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Challenges to global monetary and financial stability

Branka Topić - Pavković1

ABSTRACT
Central banks have undertaken one of the most significant and 
synchronized global monetary policy tightening in their recent 
history. Tightening monetary policy primarily meant raising interest 
rates, reducing the money supply, and other measures to control 
inflation and stabilize the economy. While the downward trend in 
inflation is positive, lower inflation does not mean low inflation. In 
most countries, inflation remains above central bank targets but is 
expected to continue to decline. Financial forecasters believe that 
the central bank’s inflation targets will be reached by mid-2025 
since monetary policy works with lags. However, the current state 
of monetary and financial stability is shaped by a complex interplay 
of factors, including high inflation, geopolitical risks, banking 
sector vulnerabilities, debt sustainability, and climate-related risks 
as well as the challenges posed by tighter monetary and financial 
conditions. Examining challenges to global monetary and financial 
stability requires a systematic and multidisciplinary approach based 
on economic, political and international relations. In this paper, the 
research strategy encompasses a comprehensive literature review to 
understand the theoretical underpinnings and historical context of 
global financial stability, monitoring global economic trends, policy 
development and implementation, investigating geopolitical risks as 
well as assessment of financial risks from climate change. The research 
aims to understand the complexity and dynamics of the challenges 
facing global monetary and financial stability and contribute to the 
formulation of effective strategies to mitigate these risks.
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1.	INTRODUCTION
Recent geopolitical and economic developments have once again focused on the phe-
nomenon of inflation, which proved to be an inevitable result of market disruptions 
caused by the pandemic crisis, and subsequent conflict in Ukraine. These circumstanc-
es are having a significant impact on the global economy, trade, and finance. Along 
with these movements, geopolitical shifts are taking place in the form of the strength-
ening of the economic position of Asian countries, primarily China, reflected in the 
appreciating value of the Chinese currency, the yuan. The changing monetary land-
scape, which includes the current global currency system, exchange rate fluctuations, 
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and macroeconomic trends, is posing new challenges for the development of monetary 
policies. To navigate this dynamic environment, it is necessary to implement modified 
monetary policy instruments and closely monitor the functioning of macroeconom-
ic mechanisms.
The financial globalization has been observed to contribute to a heightened frequency 
of financial crises, thereby presenting a new challenge in the maintenance of finan-
cial stability and its impact on overall macroeconomic stability. Financial stability is 
reflected in the smooth functioning of all segments of the financial system, risk as-
sessment and management, as well as in the system’s resistance to sudden shocks. A 
well-organized financial system plays a pivotal role in directing economic growth and 
fostering social prosperity through the efficient allocation of financial resources. Geo-
political tensions shape global dynamics, with conflicts and rivalries impacting trade, 
investment, and regional stability.
Many countries around the world have enacted state policies in response to market 
shocks, which typically involve a combination of macroeconomic measures such as 
monetary and fiscal policies to mitigate the repercussions of the crisis. In light of these 
challenges, central banks in developed nations have implemented a range of unconven-
tional monetary tools to bolster weakening economic conditions. The global financial 
crisis has prompted the evolution of novel policies and strategies, as well as enhanced 
communication channels of monetary authorities. However, the widespread adoption 
of these unconventional measures also presents critical challenges, as their practical 
implications have not been comprehensively studied thus far.
The unconventional monetary policy measures implemented by major central banks 
in response to the global pandemic crisis were intended to stimulate the sluggish econ-
omy and combat deflationary pressures. Central banks injected substantial amounts 
of liquidity into financial markets, yet the anticipated economic revitalization did not 
manifest immediately. This delay in the transmission of monetary policy can be at-
tributed to the complexity of the mechanism, necessitating a prolonged period for the 
full impact to materialize. Research has underscored concerns that prolonged loose 
monetary policy could potentially sow the seeds of financial instability. 
A concerted effort comprising both fiscal and monetary stimulus measures was orches-
trated to revive the global economy, prompting apprehensions regarding the inflation-
ary consequences of unprecedented money supply expansion. The current increase in 
inflation, which is thought to be temporary, has been attributed to various factors in-
cluding intent consumer demand, disruptions in the supply chain, rising energy costs, 
and increased prices of manufactured goods. However, lingering uncertainties persist-
ed as to whether the inflation surge stemmed from short-term imbalances or prolonged 
monetary excess. Global policy interventions, primarily involving monetary and fiscal 
measures, have led to the expected inflationary path commonly seen during post-cri-
sis recovery periods, promoting a stronger economic rebound. Inflationary pressures, 
unfolding gradually in the aftermath of the crisis, acquired a new dimension amidst 
geopolitical tensions between Ukraine and Russia. The escalating inflationary environ-
ment prompted analysis of Keynesian theories regarding inflation mechanisms, such 
as the cost-push and supply shock theories. The inflation developments observed in 
the aftermath of the crisis highlighted the significance of increased input costs in driv-
ing inflationary pressures (Dastgerdi, 2020).
