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The ECB’s Transmission 
Protection Instrument: a legal 
& economic analysis  
Kerstin BERNOTH, Sara DIETZ, Gökhan IDER, 
and Rosa LASTRA 



Abstract 

With the rise in interest rates and the phasing out of ECB’s asset 
purchase programmes, highly indebted countries such as Italy 
and Greece are facing a sharper rise in their bond yields than 
Germany – a development often referred to as `bond market 
fragmentation'. In response, the Governing Council of the 
European Central Bank announced the Transmission Protection 
Instrument on 21 July 2022. This paper provides a legal and 
economic examination of this new monetary policy instrument. 
It is compared with other non-conventional instruments in the 
context of the Treaty framework and the doctrine of the 
European Court of Justice.  

This paper was provided by the Policy Department for Economic, 
Scientific and Quality of Life Policies at the request of the 
Committee on Economic and Monetary Affairs (ECON) ahead of 
the Monetary Dialogue with the ECB President on 26 September 
2022. 
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EXECUTIVE SUMMARY 

• With the rise in interest rates and the end of purchases of government bonds, highly indebted
countries such as Italy and Greece are facing a sharper rise in their bond yields than other countries,
especially Germany, which is leading to a fragmentation in the bond market. 

• The Governing Council announced its new anti-fragmentation tool, named the Transmission
Protection Instrument (TPI) on 21 July 2022. TPI is aiming to counter this bond market
fragmentation by secondary market purchases of securities issued in jurisdictions experiencing a
deterioration in financing conditions not warranted by country-specific fundamentals.

• TPI’s predecessor, the Outright Monetary Transaction (OMT) announced in 2012, has not been
activated so far though it still part of the ECB’s toolkit. OMT and TPI share similarities with regard to
the objective of the measure, the potential selectivity and the conditionality/eligibility
requirements.

• The legitimacy of the TPI turns on the words ‘unwarranted’ and ‘not justified by country specific
fundamentals. One of the main challenges for the ECB will be to objectively determine whether
and when the financing conditions of individual countries, i.e. their yields on government bonds,
are no longer justified by country-specific fundamentals. 

• Estimation of a nonparametric fixed-effects panel model shows that financial markets currently do
not treat any of the countries under consideration separately in terms of their bond yield levels.
Bond yields of all countries considered can be well explained on the basis of their fundamentals
and the general risk aversion in financial markets.

• The activation of TPI requires sound and sustainable fiscal and macroeconomic policies. The ECB as 
an independent institution is bound by its price stability mandate. Making economic assessments 
on the fiscal and economic situation of Member States goes beyond its mandate; even if it is
adhering to the decisions of external bodies, it remains the ECB that takes the decision to activate 
TPI with regard to a certain jurisdiction. This may expose the ECB to political pressure, threatening 
its independence.

• A point of criticism of TPI is the lack of substantiation, justification, and detail in the terms set out 
in the Press Release. There might be good reasons for keeping some features of the programme
secret. However, reasons that justify not disclosing parameters of monetary policy instruments to
the general public do not dispense the ECB from writing down these confidential parameters to
allow for judicial review and parliamentary review in non-public fora. 

• The guidelines given in the Press Release leave questions with regard to the distinction and relation
of TPI with OMT and PEPP unadressed. The ECB needs to provide further clarification to avoid
confusion for market participants and to fulfill its duty to give account of its actions.

• Risk- and loss-sharing is not addressed in the Press Release. In the light of its accountability
requirements, the ECB should disclose such information to ensure that its independent decisions
can be scrutinized by the EP. The social legitimacy of the institution – and in turn the acceptance
of its independence and its institutional framework – will increase if those aspects of monetary
policy which are politically sensitive are explained and justified. 
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1. INTRODUCTION 

In view of steadily rising inflation in the euro area since mid-2021, the European Central Bank (ECB) 
began signalling a normalisation of its monetary policy at the end of 2021. Inflation accelerated after 
the Russian invasion of Ukraine in February 2022. Net purchases under the Pandemic Emergency 
Purchase Programme (PEPP) were discontinued at the end of March 2022 and those under the 
conventional Asset Purchase Programme (APP) in July 2022. Only the redemption of these purchase 
programmes will continue to be reinvested for a longer period of time – that of the PEPP until the end 
of 2024. Further, key interest rates were raised by 50 basis points in July 2022.  

In response to the ongoing monetary policy normalisation, spreads on peripheral government bonds 
have risen steadily since the beginning of 2022. With the rise in key interest rates and the end of 
purchases of government securities, which have pushed down risk premiums on government bond 
yields in recent years, highly indebted countries such as Italy, Greece, Portugal and Spain are facing a 
sharper rise in their bond yields than the “core countries” (Germany and France), a development often 
referred to as “bond market fragmentation” (Figure 1).  

 

Figure 1: 10-year government bond spreads of periphery countries 

Given the heterogeneous bond yield development, concerns arose among central bankers and 
financial markets that, similar to the euro area debt crisis in 2010/11, bond yields of highly indebted 
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countries such as Italy or Greece would continue to rise, jeopardising the integrity of the euro area and 
the single European monetary policy. The reason for these concerns is that government bond markets 
are characterised by multiple equilibria in a monetary union. As De Grauwe (2012) points out, capital 
flight and liquidity crises are much more likely in a monetary union than in countries with autonomous 
monetary policies and their own currencies. When the perception of a country’s default risk increases, 
private investors sell these government bonds and, because of the free movement of capital across 
borders, they can quickly invest the freed-up funds in government bonds of other member countries 
in the same currency area that are considered safer. A self-fulfilling prophecy of default can occur, since 
once a member country enters a liquidity crisis, its borrowing costs increase as interest rates rise, and 
the liquidity crisis can turn into a solvency crisis. Thus, initially small exogenous triggers (e.g., a rise in 
risk aversion) in financial markets can amplify and cause large changes in credit and asset prices 
because of these negative feedback loops. “If these amplifying forces are strong enough, multiple 
equilibria can emerge so that the system itself generates systemic risks” (Brunnermeier and Reis, 2019). In 
a monetary union, the central bank’s responsibility as a lender of last resort is therefore even more 
important. (As acknowledged, the ECB has responsibility for market liquidity assistance, while national 
central banks keep responsibility for individual Emergency Liquidity Assistance or ELA). 

To counter “unwarranted” fragmentation risks, the ECB has used in June and July 2022 redemption 
payments from purchases of bonds of core countries under the PEPP to reinvest them in bonds of 
peripheral countries, especially Italy and Spain (Figure 2). This is consistent with the ECB’s 
communication that flexibility in PEPP reinvestments will be the first line of defence against 
fragmentation risks. However, the size of PEPP repayments is unlikely to be sufficient to halt any 
divergence in the dynamics of yield divergence among euro area Member States once it emerges.  

Figure 2: PEPP reinvestments in June and July 2022 

Source: European Central Bank. 

Once again, the ECB felt compelled to “put its foot down” on the financial markets in order to prevent, 
or at least curb, market speculation about bond yields drifting further and further apart. On 21 July 
2022, the ECB announced a new instrument, the Transmission Protection Instrument (TPI), to “ensure 
that the monetary policy stance is transmitted smoothly across all euro area countries” as the ECB 
continues policy normalisation. The ECB explains that the TPI will be a new addition to the toolkit and 
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transmission of monetary policy across the euro area”. The TPI allows for secondary market purchases of 
securities “issued in jurisdictions experiencing a deterioration in financing conditions not warranted by 
country-specific fundamentals” (ECB, 2022). The announcement of TPI has ignited a heated debate 
amongst academics, central bankers and the general public. While some query whether more asset 
purchases are the right way forward from an economic perspective with inflation rising, others 
question TPI on legal grounds.  

