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While financial markets have begun tgf’Cus oI he aftermath of Covid-19, even as the
pandemic spreads in developing egf "omies, we C& 3look back at 2020 and demonstrate
the resilience of ESM and EFSEOnd performance a& g and after the peak of the
corona crisis.

When the pandemic urope, the initial market shock was calii % by the positive
reaction to the Eu¢ sean Central Bank’s €1,850 billion monetary Pa: 2mic Emergency
Purchase Prog me (PEPP) bond-buying operations and the Europec_fiscal policy
response: ackage of measures from the European Commission (EC), & apean
Invest Bank (EIB) and ESM worth a combined €540 billion as well as the Jaxt
Gengl .on EU of €750 billion.

a previous blog post, we illustrated the restoration of calm in markets following
urope’s response to the pandemic crisis. A blog post from a colleague in ESM

uncertainty. In this blog post, we show how trading in ESM and EFSF bonds developed
through and after the pandemic and then go deeper into which investors and regions
reacted and traded ESM and EFSF bonds on the back of the policy response.

To do this, we examined the performance of our bonds in the so-called secondary
market. Once issued by us in the primary market, bonds can then be traded in the
secondary market until their maturity date. Although the pandemic’s economic effects
triggered fluctuating market prices, ESM and EFSF secondary markets overall confirmed
the bonds’ status as safe assets by showing solid buy-and-sell turnover and yield spread
widening in line with general market movements.
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https://www.esm.europa.eu/blog/why-covid-19-credit-line-still-makes-sense
https://www.esm.europa.eu/blog/how-europe%E2%80%99s-pandemic-response-reduced-market-uncertainty

We examine t ield spread, the difference in the realised return of twf "oonds or
financial instrume in ESM and EFSF bonds versus derivative cgt racts designed to
exchange fixed-rate § ents for floating-rate payments, knows® s euro interest rate
swaps. Such swaps are' »=d as a benchmark for Europea d prices. Bonds in
Europe are often priced agc swaps instruments.

ESM unique database

Using granular trade data[1] of ESM an¢ hond issues on the secondary market
unique to our institution, we analysed¢ Jsely the, "hehaviour during the first Covid-19
wave of March to June 2020, the g er months v 3 lower infection rates, and the
beginning of the second wave £ “ovember 2020.

It is worth noting that we mate ECB held between 45% ai. %9% of EFSF and ESM’s
outstanding stock of cligible debt under Public Sector Purchic. » Programme (PSPP)
in 2020[2]. With t ddition of PEPP, we assume ECB holds abo 0% of our debt. In
this analysis, clude the flows related to ECB or Eurosystem cent. jbank holdings
and focus @ e remaining part: the trading of the free floating securities:

From g¢ “analysis, we learned that in 2020 secondary markets stayed intact, w

pa arly supportive private domestic investor base. In our case, non-central bai. guro
a investors. This indicates investor confidence in a healthy euro and Europe’s po

esponse. The announcement of the policy measures from ECB, EC, EIB and ESM

We note that the clearest effect of the pandemic in terms of changes in secondary market
volumes and prices can be seen for bonds with a remaining maturity of seven to 12
years. This very liquid market segment represents about 22% of the ESM and EFSF
secondary market turnover and demonstrates price dynamics that also represent other
maturities. We discuss their spread levels, traded volume, and the reaction of different
investor types.

Secondary market yield levels of ESM and EFSF were strongly affected by Covid-19, but
not more than similar safe assets such as Germany.
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Figure 1A shoy e yields of the 10-year benchmark bonds from Ge y and from the
ESM and EFSF a¢ g 2020. Bond prices are inversely related to th® ~"bond yields. From
mid-February to mid ch, the yields decreased sharply in lo p, so the bond prices
increased, delivering o 2ir function as safe assets. In a sk Jreversal afterwards, the
two markets also happenec ove closely together. Thg® Zcond wave of the pandemic
did not lead to a comparable et event again.

Well-functioning ESM ma

As the data shows, the turnover in thg® =condar, market was solid and indicated well-
functioning ESM and EFSF bond ets - despite’ wnificant temporary widening of
credit and liquidity spreads.

Figures 1B and 1C show, secondary market trades of the M and EFSF bonds with
a remaining maturity b4 veen seven and 12 years in 2019 ana 0. Each figure shows
a different spread ach trade. Both charts distinguish betwee ing (yellow) and
selling (blue) a ow the trade size with circles proportional to the ed volume. This
gives infor about a measure of liquidity, the turnover volume.

Figure depicts the asset swap spread, the yield difference to the reference™ yap rate,
of thd “pecific ESM bond. This spread can indicate risk taken by an investor that
or of the bond will fail to repay interest and principal on schedule, known as a cre
k. Hence, a larger asset swap spread indicates an increased credit risk.

the sell price. This is a widely used liquidity measure: a small difference between buy and
sell price indicates a good liquidity situation.

We saw no market shutdown during the pandemic as investors bought and sold bonds
throughout, with the larger-sized trades happening between February and June 2020.
Moreover, there was no widening in price or yield spreads observed. Again, this shows
Europe’s policy response led to calm market conditions.

The turnover was high during the first wave but stayed low in the second. Both spreads
were widening dramatically in the second half of February and during March. The bid-ask
price spreads approximately doubled to 0.40% from 0.20%, and the asset swap spread
jumped to 0.10% from about -0.10%. These high spread levels continued throughout
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April, followea A decrease of spreads in May and stable yet elevated zvels in June,
July, and August.®_ »e second wave’s impact was much weaker. | ptember the asset
swap spreads rose dily by about 0.5%, but fell by the same ount in October and
November.

In between the first and secoi_hwave in the summer, tht “narket had calmed and the
deviation of spread levels across ds was larger before the crisis. The deviations
in credit risk and liquidity seems co ent with ower trading volumes observed
during summer and not a result of large. ‘iffest Ces in duration as all bonds belong to the
same seven to 12 years maturity range.
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