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EXECUTIVE SUMMARY

The European Financial Stability and Integration Review is published annually. It looks at
recent economic and financial developments, and discusses some specific issues pertaining to
the financial sector that might pose challenges to financial integration and stability and raise
policy issues.

This edition describes developments in 2022 and early 2023 !, a period that was marked by
Russia’s invasion of Ukraine and the resurgence of inflation and other economic challenges.
In addition to assessing the overall impacts on financial stability and integration, the review
zooms in on developments for non-performing loans and financial literacy in the EU, two
topics that are relevant for the functioning and resilience of the financial sector.

Chapter 1 reports on the economic challenges that the EU’s economy faces due to Russia’s
invasion of Ukraine in early 2022. The war reduced economic growth and led to new
pressures on supply chains. Most notably, it triggered a major energy price shock that pushed
inflation to historical levels with important social implications. Central banks reacted swiftly
to contain inflation by sharply tightening monetary policy. Fiscal policy continued to support
efforts to mitigate the effect of high energy prices on businesses and households. Growth had
come to a standstill by the end of 2022, but the growth outlook improved at the start of 2023
thanks in part to falling energy prices.

Financial market conditions tightened significantly in 2022 in response to increased economic
uncertainty. Stock markets declined and bond yields increased significantly, thus abruptly
ending the low-for-long interest rate era of previous years. At the end of 2022, however, the
prices of risky assets rallied on expectations that interest rate increases would be lower than
forecast and this positive market trend continued at the beginning of 2023 when growth
expectations picked up. In March 2023, however, the failure of three US mid-to-small-sized
banks and concerns about several other banks prompted an abrupt market correction,
particularly for listed banks. Longer-term interest rates stopped rising in 2023 amid financial
stability concerns.

Overall, risks to both financial stability and financial integration increased in the period under
review. After the pandemic shock in the two preceding years, the recovery of financial
integration in the EU was once again tested by the economic repercussions of Russia’s
invasion of Ukraine. Financial integration has been more resilient than in previous stress
periods, but the full impact might not yet be captured and needs to be monitored closely.
Financial stability concerns are predominantly related to repricing risk in major financial
asset classes, the worsened economic conditions and the impact of tighter financial conditions
on the private sector and governments. Valuations in financial and real estate markets are
under pressure because the period of low interest rates has ended. Higher interest rates had
supported bank profitability in 2022, but the events in March 2023 in the US and Swiss
banking sector refuelled financial stability concerns. However, EU financial institutions have
robust capital and liquidity positions to support their resilience. Going forward, however,

! The report covers the period up to 5 April 2023 and does not report on more recent developments.



tighter financing conditions may weaken the financial soundness of sovereigns and parts of
the private sector.

Chapter 2 reviews recent developments related to non-performing loans (NPLs). The stock
of NPLs at EU and national level has fallen significantly due to the concrete measures taken
by the most affected Member States to speed up the clean-up of banks’ balance sheets in the
aftermath of the 2008 financial crisis. In addition, national and EU structural reforms have
made the resolution of NPLs more efficient and contained the accumulation of new NPLs.
The structural reforms focus on two main policy areas: frameworks for credit servicers and
credit purchasers (with proportionate safeguards for borrowers) and insolvency (with in- and
out-of-court debt restructuring and collateral recovery). These reforms should make it easier
to resolve NPLs in the future.

The risk of loans to households and non-financial corporates becoming non-performing has
increased recently due to the unanticipated surge in inflation, rising interest rates and soaring
energy prices. The amount of NPLs has not increased yet, but this may simply be because the
impact of the changing macroeconomic conditions on NPLs might take time to materialise.
EU banks also have to deal with these challenging macroeconomic conditions. Nevertheless,
the EU banking sector is now more resilient and better equipped to manage NPLs. This
makes it easier for banks to contain NPLs and continue to support the EU’s economy by
extending loans to households and companies, and by contributing to economic growth and
stability.