This paper seeks to answer the following questions. First, is the currently observed increase in bond 
yields linked to a specific macroeconomic situation or problem that falls into the competence of the 
respective Member State, or is the disruption based on market failure, which is not rooted in the 
macroeconomic fundamentals of a Member State, but lies within the monetary competence of the ECB 
in line with Art. 123 and 127 TFEU? (see section 2). Second, what are the differences and similarities 
between TPI and earlier programmes, especially the Outright Monetary Transaction Programme (OMT) 
which has announced (but has never been activated) in 2012? (see section 3). OMT and TPI share many 
similarities but also differ in several aspects. As acknowledged, the OMT was challenged by the German 
Constitutional Court (GCC) and upon the referral by the GCC, the European Court of Justice (ECJ) has 
developed guidelines for sovereign bond purchase programmes in its ruling in Gauweiler and later on 
the Public Sector Purchase Programme (PSPP) in in its ruling on Weiss. Building on these guidelines, we 
address the legal considerations underlying TPI and its conformity with the provisions of the Treaty on 
European Union (TEU) and the Treaty on the Functioning of the European Union (TFEU) in particular 
the prohibition of monetary financing. (see section 4). The paper concludes with policy 
recommendations (see section 5). 
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2. UNDERSTANDING DISORDERLY BOND FRAGMENTATION

According to the official statement of the ECB, the purpose of the TPI is to purchase securities on the 
secondary market in the event that the financing conditions of individual euro area countries 
deteriorate without this being justified by country-specific fundamentals1. One of the main challenges 
in this respect for the Governing Council of the ECB will be to objectively determine whether and when 
the financing conditions of individual countries, i.e. their yields on government bonds, are no longer 
justified by country-specific fundamentals. Thus, understanding the driving forces of sovereign yield 
differentials in the Economic and Monetary Union (EMU) is an important issue for policymakers and 
economists.  

The general consensus in the existing literature is that sovereign bond yields are determined by 
country-specific risk factors and also international factors such as global investors’ risk aversion2. The 
sharp rise in government bond yield spreads during the euro area debt crisis in 2010/11 suggests that 
bond yields are not only driven by changes in macroeconomic fundamentals but also by the fact that 
overall risk assessments vary over time (Figure 1). By estimating an additive non-parametric fixed-
effects panel model framework similar to Bernoth and Erdogan (2012), we determine the extent to 
which an observed change in the yield spread is due to a change in macroeconomic fundamentals, 
such as a country’s fiscal position, and the extent to which it reflects a change in the markets’ valuation 
of these fundamentals, as reflected in a change in model coefficients (Box 1). Moreover, we 
endogenously determine the timing and patterns of changes in model coefficients. While this analysis 
cannot provide a clear answer to the question of whether or not market adjustments in risk pricing are 
unwarranted, it does provide an indication of the underlying drivers of the current rise in bond yields 
and allows an assessment of current risk premium levels relative to past crisis periods.  

2.1. Data 
We analyse the (end-of-month) sovereign bond yields of ten euro area Member States: Belgium, 
Finland, France, Greece, Ireland, Italy, the Netherlands, Austria, Portugal and Spain provided by 
Bloomberg. The period covered runs from January 2001 to June 2022, so our monthly data sample 
comprises a total of 258 observations. The yield spreads of the individual countries are calculated as 
the yield difference of their 10-year benchmark bonds versus the 10-year German Bund at month-end.  

Since estimating time-varying coefficients is very data-intensive, we focus only on the basic 
explanatory variables that are most commonly used in the literature. To estimate credit risk, we focus 
on variables that measure a country’s fiscal performance, i.e., the debt-to-GDP ratio and the projected 
(12-month-ahead) deficit-to-GDP ratio 3. Both variables are expressed in differences to the 
corresponding debt and deficit figures of the benchmark country, Germany.  

1 ECB (2022). 
2 Bernoth et al. (2012) and Bernoth and Erdogan (2012) for a more extensive literature review. For a recent view on bond fragmentation, 

see also Angeloni and Gros (2022b). 
3 We also include the squared terms of the two fiscal variables to test for a "credit penalty effect," meaning that interest rate spreads do not 

grow linearly with the level of the fiscal variables. However, both squared variables were found to be insignificant, ensuring that the 
variation in the estimated coefficients over time is indeed due to a change in risk pricing and does not indirectly reflect a nonlinear 
response of interest rates to debt or the deficit. 
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Box 1: The estimation model  

Source:  Bernoth and Erdogan (2012). 

We assume that if a country’s fiscal position deteriorates relative to the reference country, the bond 
premium increases as the market demands a higher default risk premium4. In addition, we use the bid-
ask spread provided by Bloomberg (end-of-month value) as a measure of liquidity risk, which is 
generally considered the best measure of liquidity (Fleming, 2003; Barrios et al., 2009). A deep market 
is characterised by low bid-ask spreads, which reduces the inherent liquidity premium in bond yield 
spreads. The bid-ask spreads are also measured relative to the bid-ask spread of the German 
benchmark bond. And finally, we use the US corporate bond yield spread as a proxy for general 
investors’ risk aversion. The corporate bond spread measures the spread between low grade US 
corporate bonds and US government bonds. In times of increased uncertainty, the corporate bond 
yield spread widens due to a shift in investor preference from riskier corporate bonds to safer 
government bonds. 

2.2. Time-varying determinants of yield spreads 
Figure 3 present the estimated time-varying coefficients together with the 95% pointwise confidence 
intervals when regressing the sovereign yield spreads on our set of regressors5. The upper left panel 
indicates that the degree of general investors’ risk aversion plays an important role in explaining 
sovereign bond yield spreads in the euro area. With few exceptions, the coefficient on the US corporate 
bond spread was always positive, suggesting that interest rate differentials between euro area 

4 As the debt-to-GDP ratio is reported by Eurostat on a quarterly basis, we interpolate the debt to a monthly frequency. Projected deficit 
ratios for the previous year are published semi-annually in the OECD Economic Outlook. Therefore, we assign the projected deficit figures 
published in the mid-year report to the first six months of the year, and the projected deficit figures published in the end-year report to 
the last six months of the year. Since the annual budget deficit numbers are flows, we divide the projected deficit numbers by 12 to 
convert them to a monthly frequency. 

5 The first three and the last three months of our data sample are estimated with reduced bandwidths to account for the boundary effect. 

Our model is motivated by Sun et al. (2009), who develop a general varying coefficient panel data model 
with fixed effects using a local linear regression approach. We modify their model in the sense that we 
introduce smoothly time-varying coefficients. Let's assume that the sovereign bond yield spread of 
country 𝑖𝑖 at time 𝑡𝑡 is denoted by 𝑦𝑦𝑖𝑖𝑖𝑖 and has the following functional form: 

𝑦𝑦𝑖𝑖𝑖𝑖 = 𝑥𝑥𝑖𝑖𝑖𝑖′ 𝛽𝛽𝑖𝑖 + 𝜇𝜇𝑖𝑖 + 𝜈𝜈𝑖𝑖𝑖𝑖

where 𝑖𝑖 = 1,… ,𝑁𝑁;𝑡𝑡 = 1, …, 𝑇𝑇 and 𝑥𝑥𝑖𝑖𝑖𝑖 = �𝑥𝑥𝑖𝑖𝑖𝑖,1… ,𝑥𝑥𝑖𝑖𝑖𝑖,𝑘𝑘�
′
 is a vector of explanatory variables of

dimension 𝑘𝑘, which consists of variables measuring default, liquidity and global risk factors. 𝛽𝛽𝑖𝑖 =
(𝛽𝛽1𝑖𝑖, … ,𝛽𝛽𝑘𝑘𝑖𝑖)′ are time-varying coefficients and 𝜇𝜇𝑖𝑖 are country specific fixed effects. The random errors, 
𝜈𝜈𝑖𝑖𝑖𝑖, are assumed to be i.i.d. with zero mean and finite variance 𝜎𝜎𝜈𝜈2 > 0, which are independent of 𝜇𝜇𝑖𝑖 and 
𝑥𝑥𝑗𝑗𝑗𝑗, for all 𝑖𝑖, 𝑗𝑗, 𝑡𝑡 and 𝑠𝑠. 

