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Main risks 

Risk segments   Risk categories  Risk sources 
 Level Outlook   Level Outlook 

 

 Outlook 

Overall ESMA remit    
Liquidity    

 

Macroeconomic environment  

Systemic stress    
Market    

 

Low interest rate environment  

Securities markets    
Contagion    

 

EU sovereign debt markets  

Investors    
Credit    

 

Infrastructure disruptions, incl. cyber risks  

Infrastructures and services     
Operational    

 

Political and event risks  
Note: Assessment of main risks by risk segments for markets under ESMA remit since last assessment, and outlook for forthcoming quarter. Assessment of main risks by 
risk categories and sources for markets under ESMA remit since last assessment, and outlook for forthcoming quarter. Risk assessment based on categorisation of the ESA 
Joint Committee. Colours indicate current risk intensity. Coding: green=potential risk, yellow=elevated risk, orange=high risk, red=very high risk. Upward arrows indicate an 
increase in risk intensities, downward arrows a decrease, horizontal arrows no change. Change is measured with respect to the previous quarter; the outlook refers to the 
forthcoming quarter. ESMA risk assessment based on quantitative indicators and analyst judgement.  

With the exception of bank shares, equity markets increased slightly over the course of 3Q18. However, 

market nervousness and sensitivity are rising, as evidenced by the global equity market sell-off at the 

beginning of 4Q18. Sovereign bond market volatility remained high, mainly driven by budget plans of 

Italy. Market risk thus remains very high, due also to generally high market valuations coupled with 

market uncertainty as the period of ultra-low interest rates is drawing to a close. Our outlook for liquidity, 

contagion and credit risk remains unchanged. Operational risk remains elevated with a negative 

outlook, as cyber threats and Brexit-related risks to business operations continues to be a major 

concern. Going forward, the macroeconomic, political and geopolitical environment and their interaction 

with market expectations, notably over future monetary policy actions, will continue to weigh on market 

volatility. Moreover, concerns over a potential no-deal Brexit increasingly weigh on economic and 

market expectations.

Risk summary 

Market risk remained at a very high level in 3Q18, 

accompanied by very high risk in securities 

markets and elevated risks for investors, 

infrastructures and services. Equity and bond 

volatility remained high, reflecting sensitivities to 

events such as trade discussion and geo-political 

tensions and the underlying risk of risk premia 

reversal. The level of credit and liquidity risk 

remained high, with a deterioration in outstanding 

corporate debt ratings and still relatively low 

corporate and sovereign bond liquidity. 

Operational risk was elevated as cyber threats 

and Brexit-related risks to business operations 

remain major concerns. Investor risks persist 

across a range of products, and under the MiFIR 

product intervention powers ESMA recently 

extended the prohibition of Binary Options and 

the restrictions on CFDs to retail investors. Going 

forward, EU financial markets can be expected to 

become increasingly sensitive to mounting 

political and economic uncertainty from diverse 

sources, such as global trade discussions, 

emerging market capital flows, Brexit 

negotiations, and others. Assessing business 

exposures and ensuring adequate hedging 

against these risks will be a key concern for 

market participants in the coming months.  

Systemic Risk as measured by the ESMA 

version of the Composite Systemic Indicator 

decreased from the high levels reached at the 

end of the previous quarter. The largest 

contribution continued to come from bond 

markets with interim spikes in the equity market 

contribution. 

R.2  
ESMA composite systemic stress indicator 

Lower after previous quarter’s peak 
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Note: ESMA version of the ECB-CISS indicator m easuring sys temic stress in
securities markets. It focuses on three fi nancial market segments: equity , bond
and money markets, aggregated through standard portfolio theory. It is based on

securities market indicators such as volatilities and risk spreads.
Sources: ECB, ESMA.

Note: ESMA version of the ECB-CISS indicator m easuring sys temic stress in
securities markets. It focuses on three fi nancial market segments: equity , bond
and money markets, aggregated through standard portfolio theory. It is based on

securities market indicators such as volatilities and risk spreads.
Sources: ECB, ESMA.
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Risk sources 

Macroeconomic environment: The most recent 

economic forecasts exhibit a sustained but less 

dynamic growth of 2.1% in the EU GDP for 2018 

(before moderating further to 1.9% in 2019 and 

1.7% in 2020). Global economic growth is 

projected to remain at its 2017 levels (3.7% for 

2018-2019) although the expansion has become 

less balanced and downside risks to global 

growth have risen in the past six months and 

have become more differentiated across 

regions1. In the US, stronger-than-anticipated 

inflation reignited investors’ fears of more 

aggressive interest-rate increases. The 

macroeconomic environment and its interaction 

with market expectations, notably over future 

monetary policy actions, played an active role in 

recent market sell-offs such as the October equity 

market price drop. This remains a significant risk 

source going forward. Appreciation of the USD 

continued over the reporting period and could be 

linked to recent fund and capital outflows from 

emerging economies.  

