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Introduction
The European Supervisory Authorities, in cooperation with the European Systemic Risk Board
(ESRB), are required by legislation to conduct stress tests to assess the resilience of financial
institutions or market participants to adverse market developments. As part of this cooperation,
the ESRB designs scenarios of adverse economic and financial market developments.
In this document the ESRB describes the adverse financial market scenario for the stresstesting exercise by the European Securities and Markets Authority (ESMA). Specifically, ESMA
has developed guidelines for managers of money market funds (MMFs) who are required to
conduct internal stress tests and report the results to the competent authorities and ESMA. 1 To
this end, the European Central Bank (ECB), in collaboration with the ESRB and ESMA, has
updated the calibration of stress parameters for the 2021 ESMA MMF guidelines. 2 These were
approved by the ESRB General Board on 17 December 2021 and transmitted to ESMA on 19
December 2021.
Assumptions about redemptions and additional guidance on applying the scenario, which are
needed for ESMA’s MMF stress test, are provided by ESMA and presented in ESMA’s MMF
stress-testing guidelines.

Article 28 of Regulation (EU) 2017/1131 of the European Parliament and of the Council of 14 June 2017 on money market funds (OJ L
169, 30.6.2017, p. 8) (the “MMF Regulation”) provides that ESMA will issue guidelines that establish common reference parameters of
the stress test scenarios to be included in the stress tests that managers of MMFs are required to conduct.
2
The scenario presented in this document is not a forecast. It should not be interpreted as either the ESRB’s expectations about future
economic and financial developments or any unintended consequences of future monetary policy decisions. It constitutes a severe yet
plausible hypothetical scenario.
1
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Scenario methodology and calibration
This section discusses the calibration methodology and the main sources of risk that lead to
the adverse scenario, as well as the key features that ESMA considers relevant to the MMF
sector. The calibration of the scenario has benefited from interactions with ESMA and from
discussions with ESRB member institutions.
Calibration methodology
The methodology for the scenario calibration is based on a non-parametric application of a
multivariate copula model, as used in previous stress tests such as those conducted under the
2020 ESMA MMF stress-testing guidelines. 3 The scenario is the outcome of several simulations
based on different triggers that reflect the main sources of financial stability risks, with a special
focus on corporate and government credit spreads, swap rates, foreign exchange rates and
securitisations in the European Union and other advanced economies. The calibration sample
and probability of the triggering events have been set in close collaboration with ESMA to reflect
the main features of the scenario as motivated by the current risk landscape identified by the
ESRB General Board. More precisely, the sample period chosen for the calibration spans from
January 2004 4 to August 2021 and the probability of the triggering events is set over the horizon
of one quarter for all the tables in the scenario with exception of the one referring to liquidity
shocks, which has been calibrated over a five-day horizon. The shocks reported should be
interpreted as one-off, instantaneous and permanent shifts in asset prices relative to their cutoff date levels, as specified in ESMA’s guidelines.
Scenario
The scenario reflects the ESRB’s assessment of prevailing sources of systemic risks identified
for the EU financial system as at December 2021. These include: (i) an increase in the number
of insolvencies in the private sector due to a weaker-than-expected economic recovery, (ii)
rising credit risk and profitability and solvency pressures on banks, insurers and pension
schemes in the light of the COVID-19 crisis, (iii) a re-emergence of sovereign financing risk and
debt sustainability concerns, and (iv) disorderly asset price adjustments with episodes of market
disruptions and high levels of volatility.
The adverse scenario is calibrated to be severe, and consistent with the uncertainty about the
rollout and effectiveness of vaccines with respect to virus mutations and with the persistence
of global supply chain problems. In the adverse scenario, liquidity and solvency pressures in
the non-financial corporate (NFC) sector become more broad-based and severe as the
economic recovery slows. In such a scenario, a renewed deterioration in cash flows and a rising
debt burden trigger a surge in defaults in the NFC sector. The distress in this sector spills over
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See ESRB (2019), “Technical note on the Financial Shock Simulator (FSS)”, February.

4

The model uses daily data and the majority of time series have sufficient data as at 2004.
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to the financial system through rising credit risk on bank balance sheets and concomitant
pressure on bank profitability and capital ratios. This in turn leads to a tightening of financing
conditions and reduces lending to the real economy. This will also affect MMFs, which play a
role in banks’ and non-banks’ cash and liquidity management and offer the possibility to redeem
at short notice (daily or even intraday frequency). For example, at the onset of the COVID-19
pandemic, euro area MMFs invested in private debt experiencing unexpected outflows of more
than 10% of assets under management. 5 This stress led them to let short-term assets mature
and if that was not sufficient to sell them. So, severe stress in the MMF sector may spill over to
those sectors that are reliant on MMFs to manage their liquidity.
The adverse scenario also assumes an upward trend of risk-free rates on account of a rise in
inflation rates and inflation expectations that is more protracted than anticipated. Countries’
fiscal positions continue to deteriorate by more than expected as a result of the prolonged health
crisis and the extension of public support programmes. This gives rise to renewed concerns
about the sustainability of public debt in some countries. Together with rising inflation
expectations, these concerns trigger a sharp increase in risk premia and a widening of credit
spreads worldwide.
In the adverse scenario, the above-mentioned developments are captured looking at the 99th
percentile of the distribution. Countries with an elevated debt burden and unfavourable debt
dynamics are particularly affected, which increases sovereign spreads. In addition to a rise in
risk premia, countries with less deep and liquid sovereign bond market are also severely
affected by the increase in liquidity risk premia in sovereign bond yields. This increase also
reflects the prudential valuation of financial instruments held at fair value, which are significantly
affected by market volatility, amplifying the severity of the liquidity shocks. In addition, the
dispersion of sovereign bond yields across the European Union increases on account of crosscountry heterogeneity in primary deficits, debt levels and potential growth rates as well as the
differences in the structure of sovereign bond markets. Rising government bond yields spill over
to other asset classes, including corporate bonds. The tightening of financing conditions creates
an adverse feedback loop between the financial system and the real economy.
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See ESRB (2021), “Issues note on systemic vulnerabilities of and preliminary policy considerations to reform money market funds”,

June.
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Annex A
Table A.1: Shocks to swap rates

Note: The grey cells indicate data are not available.
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Table A.2: Shocks to government bond yields

Note: The weighted averages are based on real GDP and some missing values have been interpolated. “Advanced
economies non-EU and non-US” refers to all other advanced economies (as defined by IMF).
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Table A.3: Shocks to foreign exchange rates (EUR appreciation against USD)
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Table A.4: Shocks to foreign exchange rates (EUR depreciation against USD)

Note: The grey cells indicate where data are not available. A positive figure indicates an appreciation of the first
currency against the second.
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Table A.5: Shocks to bid-ask spreads

Table A.6: Shocks to residential mortgage-backed securities (RMBS)
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Table A.7: Shocks to credit spreads (corporate and asset-backed securities)
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