The basic idea of the local linear regression approach is to fit locally a straight line through the 
observations around a specific point in time. Thus, to estimate the slope coefficient at time 𝑡𝑡, we give 
those observations that lie in a close neighbourhood around time 𝑡𝑡 more weight than observations that 
are measured much earlier or later than at time 𝑡𝑡. This is done by introducing a Kernel function into the 
regression equation, which weighs the observations according their distance to the specific point in 
time under consideration. The optimal smoothing parameter is determined by the “leave-one-out 
cross-validation” methodology described by Hoover et al. (1998). For a more detailed description of the 
estimation approach, see Bernoth and Erdogan (2012). 
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countries and Germany increase with global risk aversion. At the beginning of the EMU, however, 
global risk aversion played only a minor role in explaining the interest rate differential between the 
Member States. With the onset of the global financial crisis (GFC) in 2008 and even more pronounced 
during the euro area debt crisis in 2010/11, the influence of the global risk factor on euro area yield 
differentials increased dramatically. It was only around the time of the start of quantitative easing by 
the ECB in 2015 that the impact of global risk aversion on government bond spreads weakened again. 
But it has since remained at a significantly higher level than in the period before the financial crisis. This 
suggests that financial markets ascribe safe haven status to Germany, especially in times of crisis, and 
prefer German government bonds.  

The upper right panel of Figure 3 plots the estimated coefficient of the debt variable over time. Our 
results show that, at the beginning of EMU, financial markets generally perceived differences in 
government debt significantly and priced them into bond yields. In the beginning of 2001, a 10% 
increase in the debt-to-GDP ratio compared with Germany led to an increase in the yield spread of 
around 20 basis points. However, this market disciplining effect diminished and even disappeared 
altogether in subsequent years. With the onset of the financial crisis in mid-2008 and the European 
debt crisis in 2010, when financial markets began to worry about the sustainability of Greek, Irish and 
Portuguese debt, markets started to take public debt much more into account again in their risk 
assessment. Mid-2010, the coefficient on the debt-to-GDP ratio peaked and a 10% increase in the debt-
to-GDP ratio compared with Germany led to an increase in the yield spread of around 150 basis points.  

Figure 3: Time-varying coefficients of European bond yield spreads 

Source:  Bloomberg, OECD Economic Outlook, Eurostat and authors’ own calculations. 
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With the announcement of the introduction of the Securities Market Programme (SMP) in May 2010, 
debt levels abruptly lost their influence on bond yield spreads. The estimated coefficient became 
insignificant or occasionally even significantly negative. This dynamic became even more pronounced 
after Mario Draghi’s famous “Whatever it takes” speech and the announcement of the Outright 
Monetary Transaction (OMT) programme in the summer of 2012. Until the beginning of 2014, market 
discipline was turned on its head: Countries whose government debt ratios were rising paid a lower 
interest rate than Germany. 

Since the beginning of 2015, the estimated coefficient resembled more of an up-and-down pattern, 
which may be explained by the fluctuating expectations of monetary normalisation and an exit from 
expansionary monetary policy. With monetary policy normalisation on the horizon since the end of 
2021, the impact of the sovereign debt differential with Germany has been rising steadily and has been 
significantly positive again since February (following the war of aggression on Ukraine). This means 
that market discipline is being exercised again by the financial markets. However, it is not – yet – 
apparent that there are any overreactions here. Compared with the 2010 crisis, the slope parameter is 
still moderate and rather comparable with that at the start of monetary union. In June 2022, a 10% 
increase in debt compared with Germany explains an increase in the yield differential of around 16 
basis points. On the basis of this result, one could therefore rather speak of a normalisation, that 
financial markets again take a country’s fiscal situation into account for the assessment of default risk.  

The estimated coefficients of the deficit variables are shown in the lower left panel of Figure 3. It can 
be seen that the coefficient of the projected deficit spread between the issuer country and Germany 
fluctuated around zero most of the time and is – with only a few exceptions – not significant. Thus, 
while financial markets pay attention to debt-to-GDP ratios, they seem to ignore deficit differentials.  

Finally, the estimation results in the bottom right panel of Figure 3 suggest that the liquidity premium 
does not play a large role in explaining bond yield differentials in EMU. The coefficient on the bid-ask 
spread mostly exhibits the expected positive sign, but was only occasionally significant between 2011 
and 2017. 

2.3. Assessment of current rise in yield spreads 
In this section, we analyse on basis of our estimates above the drivers of the current rise in yield spreads 
with the aim of providing an indication of whether EMU Member States are experiencing “a 
deterioration in financing conditions that is not justified by country-specific fundamentals.” Unfortunately, 
it is not possible to say what level of bond yields would actually be justified by country-specific 
fundamentals. What we can do, however, is to compare the current behaviour of bond spreads with 
that in earlier periods when we think the risk assessment was most likely realistic. We choose here 
January 2001, the date of the beginning of EMU, and January 2008, the date before the financial crisis 
erupted into a GFC. At both reference dates, the bond yield spreads of our sample countries were at 
broadly comparable levels, but the risk assessment of financial markets differed substantially. For 
comparison reasons, we also examine the steep rise in yield spreads of some EMU Member States in 
June 2012, which was officially classified as not justified by country-specific fundamentals and led to 
the ECB’s intervention in the bond market through the announcement of the OMT programme.  

We split the change in observed bond yield spreads into two parts: first, the increase in the bond spread 
that would result if financial markets consistently valued macroeconomic fundamentals as they did in 
2001 or 2008 (blue bars); second, the bond spread that would result with the 2012 risk assessment, 
respectively today in June 2022, if macroeconomic fundamentals were at the level of early 2001 or mid-
2008 (red bars). 
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Figure 4: Decomposition of the change in yield spreads in different time periods 

Source:  Bloomberg, OECD Economic Outlook, Eurostat and authors’ own calculations. 

Notes:  The blue bars measure the change in the yield spread that can be explained by a shift in the model coefficient and 
are calculated by �𝛽𝛽𝑖𝑖 − 𝛽𝛽𝑟𝑟�𝑥𝑥𝑖𝑖𝑖𝑖 , where 𝛽𝛽𝑖𝑖 denotes the estimate of the model parameters at time 𝑡𝑡, and 𝑡𝑡 = 2012𝑀𝑀6
or 𝑡𝑡 = 2022𝑀𝑀6  and 𝑟𝑟 = 2001𝑀𝑀1  or 𝑟𝑟 = 2008𝑀𝑀1 . The red bars are calculated as 𝛽𝛽𝑟𝑟(𝑥𝑥𝑖𝑖𝑖𝑖 − 𝑥𝑥𝑖𝑖𝑟𝑟) and show the yield 
spread explained by a shift in the macroeconomic fundamentals, i.e. an increase in its debt or deficit figures or, 
possibly, an increase in investors’ risk aversion. The two bars together correspond to the fitted/estimated value of 
yield spreads. 

