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It is two months since tk@"'=SM G@game part of Europe’s
response to the dewfstating Covid-1€9gandemic crisis.

Europe agreed4tat the ESM should provige a credit line

worth up tag240 billion to help euro area meigyer states

cover hdilthcare costs related to Covid-19.

In the ume, there has been much speculation around which countries would app
ified that 11 of the 19 euros area countries could fund more cheaply via the ES
an by borrowing directly from capital markets.

explained how the new Pandemic Crisis Support credit line works and illustrated how
much member states could save by opting for this facility.

Some member states could save up to €6 billion over 10 years, the blog explained at the
time. In other words, real cash savings for their taxpayers.

The blog post raised legitimate public interest around how we arrived at those numbers
and how loans under Pandemic Crisis Support could attract negative interest rates when
our published interest rate is 0.76% on average for loans funded by our Diversified
Funding Strategy.
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https://www.esm.europa.eu/blog/out-box-new-esm-new-crisis
https://www.esm.europa.eu/content/europe-response-corona-crisis
https://www.esm.europa.eu/lending-rates

As the ESM’s'(_tief Financial Officer and the Head of Funding and In or Relations, we
feel it is importanct. hexplain the mechanics of how we arrive at the gures - and how
market movements impact them.

First, we need to look at hc e Diversified Funding Strats® ; used for the funding of
outstanding loans works.

In Table 1 we show how much re s outstandig bills and bonds and their various
maturity dates from those past events: e tah® shows that the ESM had €86 billion
outstanding debt under the Diversified F 4 Strategy by the end of 2019, ranging from
3-month bills to 40-year bonds. The tab S« Yhows that if you add up all the bills and
bonds outstanding, the average matuf , come at 7.2 years and results in an
average lending rate for loans fu 4 under the divi_sified funding strategy of 0.76%.

It is worth noting this include bonds which were issue. since 2013 and were still
outstanding by end of 20 any of them were issued in a h higher interest rate
environment as the opf ve currently see.

Although all the g¢ “ntries have now successfully exited their ESM p ammes and
become refo ampions, the long-term loans are still outstanding anc: »ed to be
funded. Fgf “iis reason, the ESM'’s current funding activities relate to rolling. wer maturing
bonds provided the long-term loan money to countries we helped during

soval .gn debt crisis a decade ago.

Figure 1. The average maturity of outstanding bills and

bonds under the Diversified Funding Strategy end 2019

was 7.2 years
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At the end of 2¢C SM had €86 billion bonds
outstanding in diffe maturities

Maturity and Euro billion outsta nd 2019
The averag aturity of
outstand oills and bonds under
the Dj ied Funding Strategy in
0-1year
v 2014 4s 7.2 years
= average loan rate before fees

1-4year : :
and margins are added, results in

0.76%
\verage
4 -7 year i L. .
This is the amount that countries

are charged under the previous
7-10 year : ESM programmes

This includes all bonds which were
10 - 15 year ! issued since 2013 and still
tstanding by end 2019. Many of

n were issued in a much higher
> 15 year ‘ in rate environment

Source: ESM

So howglan ESM provide a credit line at negativeQates?

In g€ “olog of 3 June, we explained that the ESM would separate the costs for Pari, xmic
sIs Support from the costs of current outstanding debt.

A silo was set up. This involves the ESM seqgregating its funding for Covid-19 from the

to legacy issuance. So the funding costs will be lower because they reflect current
interest rates in markets.

In that blog, both 7- and 10-year comparisons were made. Here’s why.

As the Pandemic Crisis Support loans can have an average maturity of up to 10 years,
the ESM funding average maturity can be a maximum 10 years.

To finance the credit line, the ESM will issue in a similar way across maturities as it has
done so far. The maximum maturity for a single bond is determined by the maximum
maturity of a specific loan under the Pandemic Crisis Support.

3 | Blog | July 2020



https://www.esm.europa.eu/file/kja-fig-1jpg

We also showe an illustration of 7 years because our current fundingd 'erage maturity is
7.2 years, to be pi_ise.

Financial markets fluctt. », investor demands shift and we al¢ ys strive to get the best
price for our beneficiaries.". » showed estimates based ogf irrent market rates for the 7-
and 10-year maturities compe. ¥ to bonds issued by E€ shareholders to illustrate the
benefits of the Pandemic Crisis ort. For a preci omparison of funding costs, we
would need to construct funding stre.. wies for tha® 'SM and the ESM shareholder which
are similar and comparable regarding iquit y risk and interest rate risk they bear. In
addition assumptions of future funding cotz = ons for the roll-over of the debt would be

needed.

What changed over 2670 months?

Figure 2: Eurgflean Government Bond marwts calmed
down, sugfiorted by the European Central Bank@nd

Euraogfan policy decisions
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https://www.esm.europa.eu/file/kja-fig-2jpg

Markets movec, vince Pandemic Crisis Support was introduced. After & ening in the last
two weeks of May. Wlowing the activation of Pandemic Crisis Suppd ', yield spreads
among European gov. mment bonds stabilised through June be® ‘¢ narrowing further
since early July. This we e to the positive market reactiop he European Central
Bank’s monetary PEPP boit *huying operations (€750 bi and increased to €1,350
billion) and the European fisca.. wlicy response: a pac¢!t je of measures from the
European Commission, Europea estment Ba d ESM worth a combined €540
billion as well as the European Reco and Rgf ience Fund of €750 billion agreed at
the EU summit last week.[!!