Chapter 3 looks at financial literacy in the EU and how it relates to economic behaviours and
financial services policy. Levels of financial literacy are low in the EU and vary significantly
between Member States and groups of people. Ongoing digitalisation and innovation make it
all the more important for people to have the financial literacy necessary to navigate the
financial landscape successfully, emphasising the importance of delivering on the European
Skills Agenda. Economic and health shocks can also deepen the divide between those with
strong financial literacy skills and those without. Addressing financial literacy is also
important because it is related to a wide range of desirable financial behaviours such as good
debt management, stock market participation and retirement preparedness. Improved financial
literacy not only benefits the individual but also contributes more broadly to financial stability
and the better functioning of the financial system.

The Commission accordingly sees financial literacy as a priority and part of a balanced policy
approach in which it contributes to other policy goals. The Commission has taken specific
measures to support financial literacy. The Mortgage Credit Directive requires Member States
to promote measures that support the financial education of consumers in relation to
responsible borrowing and debt management. The Commission has also developed a joint
EU/OECD-INFE financial competence framework for adults and is developing one for youth
and children. It has also recently conducted Eurobarometer surveys on financial literacy and
financial behaviour to monitor levels in the EU and inform future financial services policy.
The Commission also takes financial literacy into account in the policy design of disclosure
regulation for retail investors.



Financial literacy is not without challenges. Education is a Member State competence, so a
coordinated effort is needed at both EU and national level, as well as by public and private
stakeholders. In addition, targeted measures to improve the financial literacy of vulnerable
groups have promise but require a more granular approach.



Chapter 1 THE MACROECONOMY, MARKET DEVELOPMENTS, FINANCIAL STABILITY AND
FINANCIAL INTEGRATION

1.1 Macroeconomic developments

In the first half of 2022, the EU’s economy ? performed strongly with quarter-on-quarter
(g-0-q) growth in the first and second quarters of 0.8% and 0.7% respectively (see Chart 1.1).
Consumer spending was robust as those sectors that had been most affected by the
COVID-19 pandemic-related restrictions reopened and consumer confidence strengthened.
Businesses nevertheless were already suffering from increasing energy costs and continued
supply bottlenecks when Russia invaded Ukraine in February and new lockdowns were
implemented in China. This led to commodity market disruptions (including shortages of
materials) and triggered a major energy price shock. Severe disruptions in the supply of gas
aggravated the situation. These developments weighed significantly on the confidence of
consumers and businesses (see Chart 1.2). High inflation dampened spending and production
throughout the economy by reducing people’s real incomes and pushing up costs for firms,
while worsening terms of trade weighed on incomes. This led to a serious slowdown in
economic activity in the EU in H2 2022 with quarter-on-quarter growth falling back to 0.3%
in Q3 and 0.0% in Q4 °.

Chart 1.1: Real GDP growth Chart 1.2: Euro-area business and consumer
sentiment indicator
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Headline inflation in the EU was 5.6% year-on-year (y-o-y) in January 2022 but increased
steadily over 2022 to peak at 11.5% y-o-y in October, before declining in the first months of

2 Growth (g-0-q) for the euro area (EA) for Q1 2022 and Q2 2022 was 0.6% and 0.9% respectively. For further details, see
European Commission (2023), European economic forecast winter 2023, Institutional Paper 194, February 2023.
3 In the euro area, q-0-q growth fell back to 0.3% in Q3 and 0.1% in Q4.



2023 (see Chart 1.3)* The rise in inflation over 2022 was primarily driven by increasing
energy costs and food prices, but inflation gradually spread to other components of the
inflation index. Strengthening of demand put upward pressure on prices, and Russia’s
strategic use of gas supplies to gain geopolitical leverage and high level of uncertainty related
to Russia’s invasion in general accelerated the rise in energy prices (particularly gas and
electricity prices) in Q1 2022. In early 2023, however, a sharp fall in gas consumption and
diversification of supply sources helped the benchmark to fall back to levels prevailing before
Russia’s invasion (see Chart 1.4), although gas prices still remained above 2019 levels and
future spells of volatility cannot be ruled out.

