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Abstract

This paper aims to point out the monetary policy measures that the European
Central Bank has taken since the outbreak of the COVID-19 crisis. In the euro
zone, at the start of the COVID-19 crisis, financial conditions deteriorated
sharply, potentially threatening to worsen the economic outlook, deepen market
fragmentation, jeopardize monetary policy transmission, encourage a downward
inflationary trajectory, weaken prices and undermine public and private stability.
Aware of the new situation of the ECB, it responded quickly and efficiently with
coordinated and ambitious measures to alleviate the perceived financial and
economic difficulties. To maintain a flexible monetary policy stance, the ECB
adopted an interim non-standard measured COVID-19 Asset Purchase Program
(PEPP) to mitigate and improve financial conditions and restart an earlier Asset
Purchase Program (APP) aimed at inflation expectations. At the same time, other
measures have been strengthened and expanded, such as Targeted Long-Term
Refinancing Operations (LTROs, TLTRO III, and PLTRO) aimed at providing
liquidity ampleness to the real sector and collateral standards. The implementation
of the adopted measures has influenced the stabilization of the economic and
financial system of the EU and improved lending to corporate and household banks.
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npemu 0a no2opulajy eKoHoMcKe useiede, Hpooyoe hpacmMeHmayujy mpoicuwma, yepose
NPEHOC MOHEMAapHe NOTUMUKe, NOOCMAKHY CUIA3HYy Nymarky uHgnayuje, ocrade yene
u ypvwe jasHy u npusamty cmaobuiHocm. CeecHa oozosoprocmiu ECB je oozoeopuna
0p30 U ehuKacHo KOOPOUHUPAHUM U AMOUWUOSHUM Mepama Kako Ou yonadicuie youeHe
uHancujcke u ekonomcke Hegosve. Paou noocmuyaja npunazoomsusoe cmasa MoHemaphe
nommuxe, ECB je yceojuna npuspemeny Hecmanoapony mepy Ilandemujcku npospam
Kynosune umosure ( PEPP) ca yiwvem yonasicasarea u nobosmularsa QQUHAHCUJCKUX YCTI08a
U nOHOSHUM NOKpemarsem panyjez 1Ipoepama Kynosure umosure (APP) koju je ycmeper
Ka UH@IayuoHum ovexkusarsuma. Mcmospemeno nojauare cy u npowiupere opyee mepe,
nonym Llumane onepayuje oyeopouroe pepunancuparsa (LTROc, TLTRO IIl u PLTRO)
3a obesbelierve TUKBUOHOCMU U pelakcayujom cmavoapoa xonamepana. Ilpumena
VCEOJeHUX Mepa ¢y ymuyaie Ha Cmaduiu3ayLjy eKOHOMCKo2 U (UHAHCHjCKoe cucmema
EY, nobomwarsy kpeoumuparsa banaxa npedysefia u domahuncmesa, noocmaxie y3nazy
NYymarey UHGIAMOPHUX OYeKUBAbA U YOTadXcUule pusuke 00 (pazvenmayije mpicuuima.

Kwyune peuu: monemapna nonumuxa, ECB, COVID-19, PEPP, LTRO, HoV,
unancujcku yenosu, hunancujcka Kpusa

Introduction

The outbreak of COVID-19 (further COVID-19) in the European Union (EU)
and its rapid spread brought numerous troubles to the health system and threatened to
jeopardize the economy. The shock of the COVID-19, in the inceptive phase, caused a
health crisis with a large number of infected people and many cases with fatal outcomes.
The expansion of the COVID-19 crisis has influenced policymakers in the eurozone
to introduce emergency measures, locks to protect the population from this vicious
COVID-19. At the same time, vaccination and closure measures have by taken to mitigate
and prevent further widening COVID-19s that threatened to turn the health crisis into
a financial crisis of unprecedented proportions. Therefore, the EU countries are at the
beginning of the COVID-19 crisis faced with two serious challenges. Therefore, the
EU countries are at the very beginning of the COVID-19 crisis faced with two serious
challenges. The first challenge relates to protecting the health of the population and
preserving the health system and the second challenge is connections to maintaining
economic and financial stability. The European Central Bank (ECB) was the first in the
defense, as many times before, to react to the COVID-19 defense wall. Concerned but
not surprised, the ECB responded quickly and creatively to the challenges posed by
the expansive of the COVID-19. The ECB encounter three serious challenges: the first
to ensure a smooth monetary policy transmission mechanism, the second to mitigate
market fragmentation, and the third to slow down the inflation path. Miss Lagarde,
Christine, President of the ECB, pointed out that “unlike, in 2008-9, the shock we are
facing is universal: it is common both across countries and across all sections of society.
Everyone has to scale back their daily activities, and therefore their spending, for as long
as the containment measures last. Essentially, for a temporary period, a large part of the
economy is being switched off.”
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Background