A blog from colleagues in ESM Investm¢ ari Sreasury further illustrated the restoration
of calm in markets following Europed =sponse e pandemic crisis.

What's good for Europe is tha array of policy initial. s calmed markets and made it
easier and cheaper for Eurgf "an sovereigns to finance t elves in the market.

So how cangi’'e ESM provide a credit line at"Qggative

rates?

Ne at Europe has agreed on the Next Generation EU recovery package, in ing

h¢ Xecovery and Resilience Fund, should be widely and deeply welcomed. The ini e
> there to help rebuild Europe after the devastation wrought by Covid-19. The market
reaction has been positive too, with a further contraction of yields on euro area

What needs to be factored in, however, is that grants and loans from the Recovery and
Resilience Fund will only start to flow from 2021.

The ESM’'s Pandemic Crisis Support complements that longer-term funding with shorter-
term funding that targets the healthcare costs of Covid-19. It can even also serve as
bridge finance until the Recovery Fund is available.

While the cost savings of Pandemic Crisis Support are less than they were two months
ago, due to the contracted spreads, the ESM is still attractive for a large number of
European sovereigns. In fact, several countries would fund more cheaply via the ESM.
With bond yields falling across Europe, ESM yields have also fallen. Whereas in June we
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https://www.esm.europa.eu/blog/how-europe%E2%80%99s-pandemic-response-reduced-market-uncertainty

could illustrate® wt for 10 years a borrower would pay zero interest, iti#f iow a negative
rate. For illustrativ rposes, for an average funding maturity of 74¢ urs, the yield would
amount to -0.26% arv. far 10 years, it would be -0.12%. You cag’ Ze these updated
comparisons in Table 15 ‘ow.

Figure 3. Updated Nuhers: ES andemic Crisis
Support financially attractit@.fafa large number of euro

area member states

19 euro area cg ies and the ESM 7Y as of 24/07/2020
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Tablgfi: ESM lending rates fall
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UPDATED:_ AT WILL COUNTRIES BE CHARGED? ILLUSTRATIVE

Countries request Pande isis Support for up to 10 years maturity
Total costs for the countries

Average f Average funding planation
7 years 10 years

Cost of funding -0.41% 0.26% The secondary market price of 7 or 10
year bonds of ESM*

Annual margin 0.1% 03 Reduced margin Pandemic Crisis Support

One off upfront service 0.036% Service fees annualized: spread over 7
fee annualized (0.25%/7) or 10 years (0.25%/10)

Annual Service fee . y Standard annual service fee

Total ESM lending rate** & . \ A negative lending rate means countries \:
for countries requesting need to pay back less then what they

Pandemic Crisis Support ow from the ESM

* As of 24/07/2020
** May not sum up, due to rounding

We received a lot o astions from people in Italy. If you look at ost savings for
Italy’s taxpayers chart below demonstrates they are still presentt_ad fluctuate based
on market mg

Figude 4. Change in total saving for Italy vs. ESM, fo Oyr

andemic Crisis Support loan (euro, millions)
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Any othgfieasons why the ESM can fund chea[s

The credit rating is top notch at AAA Outlook Stable from Fitch Ratings anc
3¢ ook Stable from Moody’s. At present, and even after spreads contracted, the ES
an fund cheaper than a large number of euro area member states.

flexibility to tap the capital markets while at the same time committing to a pre-agreed
maturity structure of loans.

This flexibility ensures that at any time of issuance, the ESM is able to secure funds at
their cheapest levels possible. For the recipient of the Pandemic Crisis Support this
means that they could benefit from the lower rates of shorter funding without having the
liquidity risk for the roll-over of maturing funding instruments.

We received very positive feedback from investors on our Social Bond Framework in line
with the latest version of the ICMA Social Bond Principles. This will enable us to issue
also social bonds to fund the Pandemic Crisis Support, which finally may enable us to
reduce funding costs further.
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The conditione
money has to be'
pandemic. This is si
green or social bonds -
money. There is no additio

of the Pandemic Crisis Support is limited to the useg oroceeds. The

d to fund direct and indirect costs of healthca :lated to the

to what sovereigns and other issuers g it to when they issue
give a promise to the lender abgf ‘now they will use the
onditionality.

This means there is also no rea 0 see a stigmagt equesting the Pandemic Crisis
Support. It is a responsible decisio save taxp s’ money. We have conducted

investor calls with hundreds of our bont eyl uround the world and these investors
have confirmed there is no market stigma_  Se the ESM loans. Rather, they see the
benefits.

ESM & @ESM _Press -
SSM - Alain Durré of @Gold WnSachs, debate moderé

#Regling and #EC# TP de Guindos about "The Pa
said there is ngf "gma related to countries using ES
Support. M s are more concerned that countries may
facility
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aic Crisis in Europe”,
ademic Crisis
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The exact amounts saved will depend on when those applicants come to draw funds, as
that is when the ESM will actively seek to fund Pandemic Crisis Support in capital
markets and how funding conditions will develop in the future.
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https://twitter.com/ESM_Press/status/1280887471312703489?s=20

In addition to ost savings to taxpayers, it is worth noting that the us for the loans
are not taxpayer aney. They come from investors.

Pandemic Crisis SuppC. ¥made operational on 15 May, remait “available to all euro area
member states to apply foi. wtil end 2022. Countries mus gh up if and when to apply
for the credit line.

Most importantly, Europe and the £ ¥ are here tg¢ clp in times of crisis.
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Footnotes

[1] European Councilg Jecial European Council 17-21 July 2020 (2C
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