Chart 1.3: HICP inflation — EU Member States
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Labour markets continued to perform well in 2022 and the EU unemployment rate dropped to
a historically low level of 6.0% ° in February 2023. Wages continued to increase gradually
but the wage growth remained contained.

Fiscal stances in the EU tightened in the first half of the year but loosened somewhat in the
latter half as governments adopted fiscal support measures to counter the rising energy costs
and general cost of living. To a lesser degree, the financing of new defence capacities and
support for Ukrainian refugees following Russia’s invasion also weighed on budgets. In May
2022, the European Commission recommended extending the general escape clause of the
Stability and Growth Pact until 20236 Over 20227, the EU government budget deficit

In the EA, headline inflation was around 5.1% y-o-y at the start of the year and increased to 9.2% y-o-y in December.

5 EA unemployment fell to 6.5% in December 2022.

European Commission (2022), 2022 European Semester: spring package communication, COM(2022) 600 final of
23 May 2022.

7 Based on data for Q3 2022.
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declined slightly to 3.2% of GDP in Q4 2022 from 3.1% in Q4 2021, while the public debt
level dropped to 85.1% from 88.6% in the previous year 5.

In its fight against inflation, the European Central Bank (ECB) ended quantitative easing in
the first half of the year ® before starting to raise policy rates from July 2022 onwards. The
ECB lifted policy rates 250 basis points (bps) in the second half of the year and hiked further
in 2023 19,

All in all, the EU economy remained resilient despite the extraordinary challenging
environment of high inflation, soaring energy prices and tighter financial conditions. A
recession was narrowly avoided, thanks in part to policy initiatives at national and EU level to
contain the impact of higher energy prices on households’ and firms’ purchasing power, and
to major efforts by all economic actors.

1.2 Financial market developments

In 2022 financial markets had to face a significant increase in interest rates and the shock to
energy prices resulting from Russia’s invasion of Ukraine. Soaring inflation (and inflation
expectations), uncertainty about the economic impact of the omicron coronavirus variant and
reduced monetary policy support put investors on a cautious footing and led to pressure on
bond yields and stock prices in early 2022. The rapid escalation of the crisis in Ukraine and
geopolitical concerns caused widespread risk aversion by mid-February. Anticipation that
monetary policy would be normalised in order to address accelerating inflation caused yield
curves to steepen strongly in the first half of the year, thus bringing an abrupt end to the low-
for-long interest rate period. Equity markets dropped significantly in the EU, reflecting
worsening economic prospects, higher inflation expectations and ongoing supply disruptions.
In the second half of the year, the ECB started to tighten its policy stance more significantly.
Markets remained volatile due to the economic slowdown, geopolitical developments, energy
concerns and the tighter monetary conditions. Prices of risky assets rallied in the last months
of 2022 and the first months of 2023, initially on expectations that central banks would not
raise rates as much as previously expected, and, entering 2023, on stronger-than-expected
growth. This rally came to a halt in March following strains in the US and Swiss banking
sectors.

8 The EA government overall budget deficit declined to 3.3% of GDP from 3.2% in Q4 2021. The public debt level
dropped to 93.0% from 96.3% a year earlier.

The ECB ended purchases in the context of its pandemic emergency purchase programme (PEPP) in March 2022 and
asset purchase programme (APP) in July 2022 but continued reinvesting in full the principal payments from maturing
securities purchased under these programmes. From the beginning of March 2023, the APP portfolio will decline at a
measured and predictable pace because the Eurosystem will not reinvest all principal payments from maturing securities.
From March 2023 onwards, the Eurosytem has no longer been reinvesting all principal payments from maturing securities
under the APP. Holdings of securities under the APP will decline by EUR 15 billion per month on average until the end
of Q2 2023. The pace of reduction after Q2 2023 is still to be determined.

