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EXECUTIVE SUMMARY
This paper examines the macroeconomic and 
financial consequences of the 2026 Middle 
East conflict, arguing that geopolitical risk 
has evolved from a regional concern into a 
systemic threat to economic stability. The 
conflict triggered significant disruptions in 
global energy markets, supply chains, trade 
flows, and financial systems, demonstrating 
how modern geopolitical shocks can quickly 
spread through an interconnected global 
economy. For Canada, the implications extend 
beyond direct exposure to the conflict and 
include heightened inflationary pressures, 
increased market volatility, and broader risks 
to growth, employment, and financial stability.

The analysis highlights that the conflict 
generated a sharp increase in oil and gas 
prices, particularly following disruptions to 
shipping through the Strait of Hormuz and 
damage to regional energy infrastructure. 
Higher energy costs raised production 
and transportation expenses worldwide, 
contributing to inflationary pressures and 
supply chain disruptions. The paper notes 
that sustained increases in commodity prices 
can eventually lead to demand destruction, 
where households and businesses reduce 
spending, investment, and borrowing due to 
rising costs. Such developments threaten 
global economic growth and increase the 
probability of recessionary conditions that 
inevitably impact Canada.

For now, the impact on Canada has been mixed. 
On the positive side, higher prices for oil, 
natural gas, and gold boosted export revenues 
and produced a trade surplus after several 
months of deficits. However, these gains are 
viewed as temporary and potentially fragile 
because they are largely driven by commodity 
price increases rather than productivity 
growth. The paper argues that Canada remains 
vulnerable to fluctuations in global commodity 
markets and continues to face structural 
challenges associated with its reliance on 
resource exports and dependence on the 
United States as a primary trading partner.

The financial sector faces a range of additional 
risks. Geopolitical instability has increased 
volatility across equity, bond, and currency 
markets while contributing to uncertainty 
regarding future monetary policy decisions. 
The paper warns that prolonged conflict 
could lead to tighter financial conditions, 
higher borrowing costs, declining business 
confidence, and greater credit risk. Canadian 
households remain particularly exposed 
because of elevated debt levels and ongoing 
mortgage renewal pressures. Should inflation 
accelerate and force interest rate increases, 
defaults and delinquencies could rise 
substantially, creating additional pressure on 
banks and other financial institutions.

Despite these concerns, the paper finds 
that Canadian banks remain relatively 
resilient. Strong profitability, capital buffers, 
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and prudent risk management have so far 
positioned major financial institutions to 
absorb moderate shocks. Nevertheless, 
vulnerabilities linked to housing markets, 
consumer indebtedness, and deteriorating 
economic conditions require ongoing 
monitoring. The analysis also identifies 
operational risks stemming from sanctions 
compliance, illicit financial flows, and the 
growing threat of cyberattacks associated with 
geopolitical conflict.

The paper concludes that geopolitical risk must 
be treated as a core business and financial risk 
rather than an external event. It recommends 
that Chief Risk Officers and financial 

institutions strengthen enterprise-wide risk 
management through scenario analysis, stress 
testing, enhanced monitoring of geopolitical 
developments, and maintenance of adequate 
capital reserves. Policymakers are encouraged 
to facilitate the diversification of Canada’s 
economic base, strengthen productivity, and 
improve resilience to external shocks. Ultimately, 
the study argues that the ability to anticipate 
and manage geopolitical risk will be a critical 
determinant of economic and financial stability 
in an increasingly uncertain global environment.
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