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While financial markets have begun to focus on the aftermath of Covid-19, even as the
pandemic spreads in developing economies, we can look back at 2020 and demonstrate
the resilience of ESM and EFSF bond performance during and after the peak of the
corona crisis.

When the pandemic hit Europe, the initial market shock was calmed by the positive
reaction to the European Central Bank's EUR1,850 billion monetary Pandemic
Emergency Purchase Programme  (PEPP) bond-buying operations and the European
fiscal policy response: a package of measures from the European Commission (EC),
European Investment Bank (EIB) and ESM worth a combined EUR540 billion as well as
the Next Generation EU of EUR750 billion.

In a previous blog post, we illustrated the restoration of calm in markets following
Europe's response to the pandemic crisis. A blog post from a colleague in ESM
Investment and Treasury showed how Europe's pandemic response reduced market
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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We examine the yield spread, the difference in the realised return of two bonds or
financial instruments, in ESM and EFSF bonds versus derivative contracts designed to
exchange fixed-rate payments for floating-rate payments, known as euro interest rate
swaps. Such swaps are used as a benchmark for European bond prices. Bonds in
Europe are often priced against swaps instruments.

ESM unique database

Using granular trade data[1] of ESM and EFSF bond issues on the secondary market
unique to our institution, we analysed closely their behaviour during the first Covid-19
wave of March to June 2020, the summer months with lower infection rates, and the
beginning of the second wave in November 2020.

It is worth noting that we estimate ECB held between 45% and 49% of EFSF and ESM's
outstanding stock of the eligible debt under Public Sector Purchase Programme (PSPP)
in 2020[2]. With the addition of PEPP, we assume ECB holds above 50% of our debt. In
this analysis, we exclude the flows related to ECB or Eurosystem central bank holdings
and focus on the remaining part: the trading of the free floating securities.

From our analysis, we learned that in 2020 secondary markets stayed intact, with a
particularly supportive private domestic investor base. In our case, non-central bank euro
area investors. This indicates investor confidence in a healthy euro and Europe's policy
response. The announcement of the policy measures from ECB, EC, EIB and ESM
already allayed investors' concerns and encouraged them to continue trading ESM and
EFSF bonds even during the peak of the crisis.

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 shows the yields of the 10-year benchmark bonds from Germany and from the
ESM and EFSF during 2020. Bond prices are inversely related to their bond yields. From
mid-February to mid-March, the yields decreased sharply in lockstep, so the bond prices
increased, delivering on their function as safe assets. In a sharp reversal afterwards, the
two markets also happened to move closely together. The second wave of the pandemic
did not lead to a comparable market event again.

Well-functioning ESM markets

As the data shows, the turnover in the secondary market was solid and indicated well-
functioning ESM and EFSF bond markets - despite significant temporary widening of
credit and liquidity spreads.

Figures 1B and 1C show the secondary market trades of the ESM and EFSF bonds with
a remaining maturity between seven and 12 years in 2019 and 2020. Each figure shows
a different spread for each trade. Both charts distinguish between buying (yellow) and
selling (blue) and show the trade size with circles proportional to the traded volume. This
gives information about a measure of liquidity, the turnover volume.

Figure 1B depicts the asset swap spread, the yield difference to the reference swap rate,
of the specific ESM bond. This spread can indicate risk taken by an investor that the
issuer of the bond will fail to repay interest and principal on schedule, known as a credit
risk. Hence, a larger asset swap spread indicates an increased credit risk.

Figure 1C shows the bid-ask price spread[3], the difference between the buy price and
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, followed by a decrease of spreads in May and stable yet elevated levels in June,
July, and August. The second wave's impact was much weaker. In September the asset
swap spreads rose steadily by about 0.5%, but fell by the same amount in October and
November.

In between the first and second wave in the summer, the market had calmed and the
deviation of spread levels across bonds was larger than before the crisis. The deviations
in credit risk and liquidity seems consistent with the lower trading volumes observed
during summer and not  a result of large differences in duration as all bonds belong to the
same seven to 12 years maturity range.
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