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What are the biggest market
dislocations? October 2026

Last month, we wrote that rates markets didn’t reflect the inflationary pressures
ahead, with only limited tightening cycles priced in. We argued that, absent a fall
in inflation, the pressure on rates would continue (link here).

Since then, we've had a major bond sell-off, alongside clear signs of broader stress:
European sovereign bond spreads have widened significantly; investors are pricing
in faster rate hikes from central banks; and the disruption in oil markets has kept
Brent crude above $100/bbl.

Yet, despite all this, global equities are still far from correction territory, and the VIX
index remains subdued. Credit spreads are nowhere near the highs of recent years.
Even commodity curves are pricing a normalisation in oil prices for next year and
beyond. So we've ended up in a situation where markets are pricing clear signs of
stress, but not the broader consequences of that stress.

As a result, we've been left with this divide across asset classes, with bonds
pricing a fundamentally different macro regime from equities. In essence, we're
pricing the symptoms of a new regime (e.q. yields at multi-decade highs and wider
sovereign bond spreads), without pricing the logical consequences (e.g. lower
growth and higher default risk) which have previously manifested in weakness for
risk assets.

This dislocation is unlikely to persist. Unless the financial stress of the last week
startstoeaserapidly(abitlike happenedinthe aftermathof SVB's collapsein March
2023), then risk assets will come under mounting pressure.

So what are some of the biggest market dislocations right
now?

1. Last week brought clear signs of contagion in Europe, with French and Italian
sovereign bond spreads widening significantly. Yet risk assets in aggregate saw
little reaction, with the STOXX 600 still only 4% beneath its record high. This is
completely different to what happened in other periods of sovereign stress.

= The moves in sovereign bond spreads last week were reminiscent of crisis
periods. Last week, the Franco-German 10yr spread widened 32bps, the
most in available Bloomberg data back to German reunification in 1990.
Similarly in Italy, the spread over 10yr bunds widened 23bps last week.
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In previous moments of contagion fears like this, it's gone hand-in-hand
with a sharp correction in risk assets. That happened in the European
sovereign crisis in 2011-12. It happened again in the turbulence of the
pandemic in March 2020. And it also happened in 2022, when rate hikes
and a growth slowdown saw the STOXX 600 enter a bear market.

But this time around, despite the widest Franco-German 10yr spread since
2012, and the biggest weekly widening in decades, equities have barely
budged. The STOXX 600 is within 4% of its highs, and the index “only” fell
-1.1% last week. Those moves are not consistent with the scale of the
spread widening. Elsewhere, Euro |G spreads have been remarkably calm,
only rising to 101bps by Friday. That is far beneath their levels during the
other periods of stress mentioned above, suchas2011-12, 2020, and 2022.

This simultaneous situation of sharply widening sovereign spreads, but
limited equity declines and limited widening for corporate credit is highly
unusual. In essence, we have rates markets pricing contagion and a
significant hit to growth, which isn‘t being reflected in other asset classes.

Figure 1: Last week saw the biggest weekly widening Figure 2: Yet other asset classes haven't seen similar
{bps) in the Franco-German 10yr yield spread in decades stress, with Europe's STOXX 600 currently 4% beneath its
record high
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2. Lastweek’s financial stress saw markets price outthe chance of rate hikes. But
inflationis stillabove target, and markets risk over-weighting how dovish central
banks can be. In fact, we saw this repeatedly in 2022-23, when several moments
of financial stress led to dovish repricings, which were each unwound given
above-target inflation.
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Given last week's contagion fears and the tightening in financial
conditions, investors priced out the chance of future rate hikes from the big
central banks like the Fed and the ECB. That applied to the next decision in
October, as well as the rate path further out.

However, becauseinflation is above target, there's inherently a limit to how
dovish central banks can become. That's unlike the 2010s, when below-
target inflation gave central banks the space to make dovish pivots in
response to financial stress, as the Fed did in early 2016, and again in late-
2018.

