses, spillovers across
markets, and a tightening in financing conditions for UK corporates.

Recent developments in private credit markets are discussed in Section 4.2.
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2: The macrofinancial implications of Al

2.1: The relationship between Al and financial stability

Al has the potential to deliver significant productivity gains, driving broader structural
change across the economy and financial system. It is already beginning to reshape
patterns of investment and economic activity.

Al may prove to be one of the most transformative technologies of our time, with the potential
to deliver substantial efficiency gains, raise productivity, and transform financial services as
well as the broader economy. However, the transition to widespread adoption — including the
investment required to build the supporting infrastructure — also comes with financial stability
risks that must be understood and managed.

Progress in Al models has been faster than many experts expected. The FPC has recently
considered the financial stability implications of rapid advances in the cutting-edge — ‘frontier’
— Al models (refer to Frontier Al: implications for financial stability). Over the past year, the
FPC has also considered a range of developments in the Al ecosystem and their implications
for the financial system, including equity market valuations and the increasing use of Al in the
financial sector (refer to the December 2025 FSR and the FPC’s Q1 Record).

This section introduces our assessment of the near and medium-term channels through which
the ‘Al transition’ could affect UK financial stability, focusing on the effects of Al-related
investment and broader adoption on financial markets, including sovereign bond markets, and
financing conditions for the real economy (the ‘macrofinancial’ channels). It does not consider
wider macroeconomic impacts, including via the labour market, which will be considered in
further work by the Bank. It also sets out how the FPC plans to develop this work further,
including by monitoring these channels over time, assessing how they are contributing to
structural change in the financial system, and embedding the analysis in the Bank’s
mainstream monitoring of risks to and assessment of financial system resilience.

The Al transition could have macrofinancial implications for financial stability through
two interdependent channels: the financing of the required infrastructure, and the
pace and extent of adoption of the technology.

Building the infrastructure needed to support both the development of Al and its widespread
adoption requires significant investment. As noted in the December 2025 FSR, Al-focused
companies reached an inflection point in 2025, when required investment exceeded their
capacity to finance it from internal cashflows, leading them to turn to external finance. This
trend accelerated substantially in the first half of 2026, with companies accessing a broad
range of financing channels, including private markets, public debt markets, and bank lending
(Section 2.3).



https://www.bankofengland.co.uk/financial-stability-report/2025/december-2025
https://www.bankofengland.co.uk/-/media/boe/files/financial-policy-committee-record/2026/fpc-summary-and-record-april-2026.pdf
https://www.bankofengland.co.uk/financial-stability-report/2025/december-2025
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At the same time, shifts in expectations around the pace of Al adoption — which in turn has
consequences for anticipated productivity effects and companies’ earnings — could increase
volatility in asset prices and funding conditions, before those effects are realised in the wider
economy. Considerations around future earnings potential would also be important in
determining the sustainability of these companies’ debt, where the increasing complexity and
opacity in debt structures used could increase risks to financial stability.

And, while developments in Al are already providing a tailwind to growth in some regions,
there is uncertainty over the scale and timing of future productivity gains and the ability of
companies to monetise these. Any future revaluation of the impact of Al on growth could also,
by extension, impact sovereign debt markets, particularly in relation to highly indebted
countries (Section 2.4).

Many factors will determine the pace of Al adoption and the impact of Al-related
companies’ investment demand on financial stability.

Four broad factors include:

1. The capacity of Al companies to build the infrastructure that supports the development of
capabilities and their adoption.

2. The impact of Al on how finance flows around the financial system and the economy, and
the ability and willingness of capital markets to finance Al investment.

3. The capabilities of Al, including to reliably execute tasks at speed and scale.

4. Decisions by businesses and individuals on when and how to adopt Al.

These factors are interdependent, and their interaction will shape both the scale of
infrastructure investment and the pace and extent of adoption across the economy:

e Risks through the adoption channel will depend on decisions by businesses and
households to adopt Al, which in turn will depend in large part on whether Al capabilities
are sufficient to support its adoption, the cost of using Al, and whether Al companies have
the capacity to deliver the infrastructure required to support widespread deployment.

e Risks through the infrastructure financing channel will depend on Al companies’ capacity
to build that infrastructure and their ability to access and service the necessary finance.

o Expectations around the scale and speed of Al adoption, and around the productivity and
returns it may generate, will also influence investment decisions, including what
infrastructure is built, when, and the cost of financing it.

By monitoring the trends underpinning these factors — including technological developments,
survey data on adoption, labour market developments and financial data — it is possible,
despite considerable uncertainty, to build a clearer picture of the likelihood of different
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outcomes for the paths of Al investment and adoption, and their implications for the financial
system. This will form the forward-looking framework the FPC will use to monitor the
macrofinancial implications of Al developments for financial stability.

2.2: Near-term risks to UK financial stability

The valuations of Al companies have grown faster than relevant aggregate equity
indices in 2026 Q2. High and growing concentration risk in global equity markets
increases the potential impact of a revaluation.

Equity prices have increased, especially for Al-related stocks (Section 1.3). This has been
driven, in part, by a narrow set of Al-related companies, increasing market concentration in
some global indices. This dynamic is most pronounced in geographies, such as the United
States (US) and East Asia, where the largest businesses in the Al supply chain (eg Nvidia,
Alphabet and Samsung) are publicly listed. The S&P 500 accounts for around half of global
equity capitalisation. Within that index, Al companies now account for around half, up from
around a quarter in 2022. This share could increase further if a number of companies,
including OpenAl and Anthropic, access public equity markets through initial public offerings
(IPOs) as expected (Section 2.3). SpaceX, which is in part an Al company, recently achieved
the largest IPO in history. In other jurisdictions, Al companies also account for a high share of
major equity indices — refer to Chart 2.1.

While UK equity indices continue to be considerably less exposed to Al companies directly, a
correction in the valuation of these companies could nevertheless have a significant effect on
global equity markets more generally. This would affect the UK macroeconomy and financial
system via spillovers, largely due to the adverse impact a scenario like this would have on
financing conditions — effects explored in the scenario analysis presented below.
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Chart 2.1: Al-related companies’ share of equity indices has grown materially in some
jurisdictions since 2022

Al-related companies’ market capitalisation as a proportion of the relevant indices (a)

Per cent
70

December 2022

Taiwan South Korea Japan United Kingdom

Sources: LSEG Workspace and Bank calculations.

(a) The chart shows the share of total index market capitalisation accounted for by Al-related companies
across major equity indices: the United States (S&P 500), Taiwan (TAIEX), South Korea (KOSPI 200),
Japan (TOPIX 100) and the United Kingdom (FTSE 100). The numerator captures the combined market
capitalisation of companies classified as Al-related, based on a predefined basket constructed from the
holdings of Al-focused investment funds. The denominator is the total market capitalisation of each index.
Values are reported as at 31 December 2022, 31 December 2025 and 25 June 2026. In all periods, market
capitalisation is calculated using index constituents as at 25 June 2026.

While Al-related equity valuations are underpinned by forecasts of strong long-term
earnings growth, those forecasts are highly uncertain and depend on the successful
build out of infrastructure, continued access to financing, and the pace at which Al is
adopted across the economy.

The share prices of many Al companies are underpinned by forecasts of strong long-term
earnings growth, something that traditional valuation metrics do not typically capture.
However, embedded in these earnings expectations are a number of important assumptions
which, if incorrect, could lead to a revaluation of investor sentiment around these companies’
earnings prospects, and accordingly to a correction in equity valuations.

Among these factors, which the FPC has previously highlighted, are:

» Risks to capacity: The projections presume that Al infrastructure will be built out
successfully. Al capacity development relies on a considerable amount of hardware (eg
logic and memory chips, networking, cooling systems), the raw inputs to produce this
hardware (eg silicon wafers, lithography machines and the chemicals and commodities
used in the manufacture of Al hardware) and the availability of utilities (eg electricity and
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water to operate the data centre facilities which house the hardware). The availability of
these inputs may constrain the scale and pace of build-out implied by current expectations
for revenues and earnings. In addition, significant parts of this supply chain are
geographically concentrated (for example, the semiconductor supply chain is concentrated
in East Asia), and in many cases, production is highly specialised and dominated by a
small number of companies. Events that disrupt the supply chain could materially disrupt
the development of Al capacity.

» Risks around capabilities and adoption: Long-term earnings projections assume strong
Al adoption. Adoption relies on Al being capable (eg able to execute tasks with a
sufficiently high degree of accuracy and at scale) and cost-effective. More complex
workflows and operations involving longer chains of reasoning — such as some agentic
applications — may require larger volumes of input and output tokens, increasing usage-
based costs and potentially making them prohibitively expensive for widespread use. Even
where capabilities are sufficient, businesses may take time to adopt Al at scale while they
build confidence that it will deliver reliable productivity gains, meaning technical capability
may emerge before revenues are realised.

» Risks around finance and capital flows: Building Al capacity depends on continued
access to external finance. However, there are also some fragilities in the financing
arrangements around Al investment, which could amplify the impact of a shock. For
example, Al companies’ revenue forecasts may reflect ‘circular financing arrangements’.
One example of this is when technology companies invest in Al companies which in turn
purchase those technology companies’ products. This creates self-reinforcing capital loops.
There is also growing use of off-balance sheet financing structures as a source of funding
for Al investment which may represent an additional source of fragility in stress (Section
2.3). The Al supply chain is also dependent on the investment decisions of the five large
Al-focused technology companies — the ‘Al hyperscalers’. These companies’ spending and
commitments provide revenues for upstream semiconductor, hardware and data centre
providers, while their built capacity supports revenue generation for Al application providers
(including labs like Anthropic and OpenAl). Taken together, these factors increase the
likelihood that a negative shock could result in a large and correlated negative earnings re-
evaluation across a wider set of Al-related businesses.

Bank staff have assessed the impact on the UK economy of a potential global
correction in Al valuations, using a scenario in which such a correction occurs in the
near term but with long-term implications.

The hypothetical scenario considers an Al-related equity price correction, driven by a repricing
of Al productivity and profitability, that starts in the US. This implies a sharp equity market
correction (a 45% fall in the US equity market over six quarters), a repricing of corporate
credit spreads (increasing by 350 basis points) and a persistent dollar depreciation. The
shocks spill over into lower UK output (a 2.2 percentage point fall in GDP), largely driven by
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financial channels, with equity market effects accounting for about 36% of the response and
credit spreads about 50%. While a shock of this scale would undoubtedly have an impact on
households and corporates, the macroeconomic impacts are encompassed by both the 2025
Bank Capital Stress Test and the 2024 Desk-Based Stress Test scenarios, to which UK banks
were resilient.

An equity shock in isolation would be unlikely to present a direct risk to UK financial stability.
Nevertheless, a reassessment of Al-related companies’ prospects could trigger a fall in equity
prices that might be amplified by high concentration, correlated momentum-driven positions
that can exacerbate volatility as markets fall, and increased use of leverage (Section 1.3).

In addition, as discussed in Section 2.4, such a scenario could have broader implications for
sovereign debt dynamics. In the Bank’s analysis, while debt-to-GDP ratios rose in the
hypothetical scenario, the US Treasury and gilt markets continued to function well; had these
markets come under pressure, the financial stability consequences could have been more
significant.

2.3: A growing role for debt in financing Al infrastructure

The risks from the infrastructure investment channel are growing rapidly, as the Al
ecosystem is accelerating its use of external finance.

The pace of investment is unprecedented historically. Al companies are increasingly turning to
the financial system for external financing — particularly debt financing — to support investment
in infrastructure, and this has accelerated in the first half of 2026.

As this section sets out, the financial stability risks posed by this increasing demand for debt
financing have to date been contained by modest stocks of outstanding debt. This is changing
at pace. If the scale of Al debt financing grows as expected over the coming years, an
adverse shock to Al companies that results in losses or affects their ability to service debt
could more materially affect global financing conditions. In turn, this could affect the provision
of finance to the UK real economy.

Market participants’ projections of the size of future Al investment have repeatedly
been revised upwards. These expectations of more significant investment needs are
likely to lead to even greater demands for external finance.

For example, at the time of publication of the December 2025 FSR, Bloomberg consensus
estimates were for Al hyperscalers’ capital expenditure for the year 2028 to be less than $600
billion. The same statistic is now over $1 trillion.

Some of this additional investment need will be met via equity issuance. Alphabet raised just
under $85 billion through equity issuance in 2026 Q2, and more Al hyperscalers are expected
to follow this year. Additionally, as noted earlier, a number of companies in the Al ecosystem
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have accessed, or are expected to access, public equity markets through IPOs. Equity
financing of Al investment could be positive for financial stability: equity capital can preserve
debt capacity, strengthen credit confidence and diversify funding sources, supporting
continued investment. However, given the higher-than-expected financing needs of these
companies, it remains likely that their need for debt financing will continue to grow alongside
equity issuance. Chart 2.2 summarises Morgan Stanley’s latest estimates of how global data
centre investment will be financed between 2026 and 2028.

Chart 2.2: More than half of the external financing need for data centres from 2026 to
2028 could be funded via debt
Morgan Stanley estimates of funding sources for data centre capital expenditure (2026-28) (a)

Equity capital
$1.46 trillion

ABS and CMBS
$200 billion

High yield
$150 billion

(a) The chart shows Morgan Stanley forecasts of global data centre capital expenditure from 2026-28,
broken down by expected funding source. This includes hyperscalers and non-hyperscalers. ABS are
asset-backed securities and CMBS are commercial-mortgage-backed securities.

Source: Morgan Stanley Research.

Al-related companies’ use of credit markets has also accelerated rapidly, including in
public markets, private credit, leveraged and structured finance, and is set to increase
further as financing needs continue to expand.

At the start of 2026, the stock of outstanding debt from Al companies was relatively modest,
which the FPC judges has helped to contain the immediate risk to financial stability. However,
the fast growth of activity in credit markets in the first half of 2026 is resulting in potential risks
building rapidly.
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Across all currencies, hyperscaler year-to-date investment-grade debt issuance is
broadly comparable in scale to UK gilt issuance over the same period.

The largest footprint is currently in US dollar investment-grade (IG) credit. The five Al
hyperscalers accounted for just 3% of the stock of outstanding US |G debt at the end of 2025,
but as of early May accounted for over 15% of year-to-date issuance.[7]

However, the scale of this issuance is material, as is its expected impact on the composition
of the market. For example, analysis by Barclays projects $240 billion of the Al hyperscalers’
investment needs in 2026 will be financed through IG credit issuance; by comparison, they
note the ‘big six’ US banksi8] typically issue $150—170 billion of senior debt per year. Analysis
by JP Morgan suggests, by the end of this year, technology is expected to overtake US banks
as the largest sector in US dollar IG debt, by share of outstanding debt.

So far, this issuance has been easily absorbed by the market, reflecting high appetite from
investors for assets from these companies — the majority of which have low debt ratios and
high credit ratings (AA- or above). More broadly, credit spreads in US dollar |G credit markets
remain compressed.

Chart 2.3: Al hyperscalers’ bond issuance in the first half of 2026 has already
exceeded 2025 issuance

Bond issuance by the Al hyperscalers, by year and currency (a)
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Source: LSEG Workspace.

(a) The chart shows IG bond issuance by hyperscalers (Meta, Alphabet, Amazon, Microsoft and Oracle),
aggregated by year and broken down by currency of issuance. Currency conversions are based on the
end-of-day spot rate as at 25 June 2026. All figures are denominated in US dollars.
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Al companies’ use of leveraged finance, structured finance and private credit is also growing
rapidly, though their share of outstanding debt remained low entering 2026. Al issuers have
accounted for 41% of non-refinance-related US high-yield (HY) issuance this year so far,
despite only accounting for 1% of the JP Morgan HY bond index at the end of 2025. The
OECD estimated that the share of private credit financing Al investment increased from 9% in
2024 to 34% in 2025.

The growth and projected scale of debt issuance to finance Al investment introduces
new risks — particularly around the sustainability of medium-term debt servicing.

Considerations around future earnings potential for Al-related companies will also be relevant
to the sustainability of these companies’ debt, where the increasing complexity and opacity in
debt structures used could increase risks to financial stability.

The declining free cash flows of the Al hyperscalers increases their dependence on
accommodative future refinancing conditions in capital markets to sustain their infrastructure
investment over time (Chart 2.4). It is also leading to their growing use of off-balance sheet
financing arrangements. This off-balance sheet financing trend is resulting in capital being
sought for Al investment from across the credit ecosystem — including through securitised
data centre and other asset-backed structures, special purpose vehicles, and other bespoke
financing arrangements — broadening the Al debt footprint across leveraged, structured, and
private credit. It can result in higher asset-level leverage and increases the complexity of
identifying where risk ultimately sits. The riskiness of this debt depends on the underwriting
terms, in particular the quality of the leases and guarantees which back debt holders’ claims.
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Chart 2.4: Hyperscalers’ free cash flows are declining and are projected to continue to
do so

Unlevered free cash flow (bars, left axis) and free cash flow to revenue (line, right axis) for the Al
hyperscalers (a)
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Sources: LSEG Workspace and Bank calculations.

(a) This chart shows aggregate unlevered free cash flow and free cash flow as a share of revenue for the
five Al hyperscalers (Meta, Alphabet, Amazon, Microsoft and Oracle). Data are presented on a calendar-
quarter basis. Observations are based on reported data where available, with consensus forecasts used for
periods where company results had not yet been reported.

There is also a potential source of fragility where long-term debt is issued to finance
investment in Al assets which may have shorter lifecycles.

To date, debt issued to finance Al investment has tended to have longer (more than ten year)
duration, in line with the appetites of investors in the deepest capital markets. The majority of
this debt has funded data centre buildings (ie the physical shell of the data centres) and
facilities — rather than the servers and Al chips inside them. However, frontier Al data centres
can quickly become outdated if they are no longer able to support the latest chips. This could
shorten the facilities’ economic lives and reduce collateral values and the cash flows available
to service debt.

Funding needs for Al chips are expected to grow considerably. JP Morgan estimates that over
$2 trillion of aggregate funding may be needed for the Al chips used to train and run Al
models over the next five years. However, chips have short and uncertain lifecycles, which
may make it harder to attract enough capital. In particular, issuing debt maturities aligned with
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the asset life of Al chips would imply shorter tenors than are typically preferred by most credit
investors. Additionally, there is mixed evidence on how quickly Al chips depreciate: current
shortages and demand for older chips support the argument for longer useful lives, while
rapid innovation and efficiency gains could shorten them.

The scale of this maturity mismatch risk across the debt financing of data centre facilities and
Al chips, and how that risk is allocated across lenders, borrowers or tenants, will depend on
the terms of the debt agreements.
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2.4: Interaction of macrofinancial dynamics with growth

The UK is expected to see a significant buildout of Al data centre infrastructure in the
coming years.

The UK has the largest data centre pipeline in Europe. There will be a need for significant
investment to deliver this roll-out. Consistent with its secondary objective of supporting the
government’s economic policy, including growth, the FPC is seeking to identify and support
the removal of material frictions to the investment of long-term capital into improvements in
the productivity of the economy. The FPC will report on progress in the November 2026 FSR.

If these Al data centre infrastructure projects are delivered, they could support UK growth,
including through their aggregate effects on investment. In turn, this would yield benefits for
financial stability. Market intelligence indicates that capital is ready to be deployed in support
of such investments in the UK.

Al is shaping expectations for growth. Investment and trade dynamics are supporting
growth in some regions already, and potential productivity improvements could
support growth more broadly into the medium term.

The surge in Al-related capital expenditure is supporting investment and export-led growth in
geographies with links to the Al supply chain, including in the US and East Asia respectively.
Looking ahead, Al also has the potential to raise productivity across a range of sectors, and,
in turn, support long-term economic growth. However, and as set out in Section 2.1, there are
risks that could prevent these outcomes arising. For example, significant energy bottlenecks —
including from insufficient power grid connections and labour shortages — could limit the
buildout of Al data centre capacity. It could also influence the speed and scale of adoption in
the wider economy.

As of yet, there is little evidence that Al activity is ‘crowding out’ the ability of other
businesses or governments to access funding markets.

Currently, terms and availability of debt globally (and public IG credit in particular) do not
appear to be responding negatively to the influx of issuance from Al-related companies,
potentially reflecting high appetite for these instruments from investors.

But it is possible that other businesses may find their future capacity to issue in these markets
‘crowded out’. This could have broader implications for the provision of credit to businesses,
and, therefore, also for growth.

Current market expectations are that increases in growth driven by Al development
will support debt sustainability. Any negative change in expectations could have
wider consequences for sovereign markets.
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Expectations around Al-focused companies’ contributions to growth are a factor influencing
expectations in a wider range of financial markets. A higher expected growth rate improves
the perceived path of public debt ratios. All else equal, if the adoption of Al results in higher
long-run productivity growth, it could materially improve sovereign debt sustainability. On the
other hand, large, sustained investment in Al infrastructure can place upward pressure on real
interest rates, particularly where the supply of savings is relatively inelastic — raising debt-
servicing burdens. The balance between these two dynamics matters particularly given
elevated sovereign debt levels globally.

A negative reassessment of the impact of Al could weaken both Al-related earnings and
broader growth expectations. Such a shift could prompt a negative repricing in sovereign debt
markets, particularly in jurisdictions where the growth outlook is increasingly tied to Al
developments. This could affect market participants’ assessment of the sustainability of
current debt trajectories, especially in jurisdictions with high and rising sovereign debt-to-GDP
ratios. In turn, that could result in spillovers to global financial markets.

2.5: Monitoring and assessing risks across the financial system

The FPC will continue to monitor the potential risks that the macrofinancial
implications of Al could pose to the UK financial system, embedding these risks into
mainstream assessments of the financial system’s resilience.

As noted earlier, Al has the capacity to create new macrofinancial vulnerabilities (eg increased
concentration risk in global markets), to act as a trigger that crystallises existing financial
vulnerabilities (eg leverage), and to increase the potential for exogenous shocks to the UK (eg
via international spillovers). The Al transition is expected to result in an increasingly broad and
deep set of interactions with the financial system. Therefore, in addition to monitoring
developments using the approach set out in this chapter, Bank staff will embed analysis of the
risks presented by Al into their mainstream assessment of risks to systemic firms, market-
based finance, and the provision of vital financial services to the real economy. This will
support the FPC in assessing the resilience of the financial system to the potential structural
change that Al presents and promoting system-wide resilience.

The risks outlined in this section reinforce the importance of financial firms remaining
up to date on new or growing correlations between asset prices and developments in

their lending and investment portfolios, that might not otherwise be readily embedded
in their risk management and stress testing approaches.

The growing interconnectedness between sectors in the Al supply chain — such as technology
and utilities — may require financial firms to reassess their assumptions on asset price
correlations in stress and ensure their approach to risk management keeps pace with the
evolution of the external environment.
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Al advances may also be correlated with negative shocks in other sectors (as the Q1 events
in the software sector show), where new model releases or developments trigger investor
reassessment of the sustainability of business models in other business sectors. Some
financial firms are already, as a matter of course, assessing the potential impact of Al on
businesses as part of loan-level decision-making.

Given the different funding sources from which Al companies are drawing, and different levels
of transparency in those arrangements, it may be difficult for financial firms to be aware of the
full extent of their direct and indirect exposures to the Al ecosystem and Al companies. This
could increase the risk that exposures to developments in Al are greater than anticipated, or
not fully reflected in firms’ risk management.
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3: Frontier Al: implications for financial stability

In 2026 Q1, the FPC assessed the risks to financial stability from the adoption of Al in the
financial sector across four channels, building on the framework set out in its April 2025
Financial Stability in Focus, namely: (i) greater use in banks’ and insurers’ core financial

decision-making; (ii) greater use in financial markets; (iii) operational risks in relation to Al
service providers; and (iv) the changing external cyber threat environment. The FPC noted
the considerable growth in Al capabilities in recent years and judged that risks were likely to
increase. The FPC also previously noted that, given the pace of technological change, rapid
and unforeseen shifts in the implications of Al for financial stability were plausible. Advances
since the December 2025 FSR in the most capable general purpose Al models (‘frontier Al‘)
are consistent with that assessment and could, in particular, materially increase risks through
cyber and operational vulnerabilities. Separately, Section 2 of this FSR provides an
assessment of the channels by which Al investment and adoption across the wider economy
could impact financial stability in the near and medium term.