Low interest-rate environment: Risks of a low 

interest-rate environment now relate to the 

gradual increase in interest rates and the pace of 

the quantitative easing tapering policies, in the 

EA and abroad. While search-for-yield behaviour 

by investors and potential mispricing of assets 

remains a concern in the short to medium run – 

market anxiety over signs of a reversal in risk 

premia was reflected in the global equity sell-off 

in October. Risk premia on bond markets (both 

sovereign and corporate) have started showing 

signs of risk reallocation. Ten-year EA sovereign 

spreads to the DE Bund decreased by 2bps on 

average in 3Q18 (R.9) even though they still 

stood at a relatively high level. For corporate 

bonds, spreads with respect to risk-free rates (as 

measured by Euro EURIBOR swap rates) 

increased for all but AAA-rated bonds (R.15). 

Potential curbing of search-for-yield behaviour is 

also reflected in the continued net outflows from 

most fund categories in 3Q18 (R.25, R26). Event 

risk, for example related to potential escalation of 

uncertainties in trade discussions is affecting 

market expectations, thus weighing on the 

economic outlook and potentially changing 

anticipations around future monetary policy. In 

this environment, markets could be more 

vulnerable to a risk premia repricing, hence our 

continued deteriorating outlook for this risk.  

                                                           
1 IMF, World Economic Outlook, October 2018, and 

European Commission, Autumn 2018 Economic 
Forecast. 

EU sovereign debt markets: In 3Q18, EU 

sovereign bond yields were characterized by high 

volatility during short periods of political 

uncertainty, especially in one member state. Ten-

year sovereign yields increased by 0.1 

percentage point on average with consistent 

increases in IT, PT and ES (+0.3, +0.1 and 

+0.2pps respectively). The Italian spread to the 

German Bund increased to 252 bps, higher than 

any time since the Euro sovereign crisis.   

Market functioning: Markets are still subject to 

glitches as shown by recent potential mispricing 

on one US trading venue, or with the delayed 

market opening of a German trading venue (15-

Oct). The number of circuit-breaker occurrences 

was relatively low over the reporting period with 

an average of 57 interruptions per week 

(compared to a weekly average of 100 during 

2Q18, with a peak at 202 during the last week of 

May), and below long-term averages (R.35). 

Regarding market infrastructures, central 

clearing continued to increase amid ongoing 

implementation of the clearing obligation for 

derivatives. Central clearing rates for all 

outstanding OTC credit derivatives grew from 

25% to 27% in 20172. For OTC interest rate 

derivatives, central clearing rates grew from 40% 

in 1Q17 to 58% in 4Q17. On 11 September, 

following a large divergence in spreads between 

Nordic and German Power markets, a Norwegian 

power market trader clearing his own trades at 

Nasdaq OMX Clearing AB was not able to meet 

intraday margin calls and declared default. Its 

positions were liquidated on 12 September. The 

cost of closing out the positions (EUR 114mn) 

was covered by the default resources of the CCP, 

including EUR 107mn from other members 

contributing to the dedicated default fund (out of 

a default fund of EUR 166mn) and EUR 7mn from 

the CCP’s own capital. 

Political and event risk: Most market movements 

linked to political and event risks in the EU were 

related to global trade discussions and tensions in 

the EU around one member state’s spending plan. 

Brexit continues to remain the most significant 

political risk in the EU with continuing uncertainty 

around the conclusion of a withdrawal agreement.   

2  ESMA Annual Statistical Report – EU Derivatives 

Markets, 2018 



ESMA Report on Trends, Risks and Vulnerabilities  No. 4, 2018 5 

Risk categories 

Market risk – very high, outlook stable: With the 

exception of the banking sector, equity markets 

increased slightly over the course of 3Q18. 

However, markets sensitivity to event risks 

remained high, as evidenced by the global equity 

market sell-off at the beginning of 4Q18. Political 

developments in Europe, together with 

geopolitical events and discussions over 

international trade arguments were still driving 

the relatively high equity market volatility. Short 

episodes of higher volatility were occurring also 

on other markets such as sovereign and to a 

lesser extent corporate bond markets. On 

foreign-exchange markets, volatility was high for 

the USD and for emerging markets amid a strong 

US economy and expectations of monetary 

tightening from the Federal Reserve. Against the 

EUR, the USD remained around the same level 

over the course of the quarter. As discussed in 

other sections, interest rate risk represents one of 

the main market risks ahead.  