The interest rate on the main refinancing operations and the interest rates on the marginal lending facility and the deposit
facility ended the year at 2.50%, 2.75% and 2.00% respectively. To reinforce the transmission of policy rate increases to
bank lending conditions, the ECB Governing Council decided to change the terms and conditions of the third series of
targeted longer-term refinancing operations (TLTRO III) and to offer banks additional voluntary early repayment dates.
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Chart 1.5: Sovereign bond yields and expected Chart 1.6: Sovereign bond spreads
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Chart 1.7: Euro-area corporate bond spreads Chart 1.8: Stock market performance
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In sovereign bond markets, the EA benchmark (German Bund) nominal yields became
positive in the first weeks of 2022, except for the short-term yield segments (see Chart 1.5).
Nominal yields rallied strongly until the end of June (albeit from very negative levels) due at
first to significantly rising market-implied inflation expectations. By the end of 2022, the 10-
year German Bund yield was at 2.6%. Real yields moved from -2% (on the 10-year German
Bund) at the start of the year to a slightly positive 0.1%, driven by the prospects of a tighter
monetary policy stance amid contained market-implied inflation expectations. In early 2023,
German Bund yields increased further as indicators of expected inflation showed that
inflation may prove more persistent than expected. In March, however, German Bund yields
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dropped significantly as investors rallied to sovereign debt instruments in the aftermath of the
closure of three US banks and the takeover of Credit Suisse by UBS.

EA sovereign bond spreads widened vis-a-vis the German Bund benchmark in the first half of
the year (see Chart 1.6) given the prospect of PEPP purchases coming to an end and a faster
exit from the asset purchase programme. As the spreads widened, the ECB made a
commitment to carefully monitor the developments of yields and spreads in the EA. The
spreads for the most-indebted EU Member States increased significantly (in particular, Italian
spreads widened to over 239 bps, while Greek 10-year spreads widened to 135 bps). To
counter a further widening of yields and avoid severe market dislocations, the ECB
announced in June the Transmission Protection Instrument (TPI) to counter fragmentation
and ensure the smooth transmission of the monetary policy stance !!. This announcement
succeeded in reversing the spread’s widening, with spreads in markets such as Spain and
Greece getting substantially narrower. The Italian 10-year spread continued to float around its
pre-TPI peak levels amid concerns about political and fiscal developments. From October
2022 onward, Italy’s spreads started to decline in line with its peers. On top of the TPI, EU
joint bond issuance is also likely to have softened the impact on spreads as it reduces issuance
at national level. Credit default swap (CDS) spreads of EA sovereigns remained contained,
although they did enter a slight upward trend. All in all, spreads increased over 2022 despite
the strong moderating effect of the TPI announcement.

Ten-year bond spreads of non-EA EU Member States to the Bund widened significantly
during 2022 amid strong inflation pressures. However, central bank policies caused spreads to
narrow in the second half of the year. Overall, the spreads tightened back to where they had
started the year in Czechia and Poland but remained wider in Hungary.

In corporate credit markets, bond spreads in both the investment-grade and high-yield
segments widened strongly, albeit from very low levels (see Chart 1.7). This substantially
increased the market-based cost of funding for EU non-financial corporations while credit
conditions for bank loans still remained favourable. As a result, corporate bond issuances in
the primary market almost came to a standstill from June onwards, only to pick up again in
December in parallel with a decline in bond spreads. Meanwhile, corporate default rates are
below pre-COVID-19 levels, although defaults may still increase as the economy slows, in
particular as regards small and medium-sized enterprises (SMEs) and corporates that are
strongly exposed to the energy crisis.

Stock markets fell back strongly during 2022 (see Chart 1.8). In early 2023, investors took a
more cautious stance as interest rates increased. In late February 2022, equity markets
dropped severely following Russia’s invasion of Ukraine and concerns about rising
commodity prices. Bear market conditions persisted until Q3 2022 amid soaring inflation,
restrictive monetary policy, rising sovereign bond yields and deteriorating macroeconomic
fundamentals. Equity markets recovered significantly from mid-October due to lower energy
prices and better-than-expected corporate earnings. Entering 2023, EU markets rose further
due to better EU economic data, lower gas prices and the re-opening of China following the
COVID-19 lock-down. Looking at the bank sector, the Europe 600 banking sub-index was

11" ECB (2022), The Transmission Protection Instrument, 21 July 2022.
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particularly volatile in 2022, with strong sell-offs early in the year and stocks of banks active
in Russia being hit particularly hard. Banks significantly outperformed in Q4 2022 due to
strong fundamentals and robust profitability as improved net interest margins balanced
expectations of higher provisions amid a deteriorating asset quality outlook. This
outperformance of banking indices ended in March when the closure of three US banks
forced investors to reassess risks in the sector.

