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Summary 

 We look at the difficult balancing act the ECB finds itself in when designing the anti-

fragmentation tool, weighing market expectations and politics of several design elements. 

 It almost seems like the ECB can only disappoint. The announcement in July could be pretty 

empty if the ECB wants to maintain as much ambiguity as we expect (see modalities below). 

 Whether AFT is credible or not, we expect it to have a flattening impact. 

 If the ECB manages to strike the right balance, this probably enables more rate hikes, shifting 

the short-end of the curve higher.  

 If the AFT disappoints, renewed safe-haven demand should depress long-dated yields.  

Expected modalities 

 Programme size: We do not expect an ex-ante cap on the amount that can be purchased, or 

one that is arbitrarily high. If any duration is announced, we expect an option to extend. 

 Activation: The ECB will probably keep strategic ambiguity as to what will trigger 

interventions. We don’t expect intervention to start at a specific level of spreads or yields.   

 Conditionality: The programme will come with conditions, but we expect a relatively easy-to-

pass threshold. 

 Sterilisation: Fixed-term deposits remain the most likely sterilisation method in our view. 

With the ECB speeding up the development of an anti-fragmentation tool, ‘leaks’ about 

potential modalities are becoming a more regular occurrence. The fact that the ECB is using 

these leaks to test the waters illustrates how delicate the design of this new instrument is. We 

would consider it a difficult, if not impossible, balancing act. The ECB has to ensure that the 

tool effectively avoids fragmentation risk, that it does not interfere with the inflation mandate, 

and that it is politically palatable.  

Activation: Keeping some strategic ambiguity 

President Lagarde suggested that the anti-fragmentation tool (AFT) would be used to 

counteract spreads widening too far or too fast. It is unlikely that the ECB will give clear levels 

it deems as ‘too wide’, and if the speed of any widening move is also taken into account that 

will only make it more ambiguous at what point the ECB decides to intervene.  

The evening before the ad hoc meeting that led to the discussion of the AFT, Isabel Schnabel said: 

“We will not tolerate changes in financing conditions that go beyond fundamental factors and that 

threaten monetary policy transmission.” And according to Bloomberg, President Lagarde told 

European finance ministers that the AFT will be used when borrowing costs rise “too far or too 

fast”.  

http://mr.rabobank.com/
mailto:bas.van.geffen@rabobank.com
https://www.ecb.europa.eu/press/key/date/2022/html/ecb.sp220614~67eda62c44.en.html
https://www.bloomberg.com/news/articles/2022-06-16/lagarde-tells-ministers-ecb-expects-to-put-limit-on-bond-spreads
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But what is too far or too fast? It’s hard to gauge a fundamental level based on historical data. 

After all, prior to the global financial crisis markets largely ignored the differences between 

European sovereigns; during the financial and Eurozone debt crises spreads were too elevated; 

and since the ECB announced OMT, and later APP and PEPP, spreads have been artificially 

suppressed by the central bank (figure 1). And to complicate matters even more, the fundamental 

spread level may change over time. 

Figure 1: What is the fundamental spread?  Figure 2: Correlation as a signal? 

 

 

 

Source: Macrobond, Rabobank  Source: Macrobond, Rabobank 

We believe it is highly unlikely that the ECB will target a particular level for spreads or yields. This 

would probably invite more accusations of monetary financing, it would put the ECB at more risk 

of fiscal dominance, and it would give markets a target to ‘aim for’. So ambiguity about the 

intervention threshold is probably in the ECB’s favour. To add to this ambiguity, we believe that 

the ECB will not adopt such a specific target internally either. A somewhat more complex set of 

rules, including, for example, measures of volatility or the size of recent moves will trigger 

intervention at different rates, which leaves traders guessing about the ‘trigger point’ for longer. 