Liquidity risk – high, outlook stable: Liquidity on 

equity markets, as measured by the ESMA 

illiquidity index started deteriorating during the 

second half of 3Q18, although not reaching 

unusually low levels of liquidity. Sovereign bond 

market liquidity recovered from its very low level 

of 2Q18, where it was affected by the May 

sovereign market movements in the EU. On 

corporate bond markets, both the bid-ask spread 

and the Amihud indicator only increased slightly 

in September, signalling slightly reduced liquidity. 

Trading volumes of centrally cleared repos 

decreased marginally in 3Q18 even though the 

long-term trend is going up (R.13). Collateral 

scarcity premia (i.e. the difference between 

general collateral and special collateral repo 

rates) were lower in 3Q18 than during the 

previous quarter. High levels of collateral scarcity 

premia reflect possible shortages of high-quality 

collateral (R.14). This may fuel liquidity risk and 

volatility in funding costs and reduce overall 

market confidence. 

Contagion risk – high, stable outlook: On 

sovereign bond markets, the median correlation 

between Germany and other EU countries’ bond 

yields was high in 3Q18, while the dispersion 

across MS has widened (R.19). This is usually 

the sign of a differentiation between a set of core 

countries and a periphery on EU sovereign 

markets. Market movements on Italian sovereign 

bonds only moderately spread to other markets, 

showing signs of a high but contained contagion 

risk. Across sectors, the correlation between 

equity sectoral indices was also lower for most 

sectors (R.20). Finally, interconnectedness 

between the non-banking sector, and in particular 

hedge funds, and the banking sector remained at 

a relatively high level (R.29).  

Credit risk – high, outlook stable: In 3Q18, non-

financial corporate bond spreads continued to 

increase for lower-rated bonds (BBB). This 

development which started in February as a 

result of asset reallocation and following market 

movements for equities and bonds could be 

considered a sign of shifting risk perceptions 

linked to risk premia reversals. Spreads stood 

within a range of 114bps for BBB-rated securities 

to 4bps for the AAA class, in comparison to the 

much narrower range of 66bps to 9bps at end-

2017 (R.15). At the same time, the credit quality of 

outstanding corporate bonds continued to 

deteriorate, albeit at a slower pace (R.17).  

Operational risk – elevated, outlook deteriorating: 

ESMA recently identified several significant 

investor protection and conduct risk concerns in 

the EU. As of 2 July 2018, there has been a ban 

on the marketing, distribution or sale of Binary 

Options to retail investors, which has been 

renewed from 2 October for a further three 

months. Also, from 1 August CFDs have been 

subject to a restriction on their marketing, 

distribution or sale to retail investors, which was 

then renewed for a further three months, from 1 

November. Risks related to Brexit, and its 

uncertain impact on an array of complex legal and 

regulatory issues, continue to pose a significant 

operational risk to EU financial markets, both for 

investors and infrastructures, as the possibility of 

no agreement is still significant. With regard to 

cyber risks, concerns are expected to intensify in 

the medium to long term, especially with respect 

to business continuity and the integrity of 

proprietary data as financial data breaches are 

increasingly frequent in comparison to breaches 

in other sectors (R.43.). Finally, the dispersion of 

Euribor submission quotes was stable in 3Q18 

(R.41).  
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Securities markets 
R.3     

Risk summary   Risk drivers 

Risk level      
– Risk-premia reversal 

– Political risk 

– Geopolitical and event risks  

– Potential scarcity of collateral 

Risk change from 2Q18 
  

Outlook for 4Q18 
  

  
 

Note: Assessment of main risk categories for markets under ESMA remit since past quarter, and outlook for forthcoming quarter. Systemic risk assessment based on 
categorisation of the ESA Joint Committee. Colours indicate current risk intensity. Coding: green=potential risk, yellow=elevated risk, orange=high risk, red=very high 
risk. Upward arrows indicate a risk increase, downward arrows a risk decrease. ESMA risk assessment based on quantitative indicators and analyst judgment. 