3.1: Recent progress in frontier Al

Recent frontier Al models have shown marked gains in capabilities and progress has
been faster than many experts expected.

One way to measure that progress is to assess the length of software task that an Al system
can complete successfully with limited human input, using the time a human expert would
take as the benchmark. Research by Model Evaluation and Threat Research (METR), an
independent research organisation, indicates that, in 2020, frontier Al models could only
complete tasks that would take a human a few seconds. By 2025, frontier Al models could
complete tasks that would take a human several hours.

The pace of progress appears to have accelerated further. In March 2025, METR estimated
that the length of software tasks that frontier Al models could complete at a given success
rate had been doubling roughly every seven months since 2019 (the so-called ‘doubling
time’). By early 2026, METR had revised that estimate to a ‘doubling time’ of around four
months since 2023. More recent evidence suggests that frontier models may have improved
faster still. METR estimates that the latest frontier models can now complete software tasks
with a 50% success rate that would take a human expert 16 hours to complete, which
exceeds previous projections.

Agentic Al systems — systems that can plan and carry out multi-step tasks at machine speed
using external tools with limited human oversight — are not new. What recent advances in
frontier Al demonstrate is a marked increase in (a) how reliably these systems can perform;
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and (b) the length and complexity of software tasks that can be completed autonomously. In
particular, the latest models can sustain work over more steps, make better use of tools such
as code editors and test environments, recover more effectively from mistakes, and require
less human intervention to reach a useful result.

These systems could help companies develop software and digital services more quickly,
improve customer-facing services, support research and decision-making, and reduce
operational costs. Because software and digital processes underpin a wide range of business
functions across many sectors, gains in planning, tool use and task completion could
therefore support productivity and innovation across the economy. Over time, they could also
enable new products, more personalised services and more efficient business processes.

While frontier Al will offer opportunities to improve cyber defence, it will also increase
the sophistication and impact of cyber-attacks on firms, including financial
institutions and market infrastructure.

For the financial sector, this matters because important business services depend heavily on
complex digital infrastructure and common third-party technology, so a faster pace of
vulnerability discovery and exploitation could have system-wide consequences, including
through correlated exposures at shared suppliers, software components and critical
infrastructure sectors on which finance depends. Notably, respondents to the Bank and
FCA’s 2024 Al Survey, rated cyber security as the highest perceived systemic risk related to
the use of Al.[9]

The UK'’s Al Security Institute (AISI) has found that the latest frontier models (eg Anthropic’s
Mythos Preview and OpenAl’'s GPT 5.5) represent a clear step up from earlier models in an
area where cyber performance was already improving quickly (Chart 3.1). Two years ago,
frontier Al models could complete only short, self-contained cyber tasks. In controlled tests,
AISI found that the latest frontier Al models could now carry out multi-stage attacks on
vulnerable systems and identify and exploit weaknesses with little human input — tasks that
would take skilled professionals days of work. In addition, since agents operate at machine
speed, they are likely to be able to complete these longer and more complex tasks much
faster than humans.[10] In one of AlSI’'s advanced reverse-engineering challenges, GPT-5.5
completed the task in 10 minutes and 22 seconds, compared with around 12 hours for a
human expert.


https://www.bankofengland.co.uk/report/2024/artificial-intelligence-in-uk-financial-services-2024
https://www.bankofengland.co.uk/report/2024/artificial-intelligence-in-uk-financial-services-2024
https://www.aisi.gov.uk/blog/how-fast-is-autonomous-ai-cyber-capability-advancing#:~:text=This%20doubling%20rate%20has%20become,models%20exceeded%20our%20previous%20trends.&text=In%20February%202026%2C%20we%20internally,2025%20estimate%20of%208%20months.
https://www.aisi.gov.uk/blog/our-evaluation-of-openais-gpt-5-5-cyber-capabilities
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Chart 3.1: The cyber capabilities of the latest frontier Al models exceed previous
projections

Estimates of the time horizon of cyber tasks that can be completed with 80% reliability by selected
frontier Al models (log scale) (a)

* Previous AlSI| estimate (Nov 2025): ~8m doubling ® QOpenAl

Time horizon

ol
0
4 Nov 23 May 31 Aug 9 Dec 19 Mar 27 Jun
2024 25 /
Model release date

Source: AISI.

(a) 80% reliability cyber time horizon on AlSI's narrow cyber task suite (2.5 million token budget). Shaded
bands show each model’'s bootstrap distribution (1000 hierarchical resamples of tasks/runs). Inner band is
the central 50%, outer band is the central 95%. The longest task in AlSI’s cyber suite is 12 hours.

Recent frontier models have also successfully completed both of AISI's harder ‘cyber range’
tests — simulated attacks against small, undefended company networks requiring sustained
planning and execution. This is a notable result because (a) these tests require models to
sustain multi-step offensive activity over longer sequences of work, rather than simply solve
short, isolated tasks; and (b) no previous model had completed either range. AlSI has also
noted several factors that may mean their evaluations understate the peak capabilities of
current frontier models. At the same time, success in these simulated environments does not
on its own show that frontier models can already carry out reliable attacks against well-
defended real-world targets. That reinforces the importance of firms getting the basics of
cyber resilience right now, as discussed further in Section 3.4.


https://www.aisi.gov.uk/blog/how-fast-is-autonomous-ai-cyber-capability-advancing
https://www.aisi.gov.uk/blog/how-fast-is-autonomous-ai-cyber-capability-advancing#:~:text=This%20doubling%20rate%20has%20become,models%20exceeded%20our%20previous%20trends.&text=In%20February%202026%2C%20we%20internally,2025%20estimate%20of%208%20months.
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Beyond model evaluations, frontier models have already been used by organisations that
have been granted trusted access to identify large numbers of weaknesses in existing
software, demonstrating the potential benefits of frontier Al for cyber security. For example:

o As of 22 May 2026, Anthropic had identified 23,019 candidate software vulnerabilities in
open-source software using its Claude Mythos Preview model. Of those, they disclosed
1,596 vulnerabilities to software maintainers across 281 open-source projects.

o Afrontier model was used to identify long-standing flaws in widely used software,
including in a security-focused operating system (OpenBSD) and a heavily tested open-
source software library (FFmpeg).

e The US cyber security company Palo Alto Networks said its May 2026 security update
identified 75 security issues across 26 publicly-recorded software vulnerabilities, compared
with its usual monthly volume of fewer than five such vulnerabilities, and that the majority
of those findings came from frontier Al models scanning its code.

o Mozilla reported fixing 423 Firefox bugs in a single month, around 20 times its normal rate.

These examples suggest frontier Al may materially increase the flow of vulnerabilities
requiring assessment and remediation by firms. That could itself become a source of systemic
risk, even if frontier Al does not immediately enable reliable attacks against well-defended
targets. A materially higher volume of identified vulnerabilities would require firms and
suppliers to patch and validate changes at much greater speed and frequency, increasing the
risk of errors, outages, and disruption across interconnected systems. Their systemic
significance will therefore depend not only on how material those vulnerabilities are, but also
on how effectively firms and suppliers can absorb a persistently higher operational burden of
triage, patching, testing, and recovery.[11]

The UK’s National Cyber Security Centre (NCSC) has similarly concluded that frontier Al is
already changing the cost, speed and scale of cyber operations, including by helping
malicious actors identify weaknesses, write code to exploit those vulnerabilities and automate
parts of multi-step attack chains. Consistent with that assessment, the NCSC has stressed
that organisations should focus on getting established cyber security fundamentals right —
including patching known vulnerabilities quickly, managing access, securing networks and
preparing to respond and recover from incidents — as the most effective near-term defence
against Al-enabled cyber threats.

Today’s frontier Al models still have important practical limitations. But progress is
fast enough that firms and authorities should not assume those limitations will
persist.

Progress has been uneven across cyber tasks. AlSI’s testing suggests that the strongest
recent gains have been in finding software weaknesses, prioritising them, and carrying out
attacks in controlled test environments. These are capabilities that could already be useful to


https://www.ncsc.gov.uk/frontier-ai
https://www.ncsc.gov.uk/blogs/retaining-defensive-advantage-in-the-age-of-frontier-ai-cyber-capabilities
https://red.anthropic.com/2026/cvd/
https://www.anthropic.com/research/mythos-preview
https://www.paloaltonetworks.com/blog/2026/05/defenders-guide-frontier-ai-impact-cybersecurity-may-2026-update/
https://hacks.mozilla.org/2026/05/behind-the-scenes-hardening-firefox/
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malicious actors. But importantly, AISI’s cyber tests did not include active defenders, and so
do not show that frontier models can already carry out fully autonomous, reliable, undetected
attacks against well-defended real-world targets. There is separate evidence that current
frontier models still lack some of these capabilities needed to meet that more demanding
threshold. METR’s May 2026 Frontier Risk Report concluded that leading internal Al agents
plausibly had the means to carry out unauthorised self-directed deployments, for example

attempting to install or replicate themselves without approval, but could not do so robustly.
While not directly testing offensive cyber capabilities, this finding suggests that the most
advanced models still struggle to operate reliably, persistently and covertly in more
demanding real-world conditions.

However, recent progress has been so rapid that firms and authorities should not assume
those limits will persist. In several areas, frontier models have advanced faster than many
experts expected and have overcome constraints that previously appeared material. The
capabilities that matter most — sustained reasoning, tool use, error recovery and the ability to
complete longer task sequences with limited human input — have all improved materially in a
short period. Because these are closely related to the capabilities still missing for reliable,
covert attacks against defended targets, further progress could narrow some of these
remaining constraints quickly. That would reduce the time available for firms and authorities to
adapt. This uncertainty is reinforced by emerging evidence that frontier Al models are already
being used to accelerate parts of Al research and development, particularly coding and
evaluation workflows, though fully autonomous recursive self-improvement remains unproven.
[12]

3.2: Drivers of cyber risk to the financial sector

Whether frontier Al benefits malicious actors more than defenders will depend on
three factors: how much further the technology improves, how quickly malicious
actors can access frontier models, and how quickly firms strengthen the way they
identify and fix vulnerabilities.

Based on current capabilities, frontier Al models are increasingly capable of identifying and
exploiting software vulnerabilities at greater scale and over multiple stages, potentially
increasing the number of attacks, shortening the time between a weakness being discovered
and exploited, and conceivably lowering the barrier to entry for a wider range of malicious
actors. At the same time, it could help defenders reduce the time between a weakness being
found and fixed. A key question is therefore not only whether frontier Al improves cyber
capabilities overall, but whether it is more useful in practice for offensive than defensive cyber
tasks. If frontier Al is better able to support vulnerability discovery, exploitation and parts of
multi-step attack chains than the more complex end-to-end defensive workflow needed to
validate, prioritise, test and safely remediate weaknesses, the balance of advantage could
shift towards malicious actors.


https://metr.org/blog/2026-05-19-frontier-risk-report/
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The balance of advantage between malicious actors and defenders will depend on at least
three factors:

1. Further capability improvements. The latest frontier models already appear to have
cyber capabilities that could assist both malicious actors and defenders, but their
capabilities remain uneven, which limits their utility for fully autonomous cyber operations
(whether offensive or defensive). If limitations that currently constrain offensive cyber use
cases were overcome, malicious actors would be more likely to be able to find and exploit
weaknesses faster than defenders can identify and fix them. That asymmetry risk is
amplified by the fact that attackers need only identify and exploit one overlooked weakness
to succeed, whereas defenders must identify, prioritise and remediate a much wider set of
vulnerabilities across their own systems and any third-party dependencies.

2. How quickly these capabilities spread to malicious actors. Where frontier models
already have cyber capabilities that could benefit attackers, the extent of the risk today also
depends on how far those capabilities spread to malicious actors. Frontier Al models are
currently proprietary or ‘closed-weight’, ie model weights — which are needed to replicate
the model — are kept confidential by the developer and users can only interact with the
models via chatbot interfaces or APIs. Access is either restricted to trusted users, or
models are released with guardrails designed to detect and block harmful use, though
current guardrails are not fully reliable.[13] The latest proprietary frontier models can be
costly to use at scale, which may currently limit sustained use by lower-resourced
malicious actors. For now, defenders may therefore be able to use frontier Al more easily
than attackers. But these barriers are more likely to delay misuse than prevent it, for three
main reasons:

a. Malicious actors may still gain access through workarounds such as bypassing
safeguards, exploiting weak customer controls, compromising accounts, abusing trusted
access, leaking models or stealing model weights.

b. Model inference costs have fallen materially over time as hardware, model efficiency
and serving infrastructure have improved (Epoch Al), and competition between
providers could put further downward pressure on user prices. If that continues,
advanced frontier capabilities could become economically viable for a wider range of
malicious actors.

c. Open-weight models — models of which the core parameters are made available for
others to run and adapt — are an important medium-term issue. Evidence suggests they
may lag the most advanced closed models by only four to eight months, and that their
safeguards are often easy to remove (AISI). Because they can also be run more
cheaply than proprietary models, the point at which open-weight models become
dangerous and practical to use may arrive before they fully catch up with frontier
models. Restrictions on access to proprietary frontier models may therefore buy
defenders time but are unlikely to prevent malicious use indefinitely. That assessment is


https://epoch.ai/data-insights/llm-inference-price-trends
https://www.aisi.gov.uk/frontier-ai-trends-report
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consistent with the June 2026 joint statement by the NCSC and other Five Eyes
cyber security agencies, which warned that the cyber capabilities of frontier Al are
developing on a timeframe of months, not years.

3. How quickly firms adapt their existing systems. Frontier Al could help firms strengthen
their defences, but access to these systems alone will not be enough.[14] Firms will need to
speed up their end-to-end management of software vulnerabilities since, if Al helps
malicious actors move faster, each manual step in firms’ processes becomes more costly.
In practice, that is likely to be a significant operational challenge as vulnerability
management is a multi-step process. ldentified vulnerabilities must be checked to rule out
false positives, assessed for materiality, mapped to specific systems and business
services, assigned to the right teams, fixed, tested and then deployed safely into live
environments. Factors such as dependence on legacy technology, complex change-
management processes and large numbers of external applications and software
components will likely exacerbate this adaptation challenge as they can make rapid
remediation difficult even when a weakness is already known. Faster patching can itself
create operational risks if changes are rushed, insufficiently tested or difficult to coordinate
across interconnected systems.

Increased geopolitical tensions also create an environment of heightened risk of cyber-attacks
— including those enabled by frontier Al — which could coincide with, and amplify, other
stresses. See Section 1 for developments in the global risk outlook.

3.3: Potential risks to financial stability

There is significant uncertainty around each of the three factors set out above. The FPC has
therefore considered three indicative scenarios for how these dynamics could evolve (Figure
3.1). Crucially, the required frequency, intensity and speed of patching for the financial system
will be substantially higher in any scenario going forward, which will increase the rate of errors
and risk of operational disruption.


https://www.ncsc.gov.uk/news/the-ai-shift-in-cyber-risk-why-leaders-must-act-now
https://www.ncsc.gov.uk/news/the-ai-shift-in-cyber-risk-why-leaders-must-act-now
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Figure 3.1: Indicative scenarios for the implications of frontier Al cyber capabilities for
financial stability

Drivers of cyber risk from frontier Al

Capability @ ( Defender
growth E L O m adaptation

Possible scenarios

,

Impact on financial system

l

Implications for financial stability

Potential impact on the provision of financial services and the real economy




Bank of England Page 42

In the best-case scenario, defenders would use frontier Al well enough to stay ahead
of attackers. The backlog of unfixed weaknesses would remain broadly stable, though
the sector would face a higher baseline of operational strain and increased
dependence on frontier Al vendors. Cyber incidents could still crystallise in the real
economy, but their financial stability implications would remain manageable.

This outcome would depend on three conditions: frontier Al not rapidly gaining further
offensive cyber capabilities; those capabilities not spreading rapidly to malicious actors; and
defenders adapting quickly enough. In that case, major firms, key suppliers and important
open-source software projects could retain the advantage. They would be able to find and fix
weaknesses faster than attackers could find and exploit them at scale, keeping the overall
backlog of unfixed weaknesses broadly stable.

In this more favourable scenario, the main risk to the financial system would be ongoing
operational strain, including continuous patching at high volume, pressure on firms to make
changes quickly and where the fixes themselves may result in incidents that cause outages.
Resources would need to be diverted on a sustained basis towards defensive adaptation,
potentially weighing on innovation and other investment. To the extent that firms come to rely
on a handful of frontier Al providers to improve their defensive cyber capabilities, to identify
vulnerabilities, and to fix processes, this could also represent a new channel of concentration
risk. Cyber disruption in other sectors of the economy could still affect financial stability
indirectly, for example where disruption to core operating systems or supply chains
temporarily impairs non-financial firms’ cash flows and debt servicing capacity. But in this
scenario, those effects are assumed to remain contained, with limited impact on bank balance
sheets.

In an alternative scenario, financial institutions would strengthen their defences
materially, but systemic risk would still arise through correlated disruption at shared
providers, common software components and critical infrastructure sectors.

In this scenario, frontier Al capabilities improve further, but important practical limitations
remain, preventing reliable, fully autonomous attacks at scale against well-defended targets.
Large firms, major suppliers and authorities adapt, using frontier Al and other measures to
strengthen identification, prioritisation and remediation of vulnerabilities. But resilience is
uneven across the wider financial system, especially beyond the largest firms and most
established providers. Where multiple firms rely on the same providers, software components
or essential services, a vulnerability, compromise or defensive shutdown at a common
supplier could affect several institutions at once. Because finance is tightly interconnected
with other critical sectors, including energy and telecoms, disruption in those sectors could
quickly spread to the financial system.
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Systemic risk would therefore arise less from a rapid increase in firms’ own backlogs of
vulnerabilities than from correlated disruption through common dependencies. Faster attack
and remediation cycles would still create significant operational strain, especially for less-well-
resourced firms. But the more important systemic concern in this scenario is that smaller
shared suppliers, managed service providers, common software components or critical
infrastructure sectors (such as telecoms) could become channels through which cyber
disruption spreads across multiple firms at once — whether through compromise at a common
provider, precautionary shutdown of a shared service, or simultaneous difficulty patching and
restoring connected systems. This shared dependency channel was also emphasised in
recent IMF analysis of Al-enabled cyber risk.

In a worst-case scenario, the backlog of known but unfixed software weaknesses
would rise sharply, materially increasing the risk of a system-wide cyber event.

In a worst-case scenario, frontier Al would continue to improve rapidly, including in ways that
significantly enhance offensive cyber capability. Malicious actors would gain access quickly,
either through leaks from closed models or fast progress in open-weight models, and firms
would not adapt quickly enough. The number of known but unaddressed software
weaknesses would then rise sharply, including in third-party software used widely across the
sector.

In this scenario, the risk of a system-wide cyber event would increase. A larger backlog of
known software weaknesses would raise the likelihood that the same or similar weaknesses
could be exploited at several firms and/or third-party suppliers at once, or firms could be
forced into emergency action before patches have been properly tested. Suppliers may be
unable to support all affected clients at the same time, and disruption could spread through
core financial services including payments, trading, clearing and settlement. Severe enough
cyber incidents could create uncertainty and weaken confidence in the broader financial
system, especially if their scale and impact were hard to judge in real time.

3.4: Priorities for firms and authorities

Cyber risk has long been recognised by the FPC, wider authorities in the UK and
globally, and the financial sector as a core threat to financial stability.

The financial sector has long been — and will remain — an attractive target for cyber-attacks.
The system depends heavily on digital infrastructure, is highly interconnected, offers potential
financial reward to malicious actors, and provides services on which households and
businesses rely every day.[15] In the Bank of England’s 2026 H1 Systemic Risk Survey
(conducted before the latest frontier models were announced), 82% of respondents cited
cyber-attack as one of their top five risks to the UK financial system (Chart 3.2). 26% of
respondents said cyber risk was the single biggest risk to the financial system, making it the
second most cited response.



https://www.imf.org/en/blogs/articles/2026/05/07/financial-stability-risks-mount-as-artificial-intelligence-fuels-cyberattacks
https://www.bankofengland.co.uk/systemic-risk-survey/2026/2026-h1
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Chart 3.2: The perception of cyber-attacks as a key source of risk to the UK financial
system has significantly increased over the last decade
Results of the 2026 H1 Systemic Risk Survey
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Since 2013,[16] UK authorities have built a substantial framework to strengthen the financial
sector’s cyber resilience. This includes the operational resilience regime, cyber assessment
tools (including CBEST, STAR-FS, CQUEST and CORST) and publishing effective practices
on cyber response and recovery.

Whether frontier Al creates material risks to financial stability will depend heavily on how
quickly and thoroughly firms respond.

Firms’ cyber resilience and recovery work should remain anchored in severe but plausible
scenarios. But frontier Al cyber capabilities may move the bar for these severe but plausible
scenarios by making faster, larger-scale and more correlated disruption more credible. Firms
— including PRA-regulated firms and financial market infrastructures — should therefore not
treat frontier Al as a minor extension of the existing cyber threat, nor assume that the change
in risk profile is static from here on. The issue is not that cyber risk is new, but that frontier Al
may materially change its speed, scale and economics. Firms should also plan on the basis
that a higher volume of vulnerabilities and a faster pace of patching may become a sustained
feature of the threat environment, rather than a temporary surge, and that this could itself


https://www.bankofengland.co.uk/financial-stability/operational-resilience-of-the-financial-sector
https://www.bankofengland.co.uk/prudential-regulation/publication/2025/october/effective-practices-cyber-response-and-recovery-capabilities
https://www.bankofengland.co.uk/prudential-regulation/publication/2025/october/effective-practices-cyber-response-and-recovery-capabilities
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create operational and resilience risks if change, testing and recovery processes are not able
to keep pace safely. These developments reinforce the importance of firms acting on the May
2026 joint statement from the Bank, FCA and HM Treasury, which the FPC strongly

endorses, and which sets out practical steps firms should take now to prepare for and reduce

frontier Al-related cyber risks within the existing operational resilience framework, across
several domains:

o Governance and strategy: firms should ensure their boards and senior management
have sufficient understanding of frontier Al risks. This is important to set strategic direction
and oversee how control functions manage risks. Investment and resourcing decisions
should reflect the emerging threat, including increased exposure from end-of-life systems
or those out of vendor support.

 ldentification and risk management of vulnerabilities: frontier Al models can rapidly
identify and enable exploitation of a potentially large number of vulnerabilities across firms’
technology estates. Firms should be able to triage, prioritise, risk assess, and remediate
vulnerabilities more quickly, more frequently, and at scale, including through automation
where appropriate, while mitigating the operational risks from doing so.

o Managing risks from third parties: firms should effectively manage frontier Al cyber risks
from third parties and supply chains, including open-source software. This means firms
should have the capabilities to identify, monitor and manage external applications, libraries
and services integrated into their networks. Firms should be prepared to address and
remediate vulnerabilities identified by third parties at scale.

o Protection: effective access management, network security, and data protection should
enable firms to reduce the attack surface a frontier Al model might access and limit the
likelihood and impact of such attacks. Firms should consider adopting automated and Al-
enabled defences to operate at comparable speed to Al-driven attacks.

» Response and recovery: firms should be able to respond to and recover from disruption

quickly. Firms should read and consider the effective practices on cyber resilience
published by the Bank, PRA and FCA in October 2025.

Some smaller firms may be more reliant on third-party software providers than larger
institutions and therefore have simpler technology estates. But many may still find it
particularly difficult to adapt their vulnerability management processes to this new threat
environment, because they often have fewer cyber resources, less in-house expertise, and
less capacity to absorb the operational cost of faster implementation of third-party provider
fixes. The FPC has previously noted that the cost of cyber resilience for smaller firms can be
a significant barrier to growth. In that context, these considerations may strengthen the case

for practical support tools and shared defensive infrastructure that could help reduce the
burden on firms that lack the scale to build these capabilities on their own. The FPC therefore
welcomes recent work by GCHQ on a blueprint for a new national cyber defence capability


https://www.bankofengland.co.uk/news/2026/may/boe-fca-and-hm-treasury-joint-statement-on-frontier-ai-models-and-cyber-resilience
https://www.bankofengland.co.uk/news/2026/may/boe-fca-and-hm-treasury-joint-statement-on-frontier-ai-models-and-cyber-resilience
https://www.bankofengland.co.uk/financial-stability-report/2025/december-2025
https://www.gchq.gov.uk/speech/gchq-annual-lecture-2026-as-delivered
https://www.bankofengland.co.uk/prudential-regulation/publication/2025/october/effective-practices-cyber-response-and-recovery-capabilities
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that aims to use advanced Al to strengthen machine-speed cyber defence. The FPC also
supports initiatives such as the NCSC’s Cyber Action Toolkit, which is designed to help sole
traders, micro businesses and small organisations — including financial firms — strengthen
their cyber resilience.