The top panels of Figure 4 show that if we focus on the rise in bond yields during the European debt 
crisis in 2012, most of the rise in government bond yield spreads can be attributed to a rise in risk 
pricing, in the sense that bond yields responded much more strongly to a deterioration in 
macroeconomic fundamentals after the crisis erupted than before. Without this change in market risk 
prices, bond yields would have risen much less, as shown by the contribution explained by the change 
in countries’ macroeconomic fundamentals alone. Moreover, it turns out that our model captures the 
actual development of bond yields during the European debt crisis in 2012 quite well overall; the only 
major exception is Greece. The Greek bond yield spread increased by around 20 percentage points 
more than our model would have predicted. This outlier implies that financial markets demanded a 
much higher yield for Greek government bonds compared to those of other European countries. It is 
therefore indeed reasonable to classify this increase in yield spreads on Greek bonds as not being 
driven by fundamentals or a general shift in risk pricing as it was also the ECB’s view at the time6. 

The lower panels of Figure 4 decompose the current rise in yield spreads observed since beginning 
2022. Here, the results depend strongly on reference date considered. If we compare current bond 

6 Part of the unexplained rise in Greek government bond yields very likely also reflects re-denomination risk in the event that Greece leaves 
the euro area. 
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yields with bond pricing at the beginning of EMU, we conclude that most of the rise in yields in the 
southern euro countries France, Greece, Italy, Portugal and Spain between 2001 and 2022 is due to a 
deterioration in macroeconomic fundamentals, first and foremost the debt-to-GDP ratio. However, 
debt and deficit ratios are currently less strongly priced by financial markets than in 2001, which is 
precisely why these countries and also Belgium are currently paying lower bond yields than if risk 
pricing had remained constant as in 2001. By contrast, if we take the bond price behaviour of just before 
the GFC as a reference, we conclude that most of the increase in bond yield spreads between 2008 and 
2022 is due to a now stricter assessment of macroeconomic fundamentals. The reason for these 
different results is that financial markets had a stricter risk assessment of macroeconomic fundamentals 
in 2001 than in 2008. 

Unlike our result on bond yield spreads during the European debt crisis in 2012, our model results 
suggest that we currently observe no major outliers where some counties pay a bond yield that is 
significantly higher than our model predictions. Thus, so far we cannot speak of a decoupling of bond 
yields from the perspective macroeconomic fundamentals. However, this can also only be a snapshot. 
As developments during the European debt crisis in 2010 showed, the risk assessments of the financial 
markets can change very quickly. 
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3. TPI WITHIN THE EXISTING ECB’S MONETARY TOOLKIT  

The TPI constitutes the third time that the ECB announces an instrument to curb bond market 
fragmentation 7. In the aftermath of the financial crisis of 2008/09 the debt-to-GDP ratios of euro area 
countries increased significantly; this led to a higher perception of default risk for peripheral countries 
that were considered vulnerable, causing the risk premium on these countries’ government bonds to 
rise and spreads to widen dramatically (Figure 1). In several EMU countries, most prominently Greece, 
a cascade of liquidity flight and looming credit risk was set in motion, as described above, and there 
was growing evidence that bond yields were indeed not equally reflective of macroeconomic 
fundamentals in EMU Member States (compare also results in Section 2). The ECB responded to 
increasing tensions in the bond market by introducing a programme to purchase secondary market 
bonds, the Securities Market Programme (SMP) 8. However, bond yield spreads on peripheral countries 
continued to rise, peaking at never seen levels in mid-2012.  

Following the limited success of the SMP9 and the famous “whatever it takes” speech by former ECB 
President Mario Draghi, the Outright Monetary Transanctions (OMT) was announced in September 
2012 and the SMP was terminated. Similar to the SMP, the ECB’s OMT also allows the purchase of 
government bonds in secondary markets, but the two programmes differ in several important ways 
that should make the OMT (if activated) more effective: The activation and continuation of the OMT is 
subject to strict economic and fiscal conditions, while there was no such requirement for the SMP; there 
are no quantitative limits on the size of purchases under OMT, while intervention under the SMP was 
limited in scope; the ECB’s preferred creditors status in debt markets under the SMP was replaced with 
pari passu treatment under the OMT10. These changes were considered to be critical for restoring 
confidence in sovereign bond markets, with the ECB acting as the de facto lender of last resort. In 
reaction to the mere announcement of OMT, yields of euro area Member States converged again 
rapidly. This was widely viewed as economically effective for solving the problem.  

The newly announced TPI presents a new, ”third version” of an anti-fragmentation tool to address 
diverging borrowing costs of Member States in the euro area and the risks arising from fragmentation. 
Interestingly, the word “fragmentation” is not included in the TPI Press Release nor in the name of the 
policy instrument itself11. Prior discussions among Members of the Governing Council still referred to 
the term “anti-fragmentation-tool”12.  

TPI resembles the OMT with regard to some features and parameters. Therefore, understanding the 
similarities and differences between OMT and TPI is important, in particular because OMT was 
challenged by constitutional complaints brought to the German Constitutional Court (GCC), which 
made a preliminary reference to the ECJ. The next section provides detailed information on the key 
parameters of TPI (section 3.1) and the differences and similarities between TPI and OMT (section 3.2). 

 

                                                             
7  The PEPP was also introduced by the ECB as a tool to address risks to the monetary policy transmission mechanism. However, this asset 

purchase program was explicitly introduced as a temporary tool to address the challenges posed by the outbreak and increasing spread 
of the COVID-19 virus. For this reason, we do not list this instrument here. 

8  See Decision of the European Central Bank of 14 May 2010 establishing a securities markets programme (ECB/2010/5) OJ L 124, 20.5.2010, 
pp. 8–9. 

9  See also Angeloni and Gros (2022b), p. 4. 
10  ECB (2012c): "Creditor treatment: The Eurosystem intends to clarify in the legal act concerning Outright Monetary Transactions that it accepts 

the same (pari passu) treatment as private or other creditors with respect to bonds issued by euro area countries and purchased by the 
Eurosystem through Outright Monetary Transactions, in accordance with the terms of such bonds." 

11  See also Nicolaides (2022), p. 4. 
12  Schnabel (2022). 
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3.1. The Transmission Protection Instrument (TPI) 

The Press Release outlining the key elements of the decision of the Governing Council of 21 July 2022 
to approve TPI13 provides limited information on this new monetary policy instrument.  

3.1.1. Objective of TPI 

TPI aims to support the effective transmission of monetary policy in the case of "unwarranted, disorderly 
market dynamics that pose a serious threat to the transmission of monetary policy across the euro area". In 
such circumstances, TPI's objective is to "ensure that the monetary policy stance is transmitted smoothly 
across all euro area countries" 14, since the singleness of the Governing Council’s monetary policy is a 
precondition for ensuring price stability. Ensuring a smooth monetary policy transmission in all euro 
area Member States is linked to the ECB's primary mandate to safeguard price stability according to Art. 
127 (1) 1 TFEU. This is further considered in section 4.3.1 below. 

3.1.2. Parameters of TPI 

In pursuit of this objective, the Governing Council considers "secondary market purchases of securities 
issued in jurisdictions experiencing a deterioration in financing conditions not warranted by 
country-specific fundamentals, to counter risks to the transmission mechanism to the extent necessary" 15. 

The volume of the purchases are not restricted ex ante, but instead will depend on the severity of the 
risks facing monetary policy transmission. Purchases will mainly consist of public sector securities, i.e. 
marketable debt securities issued by central and regional governments as well as agencies, as defined 
by the ECB, with a remaining maturity of between one and ten years. Purchases of private sector 
securities are not ruled out within TPI and the ECB might consider such purchases additionally, if 
appropriate. 