The intersection of elevated inflation rates and geopolitical turmoil has resulted in un-
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anticipated economic outcomes, necessitating central banks to implement corrective 
strategies in the immediate term. This has entailed the escalation of benchmark in-
terest rates to their peak levels in the preceding 25 years, intending to curb inflation 
and return it to the desired range of around 2%. The principal aim of these efforts is to 
uphold monetary stability and instill trust in the currency, marking the onset of a new 
phase of complexities and vulnerabilities for the worldwide financial framework.
The shifts in monetary policy have the potential to introduce uncertainty and height-
ened volatility in financial markets, impacting investment decisions and creating un-
stable market conditions. These factors can exert pressure on government budgets and 
debt levels, increase the risk of loan defaults, elevate the likelihood of a recession, raise 
unemployment rates, and facilitate global spillovers. The current landscape of mone-
tary and financial stability is influenced by a multitude of factors, encompassing high 
inflation, geopolitical uncertainties, vulnerabilities within the banking sector, sustain-
ability of debt levels, climate-related risks, and the challenges of tighter monetary and 
financial conditions. Political uncertainties and growing structural obstacles for banks 
have implications for the entire financial system. The strategy of this research includes 
a comprehensive literature review to understand the theoretical foundations and his-
torical context of global financial stability, monitoring of global economic trends, policy 
development and implementation, research on geopolitical risks, as well as assessment 
of financial risks from climate change. The goal of the research is to understand the 
complexity and dynamics of the challenges facing global monetary and financial sta-
bility and to contribute to the formulation of effective strategies to mitigate these risks.

2.	 METHODOLOGY
The study of challenges to global monetary and financial stability requires a system-
atic and interdisciplinary approach drawing from the fields of economics, politics and 
international relations. The research strategy of this article includes a thorough liter-
ature review of theoretical foundations and historical context of global financial sta-
bility, monitoring global economic trends, policy development and implementation, 
examining geopolitical risks, and assessing financial risks from climate change. The 
results of this study will contribute to a better understanding of the complex dynamics 
affecting global monetary and financial stability.

2.1. THEORETICAL REVIEW OF MONETARY AND FINAN-
CIAL STABILITY
Theoretical and empirical research on financial system stability is focused on identi-
fying measures and instruments that can maintain the stability of the entire financial 
system. This research primarily encompasses the examination of non-traditional mon-
etary policy instruments, whose efficacy has been demonstrated in addressing market 
and banking imbalances. The stability and growth of the national economy are heavily 
reliant on the solvency, liquidity, and crisis management capabilities of the financial 
sector (Topić - Pavković et al., 2023). Key measures such as low inflation and macro-
prudential supervision of the banking sector play a crucial role in mitigating financial 
imbalances and systemic risk, thus underscoring the significant impact of monetary 
and financial stability on overall macroeconomic stability. With the growing complex-
ity of financial systems, there is a greater interconnectedness between monetary and 
financial stability. The maintenance of monetary stability, which is achieved through 
the effective implementation of monetary policy, plays a crucial role in reducing the 
likelihood of financial instability. At the same time, financial stability contributes to 
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macroeconomic stability, thus enabling the efficient execution of monetary policy. The 
correlation between these factors highlights the significance of upholding both mone-
tary and financial stability in safeguarding overall economic stability.
In the traditional sense, monetary stability is characterized by low, stable, and predict-
able inflation rates, as well as confidence in the local currency. Financial stability, on 
the other hand, denotes a robust financial system where banks and other financial in-
stitutions operate efficiently and responsibly manage their clients’ funds. In periods of 
steady economic growth devoid of market disturbances, monetary policy serves as an 
effective tool for macroeconomic stabilization, while fiscal policy focuses on address-
ing medium-term growth and efficiency issues. The primary objective of most central 
banks is to uphold price stability, typically manifested through the maintenance of 
low and stable inflation levels using standard monetary policy instruments. Common 
tools utilized for this purpose include open market operations and the management of 
short-term interest rates. Academic researchers, including Ayuso and Repullo (2003), 
Bindseil and Nyborg (2008), Blanchard et al. (2014), Sellin and Sommar (2014), Mas-
tilo et al., (2021) have emphasized the significance of utilizing these strategies to reach 
liquidity and inflation control goals.
Research conducted during the COVID-19 crisis has revealed that central banks have 
adopted varying measures to navigate the evolving market conditions, with the distri-
bution of liquidity by financial institutions resulting in heightened competition and 
increased costs for accessing liquidity. A key inquiry in the realm of monetary and 
financial stability research pertains to the potential risks associated with prolonged 
loose monetary policies, which some scholars and policymakers attribute to exacerbat-
ing financial fragility and precipitating financial crises.