The pace at which vulnerabilities are found, disclosed, prioritised and remediated will also
depend on actors beyond regulated firms, including frontier Al developers, software vendors,
open-source maintainers and trusted cyber-security conveners.

For authorities, the priority is to reinforce existing expectations while adapting efforts
to ensure system-wide resilience to this threat environment.

UK authorities are already reinforcing these expectations through supervision and sector
engagement. In addition to the May 2026 joint statement, authorities are also engaging firms
through the Cross Market Operational Resilience Group (CMORG), which in May 2026
convened firms, authorities and the NCSC to discuss the sector’s response to emerging
frontier Al models and subsequently ran a frontier Al risk mitigation webinar for UK
regulated financial services firms. CMORG issued guidance on frontier Al and cyber
resilience in June. In addition, the Bank and PRA’s upcoming consultation on Cyber and

Information, Communication and Technology risk management will consider issues relevant to
frontier Al cyber risks. The Financial Stability Board (FSB) is also consulting on sound
practices for the responsible adoption of Al, including elements relevant to the cyber risk
posed by frontier Al. Developments in frontier Al increase the value of clearer common

expectations, sector-wide awareness and more coordinated adaptation across firms and
authorities.

System-wide monitoring and preparedness are also likely to become more valuable. As noted
in its response to the Treasury Select Committee’s inquiry into Al in financial services,
the Bank of England is working to incorporate Al scenarios into different forms of cyber and
operational testing for the financial sector, building on existing FPC cyber stress tests that
take a system-wide approach (in addition to its broader macrofinancial analysis — refer to
Section 2). In this threat environment, that work is likely to need to place greater weight on

simultaneous multi-firm disruption, correlated disruption across technology supply chains, and
whether existing expectations, tools and coordination arrangements remain sufficient if
frontier Al compresses the time available to identify, contain and recover from cyber incidents.
This includes system-wide considerations relating to:

o Whether the present standard of recovery capability across regulated firms remains
adequate given the scope for more severe and fast-moving disruption scenarios, or
whether enhanced response and recovery options should be expected of certain systems
supporting important business services that are critical to UK financial stability. For


https://www.ncsc.gov.uk/news/small-businesses-receive-cyber-security-boost-with-new-toolkit-from-experts
https://www.cmorg.org.uk/news/frontier-ai-risk-mitigation-webinar-recording
https://www.cmorg.org.uk/sites/default/files/2026-06/CMORG%20-%20Firm%20Guidance%20For%20Frontier%20AI%20-%20Final%20-%20June%202026%20-%20Version%201.0%20-%20TLP%20CLEAR.pdf
https://www.cmorg.org.uk/sites/default/files/2026-06/CMORG%20-%20Firm%20Guidance%20For%20Frontier%20AI%20-%20Final%20-%20June%202026%20-%20Version%201.0%20-%20TLP%20CLEAR.pdf
https://www.fsb.org/2026/06/sound-practices-for-responsible-adoption-of-artificial-intelligence-ai-consultation-report/
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example, 'bare metal rebuild’ in an isolated recovery environment or ‘stand-in facility' to
deliver a minimum level of service.

o The importance of operationalising the UK’s Critical Third Party (CTP) regime, and the
resilience expected of other material third-party technology providers that may not meet the
threshold for CTP designation.

o Whether the current balance of firm and industry level activity on response and recovery
remains appropriate, or whether greater coordination and industry level co-operation,
including on information sharing, cyber-protection infrastructures and coordinated response
and recovery options for important business services, may be warranted.

Deepening international coordination will also be critical. The financial system is globally
interconnected, and cyber disruption can spread across borders through common technology
dependencies, financial institutions and market infrastructure. Differences in cyber capability,
resilience and recovery capacity across jurisdictions could therefore have consequences
beyond the jurisdiction in which an incident begins. Macroprudential authorities will need to
continue working through international forums, including the FSB and G7, to build common
understanding of how frontier Al is changing cyber risk and to support consistent approaches
to monitoring, testing and preparedness.

This preparedness agenda also matters beyond the financial sector, emphasising the
importance of deepening coordination across domestic authorities too. The Government’s
Cyber Security and Resilience Bill is intended to strengthen cyber regulation for essential
and digital services, helping over time, if effectively implemented, to improve the resilience of
critical sectors such as energy and telecoms on which the financial sector depends. If frontier
Al compresses the time between vulnerability discovery, exploitation and disruption across
interconnected sectors, resilience in those sectors becomes more directly relevant to financial

stability.

3.5: Implications for financial stability beyond cyber risk

Although cyber risk is the most immediate concern from rapidly advancing frontier Al,
the technology could also affect financial stability in other ways.

The same underlying developments in frontier Al that have precipitated this change in cyber
capabilities will drive new capabilities across a variety of fields. Over time, frontier Al could
improve efficiency, innovation and resilience in financial services and the wider economy. But
these benefits will depend on firms adopting the technology responsibly. These channels are
less immediate, and in some cases more speculative, than the cyber channel discussed
above, but they are worth monitoring given the speed of capability development.


https://www.gov.uk/government/collections/cyber-security-and-resilience-bill
https://www.bankofengland.co.uk/financial-stability/financial-market-infrastructure-supervision/fmi-rulebook/critical-third-parties
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Developments in frontier Al's cyber capabilities highlight the rapidity of progress and the
transformative potential of those capabilities, which may manifest in other future ‘step change’
moments.

In its 2026 Q1 Record, the FPC highlighted two applications of more autonomous Al systems
that could matter for how the financial system works and for financial stability, building on the
framework set out in its April 2025 Financial Stability in Focus:

1. Payments: more autonomous Al systems are already becoming an area of rapid
innovation in payments. They could change how payment decisions are initiated, optimised
and carried out, increasing the speed and scale of financial flows, which could bring
significant economic benefits. Such innovation also raises new questions about
authorisation, traceability, fraud detection and liability, resilience, legal accountability, and
the liquidity arrangements needed to manage failed, disputed or reversed payments. IMF
analysis has highlighted a key tension: Al systems are probabilistic, while payment
infrastructures usually require predictable and deterministic outcomes. This matters
because payment systems must produce clear, consistent and legally certain outcomes
even under stress. Governance and system design will therefore be important in
determining whether possible benefits can be realised safely, without undermining the
integrity of the payments systems on which the real economy relies.

2. Financial markets: evidence to date suggests that trading firms are using more
autonomous Al systems, primarily for research, coding support, surveillance and other
lower-risk operational tasks, rather than for fully autonomous trading.[17] Key challenges
include the difficulty of reliably anticipating Al outputs, and of validating and bounding more
autonomous systems in markets where conditions and economic relationships can change
quickly. But if Al systems become better at core financial decision-making tasks and start to
outperform more traditional models in testing environments then firms may begin to rely on
them more directly in trading or portfolio decisions in ways that change the speed and
nature of adjustment to new information and increase the risk of correlated behaviour. A
key policy question is therefore not only whether firms can understand and govern these
models effectively, but whether the financial system, including regulators, has the visibility,
indicators, and intervention mechanisms to monitor and contain the resulting collective
behaviours. To explore these risks, the Bank is working with the BIS Innovation Hub
London Centre and other stakeholders on Project Logos, which aims to enable central
banks to observe and analyse the behaviour of large language model (LLM)-based agents
acting as portfolio managers in a simulated financial market environment.

Bank staff are therefore currently undertaking deep dives on agentic payments and agentic
trading.


https://www.bankofengland.co.uk/financial-policy-committee-record/2026/april-2026
https://www.bankofengland.co.uk/financial-stability-in-focus/2025/april-2025
https://www.imf.org/en/publications/imf-notes/issues/2026/04/22/how-agentic-ai-will-reshape-payments-575560
https://www.imf.org/en/publications/imf-notes/issues/2026/04/22/how-agentic-ai-will-reshape-payments-575560
https://www.bis.org/about/bisih/topics/suptech_regtech/logos.htm
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More broadly, recent advances in frontier Al also underline the possibility that
progress in other technologies — such as quantum computing — could be faster than
expected.

Frontier Al, cyber risk and quantum preparedness are converging challenges. Rapid advances
in Al highlight the urgency of strong asset management and cyber basics, including accurate
mapping of systems, software, data and cryptographic dependences, as immediate priorities,
not just future needs.

Given the scale of the task to transition to post-quantum cryptography, and the need for
alignment with multi-year investment cycles, firms should begin planning now. That is
consistent with the G7 Cyber Expert Group’s roadmap, co-chaired by the Bank of England
and the US Treasury, which encourages financial sector stakeholders to take a coordinated
and timely approach to migration to quantum-resistant cryptography. This includes mapping
cryptographic dependencies and the broader IT estate to identify vulnerabilities and prioritise

resilience measures. Firms should also retain flexibility to accelerate migration if
developments in quantum capability, standards, vendor readiness or the threat environment
require it.

The quantum threat goes beyond cryptography. It may entail system architecture changes,
complex migration efforts and supply-chain fragilities, including potential hardware or skills
shortages, if left too late. In practice, quantum risk management aligns with operational
resilience, requiring coordinated upgrades and careful planning to avoid disruptions, akin to
other major technology transitions.

Firms’ quantum safety is only as strong as that of the material third-party providers that
support their important business services. In line with existing expectations on management
of third-party risks (eg PRA Supervisory Statement 2/21), firms should therefore seek
assurance and information on how their material third parties are preparing for post-quantum

safety.


https://www.gov.uk/government/publications/advancing-a-coordinated-roadmap-for-the-transition-to-post-quantum-cryptography-in-the-financial-sector/g7-cyber-expert-group-statement-on-advancing-a-coordinated-roadmap-for-the-transition-to-post-quantum-cryptography-in-the-financial-sector-january-20
https://www.bankofengland.co.uk/prudential-regulation/publication/2021/march/outsourcing-and-third-party-risk-management-ss
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4: The resilience of market-based finance

Monitoring and strengthening the resilience of market-based finance (MBF) is crucial
to ensure that the financial system can absorb shocks, rather than amplify them. This
protects overall economic and financial stability and allows MBF to continue
providing vital services to households and businesses.

Market-based finance is an interconnected system of markets, market infrastructure such as
central counterparties (CCPs), and non-bank financial institutions (NBFIs) such as insurers,
hedge funds and private finance firms. MBF has grown significantly in importance, and NBFls
now account for around half of global and UK financial sector assets. Previous events — such
as the March 2020 dash for cash and the Autumn 2022 liability-driven investment (LDI)
episode — have highlighted that vulnerabilities in MBF could pose risks to UK financial
stability. While such vulnerabilities — including those related to the use of leverage by
investors in sovereign debt markets, and opacity and interconnectedness in risky credit
markets — have not crystallised following the onset of the conflict in the Middle East, they
persist and could amplify stress under adverse macroeconomic conditions. Reflecting this, the
Bank is strengthening its ability to identify and monitor risks in MBF. This includes a second
system-wide exploratory scenario (SWES), which is exploring risks and dynamics associated
with the private market ecosystem (Box A), and enhancements to its market surveillance
framework (Box B).

4.1: Developments in the resilience of gilt and gilt repo markets

UK gilt markets have undergone significant structural changes in recent years,
including historically high issuance, with higher proportions issued at shorter
maturities and a shift in the investor base towards more price-sensitive investors.

UK gilt and gilt repo markets play important roles within the financial system, such as
financing government activity and acting as a benchmark for the pricing of other financial
instruments such as corporate bonds. In doing so, government bond markets facilitate the
provision of vital services, investment, and sustainable economic growth. Repo markets
facilitate the flow of liquidity — in the form of cash and gilts — across the financial system and
are a source of funding for market participants’ leveraged strategies. NBFIs play a significant
role in these markets, including through leveraged gilt and repo positions.

Government bond markets globally — including in the UK — have undergone significant
structural change in recent years, including higher issuance with an increasing skew towards
shorter-term bonds (Section 1). Alongside this, long-term, less price-sensitive investors such
as defined benefit (DB) pension funds have reduced their demand for gilts. Many DB
schemes are now closed to new members, reducing the need for liability-driven hedging and
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demand for long-dated and inflation-linked gilts. This reflects the transition away from DB
schemes towards defined contribution (DC) schemes. DC schemes do not guarantee specific
benefits in the same way as DB schemes and therefore have less need to hedge long-
duration liabilities. Consistent with this, the preferred maturities of the gilt investor base have
shifted shorter in recent years. The weighted average maturity of pension fund and LDI gilt net
purchases has fallen from around 25 years in 2018 to about 14 years in 2026 (Chart 4.1).

Price-sensitive investors (including hedge funds) have increased their participation in
government debt markets. In normal times, hedge funds can support market functioning by
warehousing risk and intermediating between different market participants within the sterling
markets ecosystem. But these investors require a risk premium and are more active in
entering and exiting positions as conditions change, relative to more price-insensitive
investors like pension funds, which hold bonds for liquidity and hedging purposes. The
relatively high use of leverage by a small number of hedge funds increases the risk of a
disorderly unwind of positions and a jump to illiquidity in core UK markets.
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Chart 4.1: The preferred maturities of the gilt investor base have shifted
shorterWeighted average maturity of net purchases, by investor type (a)
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Sources: Financial Conduct Authority MiFID Il data and Bank calculations.

(a) This considers absolute net purchases by ISIN (purchase less sales) in market value terms at the time
of the transaction, across each year and calculates the weighted average maturity of each sector. The time
to maturity used in the calculation is the difference between each gilt's maturity date and the start of the
year displayed.

Despite high levels of volatility, UK gilt and gilt repo markets have remained resilient,
with functioning commensurate with market conditions.

The cash gilt market has experienced significant price volatility since the onset of the Middle
East conflict. As set out in Section 1, the energy-driven supply shock has caused inflationary
pressures across economies globally. After the onset of the conflict, UK and euro area
government bond yields increased by more than US Treasury bond yields, reflecting concerns
over those economies’ exposures to imported energy costs. Headline measures of market
functioning have remained within historical norms (Chart 4.2). While volumes were elevated



Bank of England Page 53

throughout March and April, they remained below the levels observed during the April 2025
tariff announcements. Bid-ask spreads widened during the period and there was some
deterioration in liquidity. However, this was less severe than observed during the 2022 LDI
and 2020 dash for cash episodes and remained consistent with the degree of volatility (Chart
4.2). In gilt repo markets, the spread between overnight gilt repo rates and Bank Rate
remained narrow throughout the period, aside from expected increases around period-end
reporting dates, indicating that the market was functioning well. More recently, both cash and
repo markets have remained resilient, and market conditions have improved since March
2026, though liquidity remains somewhat reduced relative to long-run averages.
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Chart 4.2: The gilt market has remained resilient

Weekly gilt volume across sectors (top panel); and bid-offer spread versus realised volatility for the
10-year benchmark gilt (10-day rolling measure) (bottom panel) (a)
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Sources: Financial Conduct Authority MiFID Il data, Bloomberg Finance L.P and Bank calculations.

(a) Realised volatility is calculated as the 10-day average of the high-low intraday range in the 10-year
benchmark gilt yield.

Hedge funds unwound commonly-held positions prior to and following the onset of
the conflict in the Middle East.

Hedge funds significantly reduced their positions across European, UK and US government
bond markets, in response to a reassessment of the expected path of policy rates. Hedge
fund net sales in the cash gilt market were sizeable, but the adjustment was orderly and more
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gradual than in previous stress events. For example, during the Autumn 2022 LDI episode,
net gilt sales by insurance companies and pension funds prior to the Bank’s intervention were
around half the scale of the hedge fund sales observed recently and 80% of the PV01.[18]
However, these LDI stress-related sales were concentrated within a single week, whereas
recent hedge fund sales were spread across a month. This faster, more concentrated selling
during the LDI stress overwhelmed market capacity and caused significant market
dysfunction, as shown in Chart 4.2. During these recent events, while hedge funds’
repositioning amplified some moves in gilt yields, markets continued to function, with some
hedge funds also stepping in as buyers throughout March and April.

These dynamics were also reflected in gilt repo markets. Net hedge fund gilt repo borrowing
declined by around 40% by mid-April, from £100 billion at the time of the December FSR
(Chart 4.3). Positions have since fluctuated before increasing again from end-May to around
£85 billion.

Chart 4.3: Hedge funds have reduced their net gilt repo borrowing, but it remains
elevated by historical standards Net repo positioning across non-bank sectors (a)

B Hedge funds

B Money market funds (MMFs)
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Sources: Sterling money market data (SMMD) and Bank calculations.

(a) Latest data as of 25 June 2026. SMMD data and the sector classification are reviewed on an ongoing
basis in order to continuously improve the quality and coverage of the data set.

Markets absorbed high volatility and volumes, partly reflecting resilience built in
recent years.
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Elevated hedge fund gilt sales were absorbed by real money investors (such as asset
managers, insurance companies and pension funds) that were willing and able to buy, helping
to maintain market functioning. The LDI sector also remained resilient, reflecting policy
measures taken since the autumn 2022 gilt market stress to strengthen liquidity buffers and
operational readiness. In gilt repo markets, the stability in functioning was a reflection of the
widespread availability of sterling cash. Money market funds (MMFs) were significant
providers of liquidity, and net lending reached an all-time high during the period. As a result,
markets were not subject to sustained one-way flows, and dealer intermediation capacity
remained available.

Large price movements in a number of markets led to margin calls. Commodity markets —
particularly energy markets — experienced large price moves and material margin calls, but
markets continued to function. In interest rate derivatives, hedge funds in aggregate were
positioned for lower short-term policy rates and so faced variation margin calls on these
positions. However, aggregate estimated variation margin calls on interest rate derivatives
faced by non-bank sectors were relatively modest during this episode, at around £0.4 billion
between 27 February and 9 March, and materially below levels seen in previous stress
episodes (for example, around £13 billion during the autumn 2022 LDI stress episode).[19]
This reflected both the smaller magnitude of the interest rate shock to longer-term rates
compared to the LDI episode, and a positive inflation shock that was favourable for insurers,
pension funds and LDI vehicles’ inflation swap positions. That offset larger variation margin
calls faced by hedge funds. It also reflected changes in sectoral positioning, including reduced
exposures among pension funds and LDI vehicles. This limited the overall need for asset
sales by non-banks to meet margin calls, reducing the risk of amplification of price moves.
The use of Bank facilities, such as the Short-Term Repo (STR) and Indexed Long-Term Repo
(ILTR), remained steady throughout the period, helping to anchor rates and ensure that
pressures were short-lived.

While core markets have remained resilient through recent events, that resilience
could be tested by future shocks.

A critical factor in the continued functioning of these markets was the provision of gilt repo.
The first SWES exercise illustrated that this cannot be guaranteed in a more severe stress. In
the exercise, liquidity demand led to redemptions from MMFs and open-ended funds,
prompting asset sales. Gilt repo market conditions tightened as banks, in response to
counterparty credit risk concerns, shortened repo tenors, increased haircuts, and were more
selective in extending financing. Since the first SWES exercise, the cash gilt and gilt repo
markets have undergone significant structural change (Section 4.1). Hedge funds have
increased their footprint in the gilt market and shifted from being net cash lenders in gilt

repo to net cash borrowers. This leaves hedge funds more exposed to changes in financing
conditions and increases the likelihood that distress in this sector could disrupt gilt markets.
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This underlines the importance of locking in resilience through reforms such as those recently
announced for UK MMFs, which are aimed at improving their ability to meet redemptions in a
stress without amplifying market disruption, as well as the Bank’s ongoing work to strengthen
the resilience of gilt repo markets. It also highlights the need to enhance the monitoring
framework for gilt market functioning, including through system-wide exercises such as the
first SWES, to understand system dynamics, as well as improved data and surveillance
capabilities (Box B).

Underlying structural vulnerabilities in MBF remain, including leveraged borrowing by
hedge funds in gilt repo markets.

The recent fall in hedge fund net repo borrowing was largely driven by an unwind of positions
at the front end of the curve, as interest rate expectations shifted. However, hedge fund net
repo borrowing remains elevated by historical standards and continues to be driven largely by
leveraged relative value strategies. These strategies use net repo borrowing to take
advantage of differences between the prices of gilts, or between gilts and related interest rate
instruments, with the cash-futures basis trade being one example. As Chart 4.4 shows, the
recent fall in hedge fund net repo borrowing does not appear to have been accompanied by a
material unwind of long gilt future positions, which remain high. Additionally, hedge funds rely
on shorter-term funding via repo markets, leaving them exposed to rollover risks should repo
market conditions deteriorate (Box B, Figure D). These strategies therefore remain vulnerable
to simultaneous deleveraging, particularly if funding conditions were to tighten significantly.
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Chart 4.4: Data suggests that hedge fund net gilt repo borrowing is related, at least in
part, to the popularity of the cash-futures basis trade

Change in hedge fund net gilt repo borrowing and gilt futures open interest since January 2024 (a)
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Sources: ICE Futures Europe, Sterling money market data (SMMD) and Bank calculations.

(a) Spikes seen in gilt futures open interest relate to contract roll periods.

Risks also remain concentrated among a small number of firms pursuing similar trading
strategies across jurisdictions and markets. Hedge funds with the highest leverage in the gilt
market also have large repo positions in other government bond repo markets. Should
investor sentiment on the sovereign debt outlook deteriorate abruptly, this could affect the UK
market directly, or indirectly via spillovers from other sovereign debt markets, with potential
implications for domestic financing conditions.

In addition, Bank staff analysis using entity-level probability of default (PD) estimates from
banks’ internal rating models indicates that hedge funds from offshore financial centres
(OFCs) exhibit higher and more volatile default risk than other NBFIs active in UK markets,
with a pronounced upper tail of risk that has increased over time.[20] This pattern is
particularly evident among hedge fund structures whose associated country of risk is the
Cayman Islands. Given their concentrated, leveraged and cross-border activity in core UK
markets, stress affecting these firms could be amplified across markets. This underscores the
importance of robust counterparty risk management and strengthened international
coordination to support effective monitoring and surveillance of cross-border risks.
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These vulnerabilities could be amplified further through interactions with other parts of the
financial system. Hedge funds’ equity prime brokerage balances are at record levels (Section
1). According to transaction and survey data, many hedge funds are active in both gilt and
equity markets (Box B). A sharp correction in equity markets could transmit stress into gilt
markets if hedge funds making losses on equity positions were to unwind gilt market positions
in response. Box B sets out how data can be combined with insights from firm engagement to
undertake scenario analysis and assess how financial market participants can deepen or
broaden a shock, by amplifying its impact within a market or transmitting it across markets.

4.2: Private markets and risky credit markets

Private markets and risky credit provided by MBF play an increasingly important role
in supporting growth, by channelling funding towards productive investment in the
real economy, and by contributing to a competitive and diverse lending landscape
that meets the varied needs of UK businesses.

Market-based corporate finance is an important part of the funding ecosystem for UK
businesses. It includes a broad range of channels through which corporates raise finance
outside traditional bank lending, including public credit markets, leveraged lending and private
markets. Private markets are increasingly central in supporting corporates and providing
funding for infrastructure, real assets, real estate and venture capital. The long-term nature of
private capital can enable fund managers to act less cyclically. This means they can continue
to provide finance in macroeconomic downturns, although this benefit can be weakened by
high leverage or redemptions.

Risky credit markets comprise high-yield bonds, leveraged loans and parts of private credit,
and primarily fund non-investment grade borrowers. These markets typically provide finance
to more highly indebted corporates. Private markets play an important role in this ecosystem,
with private equity and private credit markets having grown significantly over the past decade.

Their growing scale and significance make it vital to understand the resilience of the
funding they supply to the real economy in bad times as well as good.