In order to be eligible for such purchases, “[t]he Governing Council will consider a cumulative list of criteria 
to assess whether the jurisdictions in which the Eurosystem may conduct purchases under the TPI pursue 
sound and sustainable fiscal and macroeconomic policies” (convoluted language). In particular, four 
criteria will be considered16 according to the TPI Press Release: 

(1) compliance with the EU fiscal framework: not being subject to an excessive deficit
procedure (EDP), or not being assessed as having failed to take effective action in response 
to an EU Council recommendation under Art. 126(7) of the Treaty on the Functioning of the 
European Union (TFEU);

(2) absence of severe macroeconomic imbalances: not being subject to an excessive imbalance 
procedure (EIP) or not being assessed as having failed to take the recommended corrective 
action related to an EU Council recommendation under Art. 121(4) TFEU;

(3) fiscal sustainability: in ascertaining that the trajectory of public debt is sustainable, the
Governing Council will take into account, where available, the debt sustainability analyses 
by the European Commission, the European Stability Mechanism, the International
Monetary Fund and other institutions, together with the ECB’s own internal analysis;

13  ECB (2022). 
14  ECB (2022). 
15  ECB (2022). 
16  The Press Release states that the criteria listed above "will be an input into the Governing Council’s decision-making and will be dynamically 

adjusted to the unfolding risks and conditions to be addressed" (ECB (2022)). 
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(4) sound and sustainable macroeconomic policies: complying with the commitments
submitted in the recovery and resilience plans for the Recovery and Resilience Facility and
with the European Commission’s country-specific recommendations in the fiscal sphere
under the European Semester.

Concerning creditor treatment, the Eurosystem will not take a preferential creditor status, but accept 
the same pari passu equal treatment with other creditors with respect to bonds issued by euro area 
governments and purchased by the Eurosystem under TPI.  

The Governing Council has not yet decided on a specific start date for its implementation so far. Instead, 
activation of TPI "will be based on a comprehensive assessment of market and transmission indicators, an 
evaluation of the eligibility criteria and a judgement that the activation of purchases under the TPI is 
proportionate to the achievement of the ECB’s primary objective" 17. The programme will be terminated 
"either upon a durable improvement in transmission, or based on an assessment that persistent tensions are 
due to country fundamentals" 18. 

3.1.3. Impact on monetary policy stance 

The Governing Council outlines that it will consider the impact of TPI purchases on the monetary policy 
stance. In particular, it will "address the implications of the TPI purchases for the scale of the aggregate 
Eurosystem monetary policy debt security portfolio and the amount of excess liquidity" 19. Also, purchases 
under TPI may not cause a "persistent impact on the overall Eurosystem balance sheet and hence on the 
monetary policy stance" 20. 

These considerations contain relevant aspects which the ECB must include in its proportionality 
assessment. They address the implications of sovereign bond purchases for price stability, especially 
with regard to excess liquidity created through asset purchases. In addition, they also relate to the 
prohibition of monetary financing (Art. 123 TFEU) and the restrictions resulting from the role of the ECB 
as creditor of Member States with regard to the potential for fiscal dominance, risks to independence 
and primacy of the price stability mandate. 

3.1.4. Relation to PEPP and OMT 

The Governing Council also addresses the relation of TPI to the PEPP and OMT. PEPP reinvestment 
flexibility is considered as the “first line of defence” to mitigate problems in the transmission 
mechanism related to the pandemic. 

In so far as Member States fulfill the requirements of OMT, the Governing Council declares that it retains 
the option to activate OMT for these countries. 

3.2. Comparison of OMT and TPI 
OMT and TPI have relevant similarities that are summarised in Table 1. Both programmes share the 
objective of safeguarding the singleness of monetary policy by counter-acting distortions in the 
monetary policy transmission arising from increasing yield spreads of government bonds of certain 
Member States.21 Directly linked to this objective, a central feature of both programmes is the 

17  ECB (2022). 
18  ECB (2022). 
19  ECB (2022). 
20  ECB (2022). 
21  See ECB (2022); ECB (2012c); ECB (2012b), p. 7; ECB (2012a), pp. 7 and 8. 
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“selectivity”22: only bonds of those Member States that experience such yield spreads and hence cause 
a deterioration of the transmission mechanism should be purchased23. The Press Release of OMT itself 
did not lay out further qualifications which yield spreads are to be neutralised. Whether neutralising 
yield spreads falls within the ECB's competence was a major point of discussion in the Gauweiler 
proceedings 24. In the TPI Press Release, the Governing Council explicitly states that TPI shall be used to 
counter "unwarranted, disorderly market dynamics". TPI may not be used to neutralise yield spreads 
irrespective of their cause, but only when those spreads are not warranted by country-specific 
fundamentals25. 

In OMT, the ECB made purchases conditional upon participation of the respective Member State in an 
appropriate European Financial Stability Facility/European Stability Mechanism (EFSF/ESM) 
programme and adhering to the conditionality enshrined in these programmes26. Although TPI does 
not include specifically the word “conditionality”27, it requires that sound and sustainable fiscal and 
macroeconomic policies are in place in the Member States that would benefit from it and lists four 
criteria that the Governing Council will take into consideration for its assessment. The language in the 
TPI Press Release does not specifically state that a Member State must fulfill the listed criteria to be 
eligible for the programme as it is the case for the OMT28. Rather, the ECB enjoys discretion in balancing 
and weighing these criteria, which only provide an "input" in the ECB's decision. Moreover, the eligibility 
criteria of TPI are substantially less demanding than the requirements of OMT.  

While OMT focused only on government debt within the shorter part of the yield curve with a maturity 
of between one and three years,TPI is applicable to a broader set of securities. Within TPI, sovereign 
bonds with a remaining maturity of between one and ten years are eligible and also private sector 
securities can be included in the purchases if deemed appropriate. Therefore, also in this regard, TPI 
provides more flexibility and a broader scope of securities that can be included. 

For both programmes, no ex ante quantitative limits are set for the size of the purchases. Likewise, both 
programmes contain a pari passu provision for equal treatment of the ECB with other private creditors. 

As regards sterilisation, in OMT, the ECB Press Release clearly stated that the liquidity created would be 
sterilised. Against the background of the objective of the instrument – fighting fragmentation 
tendencies and sovereign bond yield spreads and not fuelling inflation – the requirement of 
sterilisation was a necessary feature of the programme29. Sterilisation is especially important in the 
current economic environment as the ECB is raising the policy rate to curb inflation. The language of 
the TPI Press Release is less definite in that regard, although the role of excess liquidity for the monetary 
policy stance is addressed as a relevant aspect to be taken into account30. 

  

                                                             
22  Matos (2022), p. 2. 
23  See footnote 21. 
24  See below 4.1. 
25  ECB (2022). 
26  ECB (2012c): "Conditionality: A necessary condition for Outright Monetary Transactions is strict and effective conditionality attached to an 

appropriate European Financial Stability Facility/European Stability Mechanism (EFSF/ESM) programme. Such programmes can take the 
form of a full EFSF/ESM macroeconomic adjustment programme or a precautionary programme (Enhanced Conditions Credit Line), 
provided that they include the possibility of EFSF/ESM primary market purchases." 

27  ECB (2022). 
28  The TPI Press Release states that these four criteria "will be an input into the Governing Council’s decision-making and will be dynamically 

adjusted to the unfolding risks and conditions to be addressed". 
29  See also Angeloni and Gros (2022b), p. 9. 
30  See above 3.1.3. 
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Table 1: A comparison of OMT and TPI 

OMT TPI 

Selectivity 

Secondary market purchases of 
government bonds of selected 
Member States which experience high 
yield spreads to safeguard monetary 
policy transmission. 

Secondary market purchases of 
securities issued in jurisdictions 
experiencing a deterioration in 
financing conditions not warranted 
by country-specific fundamentals, to 
counter risks to the transmission 
mechanism to the extent necessary.  

Eligibility/ 
Conditionality 

Strict and effective conditionality 
attached to an appropriate European 
Financial Stability Facility/European 
Stability Mechanism (EFSF/ESM) 
programme. 