Unlike conventional monetary policy approaches, unconventional measures have been 
devised to target long-term risk-free rates, liquidity provision, and credit spreads to 
reinforce the effectiveness of the monetary policy transmission mechanism and pro-
mote financial stability. Strategies adopted by central banks in response to the glob-
al financial crisis encompassed the introduction of innovative policy instruments and 
adjustments to existing monetary policy frameworks, including the implementation 
of credit operations, negative interest rate policies, forward guidance, and asset pur-
chase programs. Quantitative easing is the most obvious unconventional instrument 
of monetary policy. This measure became widely used in response to the mitigation of 
the 2008 crisis. In contrast to conventional monetary policy, unconventional measures 
were aimed at something other than short-term interest rates, which included: reduc-
tion deadlines (or, equivalently, long-term risk-free rates); liquidity spreads and credits 
(or, equivalently, interest rates on various risk-free instruments); financial stability to 
support the monetary policy transmission mechanism (Bindseil, 2016). The tightening 
of monetary policy in one country, especially a major economy like the United States, 
can have global repercussions. It can lead to capital outflows and financial market vol-
atility in emerging markets and other economies. This is often due to the increased 
attractiveness of higher-yielding assets in the country implementing the tightening.
The global financial crisis highlighted the crucial importance of financial stability, 
placing it as a top priority above other instruments and objectives of economic policy. 
Financial crises, often originating from banking crises, are deemed controllable and 
subject to regulation by central banks. In contrast, monetary policy can play a crucial 
role during crises by bolstering liquidity through actions such as granting bank loans, 
reducing reserve requirements, and lowering reference interest rates. These measures 
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can enhance public confidence and significantly contribute to the fortification of mac-
roeconomic stability (Topić - Pavković, 2015).
According to Gjedrem (2005), financial stability is achieved when households and 
businesses can make optimal decisions between consumption and investment within a 
well-operating financial system. This system acts as an intermediary between lenders 
and borrowers, effectively redistributing risks and optimizing the allocation of eco-
nomic resources over time. A stable financial system facilitates the efficient allocation 
of economic resources, determines prices, and manages financial risks. It is adept at 
fulfilling these functions even in the face of external shocks and imbalances (Schinasi, 
2006). Contrarily, Ferguson (2003) proposes that it is more feasible to define financial 
instability rather than stability.
The stability of the banking system is particularly crucial in periods of steady economic 
growth and is even more vital for transitioning economies. The relationship between 
the banking sector and broader macroeconomic stability is commonly utilized by re-
searchers to define banking stability, given the sector’s substantial impact on the over-
all economy. Banks play a critical role as financial intermediaries, resulting in other 
sectors being highly dependent on the banking system, thus highlighting its signifi-
cance to the economy. A stable and healthy banking sector, in conjunction with the 
balance of public finances, can contribute to the stability and growth of the entire eco-
nomic system. The stability of the banking i.e. financial sector contrasts with the banks’ 
expansionary credit policy. The capitalization ratio is an indicator that provides infor-
mation on the ratio of capital to bank assets. The higher the capital-to-assets ratio, the 
more restrictive the banking system is in lending. In this way, capital regulation plays 
an important role in increasing the stability of the financial system (Craig & Koepke, 
2012). There has been a notable amount of research in the literature on the correlation 
between financial stability of the banking system and the relationship between capital, 
bank assets, and performance in the real economy (Bloom, 1999; Diamond & Rajan, 
2002; Kopecky & VanHoose, 2006; Hakenes & Schnabel, 2011; Fratzscher et al, 2016; 
Gorton & Winton, 2017; Agenor & Pereira da Silva, 2021). 
Two distinct models of financial systems are identified in developed market econo-
mies based on who plays the main role in financing firms: market-based and bank-
based financial systems. This classification approach is known as the classical dichot-
omy (Veysov & Stolbov, 2012). In the early stages of economic development, banks 
are believed to hold an advantage over the securities market when the institutional 
environment lacks the efficiency to support securities market activities (Grbić & Jova-
nović, 2020).
In their empirical study, Grimm et al. (2023) examine the impact of excessively loose 
monetary policy on financial instability. They are investigating potential mechanisms 
through which accommodative monetary policy leads to increased financial fragility, 
with a focus on the credit market and asset prices. The results indicate that loose mon-
etary policy has significant implications for medium-term financial instability. Using 
instrumental variables, results show, that a 1 percentage point reduction in policy over 
5 years is associated with a 5.5 percentage point increase in the probability of a finan-
cial crisis in the next 5 to 7 years and a 15.5 percentage point increase in the next 7 to 
9 years. Given the unconditional probability of experiencing a crisis within 3 years at 
10.5%, these effects are significant. Additionally, the results remain consistent across 
alternative measures of stance and definitions of financial stability. The study high-
lights a connection between monetary policy conduct, financial fragility, and real eco-
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nomic activity, supporting the existing literature on growth risks (Adrian et al., 2019; 
Adrian et al., 2022). This suggests that an overly accommodative monetary policy 
stance contributes to financial instability in the medium term.
