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The year 2024 has been full of changgf Zind ciienges that are likely to spur more of the
same in 2025. This year brought pgt "Cal uncertal around the globe that fuelled
market turbulence, with central s swinging from & ¥d hikes to subsequent cuts in
interest rates. After such a ull of challenges and chiegie, what should investors look
out for next year? These the five topics to watch.

1) A new @orld order with new priorities

After thgf Jropean elections in June, the newly appointed European Commis: » has set
priorit 5 that look quite different from those of the previous one. While the Covia
red onse and the Green Deal were the main priorities for 2019-2024, the Europea

ion (EU) strategic agenda for the next five years focuses on a free and democratic,
strong, and secure, and prosperous, and competitive Europe. This includes working on

market.

We are living in a different world, full of geoeconomic tensions, two wars at Europe’s
borders, and sluggish competitiveness that is leaving Europe lagging behind the United
States (US) and China. Mario Draghi describes this very well in his latest report. Since
2002, the gross domestic product (GDP) gap between the EU and the US, measured at
2015 prices, has almost doubled to 30% in 2023, primarily due to lower productivity in the
EU [11. Draghi calls for an additional €750 to €800 billion in investments per year to help
revert the situation, 80% likely to be financed by the private sector and 20% by the public
sector.

In his “Much More Than a Market” report2], Enrico Letta dives deeper into details and
gives concrete examples on how to finance these needs, from the EU budget and
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European Inve ment Bank (EIB) project lending to putting in place a & opean Stability
Mechanism (ES ecautionary credit line to help its Members fi e defence and
security expenditure

Given that the priorities aric. money flows will be different, 44 _ry investor globally will need
to closely watch the EU’s new. section and new financi ‘Opportunities in 2025.

2) From billions to trilliés — tk@”money to finance
Europe’s priorities

In March 2024, bonds issued by the¢ Lropean Cc wmaission, the EIB, and the ESM and its
predecessor the European Finag Stability Facility SF), so-called European safe
assets, crossed the €1 trillio rk for the first time in I 31,

Financing public goods 4" sugh European institutions might countries that need to
consolidate their pub'® iinances to make room for investment ari_ ¥ protect themselves
against future shgf 5. The ESM, for example, borrows on the marke cheaper rates
than 16 out o 0 euro area countries, and its financing costs are be yw the GDP-
weighted ay age of the euro area’s financing costs (Figure 1).

igure 1: ESM borrows at cheap rates

(Euro area 10-year yield levels, in %)

Note: Euro area weighted GDP is the GDP-weighted average of 10-year yield levels across euro area
countries.

Source: Bloomberg Finance L.P.

The new priorities lend themselves to being considered European public goods and could
therefore be publicly financed. Using the percentage that Mario Draghi suggests would
amount to about €160 billion annually or €800 billion over five years.

Global investors should watch whether European policymakers can agree on how to
collectively finance these new strategic priorities.
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3) Market@change eagerly and rapidly

After the fastest intere e hike cycle in the last half centur ost central banks around
the world have cut rates. ~ arkets are expecting more 025 (Figure 2). At the same
time, the second Donald Tru administration and theg Jspect of a tariff war being
potentially inflationary, could mec. wlelaying further 4 s or even reversing.

Figure 2: From fastest hiking cyclg®the first cuts

(%)

Source: HSBC

We have seen somgl teresting shifts in our investor base the lasc wuple of years. 2024
has been partic significant. Asian investors took up almost a g 2r of ESM/EFSF
bonds, their & jest participation since 2011 (Figure 3) and four times > than in 2022.
Asian inved s seem to be showing an increased interest in euro-denomi q assets.

igure 3: Asian investors interest in ESM/EFSF bonds on the rise

(% of ESM/EFSF issued bonds allocated to Asia)

Source: ESM calculations

There has also been an increased interest in EFSF/ESM bonds from central banks
globally. In 2024, more than a third of our bonds — namely 36% — were bought by central
banks, sovereign wealth funds, and official institutions (Figure 4). Again, the highest level
since 2011. This shows trust in the euro area economy, the euro as a currency, and the
willingness to diversify investments into triple-A rated European safe assets.

With more volatility and unpredictability in the market, we can expect more diversification
in 2025. The euro is the second currency in the world, after the US dollar. We see more
reserve managers diversifying to ensure they are hedged in a risk-prone world.
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Figure 4. CeNgml banks buying more ESM/EFSF bonds

(% of ESM/EFSF | ed bonds allocated to central 4 S, government
and sovereign wealt ds)

Source: ESM calculations

4) Electronic trading ang chnology

Technological advancements h evolutionised thet yoital markets industry and will
remain topics for investors tgf utch moving forward.

Electronic trading in E SM bonds has increased from 4G ¥0 60% over the past
decade (to 55% to & J'in number of trades), see figure 5.

Figu . Electronic trading on therise
tronic versus non-electronic trading activity in ESM/EFSF bonds

(% share of volumes traded in secondary markets)
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Volumes are in terms of bond face value.

Source: ESM

Even in volatile markets, investors continue to trade electronically, and more high-risk
trades have shifted to electronic platforms. A balance between voice and electronic
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trading increas esilience during stress events. Artificial intelligence will also be
worth tracking in 2. 35. The US and China already lead in venture g¢ “ital investment in
Al, with the US arou even times more and China nearly do g such investments
compared to Europe. TC ay competitive, Europe must crea#f “n environment where Al
companies can thrive with ¢ hess to well-developed capi arkets supporting large
funding rounds.

5) ESG is maturing, budsusigZmain in focus

With 2024 on course to being the hottegt ea ecord, climate change is a fact and
mitigating its risks must remain a pri . Enviroli. mntal, social, and governance (ESG)
topics need to be integrated morg® 0 businesses & ountries’ strategies.

For example, increases in g .al temperatures have a dirc. jimpact on tourism in Europe.
Warmer winters, intensifi€ g droughts, and extreme weather »ants can discourage
tourism but also endaf er natural attractions and increase opers al costs. Adaptation
and mitigation will& Juire billions of euros every year. Where to getv_ s financing from
was the main ¢ ssion at the 29th United Nations Climate Change C. ¥erence in Baku
in Novembgf Siven the significant role for the private sector in financing ¢ msate change,
further et ncing the financial integration in the EU would be beneficial. Corit wting the
banki nion and progress with the capital markets union are key in this .

: euro has been the currency of choice for future-oriented issuers and investors in
SG, followed by the dollar. This is a trend that is set to continue in 2025, and might

Challenges and opportunities

The changing geopolitical world is an opportunity for Europe to seize the moment to
deepen integration, especially on defence, security, competitiveness, and deepening the
single market.

At the same time, green investment and sustainability must remain priorities. Moving from
idealism to integrating ESG into business strategies will help companies lay the
groundwork for long-term resilience and attract new investors.
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Markets will be. marching for a new norm, after the changing interest environment
over the last two 'y , at a time when Al and technology will be p g innovation
further, also in capita._yarkets.

Uncertainty and change be the words that come to gf 'd when looking forward to
2025, but the new year and tri. ienewed set-up of the i 'Strategic agenda is also an
opportunity to make a positive o ance for Europe

Further reading

Electronic trading — a boost to ESM 70 marke ilience.

Europe's Al leadership: key prigf es.

How banking union and caf fal markets union can help Eufi g finance the climate
change challenge .
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ootnotes

[1] Mario Draghi, "The future of European competitiveness", Part A, 2024.

[2] Enrico Letta, More Than a Market, 2024

[3] Celebrate that European safe assets have joined the €1tn club
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