Criteria to take into consideration: 
(1) compliance with the EU fiscal

framework.
(2) absence of severe

macroeconomic imbalances.
(3) fiscal sustainability
(4) sound and sustainable 

macroeconomic policies

Limit on 
purchases 

No ex ante quantitative limits are set 
on the size of the purchases. 

No ex ante quantitative limits are set 
on the size of the purchases; volume 
depends on severity of risks facing 
monetary policy transmission. 

Creditor 
treatment 

ECB is treated the same as private or 
other creditors with respect to bonds 
issued by euro area governments. 

ECB is treated the same as private or 
other creditors with respect to bonds 
issued by euro area governments. 

Purchase 
parameters 

Sovereign bonds with a remaining 
maturity of 1-3 years. 

Public sector securities with a remaining 
maturity of 1-10 years; if appropriate (at 
the discretion of the ECB), purchases of 
private sector securities could be 
considered. 

Relation to 
monetary 
policy stance 

Liquidity created through OMT is fully 
sterilised. 

Purchases under the TPI would be 
conducted such that they cause no 
impact on the monetary policy stance; 
the Governing Council is responsible for 
addressing the implications of TPI 
purchases for the aggregate Eurosystem 
monetary policy debt security portfolio, 
the amount of excess liquidity, and 
Eurosystem balance sheet. 

Source: ECB (2012, 2022), authors’ own elaboration. Legal considerations in the introduction of the TPI. 
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4. LEGAL CONSIDERATIONS
In this section we will assess the legal grounds of TPI. Section 4.1 provides an overview of the legal 
framework applicable to non-conventional monetary policy instruments. The validity of sovereign 
bond purchase programmes has been challenged and discussed intensively before the GCC and the 
ECJ in Gauweiler and Weiss31. Against the background of the similarities between OMT and TPI, the legal 
assessment of OMT by the GCC and the ECJ bears special relevance for the TPI. Section 4.2. will therefore 
outline the key points of discussion and the relevant guidelines developed in the jurisprudence of the 
GCC and the ECJ. Against this background, section 4.3 provides a legal assessment of TPI highlighting 
aspects that seem problematic with regard to its conformity with the ECB's mandate.  

4.1. Legal framework applicable to non-conventional monetary policy 
instruments 

When the Maastricht Treaty was drafted and signed in 1992, it reflected the way monetary policy was 
conducted at the time: interest rate policy based upon “conventional” instruments of monetary control. 
Yet, the provisions in the Treaty and the ESCB Statute that refer to monetary policy (in particular, Art. 
127 TFEU, Art. 18 of ESCB Statute on open markets and credit operations and Art. 20 of the ESCB Statute 
on other instruments of monetary control32) are formulated in sufficiently broad terms to provide an 
enabling legal basis for an ever expanding range of “unconventional” monetary policy instruments. 
Accordingly, the ECB has relied upon balance sheet policy (asset purchases programmes) as the key 
instrument of monetary policy following the GFC and to counter the pandemic. 

But the Treaty is also clear in delineating what the ECB cannot do, and it does so in relatively precise 
and narrow terms. The provisions that refer to monetary financing (Art. 123 TFEU) and the so-called no 
bail-out policy (Art. 125 TFEU) establish clear legal prohibitions, in line with the different jurisdictional 
domains of monetary policy (centralised, ECB responsibility) and fiscal policy (decentralised, national 
responsibility). The principle of independence (a constitutive cornerstone of the ECB, anchored in 
Art. 130 TFEU), the principle of democracy (a fundamental basis of the EU, in accordance with Art. 2 and 
10 of the Treaty on European Union) together with the EU principles of conferral, subsidiarity, and 
proportionality (Art. 5 of the TEU) as well as the principle of institutional balance constitute firm limits 
for the ECB. Indeed, this is the legal framework which the CJEU (which has exclusive jurisdiction over 
the ECB) takes into account when judging the legality of the ECB monetary policy decisions33. 

31  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400. ECJ, Judgment of the Court of 11 
December 2018, Case C-498/17, Weiss et al., ECLI:EU:C:2018:1000. 

32  Art. 18 of the ESCB Statute, on Open market and credit operations, reads as follows: 
18.1. In order to achieve the objectives of the ESCB and to carry out its tasks, the ECB and the national central banks may: – operate in the 
financial markets by buying and selling outright (spot and forward) or under repurchase agreement and by lending or borrowing claims and 
marketable instruments, whether in euro or other currencies, as well as precious metals; – conduct credit operations with credit institutions and 
other market participants, with lending being based on adequate collateral.  
18.2. The ECB shall establish general principles for open market and credit operations carried out by itself or the national central banks, including 
for the announcement of conditions under which they stand ready to enter into such transactions.“ 
Art. 20 of the ESCB Statute, on Other instruments of monetary control, reads as follows: 
“The Governing Council may, by a majority of two thirds of the votes cast, decide upon the use of such other operational methods of monetary 
control as it sees fit, respecting Article 2. The Council shall, in accordance with the procedure laid down in Article 41, define the scope of such 
methods if they impose obligations on third parties.” 

33  With regard to the latest green monetary policy measures and the relevant legal framework see Zilioli and Ioannidis (2022); Dietz (2022); 
Lastra and Skinner (forthcoming). 
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4.2. Guidelines developed by the ECJ and the GCC for sovereign bond 
purchase programmes 

The focal points in the ECJ's and GCC's jurisprudence on sovereign bond purchase 
programmes – especially with regard to OMT – were the monetary policy nature of the measure in 
question (section 4.2.1) and the prohibition of monetary financing enshrined in Art. 123 TFEU (section 
4.2.2). 

4.2.1. Monetary policy nature and competence structure  

a. Preliminary reference by the GCC

In its preliminary reference, the GCC questioned whether OMT constituted an act of monetary policy, 
or a predominantly economic-policy act and referred, inter alia, to the immediate objective of OMT, its 
selectivity and conditionality and its potential volume as indications against its monetary policy 
nature.34 

With regard to OMT's objective, the GCC recapped the ECB's reasoning brought forth in the 
proceedings, yet not mentioned in the Press Release, that the spreads were partly based on an irrational 
fear of a reversibility of the euro. According to the Bundesbank, however, such spreads only reflected 
the valid scepticism of the markets with regard to the perceived solvency of some Member States and 
were therefore not irrational. The GCC found this reasoning persuasive and concluded that (rational) 
market reactions resulting into such spreads were intended for by the EMU framework 35 as important 
incentives for Member States’ fiscal discipline. Further, Art. 123 prohibits monetary financing36. 

The GCC referred to the selectivity of the programme as an additional indication against the monetary 
policy nature of OMT. The monetary policy framework generally assumes that the same monetary 
policy measures are applied to all Member States in a non-selective manner. While the design of 
monetary policy measures is generally not differentiating between different Member States according 
to the principle of the singleness of monetary policy, the effects of such a single monetary policy can, 
however, differ across the Euro area37.  

The conditionality of OMT also raised the GCC's scepticism. OMT made purchases conditional upon the 
Member States’ compliance with the obligations of an assistance programme of the EFSF or of the ESM, 
which relate to the general economic, social and especially fiscal policy of the Member States. In view 
of the GCC, it is for the Commission and the Council to monitor such compliance according to Art. 126 
TFEU, but not for the ECB 38. "By tying the purchase of government bonds of selected Member States to full 
compliance with the requirements of the assistance programmes of the European Financial Stability Facility 
and the European Stability Mechanism and thus retaining its own conscientious examination, the European 
Central Bank makes the purchase of government bonds on the basis of the OMT Decision an instrument of 

34  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, para 69 (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
35  See also BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, para 98 (ECLI:EU:BVerfG:2016:rs201606062 

1.2bvr272813): "Finally, it seems irrelevant in this regard that the European Central Bank only intends to assume a disruption to the monetary 
policy transmission mechanism if the amount of the refinancing interest of a Member State of the euro currency area were “irrational”. Spreads 
always only result from the market participants’ expectations and are, regardless of their rationality, essential for market-based pricing. To single 
out and neutralise supposedly identifiable individual causes would be tantamount to an arbitrary interference with market activity (cf. above n. 
88). Ultimately, the distinction between rational and irrational is meaningless in this context and can in any case not be operationalised." 