While these markets bring significant benefits, they can also give rise to potential financial
stability risks. Stress to these markets could reduce the availability or increase the cost of
finance for some businesses, amplifying the impact of an adverse shock on the real economy.
Within this ecosystem, the provision of financing from private markets includes the extensive
use of leverage (including leverage on leverage), complex structures, and interconnections
with banks, insurers and other parts of the financial system. In addition, the opacity and
valuation uncertainty associated with private markets can make it harder to assess where
risks sit and how losses could be transmitted and amplified. The July 2025 FSR explored the
implications of the growth in private markets for financial stability and real economy financing
in more detail.



https://www.bankofengland.co.uk/financial-stability-report/2025/july-2025
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Investor sentiment in parts of private and risky credit markets had already weakened
ahead of the Middle East conflict.

Concerns about asset quality in leveraged finance and private credit have grown, including
around weak underwriting standards. The outlook has worsened since the December FSR,
including in relation to geopolitical risks and uncertainty around the impact of a widespread
adoption of Al on incumbent companies’ business models and profitability, including in sectors
such as software where risky credit markets have significant concentration (Section 2). These
concerns are reflected in valuations for some publicly listed private credit funds or traded US
business development companies (BDCs) and software leveraged loan prices. Furthermore, a
subset of US private credit funds, mainly non-traded BDCs, have faced liquidity pressures
arising from elevated redemption requests. Although most private credit funds are closed
ended, non-traded BDCs have retail investors — often high-net-worth individuals. Redemption
requests were elevated in several of these retail funds, with some limiting redemptions. These
funds generally operate quarterly redemption offers, typically capped at 5% of the fund. While
these caps have largely operated as expected, they can encourage investors to redeem pre-
emptively due to concerns about their future ability to access their capital or valuations.
Furthermore, while the non-traded BDC sector remains relatively small in aggregate, liquidity
stress in these funds could spill over to other parts of private credit and private equity
markets, as well as to other parts of risky credit markets.

Recent defaults have also illustrated how weaknesses in risky credit markets can
crystallise and subsequently pose risks to systemic institutions.

The default of Market Financial Solutions Limited, a non-bank mortgage lender, in February
was largely driven by similar underlying vulnerabilities as those highlighted by the earlier
defaults of First Brands and Tricolor. These include high leverage, weak underwriting
standards, opacity, and complex structures. Such weaknesses may have been a contributing
factor that allowed significant alleged fraud to be undetected for a period.

These corporates were financed by both banks and NBFls and illustrated the complexity and
interconnections between them. Some UK banks experienced losses related to these
corporate failures (Section 6). In light of recent developments, some banks have increased
scrutiny of their exposures to private markets. This may represent a prudent reassessment of
credit risk for asset-backed lending and fund financing, but could also contribute to tighter
lending conditions for corporates going forward.

In traded risky credit markets, there has been divergence between the riskiest,
distressed credit and other sub-investment grade securities.

Despite weaker investor sentiment, and the potential for the conflict in the Middle East to
affect these markets, broader risky credit markets do not appear to have repriced materially
so far. Credit spreads overall remain compressed relative to historical levels (Section 1) and
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issuance has continued across risky credit markets. However, spreads between lower-rated
(‘CCC’) and higher-rated (‘BBB’) debt have widened in recent months (Chart 4.5), reflecting
concerns about the lowest rated corporates.

Chart 4.5: The spread between the riskiest and safest high-yield debt has widened

since the conflict began

US high-yield spreads by rating bucket
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Sources: ICE BofAML and Bank calculations.

Some corporates and lenders are taking steps to manage refinancing and cash flow
challenges.

A worsening in the outlook could tighten funding availability for UK corporates and amplify
stress through lower earnings and valuations. This could be exacerbated where private capital
or risky credit markets tighten, particularly as borrowers refinance maturing debt. To date,
issuance has continued across risky credit markets. However, many borrowers are managing
pressures by pushing refinancing risks into the future. Where borrowers face difficulties, they
have amended and extended loans, used payment in kind structures to manage cash flow
challenges, or both, among other forms of forbearance. However, these measures may not be
available to all borrowers or sustainable in the longer term. Similarly, some funds active in
private markets that provide equity and credit have established continuation vehicles that
transfer investments in a fund reaching the end of its lifecycle to a new fund often with a
similar investor base. This can provide liquidity to existing investors while delaying exit and
extending holding periods.
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Looking ahead, a material share of UK private credit debt and leveraged loans are due to be
refinanced in the coming five years. Some pockets of refinancing risk remain within a small
subset of risky corporates’ refinancing needs. A substantial portion of UK private debt taken
out in 2021 is due to refinance in the coming year, and some borrowers could face tighter
conditions given leverage was acquired in a much lower interest rate environment. While
private credit remains a small share of total UK corporate debt, corporates defaulting on
private credit debt could worsen investor sentiment and spill over into broader risky credit
markets, potentially tightening broader credit conditions.

Market structures continue to evolve, and UK life insurers are expected to increase
their allocation to private markets.

Insurers have long-term illiquid liabilities making private markets an attractive asset class
given their higher liquidity premium. The July 2025 FSR highlighted the increasing
interconnectedness of UK life insurers and private markets, including through funded
reinsurance exposures, which have been growing rapidly. The PRA has since reviewed the
current regulatory treatment of funded reinsurance and concluded that it does not

appropriately reflect the underlying risks and is not aligned to that of economically similar
assets. It has recently issued a consultation paper which seeks to address this.

In addition to these changes, other factors, such as changes to the Matching Adjustment
under Solvency UK have made it more attractive for insurers to invest directly in structured
and private credit assets. These reforms are intended to support investment in productive
finance, including long-term assets that can support UK economic growth. While current
exposures remain modest in the UK, supervisory intelligence suggests some firms are
planning to increase allocations. One driver of these trends may be the recent acquisition of
two large UK life insurers by US private capital firms. The FPC and PRA will continue to
monitor these changes, as well as other expected changes such as greater retail investment
in the sector.

Private markets and leveraged finance are expected to play an increasingly important
role in financing Al investment.

The scale of the external financing required to meet Al investment is expected to impact the
whole credit ecosystem — with anticipated roles for private credit, leveraged lending and high
yield bonds. Debt financing of Al investment is accounting for a significant share of issuance
in private credit and high yield bond markets. This could increase vulnerabilities in risky credit
markets over time — refer to Section 2 on the macrofinancial implications of Al for more detail.

If vulnerabilities were to crystallise, they could tighten financing conditions and
amplify shocks to the real economy.


https://www.bankofengland.co.uk/financial-stability-report/2025/july-2025
https://www.bankofengland.co.uk/prudential-regulation/publication/2026/april/funded-reinsurance-consultation-paper
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To date, the impact of these risky credit market concerns and liquidity pressures at
international private credit funds on UK financial stability have been limited. However, these
markets remain vulnerable to a tightening in financing conditions. Higher interest rates
associated with the negative supply shock resulting from the conflict in the Middle East could
increase debt servicing pressures for leveraged borrowers. Lower economic growth could
decrease asset quality, increasing pressure on private credit funds. At the same time,
structural vulnerabilities in these markets persist, including high leverage, complexity and
opacity. This highlights the importance of understanding how UK private and related public
credit markets would function in a stress, including the channels through which losses and
tighter funding conditions could affect the UK real economy. Accordingly, the Bank’s second
system-wide exploratory scenario (SWES) exercise is examining how stress could propagate
in these markets (Box A).

4.3: Improving the resilience of market-based finance

Market surveillance plays a key role in identifying financial stability risks, including
those from leveraged participants.

The Bank monitors leverage, interconnectedness and concentration in core markets using
transaction-level data, market intelligence, and system-wide exercises like the first SWES.
Data published in this FSR, including in Box B, is intended to contribute to market participants’
understanding of their exposures relative to the aggregate market and help inform their risk
management and preparedness for future shocks. The FPC also intends to continue to
expand the data it publishes in this area. The Bank welcomes feedback from market
participants on which aggregate market data can best help them manage risk. Box B sets out
how the Bank is enhancing its surveillance of MBF vulnerabilities, including through
improvements in data, analytical tools and system-wide monitoring capabilities.

The FPC seeks to strengthen the resilience of MBF to mitigate risks to UK financial
stability. Where effective and practical, it works to address vulnerabilities
domestically while recognising that for many risks, mitigations require international
co-ordination.

Given the interconnected nature of MBF, reforms to improve resilience are most effective
when co-ordinated internationally. Table 4.A provides a summary of progress against building
resilience in MBF domestically and internationally.
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Table 4.A: Overview of progress on building resilience against key vulnerabilities in

MBF domestically and internationally (a)

Vulnerability Financial stability implications

Policy recommendations and next
steps

Liquidity mismatch in MMFs are used by UK corporates,

money market funds investment funds, and other NBFls

(MMFs) as a way of managing cash
balances. Investors hold around
£300 billion in sterling-
denominated MMFs.

Liquidity mismatch between the
redemption terms and the liquidity
of some of their assets makes
MMFs vulnerable to sharp
redemptions from investors in
stress and so creates the risk of
both runs and contagion across
the sector. This could amplify
shocks, impact financial stability if
investors cannot access cash, and
lead to tighter financial conditions
for the economy.

The FCA launched a consultation paper
(CP) on enhancing MMF resilience
measures, in December 2023. This work
is part of broader international efforts to
address vulnerabilities and increase the
resilience of MMFs, in line with the
principles set out by the FSB. In June
2026, the FCA published its update on
reforms to the UK Money Market Fund
Regulation. This included strong
supervisory expectations for higher
liquidity buffers, as well as other
measures set out in the CP.

In February 2024, the FSB published a
Thematic review on money market
fund reforms in national authorities,
taking stock of measures adopted or
planned by FSB members. The report
highlights uneven progress on the
implementation and recommends further
action in particular regarding increasing
liquidity requirements. Follow-up work is
planned by the FSB in 2026 to assess the
effectiveness of those measures.

The FSB also published a report (May
2024) enhancing the resilience of
commercial paper and commercial
deposit markets.



https://www.fca.org.uk/news/statements/reforms-uk-money-market-fund-regulation
https://www.fca.org.uk/news/statements/reforms-uk-money-market-fund-regulation
https://www.fca.org.uk/news/statements/reforms-uk-money-market-fund-regulation
https://www.fsb.org/2024/02/thematic-review-on-money-market-fund-reforms-peer-review-report/
https://www.fsb.org/2024/02/thematic-review-on-money-market-fund-reforms-peer-review-report/
https://www.fsb.org/2024/05/enhancing-the-functioning-and-resilience-of-commercial-paper-and-negotiable-certificates-of-deposit-markets/
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Vulnerability

Financial stability implications

Policy recommendations and next
steps

Liquidity mismatch in
open-ended funds
(OEFs)

Globally, the assets under
management of OEFs primarily
investing in UK equities, sterling
government bonds, sterling
corporate bonds, and UK property
totalled around £234 billion, £51
billion, £85 billion, and £13 billion
respectively as of October 2025.

Some OEFs offer daily
redemptions while holding less
liquid assets. This means in
stress, there is an incentive for
investors to redeem ahead of
others. Funds may struggle to
meet redemption demands
without rapid sales of assets,
which could lead to contagion
across markets.

In December 2023, the FSB published a
set of revised policy recommendations to
address structural vulnerabilities from
liquidity mismatch in OEFs,
complemented by new International
Organization of Securities Commissions
(I0SCO) guidance on anti-dilution
liquidity management tools.

The FCA, in collaboration with the
Bank and HMT, published a
consultation paper on enhancing fund
liquidity risk management in February
2026.

The FSB and I0SCO will undertake a
stocktake, to be completed in 2026, of the
measures that have been adopted and
planned, with a further effectiveness
review by 2028 to see whether financial
stability risks have been sufficiently
addressed.


https://www.bankofengland.co.uk/report/2021/assessing-the-resilience-of-market-based-finance
https://www.bankofengland.co.uk/report/2021/assessing-the-resilience-of-market-based-finance
https://www.bankofengland.co.uk/report/2021/assessing-the-resilience-of-market-based-finance
https://www.bankofengland.co.uk/report/2021/assessing-the-resilience-of-market-based-finance
https://www.bankofengland.co.uk/report/2021/assessing-the-resilience-of-market-based-finance
https://www.fca.org.uk/publications/consultation-papers/cp25-38-fund-liquidity-risk-management
https://www.fca.org.uk/publications/consultation-papers/cp25-38-fund-liquidity-risk-management
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Vulnerability

Financial stability implications

Policy recommendations and next
steps

Non-bank leverage

Leverage creates counterparty
risks and can lead to sudden
spikes in demand for liquidity —
either to support the financing of
leveraged positions, or as
deleveraging leads to forced sales,
which in turn could amplify shocks
and lead to market dysfunction
and a potential tightening in
financial conditions for households
and businesses. The notional
amount of non-bank investors’
over-the-counter derivatives in
2022 has been estimated at
almost $90 trillion. Global NBFI
financial debt in 2022 has been
estimated at approximately $48
trillion, or 50% of global GDP.

The FSB published policy
recommendations to enhance
authorities’ ability to identify, monitor and
mitigate the risks associated with non-
bank leverage in June 2025. The policy
recommendations propose a robust set of
metrics and policy tools (eg activity and
entity-based measures) to monitor
leverage as well as contain the financial
stability risk of leverage. The FPC
supports the implementation of these
recommendations.

The Bank and the FCA have jointly
established a Transaction and Post-
trade Reporting Harmonisation
Taskforce to identify and assess
opportunities for harmonising
transaction data collected, while
maintaining oversight. In line with the
FSB recommendations, it is also looking
at ways to improve how firms share
critical information — both publicly and
with their trading partners — to facilitate
effective risk management through
stronger risk monitoring among firms and
counterparties.



https://www.fsb.org/2025/07/leverage-in-nonbank-financial-intermediation-final-report/
https://www.fsb.org/2025/07/leverage-in-nonbank-financial-intermediation-final-report/
https://www.bankofengland.co.uk/financial-stability/trade-repository-data/tor-transaction-and-post-trade-reporting-harmonisation-taskforce
https://www.bankofengland.co.uk/financial-stability/trade-repository-data/tor-transaction-and-post-trade-reporting-harmonisation-taskforce
https://www.bankofengland.co.uk/financial-stability/trade-repository-data/tor-transaction-and-post-trade-reporting-harmonisation-taskforce
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Vulnerability

Financial stability implications

Policy recommendations and next
steps

Liquidity demands from
margin calls in stress

Margin calls can increase rapidly
in stress to match the increase in
expected potential losses and
risks. Increases in margin that are
unpredictable or unexpectedly
large can cause liquidity strains on
market participants and the
financial system. For example,
during the March 2020 dash for
cash, initial margin requirements
at UK CCPs increased by around
31% to £58 billion, and average
daily variation margin calls were
five times higher than in January
and February 2020.

The FSB published its final set of policy
recommendations to enhance liquidity
preparedness of market participants in
December 2024. These policy
recommendations aim to enhance the
liquidity preparedness of NBFIs for
margin and collateral calls in centrally
and non-centrally cleared derivatives and
securities markets. Recommendations
cover liquidity risk management and
governance, stress testing and scenario
design, and collateral management
practices.

The Bank continued to collaborate with
other international bodies such as the
Financial Stability Board, the Basel
Committee on Banking Supervision, the
Bank for International Settlements’
Committee on Payments and Market
Infrastructures and the International
Organization of Securities Commissions
Margin Group on the development of
recommendations aimed at enhancing
authorities’ and market participants’ ability
to monitor and mitigate risks from
leverage.

In addition, the Bank is working with the
FCA on their follow-up to their call for
input on AIFMD.


https://www.fsb.org/2024/12/fsb-issues-policy-recommendations-to-enhance-non-bank-market-participants-preparedness-for-margin-and-collateral-calls/https:/www.fsb.org/2024/12/fsb-issues-policy-recommendations-to-enhance-non-bank-market-participants-preparedness-for-margin-and-collateral-calls/
https://www.fsb.org/2024/12/fsb-issues-policy-recommendations-to-enhance-non-bank-market-participants-preparedness-for-margin-and-collateral-calls/https:/www.fsb.org/2024/12/fsb-issues-policy-recommendations-to-enhance-non-bank-market-participants-preparedness-for-margin-and-collateral-calls/
https://www.fsb.org/2024/12/fsb-issues-policy-recommendations-to-enhance-non-bank-market-participants-preparedness-for-margin-and-collateral-calls/https:/www.fsb.org/2024/12/fsb-issues-policy-recommendations-to-enhance-non-bank-market-participants-preparedness-for-margin-and-collateral-calls/
https://www.fca.org.uk/publications/calls-input/future-regulation-alternative-fund-managers
https://www.fca.org.uk/publications/calls-input/future-regulation-alternative-fund-managers
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Vulnerability

Financial stability implications

Policy recommendations and next
steps

Capacity of markets to
intermediate in stress
without compromising
on the resilience of
dealers

Past episodes of market

turbulence, such as the 2020 dash
for cash and the 2022 LDI episode

have shown that vulnerabilities in
NBFls can propagate liquidity
stresses in the gilt market, via
investor deleveraging, liquidity
mismatches in funds, liquidity
demands from margin calls and
insufficient market participant
preparedness to meet rising
margins. Exacerbated by limited
dealer intermediation capacity,
these events have led to periods
of forced selling of gilts by NBFIs
and self-reinforcing price spirals,
threatening UK financial stability.

The FPC had previously noted that there
would be value in exploring ways to
enhance market intermediation capacity
in a stress, without compromising dealer
resilience, including through potential
changes to market structure. The Bank
published a discussion paper looking
at enhancing the resilience of the gilt
repo market, and a subsequent
feedback statement. The Bank will
further consider the benefits and costs of
potential market structure reforms,
including changes in market structure that
would enable the greater adoption of
central clearing in the future, and that
would support more prudent risk
management practices and margining in
the non-centrally cleared gilt repo market.

The FPC also welcomed the progress the
Bank had made in developing a new
lending facility, the Contingent NBFI Repo
Facility (CNRF), to address severe
market dysfunction in the gilt market that
threatens UK financial stability arising
from shocks that temporarily increase
NBFIs’ demand for liquidity.

The CNRF opened for applications in
January 2025. As a contingent facility, the
CNRF will be activated at the Bank’s
discretion and will lend cash to
participating insurance companies,
pension funds and LDI funds against UK
sovereign debt (gilts) for a short lending
term. To support market participants, the
Bank has published an updated Market
Notice (28 January 2025) to provide
details about the CNREF, including how
firms can start the process of applying.



https://www.bankofengland.co.uk/paper/2025/discussion-paper/enhancing-the-resilience-of-the-gilt-repo-market
https://www.bankofengland.co.uk/paper/2026/discussion-paper/enhancing-the-resilience-of-the-gilt-repo-market-discussion-paper-feedback-statement
https://www.bankofengland.co.uk/markets/market-notices/2025/january/contingent-nbfi-repo-facility-market-notice-28-january-2025
https://www.bankofengland.co.uk/markets/market-notices/2025/january/contingent-nbfi-repo-facility-market-notice-28-january-2025
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Vulnerability Financial stability implications  Policy recommendations and next
steps

Private market Having grown significantly over the In order to enhance understanding of the

vulnerabilities related past decade, including in the UK,  broader risks and dynamics of private

to leverage, liquidity private markets now play a major  markets, the Bank launched the SWES

mismatches, opacity, role in financing UK companies. exercise in December 2025, focused on

and However, their resilience to a the resilience of the private markets

interconnectedness severe downturn remains largely  ecosystem.

with the banks and untested. The FPC has previously N

broader financial highlighted vulnerabilities related In addition, enhancements to AIFMD

reporting (see above) should support a
more comprehensive view of risks in
MBF, including improvements in data on
private markets.

system to leverage, valuation challenges,
reliance on credit rating agencies,
and interconnections with banks,
insurers and leveraged finance

markets. Crystallisation of these  The PRA has, and continues to, conduct
vulnerabilities could amplify targeted supervisory work on banks’ and
shocks and tighten financing insurers’ exposures to private credit. For
conditions, with spillovers across example, the Bank Capital Stress Test
interconnected markets reducing  (BCST) included stress on fund finance.
credit availability to UK The PRA has also been assessing
households and businesses. insurance-related risks from increased
exposure to illiquid assets and funded
reinsurance arrangements, to ensure
firms appropriately manage
concentrations, risk transfer, and potential
channels of contagion. The PRA
published a CP in April 2026 which seeks
to ensure that UK insurers hold
appropriate levels of capital for their
FundedRe exposures.

In May 2026, the FSB published a
Report on Vulnerabilities in Private
Credit. The report proposes future FSB
mcluding mapping the ecosystem,
understanding interlinkages with non-
banks, facilitating supervisory discussions
on how to monitor risks and addressing
data challenges.

(a) New policy developments are in bold.


https://www.bankofengland.co.uk/news/2025/december/boe-launches-system-wide-exploratory-scenario-exercise-focused-on-private-markets
https://www.bankofengland.co.uk/news/2025/december/boe-launches-system-wide-exploratory-scenario-exercise-focused-on-private-markets
https://www.bankofengland.co.uk/prudential-regulation/publication/2026/april/funded-reinsurance-consultation-paper
https://www.fsb.org/2026/05/report-on-vulnerabilities-in-private-credit/
https://www.fsb.org/2026/05/report-on-vulnerabilities-in-private-credit/
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Box A: The private markets system-wide exploratory
scenario (PM SWES)

The role and size of private markets have grown significantly over the past
decade.

The growth of private markets has benefits such as increasing the diversification of
funding sources available for businesses and providing additional forms of long-term
capital. However, data gaps in relation to private markets have made it difficult to
assess how the growth of private markets may affect the availability of finance to UK
corporates as well as the resilience of the UK financial system. In December 2025, the
Bank launched the PM SWES exercise working with the Financial Conduct Authority,
The Pensions Regulator and other regulators. The PM SWES aims to improve
understanding of how the private markets ecosystem may behave in a severe period
of stress and whether and how this could affect UK financial stability and the provision
of finance to the UK real economy.

The exercise focuses on the provision of private market finance to the UK corporate
sector and covers private equity (PE) and private credit[21] (PC) funding for UK
corporates, as well as potentially substitutable liquid credit markets (such as leveraged
loans, collateralised loan obligations (CLOs) and high-yield bonds) and relevant bank
financing. While PC encompasses lending to a wide range of borrowers, given the
scope of the exercise, it primarily covers direct lending to UK corporates. The exercise
will not focus on venture capital, commercial real estate, infrastructure, non-corporate
asset-based finance, or other forms of credit originated by alternative asset managers
(AAMs). References to PE and PC in this box should be seen in this context.

The Bank has completed an initial information gathering phase.

The exercise is being run in collaboration with 46 institutions that are active in these
markets. These include banks, institutional investors, and liquid credit managers
alongside 17 AAMs. The AAMs participating in the PM SWES account for a large share
of total private market assets under management. In recent years they have accounted
for around one third of UK PE leveraged buyout activity and around half of UK PC
activity. The Bank is grateful for the constructive engagement by participating firms,
both via the provision of qualitative and quantitative information, as well as discussions
on how their businesses are run, risks in private markets and exercise design. This box
provides key facts and figures from the information collected from the participating


https://www.bankofengland.co.uk/financial-stability/boe-system-wide-exploratory-scenario-exercise/boe-private-markets-swes
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AAMs on their PC and PE investments and the investment vehicles that hold these
assets. All facts, figures and statements in this box are based on the information
provided by participating AAMs unless otherwise specified.

As part of the information gathering stage, participating AAMs reported
information on their equity and credit investments in over 520 UK corporates.
The next stage of the exercise will explore the impact of a severe period of
stress on corporates and the actions that may be taken by their owners and
debt providers.

e As of 2025 H2, around 130 of these corporates were in receipt of PE investment
from participants, around 440 were in receipt of PC financing, and some were in
receipt of both.

o These corporates collectively represent over £230 billion of revenue and around
£40 billion of earnings before interest, tax, depreciation and amortisation (EBITDA).
[22]

e As shown in Chart A, around 60% of the corporates receiving PC financing have
EBITDA below £50 million, compared with around 30% of those receiving PE
financing.