We could imagine the ECB will rely on metrics that compare the moves in a particular country’s 

bonds to the Eurozone average or the best performing country. One potential implementation is 

the correlation between individual countries’ yields. We have on various occasions also made the 

distinction between episodes of rising spreads in an environment where core and peripheral 

yields are both moving up, versus the more worrisome signal of rising peripheral yields while core 

yields are declining. However, on its own this fails to completely describe the ECB’s reaction 

function. The recent widening of Italian spreads that triggered an ad hoc ECB meeting occurred 

against a backdrop of relatively high correlation with Bunds due to the repricing of inflation and 

monetary policy (figure 2). In other words, there doesn’t seem to be a one-size-fits-all rule, which 

the ECB can more easily afford if they do not give insight into their decision making regarding AFT 

purchases. 

Conditionality: A difficult balancing act 

Getting the conditionality of the AFT right is probably the hardest design choice. The 

preconditions for using the tool cannot be as strict as OMT since that would limit the AFT’s use 

case to such an extent that it becomes ineffective. But much looser conditions could easily be 

perceived as monetary financing. 

Some form of conditionality has to be part of the anti-fragmentation tool. Without any conditions, 

the ECB risks becoming the subject to fiscal dominance. Besides that, countries like Germany and 

the Netherlands would certainly consider this to be a blank cheque to others. Indeed, even 

Outright Monetary Transactions (OMTs) –which came with strict conditionality– were challenged 

in the German constitutional court, which imposed a couple of additional prerequisites for the 

Bundesbank’s participation in any potential OMT operation. 

https://www.bundesverfassungsgericht.de/e/rs20160621_2bvr272813en.html
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The ECB itself had already tied the activation of OMT to the target country being in an ESM 

programme, which would enforce structural reforms and fiscal discipline. However, even in the 

sovereign debt crisis peripheral countries avoided becoming a programme-country at all costs. 

The current situation is much less dire, in terms of market access and borrowing costs for 

sovereigns. If similar prerequisites are added to the AFT, traders would surely not believe the tool 

will ever be used. This would make it an ineffective instrument for preserving the transmission of 

monetary policy throughout the entire Eurozone. Even the ECB’s hawks seem to realise this: 

Simkus told Bloomberg that “[the AFT shouldn’t be] conditional on something very hard as it could 

make the instrument unusable.”  

What’s a low enough threshold? 

So AFT requires conditions, but less restrictive ones than OMT. These will probably require some 

creative thinking. Possibly, eligibility could be linked to a country’s progress towards the European 

Commission’s country specific recommendations. However, these recommendations are only 

published on an annual basis, and it raises the question what constitutes a passing grade: Is it 

enough for a country to have made “limited progress”, “some progress” or “substantial progress”, 

and on how many of its recommended reforms, for it to be eligible for AFT support? Plus, it opens 

room for other countries to argue that they, too, have complied and should be eligible for ECB 

purchases.  

Another avenue would be the earmarking of funds for investment purposes, possibly in the area 

of the green transition.1 However, this again comes with the nightmarish task of quantifying 

compliance. Secondly, any support for investments could –at least in the near-term– have a 

detrimental impact on the inflation aim, as it effectively underpins domestic demand. Moreover, if 

the AFT is aimed at funding green investments, it could easily lose its backstop role and clearly 

challenges the prohibition on financing. 

Programme size & duration 

According to a recent Reuters article, the ECB is considering whether to allocate a pre-

determined purchase limit to the AFT. This would be similar to the PEPP envelope, albeit with 

the intention of not using the entire amount that is theoretically available. We believe that the 

ECB stands to lose more than it can gain from such a pre-specified envelope. 

Provided that the AFT envelope is large enough, it might affirm the ECB’s commitment to combat 

fragmentation risks. At the same time, this opens the ECB up to the risk that the AFT will 

disappoint markets, much like the ECB’s first response to the pandemic, where the decision to add 

a €100bn envelope to the APP was seen as grossly insufficient. Even if the original amount is seen 

as sufficient, a fixed spending cap would see the effectiveness of the AFT weaken as it is being 

deployed and the remaining amount is gradually depleted. For the same reason we would not 

expect the ECB to add an explicit end date to this backstop. 