1.3 Financial stability

Against the background of a rapid and pronounced increase in nominal and expected real
interest rates across major bond markets '2, a more subdued macroeconomic outlook and
Russia’s invasion of Ukraine %, risks to financial stability substantially increased in 2022
from levels that were already high. The events of the past year have exacerbated some pre-
existing vulnerabilities and created new risks. The short-term financial stability outlook
improved somewhat in early 2023 (benefiting from an improvement in macroeconomic
outlook), but the failure of three US mid-to-small sized banks and the rescue of Credit Suisse
in March refuelled financial stability concerns — as reflected in the ESRB Composite
Indicator of Systemic Stress (see Chart 1.9).

Chart 1.9: The Composite Indicator of Systemic Stress

Source: European Systemic Risk Board.

Note: The Composite Indicator of Systemic Stress (CISS)'* measures the current state of instability — defined as the current level of
frictions, stresses and strains (or the absence of these) in the financial system as a whole or, as an equivalent, the level of
‘systemic stress’. The CISS comprises the following five financial system segments: the sector of bank intermediaries, non-
bank financial intermediaries; money markets; securities (equities and bonds) markets; and foreign exchange markets.

The financial stability risk outlook is broadly shaped by three major themes. Firstly, major
financial market asset classes (including real estate) do risk a further repricing. Secondly,

12 This is not only the first time in 40 years that a cycle of interest rate hikes has surpassed the top level of the previous
interest rate cycle, but it is also the fastest rate hike ever. The impact is exacerbated by the fact that the degree of global
synchronisation in interest rate hikes is the greatest in 50 years.

13 The EU’s direct financial exposures to Russia and Ukraine were limited at the start of the war and have since further even
fallen, but the EU’s economic and geopolitical context has changed dramatically following Russia’s invasion of Ukraine.

14 The CISS assesses the systemic nature of existing stresses in the financial system on a daily basis (where systemic stress
is interpreted as an ex post measure of systemic risk).
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financial sector institutions continue to face their own intrinsic challenges. The softer growth
outlook, and high and persistent inflation have both tested bank resilience, but bank liquidity
and capital positions still remain good. Thirdly, tighter financing conditions are gradually
weakening the financial soundness of parts of the private sector and sovereigns. These themes
are further developed below.

1.3.1 Stability risks related to repricing in major financial market asset classes

A paradigm shift took place from an extremely ‘low-for-longer’ interest rates period in the
years before 2022 to a ‘higher-rates-for-longer’ period. This shift has been triggered by the
largely unexpected inflation surge and the acknowledgement that monetary support (non-
conventional quantitative easing (QE); excess liquidity) and fiscal support had to be reined
in 3. This shift is accompanied by substantial volatility '® even in more stable and liquid
sovereign bond markets. Most EA sovereign bond spreads to the German Bund have
remained contained amid ECB support. Liquidity pressures increased in sovereign bond
markets, however, and the market depth for government bond forward contracts was at its
lowest level since the market stress related to the COVID-19 pandemic in the spring of 2020.
A substantial increase in price volatility has led to higher initial margins, higher demand for
collateral and reduced trading activity. Significant interest rate movements tend to result in
lower liquidity as collateral requirements on interest rate derivatives positions need to be met,
impacting other parts of the system. In the UK, for instance, the sharp rise in bond yields in
September 2022 resulted in major liquidity strains for liability-driven investment strategies
and prompted the Bank of England to rescue UK pension funds '”.