* As shown in Chart B, UK corporates financed by PE and PC operate in similar
industry sectors, with the top five sectors representing over 85% of exposure.

o While the distribution of corporate leverage is broad, the median leverage for UK
corporates receiving PE or PC financing is about six times as measured via net
debt-to-reported EBITDA. This is consistent with findings by other authorities (such
as a recently published FSB report); and for PE-owned corporates it reflects the
scope of the exercise and its focus on leveraged buyout PE strategies.

o For the corporates in receipt of PC funding, near-term refinancing needs were
limited as at end-2025, with around 5% of outstanding debt maturing by end-2027
(Chart C). This is broadly comparable to the maturity profile observed in the
leveraged loan market. As half of PC loans will reach contractual maturity by 2030,
the end date of the PM SWES stress scenario, we will be able to explore
refinancing dynamics further in the next stage of the exercise.


https://www.fsb.org/uploads/P060526.pdf
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Chart A: AAMs in this exercise own and finance UK corporates across a range
of sizes

Reported EBITDA distribution of UK corporates receiving PC and/or PE investment (a) (b)

Per cent of corporates
70
60
50
40
30
20

Private credit

Private equity

FO-£50 £50-£100 | E100-£150 | £150—£200 | £200-£500 >£500
Millions

Sources: PM SWES Information Gathering Collection (covering the 17 participating AAMs) and
Bank calculations.

(a) Excludes corporates with a negative reported EBITDA.
(b) Within the £0—-£50 million range, the majority of corporates operate at over £10 million of
reported EBITDA.
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Chart B: Consumer discretionary, financials, industrials, information

technology and healthcare represent the largest sectoral exposures for UK PC
and PE investment

UK corporate sector exposures by value (per cent of total) (a) (b)

B Utilities B Industrials B Information technology
B Materials B Health care B Other

B Consumer staples B Financials

B Communication services B Consumer discretionary

Per cent
100

90

80

70

60

50

40

30

Private equity Private credit High-yield bonds Leveraged loans

Sources: PM SWES Information Gathering Collection, Bloomberg Finance L.P and Bank
calculations. PE and PC data are based on the information provided by participating AAMs.

(a) For PE and PC data, a UK corporate is defined as a corporate entity that has a UK operational
or legal headquarters, or where the UK market is material to the corporate’s operations and/or
performance; and sector classifications are based on the Global Industry Classification Standard
(GICS).

(b) For high-yield bond and leveraged loan data, a UK corporate is defined by country of domicile;
and sector classification is based on the Bloomberg Industry Classification Standard (BICS).
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Chart C: The maturity profile of UK PC debt is broadly comparable to that of
the UK leveraged loan market

Cumulative total of outstanding principal balance maturing each year (UK corporates) (a)
(b)
Per cent

100

Private credit

Sources: Bloomberg Finance L.P, PM SWES Information Gathering Collection and Bank
calculations. PC data are based on the information provided by participating AAMs.

(a) For PC data, a UK corporate is defined as a corporate entity that has a UK operational or legal
headquarters, or where the UK market is material to the corporate’s operations and/or
performance. For leveraged loan data, a UK corporate is defined by country of domicile.

(b) This chart is constructed using data from Bloomberg and PM SWES participants. The series
presented in this chart differ somewhat from Chart 5.6 as (a) the private credit line uses data from
firms participating in the PM SWES only, while the UK aggregate in Chart 5.6 is constructed from
Pitchbook data; and (b) the bond and leveraged lending series in Chart 5.6 are based on data from
LSEG matched with balance sheet data from Companies House so will incorporate different
underlying assumptions and data coverage to align with analysis presented more broadly in
Chapter 5. In addition, both lines in this chart cover financial corporates, whereas the data
underlying Chart 5.6 exclude them.

Participants submitted information on around 180 PC funds covering about
£370 billion of total capital; and around 85 PE funds covering about £400 billion
of total capital.[23] The next stage of the exercise will explore the impact of a
severe period of stress on these funds, and the actions fund managers may
take.

e The majority of reported UK PE and PC exposures are held in commingled funds.
Commingled funds are collective investment vehicles that pool capital from multiple
investors and invest to create a single portfolio of assets.
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e For UK PC, over a quarter of exposures are held in separately managed accounts
(bespoke investment accounts managed exclusively on behalf of a single client),
with the rest split across client co-investment vehicles[24] and asset managers’
own/affiliated entities’ balance sheets (including that of affiliated insurers).

e On average, UK assets account for about 20% of the gross assets of funds reported
by participating firms, all of which have some exposure to UK assets given the
scope of the exercise.

« In relation to fund-level borrowing, participating AAMs primarily reported using two
types of facilities: investor-backed and asset-backed. Most PC and PE funds
reported using investor-backed facilities to some extent, typically called
‘subscription lines’ or ‘capital call facilities’. These are credit lines secured against
the undrawn commitments of a fund’s investors and are routinely used for managing
short-term liquidity needs (for example to make new investments until investor
capital is called).

o Around half of funds appeared to be using very limited or no leverage secured
against fund assets. Leverage is achieved through credit lines secured against the
value of a fund’s assets, such as net asset value (NAV) lines, which tend to rank
senior to other claims on fund assets. For these funds, the use of leverage may vary
over time depending on where the fund is in its life cycle.

» Most funds that hold UK assets are structures where investors have no rights to
redeem from the fund during its life. These are primarily closed-ended drawdown
funds. This is particularly prevalent in PE, with 96% of UK PE exposures held in
such structures.

o Structures where investors have periodic (typically quarterly) redemption rights are
more common for PC funds, with just under a quarter of the value of UK PC
investment held in such structures. This is consistent with the regular and more
predictable liquidity generated by credit investments (for example interest and
principal payments). The majority of these are evergreen vehicles that use a variety
of legal and regulatory structures. These vehicles use liquidity management tools,
such as redemption gates and early redemption fees, to align the fund’s assets with
its potential liabilities. Evergreen structures are used by institutional, retail and
wealth investors.

» Avery limited amount of UK assets is held in publicly traded vehicles where
investors can trade their shares in the fund on a registered secondary market, such
as a stock exchange.

Information covered in this box and potential dynamics in a stress will be
explored further in Round 1 of the scenario stage of the exercise.
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Participants across all sectors involved in the exercise will assess the impact of the
recently published macroeconomic shock scenario on their relevant exposures and
their intended actions over the stress period. Once they have conducted their analysis
and submitted their responses, these will be analysed, aggregated and combined with
the responses from other sectors to assess the impact on the availability of finance to
UK corporates as well as the resilience of the UK financial system. The final report is
expected in the first half of 2027. The Bank will share interim findings following the
completion of Round 1 of the exercise. Published materials will not provide information
on individual firms or any commercially sensitive information.



https://www.bankofengland.co.uk/financial-stability/boe-system-wide-exploratory-scenario-exercise/publication-of-the-stress-scenario-for-the-private-markets-system-wide-exploratory-scenario
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Box B: Enhancing surveillance of risks in market-based
finance

Recent enhancements to the FPC’s surveillance of risks associated with
market-based finance (MBF) have enabled it to take a more system-wide and
systematic approach to monitoring risks. The examples in this box focus on
enhancements to the Bank’s surveillance of MBF risks and a few selected case
studies, rather than detailing the full breadth of the Bank's MBF surveillance
approach.

Figure A: The FPC’s surveillance of MBF risks draws on a broad range of data,
analysis and firm engagement to assess risks across MBF sectors and
markets

lllustrative process for systematic risk surveillance from data ingestion to risk assessment

Commercial data sets Voluntary firm Regulatory collections Market and
collections supervisory
intelligence

Analytics

MBF indicators — monitoring vulnerabilities and their potential impact

Market-specific Sector-specific System-wide

MBF Risks Surveillance

Source: Bank illustration.
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Monitoring financial stability requires a system-wide understanding of vulnerabilities and
transmission of shocks that may not be apparent to individual market participants. The Bank's risk
surveillance framework therefore brings together information from across markets, sectors and
jurisdictions to identify emerging risks, assess how they may interact, and understand how shocks
could be transmitted through the financial system and impact the real economy. This analysis
informs the FPC's assessment of risks, policy discussions and, where warranted,
recommendations to strengthen resilience. It also generates aggregate insights that can be shared
with market participants — including through the FSR — enabling firms to understand system-wide
vulnerabilities and strengthen their own risk management. Engagement with firms further refines
these assessments, fills data gaps, and helps identify where greater transparency could enhance
market resilience.

Monitoring risks in MBF is inherently challenging given its scale, complexity,
and interconnectedness.

These challenges are compounded by data complexity and gaps. Figure B illustrates
the web of linkages through which vulnerabilities and shocks can propagate across
sectors and markets. Yet data on these exposures are often fragmented across
reporting frameworks, with differences in scope,[26] aggregation, and counterparty
coverage. For example, while transaction-level datasets provide valuable detail, they
can be structurally inconsistent across sources due to differences in reporting
requirements.
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Figure B: The MBF data landscape is complex and interconnected, with
inconsistent data coverage across sectors and markets

Stylised mapping of key linkages across MBF sectors, intermediaries and the wider
financial system, with assessment of data availability for monitoring risks across markets
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(a) This figure is illustrative and non-exhaustive.

Enhancements to the Bank’s data infrastructure[27] have augmented its ability
to combine and analyse large and complex datasets, supporting more efficient
and holistic monitoring.
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For example, combining transaction data across derivatives markets[28], repo and
other securities financing[29] and reference data (through AIFMD[30] and commercial
providers) for hedge funds provides a more integrated view of the leverage they obtain
via borrowing (financial leverage) and derivatives (synthetic leverage). This is
illustrated by Chart A, which shows rising gross exposures in equity derivatives
alongside increased gross (both borrowing and lending) margin lending from UK banks
to hedge funds across various currencies. These cross-market and cross-currency
linkages can leave positions in one market, in this case the equity market, vulnerable
to shocks in others — for example through rapid deleveraging or revaluations in the US
dollar equity market, increasing the potential for spillovers (Section 4.1 discusses this
in more detail).

Chart A: UK banks’ synthetic leverage to hedge funds has risen alongside
financial leverage from margin lending (backed by equities)

Estimated gross leverage provided by UK banks to hedge funds through two channels —
gross margin lending collateralised by equities and equity derivatives gross notional — by
collateral and underlying currency respectively (a)

— USD = Other — GBP

Margin lending Equity derivatives

Gross margin lending (£ billions) Gross notional (£ billions)

M

B T )

Jan Jan Jan Jan Jan Jan Jan Jan Jan Jan
2022 23 24 25 26 2022 23 24 25 26

Sources: European Market Infrastructure Regulation (UK EMIR), Securities Financing Transactions
Regulation (UK SFTR) and Bank calculations.

(a) For the purposes of the above chart, ‘UK banks’ are banks with a reporting obligation under UK
EMIR or UK SFTR, including UK subsidiaries of non-UK banking groups. Some activity may be
understated, as it may be provided predominantly by entities that are outside the scope of UK
SFTR reporting. Derivatives estimates include all product types and are measured on a gross
notional basis. Equity derivatives exposures to hedge funds may be only partially captured as only
UK managed or domiciled parties report.



Bank of England Page 81

More systematic synthesis of analysis across different sectors, markets and
activities enables a more ‘like-for-like’ assessment of vulnerabilities,
supporting system-wide analysis and more effective prioritisation of risks to
financial stability.

Transaction data are particularly valuable in this regard, providing a consistent lens
across activities without relying on sector-specific reporting that can vary in scope and
coverage. Their granularity also supports more precise identification and quantification
of vulnerabilities[31] by enabling analysis of activities at a more disaggregated level.

Chart B shows that hedge funds rely more heavily on short-term repo funding than
liability-driven investment (LDI) funds, with a large share of borrowing concentrated in
overnight-to-one-week maturities. Engagement with market participants suggests this
reflects a preference for flexibility in managing leverage and relative-value positions.
Shorter maturities require more frequent refinancing, which could increase exposure to
rollover risk. By contrast, LDI funds make greater use of longer-term repo borrowing,
reducing the frequency of refinancing and delaying exposure to changes in funding
costs. However, a reliance on longer-term financing could reduce financing flexibility.
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Chart B: The maturity profile of repo borrowing of hedge funds and LDI funds,

backed by UK gilts, remains skewed towards shorter and longer tenors
respectively

Repo borrowing of hedge funds and LDI funds by loan maturity bucket (left-hand scale),
and weighted average maturity (WAM) of repo positions (right-hand scale) (a)
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Common exposures across different sectors provide a channel by which stress in one
sector might be absorbed by or propagated to another. The extent to which stresses
are absorbed or propagated will depend in part on how correlated different sectors’
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vulnerabilities to shocks are. Chart C shows that hedge funds and LDI funds both
make extensive use of medium-maturity gilts as repo collateral. This may reflect
structural shifts in gilt markets (Section 4), including increased hedge fund participation
in relative-value strategies such as cash-futures basis trades. Where hedge funds and
LDI funds are exposed to different kinds of shocks[32] they may be able to step in
when the other faces selling pressure. For example, some evidence[33] suggests
hedge funds purchased gilts sold during the period of the LDI crisis. But a common
tightening of funding conditions for both sectors might drive correlated selling which
might amplify the impact of the shock.
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Chart C: Medium-maturity gilts account for a significant share of gilt net repo
collateral across leveraged sectors

Share of net repo backed by UK gilts, by maturity bucket of the gilt collateral (a)

B Ultra short (<3 years) B Short (3-7 years)
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Sources: UK SFTR Data and Bank calculations.

(a) This chart should be read alongside Chart D to provide a fuller picture of UK net gilt repo
positioning.

Embedding insights from firm engagement into risk surveillance enhances the
Bank’s ability to complement and extract greater value from data-driven
analysis.
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Bank staff engage with market participants to strengthen the Bank’s surveillance of
risks and to inform policy discussions. This engagement also helps staff interpret data
signals, refine modelling assumptions, and address data gaps. This is particularly
important, for example, where regulatory data are incomplete, where market practices
and conditions are evolving and changes in market structure and behaviours may not
yet be visible in reported data.

For example, surveys, regulatory filings and transaction data can help explore the
potential for hedge funds to transmit stress from equity to gilt markets (Section 4).
These data help identify funds that invest in both gilts and equities. Engagement with
fund managers improves the understanding of when and how hedge funds may
respond to stress, for example in relation to the losses they would tolerate before
deleveraging. Embedding these and other insights into the Bank’s system-wide
simulation toolkit strengthens our scenario analysis, helping to assess when exposures
could become material and how stress may propagate across markets.

A more systematic monitoring and scenario analysis across sectors and
activities also provides understanding of how shocks can transmit across
sectors and markets.

Sector-by-sector analysis alone can obscure important transmission or amplification
channels such as correlation and interconnectedness. One way the Bank has
embedded this system-wide perspective into ongoing risk surveillance is by combining
cross-sector monitoring with scenario analysis into toolkits that can be deployed on
demand.[34]

For example, UK banks’ reverse repo exposures to hedge funds represent an
important channel of interconnection between the two sectors, reflecting banks’ role as
key providers of leverage (Chart D). Monitoring these linkages helps identify how
shocks originating in one sector, market or jurisdiction could be transmitted across the
financial system. As part of the first SWES exercise, hedge funds and LDI funds were

asked how they would respond if dealers reduced the amount of repo financing
available. Many reported that they would need to close out positions financed through
repo, illustrating how funding stresses affecting dealer balance sheets could be
transmitted to leveraged investors and potentially amplify market moves. Analysing
these interconnections through scenario-based simulation exercises helps staff assess
how multiple shocks could interact and propagate through the financial system,
including through common asset exposures and funding dependencies, supporting a
more system-wide assessment of risks to UK financial stability.


https://www.bankofengland.co.uk/financial-stability/boe-system-wide-exploratory-scenario-exercise/boe-swes-exercise-final-report
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Chart D: UK banks’ exposures to hedge funds have increased through repo
lending against a range of government bond collateral

UK banks’ net reverse repo positions with hedge funds, by currency of government bond
collateral. Positive values indicate net lending to hedge funds (a
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Sources: UK SFTR Data and Bank calculations.

(a) For the purposes of the above chart, ‘UK banks’ are banks with a reporting obligation under UK
SFTR, including UK subsidiaries of non-UK banking groups. Non-GBP repo might be
predominantly provided by non-UK entities of these groups, which do not have a reporting
obligation under UK SFTR.

Data collection reform and engagement will further help address some data
challenges and enhance observability for both policymakers and market
participants.

Data limitations continue to constrain the assessment and monitoring of risks in MBF.
These include inconsistent reporting scope across datasets, differences in definitions
and incomplete coverage in some areas. Crucially, visibility over the ultimate holders of
gilts remains limited, coverage of non-UK domiciled funds is incomplete, and
information on hedge fund risk-taking is partial.

Improving data on MBF remains a priority for authorities globally. Under the FSB’s
work programme to enhance the monitoring of vulnerabilities in the non-bank financial
intermediation sector, efforts are under way to understand authorities’ visibility of
leveraged trading strategies in global sovereign bond markets. Together with UK



https://www.fsb.org/2025/07/fsb-workplan-to-address-nonbank-data-challenges/
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initiatives to enhance AIFMD reporting and harmonise data across MiFID, EMIR and
SFTR reporting regimes, these reforms could strengthen both sector-level and system-
wide monitoring of financial stability risks.

In the UK, these developments are guided by three principles, as set out by the
Transaction and Post-trade Reporting Harmonisation Taskforce: 1) collect data
from firms only where proportionate; 2) firms report data once, with enrichment from
other sources where appropriate; and 3) share data across UK authorities while
aligning with international standards where possible. The benefits flow in both
directions, enhanced data strengthens the FPC'’s risk assessment, while the
dissemination of the resulting analysis — including through the FSR — can improve
market observability and support firms’ own risk management.



https://www.bankofengland.co.uk/financial-stability/trade-repository-data/tor-transaction-and-post-trade-reporting-harmonisation-taskforce
https://www.bankofengland.co.uk/financial-stability/trade-repository-data/tor-transaction-and-post-trade-reporting-harmonisation-taskforce
https://www.bankofengland.co.uk/financial-stability/trade-repository-data/tor-transaction-and-post-trade-reporting-harmonisation-taskforce
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5: UK household and corporate debt vulnerabilities

Financially resilient households and corporates help to play a key role in supporting
economic growth in the UK.

A stable financial system, alongside resilient households and corporates, is a key factor in
supporting sustainable economic growth. Household savings and corporate investment
support productivity growth. In addition, the sustainable use of debt enables households to
smooth consumption and invest in housing and human capital, and supports corporates to
finance productive investment and manage cash flow. In turn, this can strengthen aggregate
demand and potential output, provided borrowing remains resilient to shocks.

The FPC supports a resilient financial system and healthy household and corporate sectors
by assessing the level of harmful debt vulnerabilities from highly indebted households and
businesses. In a downturn, these households and businesses may need to cut back sharply
on consumption, investment, or employment to make debt repayments, which could act to
amplify shocks and worsen economic downturns. The most indebted households and
businesses can default, leading to losses for lenders, amplifying economic shocks to the
financial sector.

Since the global financial crisis, the UK’s household and corporate sectors have reduced their
debt levels as a proportion of UK GDP (Chart 5.1) and they are now at relatively low levels
historically. Over the same period, UK Government debt to GDP has increased, as has been
the case in other major economies (Section 1).
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Chart 5.1: The UK household and corporate sectors have reduced their debt levels
relative to UK GDP over the past 20 years
Debt as a percentage of UK GDP (a) (b)
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Sources: Bank of England, Bayes CRE Lending Report (Bayes Business School (formerly Cass)), Deloitte,
ONS, PitchBook, a Morningstar company, LSEG and Bank calculations.

(a) Corporate debt refers to private non-financial corporations and excludes public sector, financial and
unincorporated businesses.

(b) Household debt includes all liabilities of the household sector, excluding student loans and financial
derivatives.

5.1: Overview of UK economic developments

The conflict in the Middle East caused a sharp increase in global energy prices, with
implications for the household and corporate sectors.

Elevated global energy prices have generated inflationary pressures and are likely to weigh
on growth. While energy prices have fallen back to around pre-conflict levels since the signing
of the Memorandum of Understanding (MoU) between the United States and Iran, the pass-
through of recently higher energy prices will weigh on household real income growth and
corporate earnings and may increase pressure on vulnerable households and corporates. The
UK labour market has weakened, with the unemployment rate increasing over the past two
years and the April Monetary Policy Report (MPR) projecting this to increase slightly further,
which will also weigh on real income growth.

Market interest rates have increased and put upward pressure on rates faced by households
and businesses. In the June 2026 Market Participants Survey, median expectations were

for Bank Rate to remain unchanged for the year ahead. That represented a tightening in the
median path of around 50 basis points relative to expectations prior to the conflict, at which
point reductions in Bank Rate had been expected.


https://www.bankofengland.co.uk/monetary-policy-report/2026/april-2026
https://www.bankofengland.co.uk/markets/market-intelligence/survey-results/2026/market-participants-survey-results-june-2026
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5.2: UK household debt vulnerabilities

UK household balance sheets are strong in aggregate, providing resilience against
shocks.

Household balance sheets remain strong. The Household debt to GDP ratio (Chart 5.1) has
fallen, as has the household debt to income ratio to around 130%, relatively low compared to
the average level since 2000 of 155%. Households in aggregate also have relatively high
cash buffers at around 140% of income (versus the post-2000 average of 127%). In addition,
debt vulnerability metrics — for example, debt-servicing ratios (Chart 5.3) — are around their
long-run averages, providing resilience against shocks.

Mortgage rates have increased, consistent with higher market interest rates, and
more households are now projected to see increases in mortgage repayments over
the next three years. However, the median increase is projected to be materially
smaller than the increases already experienced over the last few years.

Quoted rates on new mortgages have increased. The average rate on a two-year fixed 75%
loan to value (LTV) ratio mortgage is 4.92%, 72 basis points higher than at the time of the
December FSR. The average rate on a two-year fixed 90% LTV mortgage is 5.32%, 75 basis
points higher than as of the December FSR. This reflects the increases in market rates
following the conflict.

Higher quoted rates mean more households are projected to see increases in their mortgage
repayments when they refinance. A little over 5 million households are projected to see their
repayments increase by the end of 2028, compared to nearly 4 million at the time of the
December FSR (Chart 5.2).

However, for the typical owner-occupier mortgagor rolling off a fixed rate in the next two
years, their monthly mortgage repayments are projected to increase by £45. This is
significantly smaller than increases experienced over the last few years — the median
repayment increased by approximately £120 between the end of 2022 and end of 2024.
Based on the current market curve for interest rates, most borrowers on a two-year fixed
mortgage expiring by the end of 2028 are projected to remortgage close to their existing rate
and therefore see little change in repayments. However, these borrowers are now unlikely to
see repayments fall over coming years as was forecast prior to the Middle East conflict.

But there are still a number of households which are projected to see repayments increase
significantly, especially those on a fixed-rate mortgage from before interest rates began
increasing from 2022. Nearly 750,000 households that are paying less than 3% interest will be
rolling off fixes in 2026 and will see an average increase of £170 per month in repayments.
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Chart 5.2: More borrowers are projected to see an increase in mortgage payments by
the end of 2028 compared to at the time of the December FSR

Number of owner-occupied mortgages by estimated change in monthly mortgage costs, from June
2026 to December 2028, and comparison to the same projections in the December 2025 FSR (a)

(b) (c)

B > £500 B No change
B Difference from December FSR projection
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Sources: Bloomberg Finance L.P., FCA Product Sales Data and Bank calculations.

(a) The projection uses the OIS curve as at 25 June 2026 and the latest available data on the stock of
outstanding mortgages (2025 H2).

(b) Changes in payments on variable-rate mortgages are calculated using the implied change in the OIS
curve, and changes in payment on fixed-rate mortgages are calculated by assuming that mortgagors
refinance onto a typical fixed rate implied by the OIS curve at the point that their fixed-rate contract ends.
(c) Mortgages with less than £1,000 outstanding are excluded. These data do not include buy-to-let
mortgages or mortgages that are off balance sheet of authorised lenders, such as securitised loans or loan
books sold to third parties.

While higher borrowing costs and energy prices could place additional pressure on
household finances, it would take significantly higher energy prices and borrowing
costs to take debt servicing pressures to previous peaks.
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The share of post-tax household income spent on mortgage repayments (debt-servicing ratio
(DSR)) was broadly flat at 7.5% at the end of 2025. Bank staff project the DSR would
increase marginally to a little above 8% by the end of 2028 (Chart 5.3) in a scenario of
persistently higher energy prices as per Scenario C from the April MPR.[35] This remains
significantly below previous peaks.