R.4   R.5  
ESMA composite equity illiquidity index  Equity valuation 

Higher liquidity in July, worsening thereafter   Returning to average in EA 

 

 

 
R.6   R.7  
Equity prices   Financial instrument volatilities 

Relatively stable, except for banks  Spike in August for short-term implied volatilities  

  

 

 
R.8   R.9  
Exchange rate volatilities  Sovereign risk premia 

Increased volatility for GBP  Higher for one MS, without contagion after May 
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R.10   R.11  
Sovereign bond bid-ask spreads  ESMA composite sovereign bond illiquidity index  

Still high after end-2Q18 spike  Relatively low liquidity , despite 3Q improvement 

 

 

 

R.12   R.13  
Sovereign CDS volumes  

 
Sovereign repo volumes 

Stable, except for one MS Decreasing volumes until September 

  

R.14   R.15  
Repo market specialness  Corporate bond spreads 

Slightly reduced dispersion  Spreads diverging in 3Q18 

 

 

 

R.16   R.17  
Corporate bond bid-ask spreads and Amihud indicator  Long term corporate debt outstanding 

Higher bid-ask spreads   Rating distribution slightly deteriorating 
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R.18   R.19  
Covered bond spreads  

 
Dispersion in sovereign yield correlation 

Stable, after increase in May High correlation 

  
R.20   R.21  
Sectoral equity indices correlation  Debt issuance growth 

Decreasing correlations for all but non-financials   Decline in issuance across bond classes 

 

 

 

R.22   R.23  
Net sovereign debt issuance   Debt redemption profile 

Negative net issuance in the EU  Lower short-term financing needs for financials 
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Investors 
R.24     

Risk summary   Risk drivers 

Risk level   
– Asset re-valuation and risk re-assessment 

– Correlation in asset prices 

– Risky market practices: VCs, ICOs 

 

Risk change from 2Q18   

Outlook for 4Q18  
 

Note: Assessment of main risk categories for markets under ESMA remit since past quarter, and outlook for forthcoming quarter. Systemic risk assessment based on 
categorisation of the ESA Joint Committee. Colours indicate current risk intensity. Coding: green=potential risk, yellow=elevated risk, orange=high risk, red=very high risk. 
Upward arrows indicate a risk increase, downward arrows a risk decrease. ESMA risk assessment based on quantitative indicators and analyst judgment. 

R.25   R.26  
Cumulative global investment fund   EU bond fund net flows  

Outflows from all fund categories in 3Q18  Net outflows for most categories 

 

 

 
R.27   R.28  
RoR volatilities by fund type  Liquidity risk profile of EU bond funds 

Decline in return volatility  Stable liquidity and mixed maturity changes 

 

 

 
R.29   R.30  
Financial market interconnectedness  Retail fund synthetic risk and reward indicator  

High for HFs, decreasing for MMFs Higher for commodities funds 
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Infrastructures and services 
R.31   

Risk summary Risk drivers 

Risk level   
– Operational risks, incl. cyber and Brexit-related risks 

– Conduct risk, incl. intentional or accidental behaviour by 

individuals, market abuse 

– Systemic relevance, interconnectedness between 

infrastructures or financial activities, system substitutability 

Risk change from 2Q18   

Outlook for 4Q18   

  
 

Note: Assessment of main risk categories for markets under ESMA remit since past quarter, and outlook for forthcoming quarter. Systemic risk assessment based on 
categorisation of the ESA Joint Committee. Colours indicate current risk intensity. Coding: green=potential risk, yellow=elevated risk, orange=high risk, red=very high risk. 
Upward arrows indicate a risk increase, downward arrows a risk decrease. ESMA risk assessment based on quantitative indicators and analyst judgment. 

R.32   R.33  
Complaints indicator by rationale  Complaints indicator by instrument  

Decrease in volumes in 2Q18  Equity, UCITS and bond instruments dominating 

 

 

 
R.34   R.35  
Circuit-breaker-trigger events by sector  Circuit-breaker occurrences by market capitalisation  

Higher share for healthcare   No abnormal level of CB triggers 

  

 

 
R.36   R.37  
Trading system capacity proxy  Equity market concentration 

Volumes at 25% of capacity on average  Stable level of concentration 
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R.38   R.39  

Settlement fails  OTC central clearing rates 

Decrease for equities   Increasing for CD and IRDs in 2017 

 

 

 
R.40   R.41  
Difference between the Euribor and the maximum contribution  Euribor – Dispersion of submission levels 

Low levels after end-of-the-year spike  Low and stable overall dispersion 

 

 

 
R.42   R.43  
Rating changes  Financial services data breaches 

Rating levels stable on average for all instruments  Increasing share for financials  
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