The preservation of financial stability is a crucial economic objective due to the 
well-documented macroeconomic disruptions and significant economic and social 
costs associated with financial crises. The growing importance and highlighted role of 
financial stability as the primary focus of monetary policy in the contemporary global 
economic scene is evident in a multitude of recent studies. Notably, the approach to 
financial stability entails a thorough analysis by monetary policymakers to identify and 
mitigate any factors that may jeopardize financial stability. This approach typically en-
compasses two dimensions: a micro dimension, which assesses risks at the level of in-
dividual financial institutions, and a macro dimension, which evaluates risks from the 
perspective of the entire financial system (Grubišić & Galić, 2011). The objective of this 
two-dimensional approach is to accurately evaluate systemic risk, defined as the risk 
that issues of illiquidity or insolvency within a single institution propagate throughout 
the entire system (Fabris and Galić, 2009).
There is an ongoing debate regarding the potential consequences of tightening mon-
etary policy, with some arguing that moderation or cessation of such measures may 
be necessary to avoid a recession and mitigate increases in unemployment. Central 
banks primarily rely on creating economic slack, particularly in labor markets, to curb 
inflationary pressures. However, given the current high level of uncertainty, the pros-
pect of effectively fine-tuning monetary policy to reduce inflation without triggering 
a recession is deemed unrealistic. The European Central Bank (ECB) acknowledges 
the challenges associated with this dilemma (Lane, 2023; Schnabel, 2023), suggesting 
that policies aimed at reducing demand pressure could complement monetary efforts 
to restore price stability. This approach would lessen the extent of monetary tightening 
required and minimize the risks to financial stability posed by abrupt shifts in mone-
tary stance (Gern et al., 2023).
Tightening monetary and financial conditions typically occur in response to inflation 
management, currency stabilization, or addressing economic imbalances. Heightened 
interest rates raise the cost of borrowing, potentially leading businesses to scale back 
investment in essential areas such as infrastructure, technology, and expansion initia-
tives. Consequently, reduced investment could impede economic growth, as consum-
ers may also curtail spending. Excessive or rapid tightening of monetary policy has the 
potential to significantly dampen economic activity, possibly resulting in a recession 
- especially if the economy is already fragile or facing multiple simultaneous shocks. 
Rising capital costs and weakened demand may prompt businesses to reduce hiring or 
implement layoffs to maintain profitability, contributing to elevated unemployment 
rates and broader societal and economic repercussions. Furthermore, escalating in-
terest rates can squeeze the profit margins of banks and other financial institutions, 
particularly those heavily invested in fixed-income assets whose value diminishes as 
interest rates climb. Additionally, higher interest rates increase the burden of servicing 
government debt, potentially pushing countries with substantial debt levels toward 
higher fiscal deficits. This may require reductions in public spending or increases in 
taxes, potentially exacerbating the downturn in economic activity.
The rise in servicing costs for debt has the potential to pose challenges for both individ-
uals and businesses in meeting their loan obligations. This situation could result in an 
upsurge in default rates, thereby exposing financial institutions to risks and potentially 
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jeopardizing the stability of the financial system. Consequent to tighter monetary con-
ditions, there could be a decline in asset values, encompassing stocks and real estate, as 
investors adjust their expectations for growth and returns. This devaluation of assets 
could lead to a reduction in household wealth, a decrease in consumer confidence, and 
a hindrance to consumer spending. Emerging markets, in particular, are vulnerable to 
the effects of tight financial conditions in major economies such as the United States. 
Increased interest rates in developed countries may cause capital to flow out of emerg-
ing markets as investors seek higher returns, leading to currency devaluation and in-
flation in these regions (Topić - Pavković and Šoja, 2023).

2.2. INSIGHT INTO GLOBAL GEOPOLITICAL AND ECONOMIC TRENDS
Geopolitical tensions and turbulence are currently unprecedented, with problematic 
political, war, and economic hotspots emerging worldwide. This situation has a detri-
mental impact on economic growth, leading to increased uncertainty that manifests in 
financial market instability, disrupted supply chains, fluctuating oil prices, and rising 
costs of various products. The global pandemic, the conflict in Ukraine, the turmoil in 
the Middle East, sporadic terrorist attacks, and uncertain global forecasts have height-
ened global geopolitical risks. This has raised concerns among investors, market par-
ticipants, and policymakers that conflicts and adverse geopolitical events could hinder 
global economic growth and exacerbate inflation.