The FPC also assesses household resilience using DSRs adjusted for essential spending
(such as energy). In the same scenario, the cost-of-living adjusted DSR (COLA DSR) is
projected to have a more pronounced increase than the gross DSR to 15%, reflecting higher
essential spending on energy and related goods. Although this would be above levels
observed over the past decade, it would remain below previous peaks and suggests
household debt servicing burdens would remain manageable in aggregate. A significant
further shock to borrowing costs (as shown in Chart 5.3), household income or the cost of
essential goods would be required for COLA DSRs to return to levels observed in the run-up
to the global financial crisis (GFC).
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Chart 5.3: Aggregate cost-of-living adjusted DSRs are projected to increase, although

it would take a severe scenario for them to return close to previous peaks

Gross and cost-of-living adjusted DSRs. Solid lines give historical data. Dashed lines show
projections under Scenario C from the April MPR. Dashed orange line shows a projection under
Scenario C plus an additional 300 basis point increase in borrowing costs (a) (b)
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Sources: Bank of England, Bloomberg Finance L.P., FCA Product Sales Data, ONS and Bank calculations.

(a) Calculated as mortgage interest payments plus principal repayments as a proportion of nominal
household post-tax income. Household income is defined as disposable (post-tax) income adjusted for
changes in pension entitlements, which is adjusted to exclude gross operating surplus and the effects of
financial intermediation services indirectly measured, and to add back interest paid. Mortgage interest
payments before 2000 are adjusted to remove the effect of mortgage interest relief at source.

(b) The illustrative projections to end-2028 use projections for household post-tax income consistent with
Scenario C in the April 2026 MPR forecast. Payment increases are projected using market expectations for
Bank Rate based on the overnight index swap (OIS) curve over the 15 days to 22 April 2026 taking into
account the distribution of fixed-deal terms from the FCA Product Sales Data and assuming the aggregate
mortgage debt to income ratio remains constant.

Vulnerabilities from higher energy prices and borrowing costs are distributed
unevenly across households. Those with high debt burdens and lower incomes are
likely to be impacted disproportionately.

Although these projections suggest households should remain resilient in aggregate,
vulnerabilities remain. Households with higher debt servicing burdens relative to income are
more likely to struggle with debt repayments alongside higher spending on energy and other
essential goods. These households are more likely to cut back sharply on their consumption,
potentially amplifying any potential economic slowdown resulting from the Middle East
conflict. The share of households with high COLA DSRs — defined as households which
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spend over 70% of their income after taxes and essential spending on debt repayments —
increased slightly in 2026 Q1 to 1.6%, but remains close to the average level over the last ten
years. Under Scenario C from the April MPR, this share would increase marginally further to
1.8% but this remains around half the level seen in the run-up to the GFC.

Lower income households, including renters, are likely to be more exposed to higher energy
prices. They spend a larger share of their income on essentials, limiting their ability to adjust
spending in response to higher prices. These households have been under pressure lately. In
the NMG household survey, the share of households reporting experience of financial
difficulty has risen since 2022, and in the latest survey (2026 H1) this share increased slightly
to 30%, up from 29% in 2025 H2. However, these households typically hold a smaller share of
total outstanding consumer credit and mortgage debt (the lowest income quintile of
households hold 8% and 3% of these types of debt respectively) and are a relatively small
proportion of aggregate consumption, which limits the potential financial stability implications.
[36]

While pressures may build, current signs of distress are low and there are limited
signs of pressure building in recent months.

The share of mortgages with more than 2.5% of their balance in arrears is 0.9%, close to
long-run averages. Arrears on consumer credit (such as credit cards) have risen a little over
the past two years but remain low by historical standards, also at around 1%. Although these
measures are lagged and may not capture any increase in distress levels since the onset of
the Middle East conflict, market and supervisory intelligence suggests that this picture has
continued, with limited signs of distress among mortgage and consumer credit books to date.

Lenders continue to adjust their behaviour following recent policy changes to the
FPC’s LTI recommendation.

The FPC's loan to income (LTI) flow limit, alongside the FCA's responsible lending rules,
continues to provide appropriate protection against a material and unsustainable increase in
household indebtedness and the number of highly indebted households. Following the FPC’s
updated Recommendation in 2025 Q2, the share of high LTI lending increased to 13.2% in
2026 Q1, up from 11.8% in 2025 Q4. This leaves the four-quarter rolling average at 10.8%,
below the 15% limit (Chart 5.4). Despite the continued increase in high LTI lending, mortgage
approvals were broadly flat in Q1 and have been mixed in Q2 so far. Approvals increased in
April as borrowers brought forward activity in response to the Middle East conflict, but
approvals then fell to the lowest level since 2023 in May. Looking ahead, approvals may
continue to be muted as weaker macroeconomic conditions and higher uncertainty weigh on
mortgage demand. However, mortgage supply conditions continue to be strong (Section 6).
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This increase in high LTI lending is supported by a number of factors, including strong credit
supply and competition among lenders, the FCA’s clarification regarding its Mortgage Conduct
of Business rules on the rates borrowers are stressed against to test affordability, and a
number of lenders taking up the Prudential Regulation Authority's (PRA’s) Modification by
Consent to disapply their individual LTI flow limit.

The share of high LTI lending moving closer to the FPC’s aggregate limit of 15% shows the
updated Recommendation working as intended. The FPC’s objective in relation to the LTI flow
limit is to manage the build-up of vulnerabilities in the stock of highly-indebted households.
The flow of high LTI lending in any one quarter will have a limited impact on the stock of
lending. But if the aggregate high LTI share is persistently inconsistent with the 15% limit,
then, as outlined in their consultation papers, the PRA and FCA will expect lenders above the
limit to gradually reduce their high LTI lending until they reach 15%. The PRA and FCA have
both consulted on changes to their rules and guidance in line with the updated FPC
Recommendation, including how they would manage any instances where the aggregate flow
looks persistently inconsistent with the 15% limit, and will publish responses in due course.
The FPC will also continue to monitor the effect of the policy changes on the housing market.


https://www.bankofengland.co.uk/prudential-regulation/publication/2026/april/high-loan-to-income-lending-consultation-paper
https://www.fca.org.uk/publications/consultation-papers/cp26-12-proposed-amends-pra-rulebook-fca-guidance-loan-income-flow-limit-mortgage
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Chart 5.4: The share of mortgage lending at high loan-to-income ratios has continued
to increase in line with the FPC’s updated recommendation

The share of mortgage lending over the previous four quarters at 24.5 LTI (a) (b) (c)
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Sources: FCA Product Sales Data and Bank calculations.

(a) The FPC’s flow limit applies on a four-quarter rolling average basis.

(b) Range of lenders’ share of lending at greater than or equal to 4.5 LTI (four-quarter rolling average)
constructed using the weighted 10th to 90th percentiles of firms’ use of their individual flow limits and
shown from the introduction of the FPC’s flow limit in 2014 Q4.

(c) The sample includes only all new mortgages for house purchases and external remortgages with a
change in principal.

Overall, the FPC judges that, in aggregate, households remain resilient, even in a
challenging external environment. The FPC judges that household debt vulnerabilities
that could disproportionately amplify the impact of an adverse shock on the
macroeconomy or the financial sector are not currently elevated.

UK household aggregate indebtedness remains low relative to historical averages and debt
vulnerability metrics remain around their long-run averages, providing resilience against
shocks. Although some vulnerable, low-income households remain more exposed, the FPC
judges that aggregate household debt vulnerabilities are unlikely to lead to sharp reductions
in consumption. The results of the 2025 Bank Capital Stress Test demonstrate the banking
system’s capacity to continue supporting UK households, even under severe economic and
financial conditions.
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5.3: UK corporate debt vulnerabilities

UK corporate balance sheets are strong in aggregate, providing resilience against
shocks.

Corporate balance sheets remain strong in aggregate with the gross debt to earnings ratio at
around 275%, in line with the post-2000 average of 280%. The corporate net debt to earnings
ratio (that accounts for readily available liquidity such as cash held by firms) is also relatively
low by historical standards at close to 150% (versus a post-2000 average of 170%). In
addition, debt vulnerability metrics — such as interest coverage ratios (Chart 5.5) — are around
their long-run averages, providing resilience against shocks. Healthy aggregate corporate
balance sheets provide resilience, allowing firms to draw down cash buffers or support
additional borrowing to weather shocks.

While higher energy and borrowing costs could put additional pressure on debt
servicing burdens, it would take a severe shock to energy prices and funding costs to
return aggregate debt servicing burdens to previous peaks.

UK corporate debt-at-risk, calculated as the share of debt held by firms judged to be at higher
risk of failure over the next three years as they breach three financial measures,[37] is
currently in line with historical averages and has fallen post-Covid. Under Scenario C from the
April MPR it is projected to increase modestly over the coming years as higher energy and
other input costs weigh on corporate earnings and higher market interest rates increase debt
servicing costs (Chart 5.5). Staff analysis finds that energy intensive sectors such as transport
and manufacturing are most impacted by the rise in energy prices under this scenario.

One of the financial metrics within the debt-at-risk measure is interest coverage ratios (ICRs).
Firms with an ICR below 1.5 (that is, a firm with earnings less than 1.5 times its annual
interest expense) have been shown to be at higher risk of failure. The share of debt held by
firms with an ICR below 1.5 is also projected to increase but remain within historical peaks. It
would take a significant further shock to borrowing costs or earnings to increase debt
servicing pressures close to historical peaks (Chart 5.5).
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Chart 5.5: UK corporate debt-at-risk is projected to rise modestly in coming years.

Interest coverage ratios are projected to increase but remain below historical peaks
Debt-weighted share of UK corporates with ICRs below 1.5 and companies at higher risk of default.
Solid lines give historical data. Dashed purple and aqua line show projections under Scenario C
from the April MPR. Dashed orange line shows a projection under Scenario C plus an additional
300 basis point increase in borrowing costs (a) (b) (c) (d)
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Sources: Moody’s Analytics, Bureau van Dijk, and Bank calculations.

(a) These data refer to UK private non-financial corporations only.

(b) Data for 2025 is estimated by keeping earnings constant and assuming full pass-through of funding cost
changes over 2025 to end-2024 balance sheets. The central case ICR projection assumes full pass-
through of the Bank Rate path to the interest rate paid on the stock of floating and maturing fixed-rate
corporate debt. The scenario with higher borrowing costs incorporates a further 300 basis points increase
in the average cost of debt servicing for UK corporates on this stock of debt.

(c) ICR projections contain energy prices consistent with Scenario C from the April 2026 MPR that are
applied to earnings on a sectoral basis. While some sectors will experience negative earnings shocks, the
scenario assumes positive revenue growth in aggregate.

(d) The aqua line represents the debt-weighted share of UK corporates that simultaneously breach the
three thresholds associated with the highest likelihood of firm failure: whether a company’s ICR, calculated
by dividing its earnings before interest and tax, is below 1.5; whether its liquidity ratio (current ratio) is
below 1.1; and whether its return on assets is negative. The sample includes UK large and medium firms.

SMEs and companies in sectors most exposed to higher energy prices are more
vulnerable to further shocks in energy prices or funding costs.

The corporate sector may come under increased pressure from higher energy and input
prices. If firms are unable to pass on higher costs of production to consumers or suppliers, for
example where competitive pressures and weak demand constrain their pricing power, this
will reduce their earnings. These effects will not fall evenly across businesses.
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Sectors with large exposures to energy or fuel prices (such as manufacturing and transport)
could face significant cost pressures, although there is limited evidence of distress building to
date. Businesses in more labour-intensive sectors, such as accommodation and food, have
already been under pressure from recent increases in labour costs associated with a higher
national minimum wage and employer National Insurance Contributions. This sector may
come under further pressure as, while it is not particularly energy intensive, a high proportion
of spending is discretionary, and it may face lower demand if real income growth slows.

Small and Medium sized Enterprises (SMEs) are typically more exposed to higher energy
prices than larger corporates; they often have lower margins to absorb cost increases, and
less pricing power to pass them on to consumers. SMEs now have smaller cash buffers than
in recent years as Covid support has now unwound, making it more difficult to support a
squeeze in margins. However, they are now less indebted as some of this debt has since
been repaid. SME lending has limited implications for financial system losses in aggregate as
the size of SMEs’ debt is small relative to larger firms. However, SMEs account for around
60% of UK employment, and therefore SMEs taking defensive actions, such as cutting
investment or employment can act to amplify any macroeconomic downturn to the wider
economy.

Some highly leveraged corporate borrowers reliant on riskier credit markets are
particularly exposed to tighter financing conditions. Aggregate near-term refinancing
needs remain limited, although refinancing walls for riskier debt are steeper.

Higher market interest rates have put upward pressure on corporate borrowing costs. A
deterioration in investor risk appetite, or sharp correction in credit spreads, could significantly
increase refinancing costs and limit the ability of some corporates to refinance maturing debt,
particularly those with high leverage or near-term maturities. Businesses which struggle to roll
over financing may take defensive actions by cutting back on investment and employment. If
such pressures persist, they could weigh on companies’ cash flows and resilience, increasing
the likelihood of distress, including defaults. However, near-term refinancing needs for
corporates are relatively limited in aggregate. Refinancing needs are slightly higher for
companies in energy intensive sectors which may experience additional challenges if higher
energy prices raise investor concerns about their earnings resilience.

The proportion of corporate debt being provided by non-bank financial institutions in risky
credit markets, including private markets, has grown in recent years. While these markets
bring significant benefits for corporates, they also give rise to potential financial stability risks,
including the extensive use of leverage, complex structures and interconnections with other
parts of the financial system (Section 4). The refinancing walls are somewhat steeper in these
markets, with around 20% of riskier debt needing refinancing by the end of next year,
increasing these borrowers’ exposure to potentially higher rates and weaker investor demand.
Spreads tend to widen more sharply in riskier markets during periods of stress, increasing the
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risk that some highly leveraged firms are unable to refinance on sustainable terms. Borrowers
looking to refinance private credit loans may especially struggle given investor sentiment in
this sector has weakened over the last year.

Chart 5.6: Refinancing needs for corporates over the next 18 months are limited,

although refinancing walls for riskier debt are steeper

Cumulative share of debt maturing by type (a) (b) (c)
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Sources: PitchBook, a Morningstar company, LSEG and Bank calculations.

(a) The chart captures market-based finance debt issued in all currencies by UK corporates, both UK
issuers with a UK parent and UK issuers with a non-UK parent. Annual estimates.

(b) 2026 figures show the share of debt that is due to mature in the remainder of 2026.

(c) The private credit and leveraged loans series presented in this chart differ somewhat from Chart C in
Box A as (a) the private credit line is the UK aggregate data sourced from Pitchbook rather than data from
firms participating in the PM SWES only; and (b) the bonds and leveraged loans series are based on data
from LSEG matched with corporate balance sheet data from Companies House, and so will incorporate
different underlying assumptions and data coverage to align with the broader analysis presented in this
section compared to Box A. In addition, this chart excludes financial corporates, whereas Chart C in Box A
include them.

Current signs of distress are low and there is limited evidence of growing distress in
recent months, but the impact of the shock will not have fully fed through, and data is
lagging.
The proportion of businesses in arrears on bank loans is around historical norms for both
SMEs and larger businesses, and the rate declined in the most recent data. Insolvencies have
also remained broadly flat over recent months and are around long-term averages, after
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declining from a peak observed post-Covid.

However, these data are lagged and unlikely to show signs of distress if any had built in
recent months. Market and supervisory intelligence, as well as intelligence from the Bank’s
agency network across the UK, supports this picture. The Bank’s agents report that the
Middle East conflict is not creating widespread stress, but is shaping behaviour, costs and
financial conditions in a way that could amplify existing vulnerabilities in at-risk sectors, such
as hospitality and consumer facing sectors, or where supply chain issues persist such as
construction. While the agents report the overall picture as similar to pre-conflict, there is
some evidence of clearer strain at the margin, particularly among smaller and more leveraged
firms.

Overall, the FPC judges that, in aggregate, corporates remain resilient, even in a
challenging external environment. The FPC judges that corporate debt vulnerabilities
that could disproportionately amplify the impact of an adverse shock on the
macroeconomy or the financial sector are not currently elevated.

UK corporate aggregate indebtedness remains low relative to historical averages and debt
vulnerability metrics remain around their long-run averages, providing resilience against
shocks. Smaller, and more leveraged corporates, particularly those which are financed by
riskier credit markets like private credit and leveraged loans, remain more exposed. However,
the FPC judges that aggregate corporate debt vulnerabilities are unlikely to cause companies
to sharply reduce investment or employment. The results of the 2025 Bank Capital Stress
Test demonstrate the banking system’s capacity to continue supporting UK corporates, even
under severe economic and financial conditions.
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6: UK banking sector resilience

6.1: Recent developments in UK banks’ resilience
The UK banking system remains appropriately capitalised with high levels of liquidity.

Capital and liquidity positions are broadly unchanged since the December 2025 FSR (Table
6.A). In December, the FPC set out its initial assessment of capital requirements, updating
its benchmark for the system-wide level of Tier 1 capital requirements and identified areas
where the framework may warrant adjustment. As set out in Box D and the accompanying
FSIF, the FPC has agreed a package of proposed changes to the capital framework that will
help ensure that it is simpler, more effective, more proportionate, and better calibrated to the
risks in today’s financial system.



https://www.bankofengland.co.uk/financial-stability-report/2025/december-2025
https://www.bankofengland.co.uk/financial-stability-in-focus/2025/fsif-the-fpcs-assessment-of-bank-capital-requirements
https://www.bankofengland.co.uk/financial-stability-in-focus/2026/fsif-the-bank-capital-framework
https://www.bankofengland.co.uk/financial-stability-in-focus/2026/fsif-the-bank-capital-framework
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Table 6.A: Selected indicators of UK banking sector resilience (a) (b)

Latest December 2025

FSR

CET1 capital ratios

Major UK banks 14.2% (Q1) 14.4% (2025 Q3)
Small and medium-sized UK banks 19.0% (c)  18.1% (2025 Q3)
Q1)

UK Leverage ratio

Major UK banks (quarterly average) 4.9% (Q1) 5.0% (2025 Q3)
(d)

Small and medium-sized UK banks (quarterly average) 7.8% (Q1) 7.7% (2025 Q3)
(e)

Liquidity coverage ratios

Major UK banks (three-month moving average) 142% 147% (October
(May) () 2025)

Small and medium-sized UK banks (three-month moving average) 272% 277% (September
(May) 2025)

Asset quality

Loans for which there has been a significant increase in credit risk 8.5% (Q1) 9.4% (2025 Q3)
since origination (IFRS 9 ‘Stage 2’) (major UK banks)

Provisions as a share of lending (major UK banks only) 0.89% (Q1) 0.89% (2025 Q3)

Sources: PRA regulatory returns, published accounts and Bank calculations.

(a) The major UK bank peer group includes the following banks: Barclays, HSBC, Lloyds
Banking Group, Nationwide, NatWest Group, Santander UK and Standard Chartered Bank.
(b) The small and medium-sized UK banks series represents the aggregate of a group of PRA
supervised non-systemic UK banks and building societies.

(c) The majority of the increase in the ratio between the December FSR and latest figure is
attributable to a change in the sample of small and medium-sized banks.

(d) Previously included as part of the FPC’s core indicators.

(e) Not included in the December 2025 FSR.

(f) End-April data used where May not available.



https://www.bankofengland.co.uk/-/media/boe/files/financial-stability-report/2025/fpc-core-indicators-december-2025.pdf
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UK banks’ direct exposures to the Middle East are limited, but they remain exposed to
the broader macroeconomic effects of the conflict.

The FPC maintains its judgement that the UK banking system has the capacity to support
households and businesses, even if economic and financial conditions were to be
substantially worse than expected. Major UK banks’ direct exposures to the Middle East are
limited (around 3% of total global credit exposures), with banks likely to be more impacted by
indirect spillovers from the conflict to the global economy, including supply chain disruption
and higher energy and other commaodity prices. Banks are responding to higher risks through
additional provisions.

In the 2025 Bank Capital Stress Test, major UK banks were resilient to a scenario with
a significant increase in oil and gas prices, alongside a deep global recession.

In the 2025 Bank Capital Stress Test (BCST), banks were resilient to a severe global
aggregate supply shock. The scenario featured a sharp increase in commodity and energy
prices as well as severe supply chain disruptions, leading to a rise in inflation across
advanced economies as well as severe recessions in the UK and global economies. This
scenario is substantially more severe than the current outlook and scenarios explored by the
MPC in their April 2026 Monetary Policy Report (Table 6.B).

Table 6.B: Summary of scenarios

2025 BCST April MPR

Scenario A Scenario B Scenario C

Oil price peak ($/barrel) 160 108 108 130
Gas price peak (p/therm) 420 114 114 211
Four-quarter GDP growth (trough) -4.6% 0.5% 0.6% 0.3%
CPl inflation (peak level percentage) 10% 3.6% 3.7% 6.2%
Unemployment (peak) 8.5% 5.6% 5.5% 5.7%

Major UK banks continue to report robust earnings and valuations have recovered
following a decline in March which was driven by uncertainties around the conflict in
the Middle East and concerns about private credit exposures.

Major UK banks reported an aggregate underlying return on tangible equity (RoTE) of 15.3%
in 2026 Q1, and consensus expectations are for aggregate RoTE to rise a little above its
current level over the coming years. Aggregate net interest margins (NIMs) increased year-


https://www.bankofengland.co.uk/monetary-policy-report/2026/april-2026
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on-year, with UK-focused banks seeing support from structural hedge income. Banks earn
structural hedge income by investing non-interest bearing liabilities and equity in fixed-interest
bearing assets, which often include interest rate swaps. This can stabilise income through the
interest rate cycle, slowing the impact of falling interest rates and the benefits from rising
interest rates. Loan growth has continued.

The aggregate impairment rate for the major UK banks rose in 2026 Q1, partially driven by
losses some banks experienced as a result of their exposures to the default of Market
Financial Services Limited (Section 4), a non-bank mortgage lender. The asset quality of
banks’ wider credit portfolios has remained broadly stable, with the share of loans
experiencing a significant increase in credit risk declining since the December FSR and
provision coverage remaining flat (Table 6.A).

Major UK banks have continued to return capital to shareholders through buybacks and
dividends, totalling £7.7 billion in Q1[38], in line with their two-year average of £8.3 billion. UK
banks’ average price to tangible book ratios (PtTB) declined in March, driven by uncertainties
around the conflict in the Middle East and concerns around banks’ private credit exposures.
These have since recovered to around 1.7x, similar to levels seen at the time of the
December FSR and are around the highest seen since the Global Financial Crisis (GFC). As
set out in Box A of the June 2024 FSR, PtTB ratios are an indicator of expected future
shareholder returns relative to their cost of equity (the compensation investors require for the
perceived riskiness of those returns).

In March, the FCA announced an industry-wide redress scheme to compensate motor finance
customers who were treated unfairly between 2007 and 2024. This has since been subject to
legal challenge and the Upper Tribunal has made an order suspending parts of the scheme.
Banks have continued to provision for potential redress costs.

6.2: UK banks' provision of credit to households and businesses

Aggregate lending volumes have increased since the December FSR, with UK banks
continuing to support the provision of credit to households and businesses despite a
deterioration in the macroeconomic outlook and heightened uncertainty. There is no
evidence of banks restricting lending to defend capital positions.

Aggregate gross lending in Q1 rose 7% compared with the same period last year, and 4%
quarter-on-quarter. The quarterly twelve-month growth rate for aggregate net lending also
rose in 2026 Q1, to 4.7%. Aggregate increases in gross and net lending have mainly been
driven by increases in large corporates’ borrowing.

In April, the annual growth rate of net borrowing by large businesses and SMEs increased to
12.3% and 4.2% respectively. There does not appear to have been a significant tightening in
corporate credit supply linked to the broader uncertainty related to the Middle East conflict —


https://www.bankofengland.co.uk/financial-stability-report/2024/june-2024
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with the Bank’s Agents continuing to report credit availability for corporates as better than
normal, and more so for medium and larger businesses. They also note rising competition,
particularly for higher quality borrowers. In the Q2 Credit Conditions Survey (CCS), the
availability of credit was reported to be unchanged for large corporates, and to have slightly
decreased for small and medium sized businesses. For all sizes of businesses, the availability
of credit was expected to be unchanged over the next three months.