The intensification of the crisis COVID-19 caused a decline on the supply side,
which harmed demand. Such a development has led to a worsening of economic activity,
above all, to the tightening of financial conditions. These deteriorations affected the fall
in prices, the increase in yields in certain forms of property, and the euro appreciation.
During the first two weeks of the crisis, in March, indicators expressing the level of stress
in various market segments were very worrying. Financial conditions indices, which
summaries our monetary policy stance by considering price movements in equity, bond,
foreign exchange, and money markets, signaled an unprecedentedly sharp and abrupt
degree of tightening in recent weeks. (Schnabel I, 2020)

Market index the falling value with parallel the increased cost in financing
companies, significantly affected the deterioration of financial stability and further
deepened the uncertainty, and caused worrying. (Momirovi¢, Bankar, 26) Lagarde,
K., says that “the risk-free curve is moving upwards, and the sovereign curves
that are important for determining the prices of the entire property have also shifted
everywhere and become more distracted.” The distinctly negative trend on the financial
markets threatened to challenges risks, especially the risk of falling liquidity and many
markets the correction of property prices upwards. Potential sources of these threats
and unpredictable events would directly jeopardize financial stability and implement
monetary policy.

Graph 1.Indicator of systemic stress in financial markets (CISS) (index)
(0-not stress, 1-high stress)
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Source: Working Paper Series, No 1426, ECB 2020

The deterioration in financial conditions was most pronounced in the securities
market after liquidity dried up. The value of the shares fluctuated within a few weeks
of the crisis, only to fall sharply by almost 40% as government bond yields rose in
most countries. The fall in shares the value was a signal for the worrying investors
who reoriented themselves and focused on buying property from safe sources. At the
same time, in the acutely fragmented eurozone government bond market, there was an
abrupt widening in the spread of lower-ranking government bonds. It is that spreads of
corporate bonds are showed the levels that were the last during observed the public debt
crisis in the eurozone.

EXEIEKOHOMUKA 15



©JlpywtBo ekoHomucra “Exonomuka” Hun http://www.ekonomika.org.rs

Graph 2. Corporate bond spread (base points)
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The ECB’s response to the COVID-19

Aware of its responsibilities, the ECB has dedicated special attention to the choice
of measures and policies to respond quickly and efficiently quickly to the difficulties that
have befallen the eurozone economy. Worried that the delayed response would deepen
and spread the crisis, the ECB reacted quickly, decisively, and creatively to mitigate and
ensure that the public health crisis did not spill over into the financial crisis. The ECB
has adopted a policy balance to mitigate financial difficulties and maintain the financial
system and market money conditions. The ECB’s response consists of three carefully
selected sets of compatible measures, namely:

1. Pandemic emergency purchase program (PEPP) and new expanded APP,

2. Lending to the real sector (LTRO, s, TLTRO III. PLTRO),

3. Lender of last resort (last resort of liquidity) to solvent banks.

The adopted new and expanded own existing programs had a threefold goal:

1. To ensure that the overall monetary policy stance is sufficiently flexible,

2. Support the stabilization of financial markets to protecting the transmission
mechanism of monetary policy,

3. Provide sufficient liquidity, in particular, to maintain current bank lending.
(Aguilar, P., Arce, O.,Hurtado, S., Martinez-Martin, Nufio, G., and Thomas,
C.,2020)

The essence of the adopted goals is “first to restore the orderly functioning of euro area
financial markets, which suffered from an extraordinary degree of volatility, fast de-risking,
and thin liquidity conditions. And second to ensure that our accommodative monetary policy
continued to be transmitted to all parts of the single currency area, thereby supporting firms
and households in shouldering the substantial economic and social costs that this crisis would
imply”. (Schnabel I, 2020) ECB has adopted measures to effectively contrast the risks in
order threaten to jeopardize the transmission mechanism of monetary policy to cushion
the blow to the economy, calm inflationary trends, and improve the outlook eurozone.The
global financial crisis, caused by the COVID-19 pandemic, is still ongoing, and its finance
consequences will be seen only in the years to come. (Gavrilovi¢, Vucekovié, 2020)
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COVID-19 emergency purchase program
(PEPP) and new expanded APP