In a study by Caldara and Iacoviello (2022) and Caldara et al. (2023) based on a unique 
dataset of historical macroeconomic data spanning back to 1900 for 44 economies, it 
was found that geopolitical risks are strongly associated with high inflation. The im-
pact of these risks on inflation varied across countries and historical periods. The rise 
in inflation was accompanied by reduced economic activity, increased military spend-
ing, higher public debt, money growth, supply disruptions, and a decline in interna-
tional trade. Geopolitical risks were also linked to heightened uncertainty surrounding 
inflation and the potential for a significant increase in inflation. These studies revealed 
that increased commodity prices and currency depreciation have a greater influence on 
inflation compared to the deflationary effects caused by reduced consumer sentiment 
and tighter financial conditions. This underscores the complex interplay between geo-
political risks and economic outcomes, highlighting the need for policymakers to con-
sider these factors when making decisions related to inflation and economic stability.
In the shaping of international economic conditions, uncertain geopolitical events play 
an increasingly important role, often acting as triggers for substantial fluctuations in 
markets and economies on a worldwide scale. Given the complex interplay of supply, 
demand, and policy forces that can influence inflation in various directions, geopolitics 
have the potential to disrupt international trade, flows of goods and capital, global sup-
ply chains, and prompt spikes in commodity prices - factors that could contribute to 
inflationary pressures. Discussing the demand side, unpredictable geopolitical events 
have the potential to restrict financial conditions, undermine the confidence of inves-
tors and consumers, and lead to inflationary pressures too. Geopolitical crises play a 
significant role in influencing the decision-making of central banks regarding mone-
tary policy adjustments. Depending on the prevailing economic conditions and policy 
objectives, central banks may opt to either tighten or ease monetary policy in response 
to geopolitical crises. This can result in increased government debt as a consequence of 
heightened spending and targeted fiscal support measures.
Current geopolitical and global economic trends are continuously changing, influenced 
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by a range of factors such as political choices, economic progress, technological in-
novations, and societal shifts. Understanding these trends requires ongoing analysis 
and adaptation to navigate the complexities of the global economic and geopolitical 
landscape. In order to respond to these changes, governments, businesses, and inter-
national organizations are required to adjust through strategic planning, policy devel-
opment, and collaboration at the international level.
Many countries are currently grappling with escalated levels of inflation as a result 
of a combination of supply chain bottlenecks, escalating energy costs, and a surge in 
demand driven by economic recovery efforts. This situation has placed central banks 
in a position of scrutiny as they are tasked with determining whether the inflation-
ary pressures being experienced are short-term in nature or have deeper, long-lasting 
roots, thereby impacting global monetary policy decisions. The International Monetary 
Fund is projecting a moderate global economic growth rate of around 3.1% for 2024. 
However, inflation continues to be a significant concern, with global inflation expected 
to decrease to 5.8% in 2024, although there are significant regional variations (IMF, 
2024). In emerging markets, inflation is significantly high, contributing to econom-
ic challenges in those areas. Geopolitical crises may prompt central banks to modify 
their monetary policy in response to current economic conditions and goals, such as 
tightening or loosening it. Moreover, research appraisals of global risks have indicated 
a discernible likelihood of global GDP growth trailing below parity due to the advent 
of tighter monetary policies (Bremmer and Kupchan, 2024). Additionally, these crises 
can result in elevated government debt as a consequence of increased spending and 
specific fiscal aid efforts.
The increase in global debt levels has become a prominent trend in recent years, driv-
en by various factors and carrying significant implications for economic stability and 
policy development. In response to crises such as the 2008 financial crisis and the 
COVID-19 pandemic, governments around the world have implemented substantial 
increases in spending to support their economies. This has often involved significant 
borrowing to finance stimulus packages, leading to a notable rise in public debt lev-
els. The prolonged period of historically low interest rates, instituted by central banks 
to encourage economic growth, has made borrowing more attractive for both govern-
ments and private businesses. This favorable environment has contributed to the esca-
lation of debt levels by reducing the costs of servicing debt. However, higher levels of 
debt leave economies vulnerable to financial, economic, and geopolitical shocks. An in-
crease in interest rates could have a significant impact on heavily indebted entities, po-
tentially triggering defaults and financial crises. For companies, a higher debt burden 
can restrict investment in expansion due to increased interest payments, hindering 
overall economic growth. Elevated debt levels also pose risks to the financial system, as 
financial institutions and banks face greater risks of loan defaults, particularly in times 
of economic downturn. This could lead to tighter credit conditions, reduced lending 
activity, and potential banking crises.