36  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, paras. 70 f. (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
37  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, para 73 (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813): 

"Different effects that derive from these measures are a consequence of the open market economy, which Union law presupposes (Art. 127 sec. 
1 sentence 3 TFEU), and an indirect effect that can be controlled by the European System of Central Banks only to a limited degree." 

38  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, para 75 (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
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economic policy" 39 according to the GCC. It was argued by the GCC that government bond purchases 
in high volume also exceeded the ECB’s competence to support the general economic policies in the 
European Union (Art. 119 (2), Art. 127 (1) S. 2 TFEU)40. 

Against this background, the GCC considered the ECB's reference to the disruption of the monetary 
policy transmission mechanism as "irrelevant" 41. "If purchases of government bonds were admissible every 
time the monetary policy transmission mechanism is disrupted, it would amount to granting the European 
Central Bank the power to remedy any deterioration of the credit rating of a euro area Member State 
through the purchase of that state’s government bonds. This would suspend the prohibition of monetary 
financing of the budget." 42  

b. Preliminary ruling by the ECJ

The ECJ did not concur with the GCC. In its view, the OMT's objective of safeguarding an appropriate 
transmission of monetary policy "is likely both to preserve the singleness of monetary policy and to 
contribute to its primary objective, which is to maintain price stability", since the ESCB's ability to influence 
the price level depends to a large extent upon an effective transmission of the monetary impulses 
across money markets. It is therefore directly linked to the ECB's price stability mandate in Art. 127 (1) 
1 TFEU43; a disrupted monetary policy transmission will render monetary policy measures ineffective 
and undermine the singleness of monetary policy 44. Since the disruption of the monetary policy 
transmission mechanism, which OMT aims to address, results from a specific situation of government 
bonds issued only by certain Member States, the selectivity of OMT is seen as a necessary consequence 
of the underlying fiscal or economic problem OMT is targeted at45. 

Within its proportionality assessment, the ECJ made reference to further substantiation provided by 
the ECB in the proceedings regarding the fragmentation of interest rates as grounds for the disruption 
of the monetary policy transmission. This further substantiation was not contained in the OMT Press 
Release. According to these explanations provided, OMT is "based on an analysis of the economic 
situation of the euro area, according to which, at the date of the programme’s announcement, interest rates 
on the government bonds of various States of the euro area were characterised by high volatility and 
extreme spreads. According to the ECB, those spreads were not accounted for solely by macroeconomic 
differences between the States concerned but were caused, in part, by the demand for excessive risk premia 
for the bonds issued by certain Member States, such premia being intended to guard against the risk of a 
break-up of the euro area." 46 The ECJ cannot detect a manifest error of assessment in this analysis 

39  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, para 77(ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
40  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, para 81 (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
41  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, paras. 95 ff. (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813) :  

"The fact that the purchase of government bonds can, under certain conditions, help to support the monetary policy objectives of the European 
System of Central Banks does not turn the OMT Decision itself into an act of monetary policy. (…) Moreover, one can expect a significant 
deterioration of the monetary policy transmission mechanism in virtually every debt crisis of a state. A critical deterioration of the solvency of a 
state typically coincides with a corresponding deterioration of the solvency of the national banking sector (so-called bank-state nexus). As a 
result, in this situation, the lending practices of the banks tend to hardly reflect the reductions in the key interest rate anymore; the monetary 
policy transmission mechanism is disrupted." 

42  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, para 97 (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
43  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, paras. 47 ff. 
44  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, para 50. 
45  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, para 55.See also para 89: "(…) in so far as 

the referring court raises the question of the selectivity of such a programme, it should be recalled that this programme is intended to 
rectify the disruption of the ESCB’s monetary policy which arose as a result of the particular situation of government bonds issued by 
certain Member States. In those circumstances, the ESCB was fully entitled to take the view that a selective bond-buying programme may 
prove necessary in order to rectify that disruption, concentrating the ESCB’s activity on the parts of the euro area which are particularly  
affected by that disruption and thereby preventing the scale of that programme from being needlessly increased, beyond what is 
necessary to achieve its objectives, or the programme’s effectiveness from being diminished." 

46  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, para 72. 
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conducted by the ECB 47. Therefore, according to the ECJ, targeted secondary market purchases of 
government bonds of Member States affected by interest rates which the ECB considers to be 
excessive, are likely to contribute to reducing those rates by dispelling unjustified fears about the 
break-up of the euro area and thus to play a part in bringing about a fall in — or even the elimination 
of — excessive risk premia48. 

Interestingly, though, both the Advocate General and the ECJ made reference to selectivity as a criteria 
with regard to PSPP in the Weiss proceedings. They referred to the non-selectivity of PSPP as a reason 
to argue for the compatibility of PSPP with EU Law. The Advocate General pointed out that the absence 
of selectivity in PSPP furthered the argumentation in support of a monetary policy objective49 and 
reduced the predictability of purchases.50 The ECJ took up this line of argument in Weiss within its 
assessment of proportionality in relation to the objectives of PSPP and concluded that the non-
selectivity helps to ensure that "the ESCB’s action will have an impact on financial conditions across the 
whole of the euro area and will not meet the specific financing needs of certain Member States of that 
area" 51. 

The ECJ conceded in Gauweiler, that the conditionality embedded in OMT might increase the incentive 
to comply with EFSF or ESM adjustment programmes and thus support economic policy objectives. It 
classified these effects as "indirect effects" in line with the ECB's mandate to support the general 
economic policies in Art. 127 (1) 2 TFEU52. 

The ECJ also pointed out that the scale of OMT is limited by the various programme requirements, 
thereby also reducing the risk of excessive losses on the side of the ECB 53. Hence, the ECB was allowed 
to adopt a programme without pre-set quantitative limits, especially if ex ante set or/and 
communicated limitations could undermine the programme's effectiveness54.  

4.2.2. Prohibition of monetary financing (Art. 123 TFEU) 

a. Preliminary reference by the GCC

The GCC also considered OMT to be in violation of the prohibition of monetary financing according to 
Art. 123 TFEU. The fact that the ECB accepted the pari passu status and was willing to participate in a 
debt cut, the increased risk of losses, the possibility to hold bonds until maturity, the interference with 
the market mechanism and the encouragement of market participants to purchase bonds on the 
primary market, among others, presented grounds for a circumvention of the prohibition of monetary 
financing.55 

Concerning the pari passu provision, the GCC held that the fact that the ECB did not retain a preferential 
creditor status but would have to participate in a potential restructuring amounts to illegal monetary 
financing. It argued that waiving the repayment obligation from a loan vis-à-vis Member States has 
equal effects to directly providing funds to Member States56. 

47  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, para 74. 
48  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, para 76, see also para 78. 
49  Opinion of Advocate General Wathelet, Case C-493/17, Weiss et al., ECLI:EU:C:2018:815, para 105. 
50  Opinion of Advocate General Wathelet, Case C-493/17, Weiss et al., ECLI:EU:C:2018:815, para 57. 
51  ECJ, Judgment of the Court of 11 December 2018, Case C-498/17, Weiss et al., ECLI:EU:C:2018:1000, para 82 
52  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, paras. 57 ff. 
53  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, paras. 85 ff. 
54  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, para 88. 
55  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, paras. 87 ff. (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
56  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, para 88 (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
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The GCC also saw an indication for a violation of Art. 123 TFFEU in the fact that within OMT, the ECB 
would buy government bonds that carry an increased risk of failure because of their lower credit rating. 
Taking large and unnecessary risks of losses by buying very risky government securities would not only 
turn the ECB into a "bad bank" but also indirectly contribute to the financing of the budgets of those 
Member States 57.  