The ECB has adopted a new, unconventional monetary policy measure, the
PEPP-a. PEPP is a provisional measure, which started up on March 18, 2020, with an
initial envelope of €750bn. From March to June 2020, the widening COVID-19 has
affected the deterioration of financial conditions, the decline in economic activity, and the
prolongation of the downward trajectory of the inflationary spiral. The ECB responded to
this shock on July 4 by increasing the initial PEPP envelope by €600mn to €1.350bn to
mitigate and prevent further worsening of the financial crisis. In the fourth quarter, 2020,
there was a new widening of the Covid-19 and the adoption of new locking measures in
many eurozone countries, which threatened to jeopardize the achieved favorable market
and financial conditions. The ECB reacted to this occurrence by expanding the PEPP
envelope by €500bn to €1.850bn. Also, the ECB changed the former time interval for
the efforts and prolonged the PEPP until 22 March 2022, not excluding the possibility
of further extension if the situation so requires. Until the end of 2023, the ECB will
continue to manage the PEPP portfolio to conduct a successful monetary policy.

PEPP aims to decrease borrowing costs and increase lending. As expected that
purchases by the public sectors within the PEPP-a will be carried out flexibly, with
the competence of reference allocations being the capital key of national banks. It will
make purchases during a pandemic “flexibly allocated to asset classes and between
jurisdictions.” (ECB, 2020) The program allows the provisional purchase of property of
the same class from the private and public sectors.

Graph 3. Cumulative net purchases of public sector securities - deviation
from the capital key in%

PEPP: public sector securities cumulative net purchases, deviations from the capital key
(percentage points)
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According to the capital key criterion, purchase effectiveness within the PEPP does
not show a distinctly and deviation or significant instability. There was a discrepancy in
the purchase of bonds through PEPP in Italy and France. It is noticeable that the ECB has
made a large purchase of Italian bonds since the launch of the PEPP. The contribution
of the capital key of Italy is 17% and, the purchases conducted of Italian government
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bonds exceed that amount by 4.6% and amount to 21.6%. In France, the opposite is
cases the contribution of bond purchases was below the level of the established capital
key. Over time, with progressive adjustment, bond purchase by the eurozone countries
achieved at the level of capital keys. Germany’s capital key was determined at 26. 4%,
while their contribution in purchases bonds varied from 25 to 27. 1%. By was observed
that two-month and three-month purchases showed a higher degree of deviation from the
established capital keys.

Graph 4. Purchases under PEPP

PEPP Public Sector Bimonthly Net Purchases
Total cumulative net purchases: €768.1bn
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Source Schnabel 1., (2021) The ECB’s policy response to the COVID-19 pandemic
University of Chicago Booth School of Business, 18 February

By the start-up of the PEPP from March 18, 2020, to January 2021, the ECB
purchased €810bn worth of securities through this program. In the observed period,
securities purchases amounted to 60% of the total targeted program purchases of €1.350
bn. Available data show that the dynamics of securities purchase realize in January 2021
was the lowest by the stat up of PEPP in March 2020. Within the PEPP, APP purchases
were made from March 2020 to January 2021 for €333.2 bn. All categories of property
eligible within the existing APP asset purchase program are also eligible within the PEPP.
The new APP has been recalibrated by an additional €120bn, with purchases take place
with €20bn a month. APP “includes the purchase of euro-denominated bonds issued by
euro area-based non-banking corporations.” (ICMA, 2021) Also, other programs, within,
APP, Covered bond purchase program (CBPPP), and Asset-Backed Securities Purchase
Program (ABSPP) and Public Sector Purchase Program (PSPP), and Corporate sector
purchase program (CSPP), are acceptable and eligible with PEPP. The ECB has also
committed to broadening the range of eligible assets under the existing CSPP to include
commercial notice issued by non-financial institutions, making all commercial notice
of ‘sufficient credit quality’ eligible for purchase under the CSPP. Purchases under the
CSPP are conducted with counterparties that are eligible for the Eurosystem’s monetary
policy operations; these are effectively Eurozone banks. (Norton Rose Fulbright, 2020)
Monthly net purchases of property under the APP will last as long as necessary to
strengthen the adaptive impact of its interest rates that will be complete just before ECB
key interest rates begin to rise. The completed reinvestment of principal payments from
maturity-backed securities purchased within the APP will continue over a long time by
the ECB to raise key interest rates. (National Bank Belgium, 2020) The expanded APP
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aims to purchase a property by the public and private sectors to mitigate and eliminate
the risks of too long a period of low inflation, maintain favorable liquidity conditions,
and an extensive degree of monetary adjustment.