The Bank’s Agents have reported that large corporates continue to demand bank loans for
working capital and refinancing needs, but that borrowing to invest remains subdued. Agents
reported SME demand to be muted given heightened uncertainty around the economic
outlook. In the Q2 CCS, large corporate lending demand was reported to be unchanged and
demand from small and medium sized businesses was reported to have decreased. Over the
next three months, demand was expected to be unchanged for all businesses.

Although bank lending to corporates has increased over recent quarters, the stock of
corporate credit relative to GDP has continued to decline since 2021 and remains below its
pre-Covid average, particularly for SMEs. Some of this reflects an increase in the provision of
credit by non-bank financial institutions (NBFIs), which banks have played a key role in
facilitating (Section 6.3). For SMEs, as set out in Box B of the December 2025 FSR, this likely
reflects a combination of weaker demand and supply-side frictions. In conversations with the

Bank’s Agents, structural supply side frictions cited by SMEs include long application wait
times (some over six months) and reduced access to relationship-based banking advice. A
range of initiatives across government, regulators and industry are underway to reduce these
frictions and improve access to finance. Several of these were outlined in the December 2025
FSR.

Mortgage lending increased by 8% quarter-on-quarter in Q1, supported by strong supply
conditions and a rise in mortgage refinancing activity, as some borrowers brought forward
refinancing to lock in cheaper interest rates ahead of higher-priced products coming onto the
market. The share of high loan-to-income lending also increased further, reaching 13.2% in
2026 Q1 up from 11.8% in 2025 Q4, following recent policy changes that have supported
mortgage availability (Section 5). Following the outbreak of the conflict in the Middle East,
some lenders withdrew and repriced mortgage products in response to movements in interest
rate swap rates used in mortgage pricing. Product availability has since recovered to around
December levels. In the Q2 CCS, the availability of credit for house purchases was reported
to be unchanged, and availability was expected to increase over the next three months.
Demand was reported to have increased in Q2 2026, potentially due to the continued effect of
borrowers bringing forward activity in response to the Middle East conflict. It was expected to
decrease over the next three months, likely reflecting broader macroeconomic uncertainty and
the pass-through of higher swap rates into quoted mortgage rates.


https://www.bankofengland.co.uk/financial-stability-report/2025/december-2025
https://www.bankofengland.co.uk/financial-stability-report/2025/december-2025
https://www.bankofengland.co.uk/financial-stability-report/2025/december-2025
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Chart 6.1: Aggregate lending volumes have continued to rise, with signs of strength in
large corporate lending

UK monetary financial institutions’ gross lending to UK households and businesses, seasonally
adjusted (a) (b)

H Mortgages M Consumer credit SMEs [ Large corporations == Total

£ billions
300

Sources: Bank of England and Bank calculations.

(a) Lending to UK households and businesses by banks and building societies that have permission to
accept deposits in the UK.

(b) SMEs are defined as businesses with annual debit account turnover on the main business account up
to £25 million. Large businesses are those with annual debit account turnover on the main business
account of over £25 million.

The FPC has maintained the UK CCyB rate at its neutral setting of 2%.

The FPC sets the UK CCyB rate to help ensure that the UK banking system is better able to
absorb shocks without an unwarranted restriction in essential services, such as the supply of
credit, to the UK real economy. In making this decision it takes into account a number of
principles, as set out in FPC’s approach to setting the countercyclical capital buffer —
Policy Statement. While the global risk environment remains elevated, UK household and
corporate aggregate indebtedness remains low relative to historical averages, and it would
take severe shocks to both funding and earnings to put debt servicing under pressure for both
households and corporates in aggregate. Past stress test results indicate the banking system
could withstand a scenario substantially more severe than the current outlook, and there are
not signs of banks restricting lending in order to defend capital positions.

The FPC has decided to maintain the UK CCyB rate at its neutral setting of 2%. Maintaining a
neutral setting of the UK CCyB in the region of 2% should help to ensure that banks continue
to have capacity to absorb unexpected future shocks without restricting lending in a
counterproductive way.


https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-financial-policy-committees-approach-to-setting-the-countercyclical-capital-buffer.pdf
https://www.bankofengland.co.uk/-/media/boe/files/paper/2023/the-financial-policy-committees-approach-to-setting-the-countercyclical-capital-buffer.pdf
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The FPC will continue to monitor the evolution of financial conditions closely to ensure the
setting of the CCyB remains appropriate.

6.3: Interlinkages with non-bank financial institutions

Banks’ interlinkages with NBFIs can support credit provision to the real economy,
while also helping banks manage their credit risk and capital positions. However,
these interactions can also create channels through which risks can be transmitted
back to banks.

Banks’ interactions with NBFIs fall into two broad categories. First, as facilitators of NBFI
activities, including as providers of financing, leverage and services. Second, as issuers of
risk transfer products, which NBFls invest in. Both of these types of interactions can transfer
risks from banks to elsewhere in the financial system, where they may still affect banks
through their interconnections with NBFIs.

Banks provide financing to NBFls, which in turn support lending to businesses.

Banks are increasingly supporting non-bank lending to the real economy through structures
such as asset-backed and warehouse lending. This includes banks taking senior exposures in
securitisations backed by NBFI-originated loans. Major UK banks’ total NBFI assets
(excluding derivatives) have continued to grow, increasing by 5% year-on-year. This provision
of financing and leverage to NBFlIs has helped enable them to grow and increase their
lending, with private credit and non-bank syndicated leveraged loans now representing an
increasing proportion of lending to UK corporates.

For banks, lending to NBFls can be an efficient way to support financing to the real economy
while managing their own balance sheet risks. Compared with lending directly to individual
corporates, these exposures are often structured with features that can reduce expected
losses to banks, including senior ranking, diversified collateral pools, margining, and other
credit protections.

Access to non-bank finance can bring benefits for corporates, including more diversified
funding sources, tailored financing solutions and, in some cases, faster execution than
through traditional bank lending. NBFls may be better placed to finance some corporates
where banks have less risk appetite or where borrowers need more flexible forms of term
financing. Private credit funds can offer higher leverage, bespoke loan terms and faster
underwriting processes, which may suit highly leveraged, lower-rated or operationally
complex businesses. Private markets can also provide services that banks often do not, such
as venture capital, making them a more suitable funding source for some higher-risk
borrowers, while banks continue to provide working capital, trade finance and other support.
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Increasingly, banks provide financing to NBFls indirectly through securitisation
structures, which can involve greater complexity and opacity, and may therefore carry
higher risks.

Banks’ lending to NBFls can expose them to direct and indirect losses. Banks holding senior
tranches of securitisations may have less visibility of the underlying collateral, which can
increase opacity and mask concentration risk, potentially leading to higher-than-expected
losses. The complexity of securitisation structures and involvement of multiple third parties
may constrain effective due diligence despite regulatory requirements. It may also leave
banks dependent on the underwriting standards set by the NBFIs that originate the loans,
including potential exposure to fraud. Recent bank losses related to the failures of Market
Financial Services Limited and Tricolor have illustrated how these structures can result in
direct and indirect losses for banks (Section 4).

In addition, NBFls are significant investors in banks’ securitisations. This can support
banks’ ability to lend and manage their credit risk and capital positions but can also
further increase interconnections between banks and NBFls.

In the UK, securitisations are an important mechanism used by banks to transfer credit risk.
Significant risk transfers (SRTs) allow banks to transfer significant credit risk on loan portfolios
to third parties through securitisation, and to obtain capital relief on the associated exposures,
subject to regulatory requirements being met.[39] UK banks’ use of SRTs has risen
significantly recently, with annual SRT issuance more than doubling in aggregate since 2017.
This has increased interconnections between NBFIs and banks and could, in a stress, create
additional transmission channels as well as heighten the risk of a procyclical reduction in
banks’ lending capacity (Box C).

The PRA continues to highlight the need for banks to strengthen their monitoring and
risk management of their NBFI exposures.

The PRA has previously highlighted the need for banks to manage appropriately counterparty
credit risk relating to their NBFI exposures.[40] In response to recent losses related to NBFI
exposures, banks have been reconsidering their risk appetite for certain types of lending and
reviewing existing exposures. Banks should continue to monitor the risks from direct and
indirect NBFI exposures, including under stress scenarios where correlations and losses may
shift outside historical norms. In particular, banks should continue to consider the robustness
of collateral verification and disclosure practices and consider investor concentration,
refinancing and sudden market shifts that could affect transaction replacement. The PRA is
continuing to engage with banks on the appropriate use of SRTs and is testing thoroughly any
proposed structures that appear to be more complex or less robust.
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Box C: Developments in significant risk transfer activity

Banks use significant risk transfers to manage their credit risk and capital
positions. This can support their provision of lending to the real economy.
However, their usage also comes with risks that banks must manage.

Significant risk transfers (SRTs) allow banks to transfer significant credit risk on loan
portfolios to third parties through securitisation, and to obtain capital relief on the
associated exposures. Depending on the structure, transactions can be: (i) traditional,
where assets are transferred off a bank’s balance sheet, or (ii) synthetic, where the
assets are retained and only the credit risk is transferred. Where structures are
synthetic, SRTs can also be funded or unfunded. In funded SRT transactions, investors
provide collateral upfront, which should substantially mitigate the counterparty credit
risk for banks. In unfunded transactions, however, collateral is not provided upfront;
instead, investors provide a credit guarantee against losses on the reference portfolio.
In the UK, most SRTs to date have been synthetic, all of which have been funded.

Where capital relief is achieved, banks can then redeploy this capital to support further
lending. Banks can use SRTs to manage credit risk by reducing exposures to particular
geographies or sectors. SRTs may also contribute to a diversification of banks’ funding
sources.

UK banks’ use of SRTs has increased in recent years, as has the complexity of
these transactions, increasing the transfer of credit risk to non-bank investors
and deepening interconnections between banks and non-bank financial
institutions.

The size of major UK banks’ SRT programmes has grown in recent years (Chart A).
The proportion of loans on which major UK banks have achieved an SRT remains
modest, at around 4% of their total loan books. Use varies significantly across banks;
some other banks that have not previously used SRTs have expressed interest in
developing such programmes in future.

Portfolios of loans to large corporates make up the maijority of underlying assets in
SRT transactions, though issuance has expanded into a broader set of asset classes
such as SME loans, project finance, mortgages and personal loans as well as more
complex and risky structures. The investor base has also broadened, with participation
from a wider range of non-bank financial institutions (NBFIs), including credit funds,
hedge funds, pension funds and insurers.
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Chart A: Major UK banks’ use of significant risk transfers has increased in

recent yearsMajor UK banks’ annual SRT issuance, by underlying portfolio size
(£ billions)

£ billions
45
40

Source: PRA regulatory returns.

The use of SRTs brings risks that could affect banks’ ability to provide credit to
the real economy in stress.

As set out in the PRA's supervisory statement 9/13 and rulebook, UK banks must
ensure capital relief remains commensurate with genuine risk transfer over the life of
the SRT transaction. The PRA reviews transactions and issues a non-objection or
objection with supervisory feedback based on its assessment. The PRA can refuse
capital relief recognition if it assesses it is not justified by a commensurate transfer of
risk to third parties.

Banks must appropriately assess the reliability of loss protection. Risks could
be greater for unfunded transactions.

In the UK, banks have received regulatory non-objection for ‘funded SRTs’, in which
collateral for the loss protection tranche is provided upfront by the investor. From the
perspective of the resilience of individual banks that use funded SRTs, it is essential to
ensure that the associated capital relief is commensurate with the genuine transfer of
credit risk. If this is not the case, it could result in banks receiving less loss protection
than needed in a stress. Higher than expected losses from SRTs that do not perform
as designed could constrain banks’ ability to provide credit to the real economy.

Some UK firms are considering seeking regulatory capital relief using unfunded SRTs,
which could be riskier and potentially less reliable in stress. In these transactions, the
SRT investor provides a credit guarantee rather than upfront collateralised protection.


https://www.bankofengland.co.uk/-/media/boe/files/prudential-regulation/supervisory-statement/2025/ss913update-july-2025.pdf
https://www.prarulebook.co.uk/
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The banks’ loss protection is contingent on the performance of the SRT counterparty in
stress, heightening exposure to counterparty credit and liquidity risks. This raises the
risk of abrupt capital impacts if protection fails and capital relief on portfolios that is not
commensurate with the risk transferred. Banks must be able to articulate fully how they
are assessing and accounting for the elevated counterparty credit risk involved in
these arrangements, as well as any potential mitigants and their ability to withstand
potential non-performance of unfunded guarantees.

In stress, banks may have reduced ability to issue new SRTs, or to roll over
existing arrangements.

In a stress, banks’ abilities to renew protection on SRTs may be reduced — this is
referred to as rollover risk. While rollover risk applies to most capital and funding
instruments, this may be more acute for SRT transactions given the smaller market
and more concentrated investor base. Banks’ abilities to issue new SRT transactions
may also be limited in stress.

If banks are unable to roll over maturing SRT transactions, issue new transactions, or
have to hold loans outside their risk appetite, which they were intending to distribute as
part of an SRT transaction, this could negatively impact capital positions. In turn this
could reduce banks’ balance sheet capacity to lend in a stress, impacting the real
economy through a reduction in the provision of credit. Banks with higher reliance on
SRTs would be more exposed to these risks.

Greater use and complexity of SRTs increases interconnections between banks
and NBFls. This can create additional loss transmission channels in stress.

SRTs allow the distribution of credit risk outside the banking sector, contributing to risk
sharing and supporting lending capacity where risks are well managed. However, they
also increase interconnections between banks and NBFlIs. As highlighted by the PRA
in its 2025 letter to CFOs, credit risk transferred outside the banking system may re-
enter it through banks’ exposures to NBFls holding SRT positions. This can weaken
the effectiveness of risk transfer and make the distribution of risk across the system
more complex and less transparent, particularly as SRT structures themselves become
more complex.

Greater use of SRTs could also deepen financial linkages across jurisdictions and
increase the transmission of shocks globally, given the investor base for SRT
transactions comprises a small set of global credit investors, mainly located in Europe
and the United States. The use of leverage by some non-bank investors in SRTs may
amplify losses for banks that have exposures to those counterparties, both through
SRTs and other links, and increase the likelihood of procyclical behaviour in stress.


https://www.bankofengland.co.uk/-/media/boe/files/prudential-regulation/letter/2025/significant-risk-transfer-financing-prudential-expectations-letter.pdf
https://www.bankofengland.co.uk/-/media/boe/files/prudential-regulation/letter/2025/significant-risk-transfer-financing-prudential-expectations-letter.pdf
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Banks must appropriately manage the risks arising from their use of SRTs as
well as those from other forms of capital relief securitisation transactions.

To help manage the risks from the use of SRTs banks must consider internal limits on
SRT usage, staggered maturities, aligning maturities with those of the underlying
portfolios, developing a diversified investor base, and robust stress testing embedded
within capital planning. Some of the complexities in SRTs require more sophisticated
risk management approaches, which demands investment by firms in their capabilities.

As part of stress testing, banks must consider the effectiveness of loss protection in
stress and, particularly for unfunded structures, make realistic assumptions around
their dependence on the resilience of protection providers. They should also consider
how their ability to issue or renew SRT transactions may be impacted by changes in
market conditions.

Firms must also give full consideration to the risks involved in other forms of
securitisations that allow them to achieve similar capital relief benefits, but sit outside
of the SRT regulatory perimeter, and are therefore not subject to the same automatic
regulatory assessment. If misused, or not appropriately structured, such trades may
result in capital relief that is not commensurate with genuine risk transfer.

The PRA continues to engage with banks on appropriate usage of SRTs and is
testing thoroughly any proposed structures which appear to be more complex or
less robust. The FPC will continue to monitor the associated financial stability
implications.
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Box D: The bank capital framework

This box sets out progress on the FPC’s work, alongside the PRA, to make the bank
capital framework in the UK more effective and proportionate, which is described in
more detail in the Financial Stability in Focus on the bank capital framework
published alongside this Financial Stability Report.

The FPC, working with the PRA, is modernising the bank capital framework.

The Committee is announcing a package of proposed changes that will help ensure
the framework is simpler, more effective, more proportionate and better calibrated to
the risks in today’s financial system, while also ensuring that the UK banking system
remains resilient and able to support the economy when it needs it most. This package
will address unintended consequences in the leverage framework and strengthen the
releasability and usability of buffers. The measures will make it easier for banks to use
capital to support lending and the functioning of core markets in stress, while
maintaining overall consistency with international standards.

In December 2025, the FPC revisited its assessment of appropriate capital
requirements for the UK banking system. The Committee judged that the
appropriate benchmark for system-wide Tier 1 capital requirements was
around 13% of risk-weighted assets — equivalent to a Common Equity Tier 1
(CET1) ratio of around 11%.

That assessment was made with a view to maximising long-run growth in the UK
economy by weighing the macroeconomic costs of capital, which stem from the impact
of higher capital on borrowing costs, against the macroeconomic benefits of capital,
which arise because higher bank capital reduces the likelihood and costs of future
financial crises.

The FPC also identified areas where the capital framework might warrant
adjustment to make it more effective, efficient and proportionate in future, and
to address any unintended consequences within the existing regime.

The FPC said it would work to enhance further the usability of regulatory capital
buffers, review the implementation of the leverage ratio in the UK to ensure it functions
as intended, and support further work to consider proportionality and complexity in the
framework, including the way that capital requirements related to domestic exposures
interact.


https://www.bankofengland.co.uk/financial-stability-in-focus/2026/fsif-the-bank-capital-framework
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The FPC welcomed feedback received from a broad group of stakeholders on the
issues covered in its December 2025 Financial Stability in Focus (FSiF). This
included feedback on the overall level of capital requirements, international
comparisons, the functioning of the capital buffer framework and the leverage ratio,
and capital requirements related to domestic exposures.

The FPC considers the range of views received on the overall level of bank capital
requirements to be broadly reflective of the issues the Committee had weighed in its
December assessment. The Committee therefore reaffirms its judgement that the
appropriate benchmark for system-wide Tier 1 capital requirements[41] is around 13%
of risk-weighted assets — equivalent to a CET1 ratio of around 11%.

Since December, the FPC, working with the PRA, has progressed its analysis of
buffer usability and the leverage ratio, and is announcing a package of reforms
informed by the feedback it has received.

D.1: Further enhancing the usability and releasability of
regulatory capital buffers

Capital buffers are intended to be used to absorb losses and to help maintain the
provision of financial services to the real economy in a downturn by reducing the need
for banks to deleverage to preserve capital. But a range of interrelated factors can
impede the usability of regulatory capital buffers in practice. These factors can also
contribute to banks maintaining capital substantially above regulatory requirements
and so reducing their capacity to lend.

The FPC sees a clear macroprudential case for a simpler and more effective
capital buffer framework that reduces impediments to buffer usability.

Other regulators internationally have also set out thinking and are engaging in
discussions within their jurisdictions on different ways that their banking capital
frameworks could be simplified domestically with a view to making them more effective
and efficient. The Committee will work with the PRA and international authorities to
pursue broad reform of the capital buffer framework and move towards a goal of a
single buffer that is releasable in stress, and that can be used without automatic
distribution restrictions.

In the near term, the FPC and PRA are taking steps domestically to support
buffer usability by making clear that systemic buffers for domestic
systemically important banks will be releasable in a stress.


https://www.bankofengland.co.uk/financial-stability-in-focus/2025/fsif-the-fpcs-assessment-of-bank-capital-requirements
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The FPC welcomes the PRA’s intention to use its existing discretionary powers to
release the other systemically important institution (O-Sll) buffer that applies to certain
domestic systemically important firms[42] in the event of systemic stress, engaging with
the FPC when doing so.

The impact of releasing the O-SlI buffer would be similar in many ways to releasing the
countercyclical capital buffer (CCyB). It would lower the level of capital at which
distribution restrictions automatically apply, which would reduce banks’ incentives to
take defensive actions such as counterproductive deleveraging. The pace of return to
normal-times O-SlII buffer rates would depend on banks’ ability to rebuild capital while
continuing to lend to creditworthy UK households and businesses. The FPC and PRA
recognise that when banks’ capital ratios decline in a stress, their combined regulatory
buffers may then need to be rebuilt over multiple years, as has been the case with
previous releases of the CCyB. Otherwise, the prospect of a rapid rebuild could
undermine banks’ incentives to use the released capital. The PRA will consult on its
approach to setting O-SlI buffers in 2026 H2 (PRA statement).

In addition to the steps being taken to enhance releasability and lower the level of
capital at which automatic distribution restrictions apply in stress, the PRA will consider
firms’ feedback that greater clarity on the use of the PRA buffer in circumstances
outside periods of systemic stress could help buffer usability. The PRA will also
consider whether further engagement with relevant stakeholders, including investors
and rating agencies, could support understanding of the role of regulatory capital
buffers and how the framework is intended to operate.

D.2: The implementation of the leverage ratio in the UK

The leverage ratio — the ratio of a bank’s capital to a gross measure of its
exposures — is an important part of the capital framework.

Complementing the risk-weighted requirement with a leverage ratio requirement
makes the capital framework more robust against the inherent errors and uncertainties
in measuring risk when assigning risk weights. More generally, leverage ratio capital
requirements can help to curtail balance sheet growth that is unsustainable from a
systemic perspective.

In the UK, leverage ratio requirements comprise a minimum of 3.25% of the UK
leverage exposure measure (excluding central bank reserves), a systemic buffer
(known as the additional leverage ratio buffer or ALRB[43]) for global systemically
important banks (G-SIBs) and certain O-Slls, and the countercyclical leverage buffer
(CCLB). At present, the ALRB and the CCLB are applied at 35% of the equivalent risk-
based buffers.


https://www.bankofengland.co.uk/prudential-regulation/publication/2026/july/pra-statement-on-usability-and-releasability-of-capital-buffers
https://www.bankofengland.co.uk/prudential-regulation/publication/2026/july/pra-statement-on-usability-and-releasability-of-capital-buffers
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In the December FSiF, the FPC committed to review the implementation of the
leverage ratio in the UK to ensure that it functions as intended, prioritising reviewing
the UK’s approach to regulatory buffers in leverage requirements. This work has
highlighted a number of features of the UK’s leverage ratio framework:

e The decline in average risk weights in the UK has contributed to leverage ratio
requirements becoming more binding. This is to be expected to some extent in a
framework with both leverage and risk-based capital requirements, as banks
structure their balance sheets in a way that most efficiently meets both. While there
is some evidence that the decline in average risk weights has been driven by a
reduction in the riskiness of banks’ exposures over the past decade, there has also
been growth in more complex and opaque forms of lending where the leverage ratio
may be particularly effective in guarding against errors in risk measurement. Taken
together, these trends highlight the continued importance of the leverage ratio
framework.

» Although the calibration of UK leverage ratio requirements is consistent overall with
international standards, the UK’s implementation of some elements of the leverage
ratio framework differs from those standards, including its approach to setting
leverage ratio buffers. When the FPC designed its leverage ratio framework, it
included both a systemic component and countercyclical component to maintain the
relative bindingness of the leverage regime for systemically important firms and
during times of high system-wide risk, setting the level of those buffers at 35% of
their risk-weighted counterparts. This preceded the finalisation of the Basel
standards, which included a single leverage ratio buffer set at 50% of systemic risk-
weighted buffers for G-SIBs.

o The presence of usable capital buffers is a desirable feature of the leverage ratio
regime. Such leverage buffers help ensure that banks whose activity is relatively
concentrated in lower-risk weighted lending to the real economy, such as mortgage
lending, can absorb losses and continue to support the economy in an economic
stress. They also help ensure that banks whose activity is relatively concentrated in
lower risk weighted financial market activity, including in core sterling markets, can
absorb shocks and continue to support market functioning in a financial market
stress.

Nevertheless, the UK’s current approach to leverage ratio buffers has a number
of features that could be made more proportionate and more effective by being
better targeted to achieve financial stability goals.

o Following the FPC’s decision in 2019 to increase the neutral rate for the UK CCyB
from 1% to 2%, risk-weighted minimum capital requirements were adjusted so that
overall regulatory loss-absorbing capacity was kept broadly unchanged. An
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equivalent offsetting adjustment was not made in the leverage framework. As a
result, leverage ratio requirements increased when the UK CCyB rate increased to
2%, making the leverage ratio more likely to bind for a given risk profile. This
unintended consequence affected all banks subject to leverage requirements. The
most notable impact, however, was on banks with greater relative exposure to UK
domestic lending, especially those with lower average risk weights.