Another reason for the ECB to consider a fixed spending limit is the ruling on OMT. One of the 

prerequisites set out by the German constitutional court was that “the volume of purchases is 

limited from the outset”. Adopting an ex ante limit would certainly prove this. Yet, it may not be a 

necessary condition. The German court refers to a judgment of the Court of Justice of the 

European Union, which implies that this test of proportionality can also be satisfied without a 

quantitative limit.2  

 
1 Lagarde: “some of us are also interested in looking at how we can support the financing of the measures needed 

against climate change” 

2 See paragraphs 85-88 

https://www.bloomberg.com/news/articles/2022-06-29/ecb-s-simkus-wants-half-point-july-hike-as-option-if-data-worsen
https://ec.europa.eu/economy_finance/country-specific-recommendations-database/
https://www.reuters.com/markets/europe/ecb-weighs-whether-put-number-bond-fighting-scheme-sources-say-2022-06-29/
https://curia.europa.eu/juris/document/document.jsf?docid=165057&mode=req&pageIndex=1&dir=&occ=first&part=1&text=&doclang=EN&cid=12745408
https://www.ecb.europa.eu/press/pressconf/2022/html/ecb.is220609~abe7c95b19.en.html
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Crucially, the two arguments in favour of communicating an explicit programme size conflict in 

terms of the spending limit that should be announced. To emphasise the ECB’s commitment a 

larger envelope is preferred, but the tests whether the ECB’s measures are proportional to the 

economic and financial conditions are more easily passed when the AFT is not too big.  

Sterilisation 

After the ECB’s ad hoc meeting, we already concluded that any AFT purchases would have to 

be sterilised. Broadly speaking, we see three different options; each with their own advantages 

and drawbacks.  

The APP and PEPP were conducted in a period when the ECB’s policy goals of price stability and 

preventing fragmentation risk aligned. In fact, APP was launched in 2015 with the primary 

objective of combatting deflation risks. Therefore, sterilising the purchases under these 

programmes was not a required or even a desired feature. The AFT on the other hand has to 

tackle fragmentation risk at a time when the ECB wants to dampen inflationary pressures, and so 

sterilisation is a necessary design element in order to avoid that the AFT purchases interfere with 

the gradual tightening of monetary policy. 

We would have said liquidity draining operations are the only obvious solution, were it not for 

Bloomberg News reporting that it “would probably involve selling other securities in [the ECB’s] 

portfolio”. A more recent Reuters article contradicts this, though, and suggests that liquidity 

draining operations will indeed be used. Therefore, we identify three ways for the ECB to sterilise 

the AFT: liquidity draining operations; selling bonds from the APP and/or PEPP portfolios; or 

issuing ECB securities. All three methods ensure that excess liquidity remains unchanged, but they 

affect the ECB’s balance sheet slightly differently: selling APP/PEPP securities would keep the 

ECB’s balance sheet constant, while the other two options would cause it to grow. We will outline 

the implementation, pros and cons of each below. 

Figure 3: All three methods achieve the same sterilisation  

 

Note: Programme volumes are for illustrative purposes only; not a forecast of AFT’s eventual size.  Source: Rabobank 

Liquidity draining operations 

The ECB already has experience with the use of liquidity draining operations to offset asset 

purchases: this was exactly the method used to offset the liquidity that was injected by the 

Securities Markets Programme around 2010. This form of sterilisation is the least controversial. 

After all, it is achieved through open market operations, which are the bread and butter of the 

ECB’s toolkit. However, operationally, it is arguably the most involved method.  

These liquidity operations came in the form of fixed term deposits with a maturity of 7 days. 

Allotment followed an auction process where commercial banks could submit bids, i.e., the 
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volume they were willing to deposit at the ECB and for what rate. The ECB would then determine 

a ‘cut-off rate’ at which sufficient liquidity would have been withdrawn from the market.3 

The 7 day tenor means that the ECB has to run weekly tenders to maintain the sterilisation of the 

AFT purchases. A clear upside of that is the fact that this makes it easier to increment the target 

volume on a weekly basis, for example if the central bank has had to intervene with the AFT in 

week prior. The downside is, however, that the central bank may not always manage to fully 

sterilise the liquidity injected by purchases; after all, it is dependent on banks’ willingness to bid 

on the term deposits. In practice, the ECB has been pretty successful though: Only in 10% of the 

weekly tenders the ECB failed to sterilise over 98% of the liquidity that was injected through SMP. 