Graph 6. PEPP Public Sector Bimonthly New Purchase (Total cumulative
net purchase EUR 768.1bn

PEPP Public Sector Bimonthly Net Purchases
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In the observed period March 2020-January 2021, through PEPP, bonds were
purchased by the public sector for €768.1bn. Weekly purchases of public sector bonds
were higher at the beginning of the COVID-19 outbreak, with a gradual decline until the
end of 2020. The Purchases remained in great measure concentrated in bonds issued by
Germany (€ 28.1bn), France (€ 21.8bn), and Italy (€18.1bn). (ICMA 2021)

Graph 7. PEPP Private Sector Holdings (Total EUR 42bn)

PEPP Private Sector Holdings
(end of January 2021)
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In the time, March 2020-2021, within PEPP, securities were purchased by the
private sector in the amount of 42bn. In the last quarter of 2020, securities purchases
in the private sector recorded a net-negative balance by the end of January 2021 in the
structure of PEPP purchases, which amounted to 5%.
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Graph 8. Cumulative purchases of corporate bonds through PEPP
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Purchases under the CSPP dropped off in December 2020 (€2bn) before resuming
their usual pace in January 2021 (€4.9bn) 1 This takes total net cumulative purchases
under the CSPP to €255.3bn (of which €54.8bn, or 21%, are primary market purchases,
and €200.6bn, or 79%, are secondary). Including the €22.3bn purchases of corporate
bonds under the PEPP, this takes the total net cumulative purchases of corporate bonds
to €277.6bn. (ICMA, 2021)

Long - term refinancing operations program

The LTROs operations are expected to be of limited range until June 2020 when
they are replaced by the new and expanded TLTRO III. LTRO operations by conducted
through a tender procedure with a fixed interest rate which is the same as the average
interest rate on deposits. Targeted LTROs operations have the role of supporting the
banking sector too, in these irregular conditions, continue to finance and protect the real
sector from distress by supplying which is temporarily financing at an interest rate of
0.75%. At the same time, this program should provide an efficient backup in case of need
and bridge liquidity in the interval until June 2020. By the outbreak of the COVID-19,
the original expanded LTRO operations have provided liquidity to the eurozone financial
system (real sector) for €388.9bn from March 18 to June 10, 2020. After that, the EU
implemented TLTRO III.

TLTRO III is significant for increasing the financial potential and, it will support
banks that lend to small and medium enterprises that are most affected by the COVID-19.
For that purpose, the volume of financial resources for lending was increased and
expanded within TLTRO III by €1.2bn. For more efficient implementation, supply
restrictions have by removed to better harmonized participation in operations, and
significant incentives for pricing in operations have by added. The sharpening of the
crisis in the last quarter of 2020 caused the ECB to extend the initial period of utilization
by one year until June 2022. During that period, the ECB decided to conduct three
additional TLTRO III operations. Also, the ECB has increased its financial lending
potential with the same borrowing conditions to ensure the free flow of credit to the real
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sector. Refinancing interest rates in TLTRO III operations are negative -1% and -0.50%,
respectively. In TLTRO III operations, counterparties will borrow financial means from
the current 50% to 55% of their eligible and eligible loans and available to banks that
achieve targeted lending performance. TLTRO III provides liquidity at lower borrowing
costs and provides banks sources with advantages of financing, which encourages them
to decrease, the issuance of bonds to private markets.

A new PELTRO program was launched by April 30, 2020, adjusted to current
market conditions, to conduct seven refinancing operations for time from May to
December 2020 and will be ceased by September 2021. The program focuses on
supplying liquidity with a fixed interest rate. On December 10, 2021, the ECB broad the
scope of PELTRO operations from four new to the existing seven, which should also be
closed by 2021.

From the introduction of TRLTO III, by June 2020 to January 2021, completed
purchased securities were various for €1.792bn. In the same period, ten TLTRO
operations (3 TLTRO and 7 PELTRO) will implement, by which only tenders of June
24, 2020, is were in the number of allocated funds for €1.3bn by historic. PELTRO’s
financial operations were conducted, through seven tender procedures, between May 21
and December 3, 2020 with €26.57bn allocated.