Instead, the backdrop is closer to the last inflation wave in 2022-23. Back
then, there were several moments of stress that led to a clear dovish
repricing:

s Ithappenedinitially after Russia‘sinvasionof Ukraine inearly 2022,
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when growth fears initially outweighed the inflation ones.

= Ithappened again in September/October 2022 at the height of the
equity bear market, around the time of the UK mini-budget and the
associated market turmoil.

= Italsohappenedaround SVB's collapse in March 2023, when fears
of financial contagion led to questions about whether the economy
could weather more hikes.

= Nevertheless, each time the underlying problem of above-target inflation
reasserted itself, forcing central banks to keep hiking, and thatrisk is being
neglected again today. Indeed, for all that real yields have risen, broader
financial conditions haven’t reacted too much by historic standards.

= Ontopofthat, we also know central bankerstend to overcorrect for the last
crisis. We're already seeing a more hawkish reaction function today given
many were criticised for underestimating inflation back in 2021-22.

= Ultimately, the problem is, so long as headline and core inflation remain
above target, it's difficultfor central banks with an inflation mandate to ride
to the rescue every time we see financial stress.

Figure 3: In the 2010s, inflation was generally below Figure 4: But in the 2020s, with above-target inflation,
target, and central banks could shift dovishly in times of they don't have that space
financial stress
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3. The oil futures curve still implies a normalisation in oil prices, despite being
consistently wrong for over six months now. Markets keep pricing a
breakthrough that hasn’t arrived.

= When the US-Iran conflict began, the oil futures curve became heavily
backwardated, or downward-sloping. People expected the conflict to be
temporary, and therefore oil prices would be lower in the months ahead if
the Strait of Hormuz reopened.

= Initially, 1t looked like those hopes would be realised, as oil prices fell
significantly in June when the interim deal was agreed between the US and
Iran. But, when the re-escalation occurred from July onwards, the curve
became backwardated again, which has persisted since.

= Yet, even though the conflict has lasted over 6 months now, people still
expect oil prices to see a significant decline in another six months’ time. At
time of writing, the front-end Brent future isat$102/bbl, the 6-month future
is at $30/bbl, the 12-month future is at $83/bbl.
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= So, despite being consistently wrong on this, markets are still pricing in
lower oil prices ahead. But, because the conflict has continued, oil prices
have persistently had to catch up. We can see this by looking at the current
front-end future for December 2026, which is now hovering around its
highest levels to date.

Figure 5: The spread between the front-end Brent future Figure 8: But expectations have kept adjusting, as we can
and the 6-month Brent future {$/bbl} has consistently see for the December 2026 Brent contract ($/bbl), which is
pointed to lower oil prices ahead hovering around its highest levels to date
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4. On a connected note, recent months have seen continued supply shocks. Yet
markets are only pricing the first-round inflation shock, rather than the second-
round consequences as well.

= This year has brought extensive supply disruption, most notably with the
closure of the Strait of Hormuz. Collectively, that's driven up energy and
food prices, whilst the ongoing El Nino risks further exacerbating that. This
is the obvious first-round effect.

= But, with the Strait of Hormuz still restricted over six months on, it's
increasingly tough to call this a temporary shock. Indeed, Brent crude oil
prices remain above $100/bbl, and broader commodity prices have risen
significantly.

s First, itisn't obvious how a dramatic oil price decline happens in the next
few months. Ifanything, recent reports have suggested anescalation is still
possible, with the WSJ reporting that President Trump expects to resume
bombing after the mid-terms, and Bloomberg (among others) reported that
the US was sending an additional aircraft carrier, along with 10,000 sailors
and Marines to the Persian Gulf.

= Second, we know from history that many of these supply-side shocks can
linger. For instance, after the 1973 oil crisis, prices nearly quadrupled, but
remained at that level inreal terms for years afterwards, and didn't fall back
to the starting level.

s Third, we saw in the last inflation wave of 2021-22 how energy inflation can
spread into core items, particularly whenitlingers more than a few months.
After all, every industry uses energy, and those higher costs can get passed
on into other goods and services.