While the ECB could opt for term deposits with a longer maturity, the detrimental effect on 

flexibility could negatively impact the amount of bids received; particularly if banks are facing 

uncertainty about their liquidity needs or if uncertainty about future policy and market rates is 

high. 

For reference, even though the ECB stopped 

purchases under the SMP in September 2012 –

when it was succeeded by the OMT– it 

continued to conduct these liquidity draining 

operations well into 2014. And the only reason 

these were ended in June 2014 is the fact that 

inflation required a much looser policy stance; 

at the same meeting, Draghi also announced 

negative rates, TLTROs, and preparatory work 

on outright purchases of ABS. Yet, even today 

not all bonds in the SMP portfolio have 

matured. So if inflation hadn’t taken a turn for 

the worse, the ECB would probably still be busy 

sterilising the remainder of its SMP portfolio. 

Selling APP and/or PEPP securities 

Selling securities from the APP and/or PEPP portfolio ensures a more permanent sterilisation of 

AFP purchases, especially if the maturities of the bonds that are being sold is matched to the 

maturity of the purchases. It therefore arguably carries a bit less inflation risk than fixed-term 

deposits. But politically this is definitely a very sensitive option. If the ECB were to do this, 

selling of PEPP holdings would probably be the least controversial of the two but that could 

weaken threat of using PEPP reinvestments flexibly to contain spreads. 

Selling ‘other securities’, as Bloomberg cited ECB officials, could take several forms. The most 

obvious one is the sale of bonds issued by other sovereigns. In contrast to weekly liquidity 

operations, this would allow the ECB to transact with non-bank counterparties as well.  

Clearly, this would be a politically sensitive option, as it will be perceived as a backdoor-fiscal 

transfer. This is particularly true for the APP, since the ECB has always maintained that they will 

adhere to the capital key for this portfolio. Arguably, there is a bit more flexibility for such an 

‘operation credit twist’ under the PEPP. However, the sale of PEPP assets could undermine the 

ECB’s threat that they will use flexibility when reinvesting the proceeds of maturing PEPP securities 

to combat undue spread widening. In fact, several ECB members have indicated that this should 

remain the first line of defence. The more assets are sold from the PEPP portfolio in order to 

sterilise AFT purchases, the weaker this first line of defence becomes, and the more the ECB may 

need to rely on AFT. 

 
3 Any bid up to this cut-off rate would be allotted at its original bid rate.  

Figure 4: Sterilisation could keep the ECB busy 

for years after an AFT intervention 

 

Source: ECB, Macrobond 
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The ECB could potentially mitigate this negative interaction between the two instruments by 

selling only long-dated bonds from its PEPP portfolio. After all, these bonds aren’t due for 

reinvestment for years. Such a decision would have a clear impact on the duration of the ECB’s 

portfolio of core bonds, and could lead to steepening of core curves. That would of course 

achieve spread tightening, albeit through higher benchmark (i.e., core) yields. 

Another alternative is the sale of non-sovereign assets, e.g. the corporate bonds the ECB has 

purchased under the CSPP and PEPP. That can only be done if the ECB sees no risk of 

exacerbating market stress in the corporate space, which would further deteriorate financial 

conditions. Moreover, assuming that fragmentation fears will at least to some extent strengthen 

the correlation between corporate yields and those of the corresponding sovereign, that could 

still see selling concentrated in core countries. 

Issuing ECB securities 

By issuing ECB securities, the ECB avoids having to sell particular bonds from its APP and PEPP 

portfolios. It also allows for a more permanent draining of liquidity through longer-term 

tenors. However, if the ECB purchases only small incremental amounts to avoid fragmentation, 

the volumes may be too low for ECB issuance to be an efficient sterilisation tool in the early 

stages of the AFT.  