Conclusion

A non-standard measure of the ECB’s monetary policy, the PEPP has played a
double positive role. First, the stabilization of financial markets has been achieved through
the flexible purchase of large quantities of securities of classes different in all jurisdictions,
thus bypassing the risk of market fragmentation, and second, providing a mechanism for
transmission monetary policy to the entire euro area. Large purchases of various securities,
through PEPP, provided a large amount of liquidity, which had the effect of mitigating the
initial negatives financial conditions caused by the COVID-19. These benefits have helped
keep borrowing costs lower in EU countries that use the euro as their currency.

Also, private sector purchases have significantly contributed to easing financial
conditions for non-financial corporations (NFCs) and encouraged the revival of the
primary market for corporate bond issuance. The spreads of investment bonds NFC and
financial sector bonds relative to the risk-free rate remained stable at 59 and 70 basis
points, respectively, in January 2021. Overall, there were only minor developments in
corporate bonds, with current conditions appearing to be mostly measure based on
ongoing fiscal and monetary policy support. (ECB Bulletin 2021)

Annual HICP inflation fell from 1.1% in the first quarter to -0.3% at the end
of December 2020. In January and February 2021, annual inflation rose sharply from
-0.3 compared to December to 0.9%. The rise in inflation is a consequence of several
external circumstances related to the temporary reduction of VAT in Germany, the impact
of energy prices on basic inflation, and the jump in oil prices on the world market.
Inflation expectations will remain low in the future, even though market indicators of
expected inflation are, in a sense, slightly increased. Inflationary expectations by based
on mitigated pressure on prices due to weak demand in the tourism and travel sector, low
pressures on wage increases, and the appreciation of the euro exchange rate.
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With the introduction of the PEPP, the spread of sovereign yields by stopped,
approaching the level before the COVID-19 crisis. Risk premiums in the government
bond market are decreases and are close to before the crisis levels. The fall in the costs
of companies and households is mitigated the negatives affect the crisis on the economy.

The adoption and implementation of quantitative easing measures (PEPP, TLTRO,
and others measure) have led to overcoming uncertainties related to illiquidity, restoring
and strengthening confidence, and reducing tensions. These displace have had a direct
impact on decreasing the fragmentation of financial markets and raising optimism among
participants.

References

ABhoff, S., Belke, A., & Osowski, T. (2021). Unconventional monetary policy and
inflation expectations in the Euro area. Economic Modelling, 105564.

Aguilar, P., Arce, O.,Hurtado, S., Martinez-Martin, Nufio, G., and Thomas, C., (2020)
The ECB Monetary Policy RESPONSE to the COVID-19 Crisis Banco Espana,
Documentos Ocasionales N.° 2026, Banco Espana, Eurostat

Baranowski, P., Bennani, H., & Doryn, W. (2021). Do the ECB’s introductory
statements help predict monetary policy? Evidence from a tone analysis.
European Journal of Political Economy, 66, 1-41.

ECB (2020) Pandemic emergency purchase program, ecb.europa.eu (access 5.4.2020)

Economic Bulletin,(2021) European Central Bank-Europe EU, www ecb.europa.eu
(access, 1.4.2021)

European Parliament (2021) The ECB's Monetary Policy response to the COVID-19
Crisis

Gavrilovi¢, K., Vucekovi¢, M., (2020), Impact and Consequences of the COVID
-19 VIRUS on the Economy of the United States, International Review No. 3-4,
Faculty of Business Economics and Entrepreneurship, Belgrade

Iboxx Last observation: 30 October 2020

ICMA (2021) Corporate bond purchase program

Lagarde C, (2020) Monetary policy in a pandemic emergency www ecb.europa.eu
Momirovié, D., (2021) Bankar, Udruzenje banaka Crne Gore

National Bank Belgium, (2020) Asset purchase programs, pp. 2

Norton Rose Fulbright, (2020) European Central Bank announces Pandemic
Emergency Purchase Programme, pp. 2, United State www. Nortonrosefulbright.com

Rodriguez, C., & Carrasco, C. A. (2016). ECB policy responses between 2007 and 2014:
A chronological analysis and an assessment of their effects. Panoeconomicus,
63(4), 455-473.

Schnabel, 1., (2020) The ECB,s response to the COVID-19 pandemic, ECB
Working Paper Series, No 1426, ECB 2020 ecb.europa.cu (access 5.4.2021)

22 EKOHOMUKA EEX3]