= Fourth, the monetary tightening to bring down inflation has only just
begun, and occurs with a lag that peaks after 12 months. We are some way
from that point yet.
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Fifth, when inflation has already been above target for a period, if another
supply shock were to happen, there are heightened risks that it unanchors
inflation expectations, because inflation has already been high for an
extended period.

For now, markets still expect oil prices and broader inflation to come down
in the months ahead. In other words, they're pricing that second-round
effects are unlikely to persist. However, the experience of recent months
and past supply shocks suggests that the risks lean in the other direction.

5. The broader point is the bond market has now started to price in a world of
mounting financial stress, but equities remain sanguine. Increasingly, they're
pricing two fundamentally different worlds.

Over the last month, we've seen bond markets price in more inflation risk,
more fiscal risk, and the risk of more restrictive policy rates. That's pushed
yields up to multi-year highs around the world. But equities have generally
brushed this off, with the S&P 500 closing within 1% of its record high last
Friday, whilst the STOXX 600 remains within 4% of its record high this
moming.

Clearly, it's possible for yields and equities to rise together when growth
remains strong. However, last week demonstrated that this is not simply a
“high growth” story. In fact, sovereign spreads are now widening
significantly, credit is coming under stress, oil prices remain high, and
investors are actively questioning if the economy can cope with further rate
hikes.

The problem is that when this kind of financial stress has persisted, be that
in the sovereign crisis in 2011, or the pandemic turmoil of early 2020, or in
the rapid rate hikes of 2022, risk assets can’t shrug that off indefinitely. In
all those cases, there were ultimately significant equity declines in the
affected markets. Unlessthe broaderfinancial stress disappears quickly (as
happened after SVB's collapse in March 2023), then risk assets will come
under mounting pressure.

Figure 7: The divergence between the S&P 500 and US real yields (%) has continued to widen in the last month
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Conclusion: Bonds and equities are pricing different
regimes, but the ultimate resolution will be decided by
whether this financial stress begins to slow the economy.

The last week has seen clear signs of financial market stress:

= Sovereign bond spreads have widened as investors become more worried
about fiscal risks.

= The prospectof fasterrate hikes has pushed front-end yields higheraround
the world.

= Longer-dated oil futures keep rising, as investors price a longer closure of
the Strait of Hormuz and extended disruption to oil markets.

Because of all this, bond markets are starting to recognise that the collection of
shocks we're seeing are unlikely to prove temporary.

This pattern has echoes of what we saw in the European sovereign crisis of 2011,
theinitial pandemic turmoil of March 2020, and the rapid rate-hiking cycle of 2022.
In each case, there were clear signs of financial stress. Moreover, growth also took
a hit, either via an outright recession or a significant slowdown. That backdrop
meant that equities and other risk assets came under pressure as well.

But today, we haven’t seen the financial stress cause wider growth spillovers so far.
Afterall, it's only just begun, and until recently it was plausible to argue that higher
yields were also driven by strong growth. However, last week's market moves
demonstrated that this is no longer simply a “strong growth” story.

For now, equities have been remarkably unfazed. And we know from the previous
episodes above that the equity reaction can be delayed. For instance, in late-2021,
even as central banks began to turn more hawkish and inflation was far above
target, the S&P 500 and the STOXX 600 kept rising, and only peaked in January
2022. So there has been a lag before.

For now, there are still hopes that this disruption will prove temporary, whether
that's from fiscal risks, tighter central bank policy, or the inflation risk from oil.
Indeed, previous moments of stress in recent years, like March 2023 around SVB's
collapse, ultimately passed quickly and did not cause a broader correction for risk
assets.

Nevertheless, it's getting harder to justify these two realities at once. If the financial

stress above continues, all the recent precedents suggest that risk assets will
eventually come under mounting pressure, even if it happens with a lag.
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