As interest rates rise and financial asset prices move to a new equilibrium, many equity and
real estate valuations no longer hold. Valuation adjustments often take time as the pass-
through of tightening policy materialises with a significant time lag. The lagging effect of
rising interest rates on the economy may prove to be stronger than many expect. Moreover,
the very high level of debt in some parts of the economy and across the globe means that risks
remain particularly high.

In real estate markets, vulnerabilities that accumulated in past years have increased further
and made i1t more likely that tail risks will materialise. In residential real estate markets, rising
mortgage rates and a deterioration in debt-servicing capacity due to a decline in real
household incomes are likely to temper house prices. Vulnerabilities also remain significant
in commercial real estate (CRE) markets, particularly because the macroeconomic slowdown
and tighter funding conditions have not been fully priced in yet. This could increase default
risks and concerns about CRE-related NPLs %,

15 Grimm, M. and Jorda, O. (2023), Loose monetary policy and financial instability, Federal Reserve Bank of San Francisco
Working Paper 2023-06, February 2023.

The EU’s largest asset manager warned that the tremors in the UK pensions market should be a wake-up call to investors
and regulators about the dangers of hidden leverage in the financial system (shadow banking). See Agnew, H. and
Cumbo, J. (2022), Amundi warns on hidden leverage in the financial system, Financial Times, 25 October 2022.

17 For detailed information, see Bank of England (2022), Financial stability report, December 2022.

See Chapter 2 for a further discussion of developments for non-performing loans.
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1.3.2 Challenges in financial sector institutions

Rising interest rates initially bolstered the profitability of many banks. However, they also
exposed banks with a positive duration gap !° to possible losses. The failures of Silicon
Valley Bank, Signature Bank and Silvergate Bank in the US in mid-March 2023 have
demonstrated that banks that do not adequately manage interest risk might run into problems,
especially if they also hold unstable deposits such as large uninsured corporate deposits that
can be quickly withdrawn. The EBA stated 2° that EU banks do not have a similar business
model and are not subject to the same mix of risks which led to the failure of the banks in the
US and the acquisition of Credit Suisse by UBS. Firstly, EU banks hold a large portion of
their high-quality liquid assets in cash or central bank reserves, which make them resilient
against potential outflows. Second, large amounts of uninsured deposits (beyond
EUR 100 000) can be managed better by banks with different business models and well-
diversified and liability sides. Third, EU banks invest less in securities that could suffer from
sudden interest rate swings. Moreover, those banks which experienced deposit outflows
maintained comfortable liquidity levels by issuing debt securities and (to a lesser extent)
reducing interbank lending.

Shortly after the failure of the US banks, the global systemically important bank Credit Suisse
was also exposed to major liquidity issues despite being under strict supervision and subject
to strict liquidity requirements. After the turmoil in the US, market participants ultimately lost
confidence in Credit Suisse, which had been confronted with several negative events and
scandals in recent years. Despite current risks and a challenging outlook, the EU banking
sector remains fundamentally robust, helped by the regulatory reform agenda implemented
since the 2008 global financial crisis and an effective centralised supervisor (the SSM). Banks
are now better capitalised and more liquid, but pockets of stress in parts of the EU banking
sector may re-emerge.

Besides bank-related challenges, risks stemming from the investment fund sector remain
high. Liquidity risk in investment funds remains significant amid potential liquidity
mismatches between redemption frequency and assets held in funds, particularly for some
bond funds?!. Liquid holdings in corporate bond funds remain low on average. The
deteriorating macroeconomic environment negatively impacted the credit quality of bond
funds. Managers are further challenged by illiquidity and valuation problems regarding
Russian and Ukrainian assets. Finally, as funds applying environmental, social, and
governance (ESQG) criteria in their investment strategies are becoming increasingly attractive
for both investors and managers, there is a risk of overvaluation of ESG assets building up.

The events in the UK have prompted the EU pension fund industry to reassess whether its
current stress testing has been sufficient. However, important structural differences between
EU and UK pension funds may mean that EU pension funds pose less of a risk to financial
stability. As regards the insurance sector, insurers’ solvency and profitability have remained

19" This implies that bank assets lose value more than liabilities in a scenario of rising interest rates.