Simultaneously, there are concerns about the reliability of supply chains, as seen in 
recent disruptions caused by events like the COVID-19 pandemic and geopolitical con-
flicts. These disruptions, which stem from logistical challenges, labor shortages, and 
intermittent lockdowns, have impacted production processes and led to price increases 
for a wide range of goods. Additionally, the trend toward nationalism and protection-
ism, which was already apparent before the pandemic, continues to influence global 
trade dynamics. Countries are reevaluating their trade relationships and supply chain 
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dependencies, especially in crucial sectors like technology and pharmaceuticals. This 
reassessment reflects a broader shift toward trade practices and highlights the chang-
ing nature of the global economy.
The growing significance of emerging markets in shaping global economic and political 
dynamics is a subject of increasing scholarly interest. Countries like India, Brazil, and 
select regions in Africa are gaining prominence, owing to factors such as demographic 
shifts including a youthful population and an expanding middle class. These regions 
are expected to play pivotal roles in shaping future economic trends.
The geopolitical rivalry, particularly between major powers like the USA and China, is 
a crucial issue that spans across various aspects such as military, technology, economy, 
and diplomacy. This rivalry affects the strategic choices of other countries and inter-
national organizations. The tense relationship between the United States and China - 
characterized by ongoing disagreements on trade, technology, and security - continues 
to impact global geopolitical trends and influence the foreign and economic strategies 
of other nations. Following Brexit, the European Union (EU) faces both internal and 
external challenges, with a focus on areas like migration, regulatory standards, and 
the establishment of a unified foreign policy. The EU is also actively addressing digital 
regulations and climate change, demonstrating its dedication to addressing pressing 
global issues.
The importance of climate change policy and the global energy transition is increasing 
significantly. International focus on environmental policies and efforts to achieve car-
bon neutrality are growing, with agreements like the Paris Accord and national strat-
egies being key in addressing climate challenges. As the impacts of climate change 
become more apparent, there is a greater need for global cooperation to tackle these 
issues. The shift from fossil fuels to renewable energy sources is progressing, but it 
brings about geopolitical complexities, especially for countries heavily reliant on oil 
and gas exports. The move towards a low-carbon economy is reshaping the energy 
sector, emphasizing renewable energy sources, electric vehicles, and sustainable infra-
structure. Geopolitical dynamics are evolving as nations aim to reduce their reliance on 
fossil fuels and address climate risks.
The current economic and geopolitical landscape is undergoing a period of transfor-
mation, presenting both challenges and opportunities on a global scale. The possibility 
of an economic downturn has slightly increased due to factors such as monetary tight-
ening, financial instability, and rising energy costs linked to heightened geopolitical 
tensions. Leaders and policymakers worldwide need to take into account these ongoing 
trends when making strategic decisions to adapt to this evolving reality effectively.

2.3. ASSESSMENT OF FINANCIAL RISKS FROM CLIMATE CHANGE
The primary focus of modern countries is the transition to an economy that efficiently 
utilizes resources while protecting people from the adverse impacts of environmental 
change. Various reforms and policies are being implemented to enhance environmen-
tal protection mechanisms and strategies. A key consideration is how to achieve envi-
ronmental and fiscal sustainability simultaneously, particularly in light of competing 
priorities resulting from post-crisis economic policies.
The urgency of addressing accelerated climate change risks has been somewhat over-
shadowed by the impact of the COVID-19 pandemic and the conflict in Ukraine. De-
spite 2020 being recorded as the hottest year to date, it received limited attention. 
Amid the pandemic, the European Union set a target of achieving zero greenhouse gas 
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emissions by 2050, which has become a pivotal aspect of the EU’s fiscal policy. This is 
particularly significant as the national debt of the Eurozone has exceeded 95 percent of 
GDP. Concerns have emerged regarding the potential implications of climate change 
on a global scale and the increased allocation of public funds for its mitigation, which 
may jeopardize countries’ ability to manage debt obligations in the aftermath of recent 
crises (Dibley et al., 2021).
The assessment of financial stability risks stemming from climate change is increas-
ingly important as the economic impacts of environmental changes become more pro-
nounced. Climate change presents numerous risks to financial stability, both directly 
and indirectly. Prioritizing the protection and enhancement of the environment has 
become a focal point for contemporary businesses with an eye toward long-term sus-
tainability. To attain sustainable development that aligns with environmental needs 
and limitations, it is essential to forge links between economic and environmental pol-
icies to yield positive financial outcomes and enhance consumer satisfaction. To this 
end, there has been a heightened push for raising awareness about climate change, 
elucidating the detrimental impacts of certain activities and products on health, and 
advocating for responsible and sustainable governance by both the government and 
the private sector. This has prompted a shift toward social responsibility and the inte-
gration of ecological criteria in capital investments.
The impact of global warming on the frequency and severity of natural disasters has 
led to a growing interest among both public and private investors in promoting envi-
ronmental sustainability within their businesses. Adapting to and mitigating the ef-
fects of climate change has become a priority to prevent further damage to local and 
global climates.