» Although leverage buffers help to ensure resilience in the provision of services to
financial markets as well as lending to the real economy, the CCLB is not well
targeted to serve both of these purposes. The CCLB that applies to each individual
bank is determined by the share of their relevant credit exposures (largely real
economy exposures) in each jurisdiction, and varies in line with each jurisdiction’s
CCyB rate. But many banks to which the CCLB applies have business models that
are focused on the provision of services to financial markets, including core sterling
markets, rather than the real economy. The fact that the CCLB’s calibration is driven
by the mix of banks’ real economy exposures means that the FPC’s current
countercyclical policy framework is not well designed to support market functioning.

To address these issues, the FPC and PRA intend to consult on a package of
measures to make the leverage ratio framework more proportionate and more
effective by being better targeted.

This package would:

 Remove the CCLB from banks’ leverage requirements to address the unintended
consequence of how it has been implemented and reflecting the fact that its
calibration is not closely linked to the systemically important financial market activity
for which the leverage ratio is a key prudential constraint.

» Move the calibration of the ALRB for firms with systemic buffers into line with
international standards — to 50% of risk-weighted systemic buffers. Like its risk-
weighted counterpart, the ALRB for domestically systemic firms would be releasable
in a stress.

» Make a greater share of leverage requirements and buffers releasable: the leverage
ratio Tier 1 minimum requirements would be reduced from 3.25% to 3% and a
simple general leverage ratio buffer would be applied to firms subject to leverage
requirements, set at 25 basis points of the leverage exposure measure (which
currently excludes central bank reserves).

The general leverage ratio buffer would be releasable, if necessary to zero, to help
ensure that banks can absorb losses in an economic or financial market stress while
continuing to support the real economy and the functioning of financial markets. If, on
the other hand, the FPC were to in future judge that risks were heightened and that
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additional resilience was warranted, it could consider increasing the general leverage
ratio buffer above 25 basis points. Like all buffer requirements in the UK capital
framework, the general leverage ratio buffer would be met with CET1 capital.

To ensure that the capital banks need to remain above the hurdle rate in the
Bank Capital Stress Test did not increase as a result of this package, the Bank
would expect to adjust the leverage ratio hurdle rate.

In its Bank Capital Stress Test, the Bank typically assesses the capital resilience of
individual banks against a leverage ratio hurdle rate that includes minimum leverage
ratio requirements and the ALRB. Alongside these proposals, the Bank would expect
to set leverage hurdle rates for the test as minimum requirements plus 40% of banks’
risk-weighted systemic buffers (lower than the 50% ALRB of risk-weighted systemic
buffers that would apply to banks’ regulatory requirements).

When taking into account both regulatory requirements and the capital needed to
remain above the leverage ratio hurdle rate in the Bank Capital Stress Test, the
changes would reduce the leverage ratio that large UK banks subject to the leverage
requirement need to maintain by around 20 basis points in aggregate, with the impact
varying by bank. This would leave leverage ratio requirements for UK large
domestically focused banks and G-SIBs within the range of other jurisdictions globally.

D.3: Next steps

The FPC considers that the package of proposed leverage ratio reforms will
make the UK leverage ratio framework more proportionate and more effective
by being better targeted. The Committee also agrees that the implications of
the proposals for the resilience of UK markets merit further consideration.

The FPC will therefore work, alongside the PRA, to identify whether the proposed
package of changes to the leverage framework would leave any financial stability gaps
that would need to be managed and whether that might justify further adjustments to
the policy package. This analysis, which will take into account the FPC’s work on gilt
repo market resilience and impacts of the proposal on market functioning, will be
completed by, and considered at, the Q3 FPC meeting to allow any potential
consultation on this element alongside the rest of the proposal.

Separately, the FPC expects to update on its assessment of the interaction of
capital requirements that are related to domestic exposures in the Q4 2026
FSR.

Capital requirements related to domestic exposures include the UK component of the
CCyB, O-SlI buffers, and Pillar 2A requirements for geographic credit concentration
risk, which each serve different purposes in the capital framework, but are all
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calibrated based on measures of domestic lending. The FPC and the PRA intend to
draw on several sources of information when conducting this work, including on the
impact of systemic failures and credit concentration, and banks’ stress-test results.

The FPC also supports other initiatives by the Bank to respond to feedback on
interactions, proportionality and complexity in the capital framework. This includes the
PRA’s work to develop a systematic approach to updating the regulatory thresholds,
the PRA’s contribution to the Government’s review of the ring-fencing regime, and the
PRA’s work to assess firms’ feedback and supporting evidence on a range of possible
changes to internal ratings based models for mortgage lending.
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Annex: Macroprudential policy decisions

This annex lists any FPC Recommendations and Directions from previous
periods that have been implemented or withdrawn since the December 2025

FSR, as well as Recommendations and Directions that are currently
outstanding. It also includes those FPC policy decisions that have been
implemented by rule changes and are therefore still in force.

Each Recommendation or Direction has been given an identifier to ensure consistent
referencing over time. For example, the identifier 17/Q2/1 refers to the first Recommendation
made at the 2017 Q2 Committee meeting.

Outstanding FPC Recommendations and Directions (as at the date
of the FPC's meeting on 26 June 2026)

On 23 March 2023, the FPC made the Recommendation (23/Q1/2) that:

o The Pensions Regulator (TPR) should have the remit to take into account financial stability
considerations on a continuing basis. This might be achieved, for example, by including a
requirement to have regard to financial stability in its objectives, which should be given
equal weight alongside other factors to which TPR is required to have regard. The FPC
noted that in order to achieve this, TPR would need appropriate capacity and capability.

On 27 June 2025, the FPC made the Recommendation (25/Q2/1) that:

e The PRA and FCA should together (i) aim to ensure that the aggregate flow of new
residential mortgages from mortgage lenders at loan-to-income ratios (LTIs) at or greater
than 4.5 does not exceed 15% of total new residential mortgages, and (ii) allow individual
lenders to increase their share of lending at such high LTIs while aiming to ensure the
aggregate flow remained consistent with the limit of 15%. The FPC recognises that, in
doing so, such high LTI lending by individual lenders could exceed 15% of their total
number of new residential mortgages while the aggregate flow remains consistent with the
15% limit. The aggregate flow is calculated based on new residential mortgages extended
by lenders which extend residential mortgage lending in excess of £150 million per annum.


https://www.bankofengland.co.uk/financial-stability-report/2025/december-2025
https://www.bankofengland.co.uk/financial-stability-report/2025/december-2025
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Other FPC policy decisions which remain in place

The following text sets out previous FPC decisions, which remain in force, on the setting of its
policy tools. The calibration of these tools is kept under review.

Countercyclical capital buffer (CCyB) rate

The FPC agreed to maintain the UK CCyB rate at 2% on 26 June 2026, unchanged from its
27 March 2026 meeting. This rate is reviewed on a quarterly basis. The UK has also
reciprocated a number of foreign CCyB rate decisions — more details are available at The
countercyclical capital buffer. Under PRA rules, foreign CCyB rates applying from 2016
onwards will be automatically reciprocated up to 2.5%.

Leverage ratio

In September 2021, the FPC finalised its review of the UK leverage ratio framework, and
issued a Direction and Recommendation to implement the outcome of the review as set out in
its October 2021 Record.

In October 2022, in line with its statutory obligations, the FPC completed its annual review of
its Direction to the PRA. The FPC revoked its existing Direction to the PRA in relation to the
leverage ratio regime, and issued a new Direction on the same terms as in September 2021
with the addition of discretion for the PRA to set additional conditions to the central bank
reserves exclusion.

The full text of the FPC’s Direction to the PRA on the leverage ratio is set out in the Annex of
the October 2022 Record, together with the original Recommendation (now implemented).

The PRA has published its approach to implementing this Direction and Recommendation.

Other FPC activities since the December 2025 FSR

Other FPC activities since the December 2025 FSR not included elsewhere in this FSR
include:

o Supported continuing policy engagement with industry and other authorities to enhance the
resilience of the gilt repo market.

o Welcomed the FCA's Consultation Paper ‘Enhancing fund liquidity risk management’,
published in December 2025.

» Welcomed the PRA and FCA consultation on the implementation of the LTI flow limit
Recommendation published on 1 April 2026.

o Welcomed the PRA's consultation on modernising the liquidity framework published on 17
March 2026.


https://www.bankofengland.co.uk/financial-stability/the-countercyclical-capital-buffer
https://www.bankofengland.co.uk/financial-stability/the-countercyclical-capital-buffer
https://www.bankofengland.co.uk/financial-policy-summary-and-record/2021/october-2021
https://www.bankofengland.co.uk/financial-policy-summary-and-record/2022/october-2022
https://www.bankofengland.co.uk/prudential-regulation/publication/2021/june/changes-to-the-uk-leverage-ratio-framework
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o Supported the Bank’s and FCA's initiatives to continue to monitor the adoption of Al by
regulated firms, including by re-running their joint Al survey in 2026, continuing market
intelligence gathering exercises, and supporting the evolution of firms’ Al risk management
practices, including via engagement with industry.

» Agreed the key features of the Bank’s private markets system wide exploratory scenario,
which was published on 19 June 2026.

o Welcomed the publication, on 22 June 2026, of the Bank’s Policy Statement and draft
Code of Practice for systemic sterling-denominated stablecoins.

o Welcomed recent statements by HM Treasury and the FCA on their plans to enhance MMF
resilience, in line with the 2021 Financial Stability Board policy proposals.

The Financial Policy Committee Record — April 2026, and Financial Policy Committee
Record — July 2026 contain more detail on the activities of the FPC since the July Report.



https://www.bankofengland.co.uk/financial-policy-committee-record/2026/april-2026
https://www.bankofengland.co.uk/financial-policy-committee-record/2026/july-2026
https://www.bankofengland.co.uk/financial-policy-committee-record/2026/july-2026
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Glossary

Abbreviations

AAM - Alternative Asset Managers.

ABS — asset-backed securities.

Al — artificial intelligence.

AIFMD - Alternative Investment Fund Managers Directive.
AISI - Artificial Intelligence Security institute.

ALRB — Additional Leverage Ratio Buffer.

API — Application programming interface.

BCST — Bank Capital Stress Test.

BDC — Business Development Company.

BIS — Bank of International Settlements.

CAPE - cyclically-adjusted price-to-earnings.

CBEST - Cyber security banking supervision and evaluation testing.

CCLB — Countercyclical Leverage Buffer.

CCPs — central counterparties.

CCS - Credit Conditions Survey.

CCyB - countercyclical capital buffer.

CET1 — Common Equity Tier 1.

CLOs — collateralised loan obligations.

CMBS - Commercial mortgage-backed security.
CMORG - Cross Market Operational Resilience Group.

CNREF — Contingent NBFI Repo Facility.
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COLA DSR - Cost of Living adjusted debt-servicing ratio.
CORST - Cyber and Operational Resilience Stress Test.
CTP — Critical Third Parties.

DB — defined benefit.

DC — defined contribution.

DSR - debt-servicing ratio.

DVO01 — dollar value of a basis point.

EMIR — European Market Infrastructure Regulation.

ETF — Exchange-traded fund.

FCA — Financial Conduct Authority.

FMSB — Financial Markets Standards Board.

FPC — Financial Policy Committee.

FSB — Financial Stability Board.

FSR — Financial Stability Report.

FTSE - Financial Times Stock Exchange.

G7 - Canada, France, Germany, Italy, Japan, the United Kingdom and the United States.
GCHQ — Government communications headquarters.
GDP — gross domestic product.

GEMM - Gilt-edged market maker.

GFC - global financial crisis.

HM Treasury — His Majesty’s Treasury.

ICE — Intercontinental Exchange.

ICR — interest coverage ratio.

IFRS — International Financial Reporting Standard.
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IG — investment grade.
ILTR — Indexed Long-Term Repo.

IMF — International Monetary Fund.

IOSCO - International Organization of Securities Commissions.

IPO — Initial public offering.

ISIN — International Securities Identification Number.
KOSPI — Korea Composite Stock Price Index.

LDI — liability-driven investment.

LLM - Large Language Model.

LSEG - London Stock Exchange Group.

LTI — loan to income.

LTV —loan to value.

MoU — Memorandum of Understanding.

MBF — market-based finance.

MCOB - Mortgage Conduct of Business.

METR — Model Evaluation and Threat Research.
MiFID — Markets in Financial Instruments Directive.
MMF — money market fund.

MPR — Monetary Policy Report.

NAV — net asset value.

NBFI — non-bank financial institution.

NCSC — National Cyber Security Centre.

NIC — National Insurance Contributions.

NIM — net interest margin.
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OECD - Organisation for Economic Co-operation and Development.
OEF - open-ended fund.

OIS — overnight index swap.

ONS - Office for National Statistics.

O-SlI — other systemically important institution.

PC — private credit.

PD — probability of default.

PE — private equity.

PRA — Prudential Regulation Authority.

PTFs — Principal Trading Firms.

PtTB — price to tangible book.

PVO01 — present value of a basis point.

ROTE - return on tangible equity.

RWA — risk-weighted asset.

S&P — Standard & Poor’s.

SFTR — Securities Financing Transactions Regulation.
SME - small and medium-sized enterprise.

SMMD - sterling money market data.

SRT - Significant Risk Transfer.

STR — Short-Term Repo.

SWES - system-wide exploratory scenario.

TAIEX — Taiwan Stock Exchange Capitalisation Weighted Index.
TOPIX — Tokyo Stock Price index.

WAM - weighted average maturity.
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

. Katharine Braddick assumed the role of Deputy Governor for prudential regulation on 1 July.

. The Trade Policy Uncertainty Index has declined since 2025, but at 200 (indicating a 2% share of

news articles discussing trade policy uncertainty) it remains well above its historical average level of 85
over the last 20 years.

. IMF, GFSR (April 2026), Chapter 1, Figure 1.2.

. OECD, Global debt report 2026, Figure 1.14.

. The PHLX Semiconductor Sector Index (SOX) is a modified market capitalisation-weighted index

composed of companies primarily involved in the design, distribution, manufacture, and sale of
semiconductors.

. “Top 30 Al’ are defined as those stocks which appear in JP Morgan’s JPAMAIDE Equity Basket, which is

comprised of 30 S&P 500 stocks that are particularly impacted by Al.

. From JP Morgan Equity and Credit Update on Al Capex, 7 May 2026.

. These banks are: JPMorgan Chase, Bank of America, Citigroup, Wells Fargo, Goldman Sachs and

Morgan Stanley.

. The Bank and FCA will publish the next iteration of the Al Survey later this year.

METR notes that the time it takes for a frontier Al agent to complete a task that would take a human a
set amount of time varies by model, task, and the exact agent setup, but Al agents are typically several
times faster than humans on tasks they complete successfully.

In addition, some legacy technology might not be patchable, which will require firms to invest in or
accelerate modernisation of technology estates.

When Al builds itself.

Boundary Point Jailbreaking: A new way to break the strongest Al defences.

Firms will also need the expertise to use frontier Al effectively to bolster their cyber processes.

Operational resilience in a rapidly changing world — speech by Liz Oakes.

In its June 2013 Record, the FPC recommended that HM Treasury and authorities should work with
the core financial system to improve and test resilience to cyber-attack.

FMSB Spotlight Review offers a practitioners’ view of how Al is being used in markets.

PVO01 (present value of a basis point, or DV01) measures the change in the value of a position for a
basis point change in yields, allowing comparisons on an interest-rate-risk-equivalent basis.

For more details on the explanation of the margin calls simulations, please refer to the Bank
Overground, Monitoring collateral calls.

Offshore refers to NBFIs of which the associated ‘country of risk’ is an offshore financial centre (OFC).
The country of risk may differ from the country of incorporation and reflects a range of factors, including
regulatory considerations and underlying sources of risk. It captures the jurisdiction most relevant to an


https://www.matteoiacoviello.com/tpu.htm
https://www.imf.org/en/publications/gfsr/issues/2026/04/14/global-financial-stability-report-april-2026
https://www.oecd.org/en/publications/2026/03/global-debt-report-2026_59d2d627.html
https://metr.org/time-horizons/
https://www.anthropic.com/institute/recursive-self-improvement
https://www.aisi.gov.uk/blog/boundary-point-jailbreaking-a-new-way-to-break-the-strongest-ai-defences
https://www.bankofengland.co.uk/speech/2026/may/liz-oakes-speech-and-panel-at-the-kpmg-and-fitch-ratings-london-banking-summit
https://www.bankofengland.co.uk/record/2013/financial-policy-committee-june-2013
https://fmsb.com/fmsb-publishes-spotlightreviewonai/
https://www.bankofengland.co.uk/bank-overground/2025/monitoring-collateral-calls#:~:text=Table%20A%3A%20Collateral%20calls%20of%20NBFIs%20active%20in%20UK%20markets
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21.

22.

23.

24,

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

entity’s credit-risk profile.

There are a range of definitions for ‘private credit’, but for this exercise, PC has been defined as a credit
investment where the instrument was directly originated by one or more non-bank financial institutions
(NBFlIs).

Reported EBITDA (ie excluding management adjustments) on a trailing 12-month, pro forma basis. This
figure covers profit-making corporates only (ie excludes firms with a negative EBITDA).

Total capital equals net assets plus dry powder.
These are vehicles by which a client invests alongside, rather than through, a commingled fund.

The FPC’s approach to assessing risks in MBF is set out in Financial Stability in Focus (October
2023) and the Review of the analytical framework supporting financial policy at the Bank of
England (2025).

For example, in general, UK EMIR may require a UK-managed fund to report its derivatives positions
even where that fund is established overseas, applying a UK-nexus test where relevant, whereas the
scope of UK SFTR reporting is determined by where the fund itself is established, which may leave
repo activities of a UK-managed fund established overseas out of scope of the SFTR reporting
obligation.

The Bank’s data and analytics strategy sets out the roadmap for its data and analytics
transformation, including the adoption of cloud computing.

Using European Market Infrastructure Regulation (UK EMIR): regulatory reporting of derivatives
transactions to trade repositories, providing transaction-level information on derivatives exposures
across asset classes.

Using Securities Financing Transactions Regulation (UK SFTR): regulatory reporting of securities
financing transactions, including repurchase agreements (repo), securities lending and margin lending,
providing transaction-level information on funding and collateral exposures.

Using Alternative Investment Fund Managers Directive (UK AIFMD): regulatory reporting by alternative
investment fund managers, providing fund-level information on assets under management, leverage,
and investment strategies.

Refer to examples of Bank staff analysis on hidden leverage, margin calls or reliance on specific
sectors.

For example, hedge funds may be more vulnerable to disruptions in repo funding markets because they
typically borrow at shorter maturities, whereas LDI funds may be more exposed to movements in gilt
markets given their use of long-duration gilt positions to hedge pension liabilities.

Pinter et al (2024), Fire sales of safe assets.

Box D in the July 2025 Financial Stability Report for a discussion of desktop-based system-wide
stress testing toolkit. Cross-sectoral monitoring supported by toolkits such as SIREN.



https://www.bankofengland.co.uk/financial-stability-in-focus/2023/october-2023
https://www.bankofengland.co.uk/financial-stability-in-focus/2023/october-2023
https://www.bankofengland.co.uk/financial-stability-paper/2025/review-of-the-analytical-framework-supporting-financial-policy-at-the-boe#chapter-12-1
https://www.bankofengland.co.uk/financial-stability-paper/2025/review-of-the-analytical-framework-supporting-financial-policy-at-the-boe#chapter-12-1
https://www.bankofengland.co.uk/financial-stability/trade-repository-data
https://www.bankofengland.co.uk/financial-stability/trade-repository-data
https://www.bankofengland.co.uk/independent-evaluation-office/ieo-report-october-2023/the-banks-data-and-analytics-strategy-a-three-year-roadmap
https://www.bankofengland.co.uk/financial-stability/trade-repository-data
https://www.bankofengland.co.uk/financial-stability/trade-repository-data
https://www.fca.org.uk/firms/aifmd-uk
https://www.bankofengland.co.uk/bank-overground/2025/shining-a-light-on-hidden-leverage-using-transaction-level-data-to-monitor-leveraged-positions
https://bankunderground.co.uk/2020/01/23/margin-call-cash-shortfall/
https://www.bankofengland.co.uk/bank-overground/2019/does-the-reliance-of-principal-trading-firms-on-banks-pose-a-risk-to-uk-financial-stability
https://www.bankofengland.co.uk/bank-overground/2019/does-the-reliance-of-principal-trading-firms-on-banks-pose-a-risk-to-uk-financial-stability
https://www.bankofengland.co.uk/working-paper/2024/fire-sales-of-safe-assets
https://www.bankofengland.co.uk/financial-stability-report/2025/july-2025
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36.

37.

38.

39.

40.

41.

42.

43.

Scenario C in the April 2026 MPR was created prior to the signing of the US-Iran MoU. In Scenario C,
borrowing costs were conditioned on the market curve over the 15 days to 22 April 2026, but oil prices
rose to a peak of $130 per barrel and gas prices to 211 pence per therm, consistent with continued
substantial disruption to Middle East energy supplies.

The potential financial stability impacts from renters and other low-income households were discussed
in more detail in a Bank Overground post.

These three financial measures are i) interest coverage ratio, ii) liquidity ratio, and iii) return on assets.
The method is discussed in more detail here: corporate debt-at-risk measure.

Including foreseeable dividends.

As set out in the PRA’s supervisory statement 9/13 and rulebook, UK banks must ensure capital
relief remains commensurate with genuine risk transfer over the life of the SRT transaction. The PRA
reviews transactions and issues a non-objection or objection with supervisory feedback based on its
assessment. The PRA can refuse capital relief recognition if it assesses it is not justified by a
commensurate transfer of risk to third parties.

Letter from Rebecca Jackson and Charlotte Gerken: Thematic review of private equity related
financing activities | Bank of England, Letter from Charlotte Gerken and Laura Wallis ‘UK
Deposit Takers Supervision: 2025 priorities’, UK Deposit Takers Supervision: 2026 Priorities.

‘System-wide requirements’ refers to aggregate capital requirements and buffers for the major UK
banks, excluding firm-specific PRA buffers and requirements set by overseas authorities such as the
international component of the countercyclical capital buffer. Within the banking system, in practice,
there will be a distribution of capital requirements reflecting individual banks’ business models, their
level of systemic importance, the degree of gaps and mismeasurement in their risk-weighted assets,
and the PRA’s view of firm-specific risks.

O-SllI buffer rates for ring fenced banks and large building societies.

In this Box, 'ALRB' generally refers to both the ALRB and the 'Leverage Ratio Group Add-on' which may
apply to a consolidated group where it includes a ring-fenced body sub-group which has an ALRB. For
more information, see Supervisory Statement (SS) 45/15, section 2.3A.



https://www.bankofengland.co.uk/bank-overground/2023/what-do-pressures-on-renters-mean-for-financial-stability
https://bankunderground.co.uk/2024/02/21/stressed-or-in-distress-how-best-to-measure-corporate-vulnerability/
https://www.bankofengland.co.uk/-/media/boe/files/prudential-regulation/supervisory-statement/2025/ss913update-july-2025.pdf
https://www.prarulebook.co.uk/
https://www.bankofengland.co.uk/prudential-regulation/letter/2024/private-equity-related-financing-activities
https://www.bankofengland.co.uk/prudential-regulation/letter/2024/private-equity-related-financing-activities
https://www.bankofengland.co.uk/-/media/boe/files/prudential-regulation/letter/2025/uk-deposit-takers-2025-priorities.pdf
https://www.bankofengland.co.uk/-/media/boe/files/prudential-regulation/letter/2025/uk-deposit-takers-2025-priorities.pdf
https://www.bankofengland.co.uk/-/media/boe/files/prudential-regulation/publication/2026/uk-deposit-takers-2026-priorities.pdf
https://www.bankofengland.co.uk/prudential-regulation/publication/2025/november/o-sii-buffer-rates-for-ring-fenced-banks-and-large-building-societies
https://www.bankofengland.co.uk/-/media/boe/files/prudential-regulation/supervisory-statement/2025/ss4515-november-2025-update.pdf
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