20 See e.g., the opening remarks by Andrea Enria, Chair of the Supervisory Board of the ECB on the failure of Silicon
Valley Bank and its implications for financial stability in the EU at the Committee on Economic and Monetary Affairs of
the European Parliament on 21 March 2023.

21" See also the ECB (2022), Financial stability review, November 2022.


https://www.bankingsupervision.europa.eu/press/speeches/date/2023/html/ssm.sp230321_1.en.html
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strong and this is reinforced by their negative duration gap in times of interest rate increases.
However, persistent inflation could affect profitability if future claims payments in the non-
life sector exceed current expectations. This could also affect insurance affordability and
increase lapse rates. The insurance sector’s exposure to commercial and residential real estate
investment remains a weakness. As is the case for other sectors, the risk of cyberattacks is
still rising in the insurance and pension fund sector.

1.3.3 Debt sustainability risks stemming from tightening of financial conditions

As financial conditions tighten, concerns about vulnerabilities in the more indebted parts of
the private sector 22 and sovereigns have risen. Non-financial corporations (NFCs) are facing
increased challenges from cost inflation, a deteriorating economic outlook and tightening
financing conditions. In particular, NFCs with high debt levels could face challenging times if
inflation and interest rates remain high. The impact of the increased cost of finance will
gradually pass through as fixed-rate debt securities and bank loans mature. NFCs rely on
shorter maturities for financing than sovereigns or households, so the pass-through of rising
interest rate payments will occur faster in the NFC sector. This will affect NFCs’ cash flows
and debt-servicing capacity. Some companies that were only viable because of historically
low funding costs may go out of business >*. Balance-sheet stress increased in the household
sector amid a deteriorating economic outlook together with tighter financing conditions and
surging prices. Overall, household gross disposable income has not kept pace with household
expenses **. Household debt sustainability concerns are stronger in Member States where
residential property is overvalued, where households have high debt-to-disposable income
ratios and where most mortgage loans are linked to variable rates.

As regards sovereigns, debt sustainability concerns have so far remained in check thanks to
the ECB’s bond purchases (although it is phasing these out), the Recovery and Resilience
Facility (RRF)?°, TPI, and EU joint bond issuances which have put downward pressure on
interest rates and reduced the debt-service burden. The EU’s aggregate government debt-to-
GDP ratio declined in the last quarters of 2022 due to the favourable interest-growth rate
differential effect >, but a slowing macroeconomic outlook and an upward shift in the yield
curve imply a deterioration in public debt dynamics. Moreover, growing concerns about the
functioning and liquidity %’ of sovereign markets in the EU could create additional stress.

22 See also Section 2.2 in Chapter 2.
23 See Chapter 2 for a further discussion.
24 Eurostat, quarterly sector accounts.

25 The Recovery and Resilience Facility (RRF) is the centrepiece of NextGeneration EU, the EU's recovery plan. It will
finance reforms and investments in Member States until 31 December 2026. The European Commission will finance
NextGenerationEU by borrowing on the capital markets on behalf of the EU.

26 The current negative interest-growth rate differential makes it possible to reduce debt ratios even in the absence of
primary surpluses.

27 See also ESMA (2023), ESMA report on trends, risks and vulnerabilities, No 1 2023, 9 February 2023; and ESMA’s
quarterly liquidity assessment of bonds.



https://ec.europa.eu/eurostat/databrowser/view/sdg_10_20/default/table?lang=en;%20and%20https://ec.europa.eu/eurostat/databrowser/product/view/NAMA_10_CO3_P3
https://www.esma.europa.eu/document/esma-report-trends-risks-and-vulnerabilities-no-1-2023
https://www.esma.europa.eu/press-news/esma-news/esma-publishes-data-quarterly-liquidity-assessment-bonds
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1.3.4 Other challenges

Apart from the major concerns mentioned above, some other cross-cutting stability risks
(e.g. cybersecurity risks, risks stemming from volatility in the energy markets and risks posed
by climate change) are weighing on the financial system.