Recent assessments by the European Environment Agency (2023), have highlighted 
the significant economic consequences of weather and climate events on public costs 
in various countries. From 1980 to 2020, the EEA member countries experienced eco-
nomic losses totaling €450-510 billion, with a reported number of deaths ranging from 
85,000 to 143,000. Despite only 3% of events accounting for 60% of economic losses, 
it is crucial to consider the impacts of smaller-scale events to fully understand the chal-
lenges posed by climate change. A noteworthy finding from the analysis is that a major-
ity of deaths (more than 85%) over the past four decades were attributed to heat waves. 
In light of these findings, it is essential to evaluate the potential financial stability risks 
posed by climate change, including how climate-related events could destabilize finan-
cial systems, institutions, and markets. This assessment involves examining various 
indicators to understand the risks involved, as well as the tools and methodologies 
used for evaluation and the broader implications for the financial sector. Furthermore, 
the influence of climate change on macroeconomic variables such as growth, inflation, 
and employment underscores the need for proactive measures to address the broader 
financial implications of climate change. 
By examining the effects of climate change on monetary policy, fiscal stability, and 
overall economic health, decision-makers and stakeholders can collaborate to develop 
more robust financial systems to address persistent climate-related challenges. Com-
monly utilized tools in these evaluations include Scenario Analysis and Stress Testing, 
alongside comprehensive reporting and careful risk management.
The utilization of tools for simulating various climate scenarios plays a crucial role in 
assessing the potential impacts of climate change. These tools enable the evaluation of 
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factors such as gradual increases in global temperatures, sudden policy shifts towards 
decarbonization, and frequent severe weather events. Stress testing is an essential tool 
for helping institutions identify vulnerabilities and develop resilience strategies in the 
face of climate-related challenges. Major frameworks like the Task Force on Climate-re-
lated Financial Disclosures (TCFD) recommend that businesses disclose climate-relat-
ed financial risks to stakeholders including investors and regulators. These disclosures 
are crucial for enhancing understanding of the risks associated with climate change 
and promoting informed decision-making. Financial institutions are increasingly re-
quired to integrate climate risks into their risk management strategies by adjusting 
credit risk models, asset valuations, and investment approaches. This underscores the 
importance of addressing climate-related risks in the financial sector to ensure sus-
tainable and resilient investment practices.
The integrated structure of the financial system means that shocks arising from climate 
change can spread through different channels and cause serious problems. Therefore, 
understanding and mitigating systemic risks is critical to maintaining financial stabil-
ity in the face of climate-related risks.

3. RESULTS AND DISCUSSION
The recent comprehensive analysis highlights the challenges facing the global econo-
my in the aftermath of the COVID-19 pandemic, the ongoing conflict between Russia 
and Ukraine, geopolitical tensions in the Middle East, announcements of recession, 
and the implications of prolonged high inflation. These developments have presented 
the world economic scene with new obstacles and realities.
In addition to the aforementioned challenges, the world is also grappling with envi-
ronmental issues, arguably the most significant challenge of all. Recent climate-related 
disasters, such as record-high temperatures, devastating floods, storms, extreme colds, 
and wildfires, underscore the urgent need for lifestyle changes, heightened awareness, 
and concrete action by accountable parties. The widespread occurrence of natural di-
sasters has significant impacts on various aspects including the economy, society, and 
natural resources. One area of current concern is the interconnection between mone-
tary and financial stability, public finances, and measures to combat climate change. 
Global monetary and financial stability plays a critical role in ensuring the efficient 
functioning of international markets and the global economy. However, numerous 
challenges such as macroeconomic conditions, technological advancements, and geo-
political uncertainties pose a threat to this stability.
The primary economic goal of any country is to achieve macroeconomic stability, which 
includes maintaining stable prices, a strong employment rate, and a balanced external 
economy, all while ensuring consistent economic growth. However, due to the chang-
ing market conditions and the effects of the recent crisis, financial stability has become 
the top priority among other economic policy objectives. During periods of financial 
stability, monetary policy typically focuses on maintaining price stability and ensuring 
predictable inflation levels. However, in times of crisis or instability, issues related to 
liquidity and financial instability become paramount. In such situations, a combina-
tion of traditional and innovative monetary policy tools may be required, along with 
adjustments to the primary goals of economic policy.
The economic downturn triggered by the pandemic has underscored the importance 
of sound financial management. Countries have grappled with reduced economic ac-
tivity, escalating unemployment, and declining incomes. In such circumstances, ef-
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fective management of public policies and monetary measures is essential to restore 
economic recovery.