In a way, issuing ECB securities is a hybrid between the former two options. First of all, akin to 

liquidity draining operations, the ECB’s balance sheet would still increase with each AFT purchase 

it makes; issuing securities only negates the effect of these purchases on the amount of liquidity 

in the system. However, a major benefit of ECB securities compared to liquidity draining 

operations is the flexibility they provide. Since these bills or bonds would be tradeable, banks that 

need liquidity could always sell the securities to counterparties that have excess liquidity. This 

makes it easier for the ECB to issue longer-dated securities, which would drain the AFT liquidity 

more structurally than weekly open market operations. 

Secondly, by not selling actual bonds from the APP or PEPP portfolio, the ECB would get around 

the politics of selling a particular country’s bonds in order to make new purchases that are 

intended to support another Eurozone member. That said, we acknowledge that there may still be 

some opposition against the idea. After all, ECB bonds could be seen as a de facto mutualisation 

of (a part of) the debt that the ECB has purchased since 2015.  

We are not lawyers, but it certainly sounds like this could be challenged in court. Considering the 

German constitutional court ruling on OMT4, which required that “purchased bonds are held until 

maturity only in exceptional cases, and […] purchased bonds are remarketed should continuing the 

intervention become unnecessary.” If the bonds purchased under AFT are ‘replaced’ by ECB 

securities that could give the impression that these interventions are permanent. Possibly, the ECB 

could circumvent this by retaining the option to buy back its own debt securities – this could be 

formalised by embedding call options in the securities, but a verbal commitment may suffice. 

The main operational hurdle is the volume that may need to be sterilised. If the ECB doesn’t need 

to intervene regularly and only makes the occasional small purchase to prevent fragmentation risk 

from materialising, the total amount of debt purchased under the AFT may be too small to issue 

debt securities in a sufficiently large size. This could adversely impact the liquidity of these bonds.  

Of course, the ECB could always use a combination of weekly liquidity draining operations and 

securities issuance. For example, the central bank could use liquidity draining operations to 

sterilise small incremental amounts and use securities when (incremental) AFT purchases have 

reached the critical mass needed to issue a new bill or bond. This would also create a natural 

transition to the draining of liquidity injected through APP and PEPP if inflation requires a quicker 

 
4 https://www.bundesverfassungsgericht.de/e/rs20160621_2bvr272813en.html   

https://www.bundesverfassungsgericht.de/e/rs20160621_2bvr272813en.html
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tightening of the policy stance at any point in the future. As we argued last year, issuing ECB 

bonds carries less risk of a tantrum than stopping reinvestments or selling portfolio holdings 

outright (page 16). That in turn also lowers the risk that AFT would have to be invoked in such a 

scenario. 

Market impact: Flattening either way? 

If the ECB manages to convince markets that the AFT is as potent as SMP or OMT, this 

probably enables the Bank to implement more and faster rate hikes. However, the risks of 

disappointment are big, in which case the curve would likely flatten through renewed demand 

for Bunds.  

Each design element of the AFT –particularly the chosen sterilisation method– would have a 

somewhat different impact on European rates. However, the most important factor is the overall 

credibility of the new instrument. As we argue above, the ECB may prefer to leave a lot of the 

design aspects, from the programme’s potential size to the circumstances in which the central 

bank would actively intervene in bond markets, unknown to the market. The risk is therefore that 

the July announcement will be a pretty empty one. While this didn’t harm the effectiveness of the 

Securities Markets Programme in 2010, that does set the ECB up for an underwhelming response 

by the market.  

As our Rates Strategy team notes, the AFT will probably have a flattening impact either way. If the 

market isn’t impressed by the AFT’s modalities, one can expect the spread widening to restart. 

This should be accompanied by a renewed bid for Bunds, and therefore a flattening of the curve 

driven by the longer-end. If the ECB manages to strike the right balance we would also expect the 

curve to flatten, albeit led by the front-end. Indeed, if the anti-fragmentation tool manages to 

contain peripheral spreads, this lessens the risks associated with the (expected) hiking cycle. In 

other words, if the AFT is well-received, we see a greater likelihood of more and/or bigger rate 

hikes than we currently have pencilled in for the second half of the year.  

https://research.rabobank.com/markets/en/documents/290298_2954785_ECB20210203.pdf
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