The cyberthreat is becoming increasingly comprehensive and complex. Russia’s invasion of
Ukraine has exacerbated this. The number of threats to EU businesses has increased
significantly and cyberattacks can have significant ripple effects through related economic
actors and operations. Financial information theft, data theft and manipulation have increased
significantly. The financial sector is three times more likely to be targeted by cyberattacks
than any other economic sector 2%,

Developments in energy markets had a material impact on the macroeconomic developments
in the EU and continue to massively affect risks in financial markets. These developments,
and particularly energy market volatility have become a challenge to financial stability.
Wholesale gas prices were extremely volatile throughout and also affected retail gas and
electricity prices. This weighed on existing macroeconomic vulnerabilities and accentuated
several risks. Possible further price swings represent a significant threat to the
macroeconomic outlook, especially in the light of possible OPEC actions or actions by Russia
related to oil and gas exports. Another round of turbulence in the commodity markets would
lead central counterparties and clearing members to make further margin calls on
commodities positions; banks to limit their credit exposures to the commodities sector; and
market participants to reduce their trading in commodities markets 2. These actions could
exacerbate liquidity mismatches on market participants’ balance sheets, thereby spreading
shocks in commodities markets more widely.

Finally, the risks posed by climate change may create vulnerabilities for individual financial
institutions and for the financial system as a whole *°. They manifest themselves in existing
risk categories (e.g. credit, market, operational and liquidity risks). Empirical evidence *'
confirm that, while the extent of climate-related financial stability risks for the EU’s financial
system at this current juncture is manageable overall, vulnerabilities across EU regions,
sectors and financial institutions are uneven and have not come down.

1.4 Financial integration

European financial integration was recovering from the COVID-19 pandemic shock until late
2021. The geopolitical tensions resulting from Russia’s invasion of Ukraine and changing
macroeconomic and financial conditions put integration again to the test in 2022. Quantity-
and price-based composite indicators of financial integration 3 declined during 2022 (see

28 European Parliament (2017), Report on FinTech: the influence of technology on the future of the financial sector,

Report A8-0176/2017, 28 April 2017.
2 ESMA (2023), ESMA Report on trends, risks and vulnerabilities No 1 2023, 9 February 2023.
30" See also European Commission, European financial stability and integration review (EFSIR), SWD(2021) 113 final of 25
May 2021.
Eur(})lpean Systemic Risk Board (ESRB); and ECB (2021), Climate-related risk and financial stability, July 2021.
The price-based composite indicator aggregates ten indicators, while the quantity-based composite indicator aggregates
five indicators. The indicators range from zero (full fragmentation) to one (full integration). For further details, see the

3
32



18

Chart 1.10). The price-based composite indicator had started to decline already in Q4 2021,
but its decline accelerated with the start of Russia’s invasion of Ukraine and in Q1 2022 was
more than 7% lower than in Q4 2021. The trends in the two indicators diverge when
compared with the onset of the pandemic in 2020: the quantity-based indicator (calculated on
the basis of data until Q3 2022) was still 9% lower, but the latest available estimate of the
price-based indicator (based on data until the end of November 2022) was 15% higher than
after the onset of the pandemic thanks to a recovery in the second half of 2022 and the fact
that the price-based indicator tends to react faster.

Chart 1.10: Composite indicators of euro-area financial integration
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Note: The price-based composite indicator aggregates 10 indicators. The quantity-based composite indicator aggregates 5 indicators.
A value of 1 corresponds to the highest degree of integration. The quantity-based indicator uses quarterly data between
Q1 1999 and Q4 2022. The price-based indicator uses monthly data (converted into quarterly data) between Q1 1999 and Q4
2022.

The price-based composite indicator can be broken down into several sub-indices in order to
help unravel what has driven changes in financial integration. The recovery in the composite
price-based index in late 2022 was driven mostly by the rapid rise of the bond market index.
Looking at its longer-term evolution, the money market sub-index was at the end 