The existing macroeconomic framework emphasizes important principles such as 
the free movement of goods and capital, rule-based fiscal policy, independent cen-
tral banks focusing on controlling inflation, public institutions prioritizing financial 
stability, and international oversight bodies promoting cooperation between nations. 
While abandoning this framework may not be wise due to the significant benefits it has 
brought to the global economy through a private sector-centric approach, incremental 
reforms are seen as necessary to address geopolitical risks, market fragmentation, and 
climate challenges. These reforms could involve adjusting central bank mandates and 
fiscal rules to enhance flexibility in responding to economic shocks, as well as revising 
international institutions like the WTO’s dispute settlement mechanism to improve 
consensus-building processes.
Global challenges in policy demand swift action in the realms of monetary policy, fiscal 
policy, and regulatory measures. Governments must create plans to boost economic 
growth without worsening public debt levels. This could involve prioritizing spending, 
enhancing tax collection methods, and gradually decreasing the deficit. The mounting 
levels of global debt present a major threat to financial stability worldwide, necessitat-
ing coordinated policy measures to effectively handle default risks and financial con-
tagion while establishing a strong foundation for sustainable economic progress. To 
tackle these obstacles, governments may have to enforce fiscal discipline to prevent 
inflationary forces from spiraling out of control, particularly in economies burdened 
with high public debt. Collaboration among policymakers, regulators, and financial 
institutions is vital to navigate the intricate dynamics of current debt levels and thor-
oughly mitigate related risks.
Central banks face the challenging task of adjusting the pace of interest rate hikes to 
control inflation without overly burdening borrowers. This delicate balance is essential 
for maintaining economic stability and ensuring the credibility of financial markets. If 
interest rates are adjusted too quickly or too slowly, there is a risk of causing instability 
in financial markets. The emergence of inflationary pressures, particularly in the after-
math of the COVID-19 pandemic, has become a significant obstacle to global monetary 
and financial stability. These pressures stem from various sources and have complex 
effects on economies and financial systems worldwide. Central banks must navigate 
this complexity by adapting their monetary policy to find the right balance between 
combating inflation and promoting economic growth.
The conventional goal of monetary policy - to uphold price stability - has been re-
considered in light of lessons learned from the global financial crisis. This crisis high-
lighted the importance of addressing both monetary and financial instability, as they 
present similar risks to the financial system. While economies can endure inflationary 
conditions, financial instability can lead to a breakdown in real and financial flows. 
Additionally, dealing with financial instability requires more resources and time than 
addressing inflationary pressures.
Fiscal policy serves as a crucial supplementary factor. Through consolidation, it can 
alleviate pressure on currency demands, diminish the risk of financial instability, and 
allow for more leeway in addressing payment management issues when necessary. 
Reflecting upon the insights gained from this journey, the long-term query revolves 
around the sustainability of monetary and fiscal policies within a harmonious environ-
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ment. This has implications for businesses and institutions (Borio, 2023).
Regulation of financial institutions is crucial for maintaining stability in the global fi-
nancial system. Banks and other lenders need to uphold strong capital reserves and 
efficient risk management strategies to reduce the risk of defaults and fluctuations in 
asset values. However, with the financial system becoming more interconnected and 
complex, regulatory frameworks are struggling to keep up. There is a pressing need 
for greater international cooperation to tackle cross-border financial risks and es-
tablish uniform global regulations that can prevent regulatory gaps and support fair 
competition.
The Global Financial Stability Report (2024) highlights the risks posed by entities 
heavily involved in private credit markets, including insurers affiliated with private 
equity firms and certain pension funds. The significant growth of assets in less liquid 
investments by private equity-controlled insurers presents challenges in evaluating the 
overall risk to financial stability due to data limitations. The potential for systemic risks 
within the private credit industry is a concern if this asset class continues to expand 
without proper oversight. To mitigate these risks, regulators are advised to take a pro-
active regulatory and supervisory approach towards private credit funds, their institu-
tional investors, and leverage providers. 
Regulators are increasingly mandating financial institutions to actively manage and 
disclose climate-related risks. Non-compliance with these requirements may result 
in regulatory penalties, loss of investor confidence, and financial instability. Finan-
cial institutions must incorporate climate risks into their regulatory framework. This 
includes maintaining sufficient capital buffers and implementing risk management 
strategies that consider environmental and climate-related risks. Given the complex-
ity of environmental and climate-related financial risks, globally coordinated efforts 
are necessary. The financial sector must continuously adapt its practices to effectively 
understand, measure, and mitigate these risks. By doing so, not only will financial sta-
bility be safeguarded, but it will also contribute to sustainable economic development.
Continuous monitoring of regulatory frameworks, proactive identification of systemic 
risks, and active international collaboration are crucial for maintaining global financial 
stability. The constant changes in the global financial landscape emphasize the necessi-
ty of adopting policies and strategies to mitigate potential threats to financial stability.
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