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General risk view

Overview: Strong market performance amid elevated risk

Continued strong financial market performance amid remaining economic uncertainty
— Asset prices higher than pre-COVID 19 level across asset classes: Including
peaks in certain bonds, commodities, crypto-assets

— Strong economic rebound amid remaining uncertainty: Vaccine roll-out and
continued fiscal and monetary support (crucial phase-out); improved GDP
forecasts for 21-22 amid remaining high uncertainty on C19 economic impact; risk
of economic decoupling US vs EU

— Political risks: Long-term impact of Brexit

Key narrative across our risk assessment (TRV Report No.2 2021 published on 1 Sep.)
— Uneven recovery: Sustained geographical and sectoral differentiation

— Increase in risk-taking, episodes of market exuberance: Valuations highly sensitive
to market events, materialisation of event risks (GameStop, Archegos, Greensill),
elevated levels of HY issuance and valuations, rising prices and volumes traded
on crypto-assets, risk taking behaviour by retail investors, gamification

— High level of risk: Sustainability of market valuations, all at or above pre-COVID-19
levels, rising inflation expectations in a context of increasing corporate and public
debt levels, credit risk increase in fund portfolios, search-for-yield behavior
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Risk summary

Risks: Highly elevated risks, markets remain tense

ESMA remit Risk categories Risk drivers

Level Outlook Level Outlook Outlool
Overall ESMA remit - » Liquidity - » Macroeconomic environment A
Securities markets - » Market - » Interest-rate environment o>
Infrastructures and services . » Contagion . . Sovereign and private debt markets @
Asset management - » Credit . . Infrastructure disruptions »
Consumers . . Operational . » Political and event risks |

Risk assessment: Very elevated risks, fragile fundamentals
— Valuations at or higher than pre-C19 level, elevated trading volumes, increasing risk of
exuberance and market correction

— Investor exposure to liquidity risks in some markets (money market, HY, EM, RE)
— Credit risks despite stabilising pace of rating downgrades

Risk outlook: Expected to remain very high
— Sustainability questions over corporate and public debt amid rising inflation
expectations

Risk sources: Fragile economic outlook, reduced political uncertainty
— Macroeconomic outlook uncertain with possible long-lasting effect of the pandemic;
continued reliance on fiscal, monetary support even if high degree of uncertainty; low
“esm  political, but high event risks. 3



Risk monitoring

Markets: Valuations further up as economic outlook improves

Strong recovery across regions Strong but uneven recovery
:jz — Equities: +14% in 1H21, higher than pre-
130 crisis levels, significant cross-EU variation;
120 elevated PE ratios; financials catching up
. (+26% 1H21)
N — Share Trading Obligation impact: EEA
7 share trading volumes on EEA TVs up from
O an-20 May20 Sep20  Jan21  May-21 76% in 1H20 to 98% Iin 1H21
_E'S'KIE%)'O”“‘ oS — Retail trading in securities: Participation
Sod Rl oo ESWA Increased, gamification (e.g. GameStop
|G bonds stable, HY continue to climb related events)
220 — Fixed income: Debt indices higher than pre-

200 W/f/LL’W crisis levels, esp. HY (up by close to 50%)

— Fl spreads: Slight increase in sovereign
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" [./ yields with inflation concerns

2 A — From fallen angels to zombie firms: Fewer
o R downgrades, but growing share of BBB-
n19 Qo0 P 2 Os) Pt rated debt; risk of zombie firms unviable
Nos: Charge n market vl of BoANL Euro G and HY (b rating) coporae without fiscal support
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Risk monitoring

Funds: High inflows and performance but vulnerabilities remain

Outperformance for equity and
commodity funds

AN LU=

Jun-19  Oct-19 Feb-20 Jun-20 Oct-20 Feb-21 Jun-21
w— Alternatives Equity
Bond Commodity

N N o - N w I
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Note: EU27-domiciled investment funds' annual average monthly returns,
asset weighted, in %.
Sources: Thomson Reuters Lipper, ESMA.
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Note: Median Weekly Liquid Assets (WLA) for LVNAVs, in % of NAV.
Sources: Crane, ESMA.

WLA requirements

Fund flows: Equity funds outperform

— Flows: Positive for most fund categories in
1H21; largest inflows for equity (+4.6% of
their NAV in 1H21), mixed funds (+3.9 %)

— Strong increase in AuM: Combined effect of
positive flows and strong performance, esp.
for equity funds (AuM +40% year-on-year)

Risk outlook elevated for most funds

— MMFs: Large outflows, mostly from LVNAV
(EUR 41bn), coinciding with declining
performance and investor appetite for
riskier assets; liquidity above requirements

— Credit risk increase: COVID-19 impact on
corporate credit risk shows in lower quality
of fund portfolios

— Risk taking: 2020 vulnerabilities still present
and illustrated by market events

— Leverage and concentrated exposures
(Archegos)

— Interconnectedness (Greensill Capital) s




Risk monitoring

Financial innovation: Growth momentum prevails

CAadingnolumesatecard highs Digitalization raises need for cyber resilience
- — Fintech funding: Rebound in 1H21 (EUR

" I 48bn); growth of Fintech ETFs

’ || ‘ — EC strategy: Digital Finance Package and

’ I Digital Services Act Package

: N .a.'m.ﬁi'" i Crypto-asset prices hugely volatile

M — Market cap: EUR 1.3tn in 1H21 (up from
ity EUR 500bn in 2H20)

BRI o — Prices highly volatile: Bitcoin all-time high
Inflows in Al and FinTech funds (EUR 33Kk) in April, followed by 40% collapse
16 800 — Peak trading volumes: highest daily average
b 600 in May 21 (EUR 360bn), before dropping

:z 400 again in June 21

’ 200 — Drivers: Positive newsflows; interest for

j : Decentralised Finance (DeFi); search for

2 e yield

e RegTech/SupTech: DeFi growing rapidly (from
A L e T e s e bekes low base); Central Bank Digital Currencies gain

Sources: Momningstar Direct, ESMA

momentum; stablecoins under scrutiny
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