OMT contains no provision stipulating how long bonds acquired under the programme are to be held. 
If government bonds were largely held to maturity, market pricing mechanism would be distorted, 
since for those bonds the respective Member State would not have to be subject to market pricing 
according to GCC. In addition, the amounts of bonds held by the ECB would shorten the supply of 
bonds circulating in the secondary market, thereby also indirectly financing the respective budgets 58. 

Since there is no pre-set fixed time lag between the announcement of the purchases and the potential 
purchases, the announcement of imminent purchases of government bonds can interfere with the 
market pricing mechanism for these bonds and motivate market participants to buy government 
bonds on the primary market irrespective of market conditions since they have the expectation to pass 
on the bonds and their associated financial risks to the ECB in any case – another reason why OMT 
violated Art. 123 TFEU according to the GCC59. 

b. Preliminary ruling by the ECJ

The ECJ elaborated a decisive guidline to assess conformity with Art. 123 TFEU. In sum, in order to
ensure conformity with Art. 123 TFEU, the ECB must ensure that purchases are not predictable by
market participants, that Member States cannot count on their bonds being held to maturity by the
ECB, thereby ensuring that market pricing mechanism and the incentive for fiscal discipline stays in
place. Time lags between the issuance and the purchases as well as de facto quantitative limits on the 
purchases are essential criteria to ensure these requirements60. Also the risk of losses 61 and the pari 
passu provision 62 are no indication for a violation of Art. 123 TFEU in view of the ECJ.

The ECJ found OMT to be compatible with Art. 123 (1) TFEU63.  OMT does not have an effect equivalent 
to direct purchase of government bonds, because the implementation was subject to certain 
conditions according to the ECB 64. It was only for the ECB to decide on the scope, activation and 
suspension of purchases and there was a minimum period between the issuance of a bond on the 
primary market and the purchase by the ESCB. The ECB would also refrain from communicating the 
scope and the timing of purchases. Therefore, there would not exist certainty that certain governments 
bonds were bought by the ECB and hence no relevant distortion of market mechanisms65. Moreover, 
the parameters of OMT also ensure that potential secondary bond purchases would not lessen the 
impetus of Member States to follow budgetary discipline66. 

57  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, para 89 (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
58  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, paras. 90 f. (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
59  BVerfG, Order of the Second Senate of 14 January 2014 – 2 BvR 2728/13 –, paras. 92 f. (ECLI:EU:BVerfG:2016:rs2016060621.2bvr272813). 
60  See also Nicolaides (2022), p. 3. 
61  ECJ, Judgment of the Court of 11 December 2018, Case C-498/17, Weiss et al., ECLI:EU:C:2018:1000, paras. 123 ff. 
62  ECJ, Judgment of the Court of 11 December 2018, Case C-498/17, Weiss et al., ECLI:EU:C:2018:1000, para 126. 
63  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, paras. 93 ff; ECJ, Judgment of the Court of 

11 December 2018, Case C-498/17, Weiss et al., ECLI:EU:C:2018:1000, paras. 101 ff. 
64  See ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, paras. 105 f. 
65  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, para 107. 
66  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, paras. 110 ff. 
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4.3. TPI within the ECB's mandate 
Against this legal and operational framework, the European Parliament must hold the ECB to account 
regarding the use of unconventional monetary policy instruments, including TPI, and the ECJ has to 
assess their validity if challenges of these measures are brought forward. 

4.3.1. Safeguarding the transmission mechanism as a monetary policy objective? 

Though the purpose of TPI is to prevent the fragmentation in bond markets, with widening spreads 
between German and Italian government bonds in particular, the name chosen for the instrument is 
far more technical67 – Transmission Protection Instrument – and refers to the “effective transmission of 
monetary policy”. While “effective transmission” is no doubt a necessary prerequisite in the pursuit of a 
price stability-oriented monetary policy, the expression is broad, imprecise, discretionary and 
“relational”. The TPI Press Release further specifies: “The singleness of the Governing Council’s monetary 
policy is a precondition for the ECB to deliver on its price stability mandate” in line with Art. 127 (1) TFEU 
and “the single monetary policy” in Art. 119 (2) TFEU68. The singleness of the ECB's monetary policy was 
also invoked as an objective in OMT69. Monetary policy is "one and indivisible" 70 and shall not be 
different in different parts of the euro area. 

However, the singleness of the monetary policy transmission process is determined not only by 
sovereign bond yields and financial market conditions, but by the entire economic system of the 
individual EMU member countries. For example, the different employment policies within the euro 
area, which are a national competence, influence monetary policy transmission and price levels via 
labour markets71. Also economic downfalls, for example caused by climate change or the Ukraine war, 
which may impact the economies across the euro area to a different degree, influence the effectiveness 
of the monetary policy transmission. The ECB's competence in the sphere of economic policy, however, 
is limited to "to support the economic policies in the Union" in accordance with Art. 127 (1) 2 TFEU and in 
line with the principal of conferral (Art. 5 (1) and (2) TEU).  

The design of EMU rests on a division of competences between the ECB and Member States, and while 
monetary policy has been transferred to the Union level as an exclusive competence (see Art. 3 (1) c) 
TFEU) and is conducted uniformly for the whole euro area, economic policies remain the competence 
of the Member States72. Thus, for monetary policy in a currency union to be effective, the economies 
within the currency union must share some very basic economic parameters in order to allow monetary 
impulses to be transmitted effectively across the euro area. For that purpose, the EMU legal framework 
relies upon basic entry requirements and fiscal rules which Member States must adhere to with regard 
to deficits and sound fiscal policies. While these criteria should in theory ensure some basic 
homogeneity among euro area economies, the construction of the EMU has encountered and 
continues to face in practice heterogeneous economic preconditions and environments. Therefore, 
while the ECB conducts a single, uniform monetary policy for the euro area as a whole, the effects of 
this monetary policy are by definition not uniform – in so far as heterogeneities remain and in so far as 
fiscal rules are not always adhered to. Therefore, while the objective of ensuring a smooth function of 

67  As recognised by Nicolaides (2022). 
68  ECB (2022). 
69  ECB (2012c): "Eurosystem’s outright transactions in secondary sovereign bond markets (…) aim at safeguarding an appropriate monetary 

policy transmission and the singleness of the monetary policy". 
70  Lastra (2012), p. 6. 
71  See also Gerlach (2022): "The TPI is another case of mislabelling. It is supposedly intended to ensure that the monetary transmission mechanism 

is equally strong throughout the euro area. But the strength of the transmission varies naturally between euro area economies because of 
differences in economic and financial structures. This has not caused concerns in the past." 

72  See generally Lastra (2015), chapter 8. 
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the monetary policy transmission falls within the ECB's mandate, invoking the monetary policy 
transmission without further qualifications could obscure the fact that the ECB might be entering the 
realm of fiscal dominance (see 4.3.5).  

In addition, the ECB also has to explain the relation between the transmission mechanism as an 
“interim” goal with price stability as its primary and “end” goal. Currently, with surging inflation, the 
ECB is trying to curb it by increasing interest rates. This puts a heightened burden of justification on the 
ECB to explain how further asset purchases – an expansionary monetary policy as such – fit within the 
overall monetary policy stance of fighting inflation 73. It amounts a bit to square the circle, if on the one 
hand, the ECB is trying to lower interest rates for some Member States with TPI, while on the other 
hand, the ECB is raising interest rates in reaction to the increasing inflation. The Governing Council 
declares in the Press Release that it will address the implications of TPI purchases for the amount of 
excess liquidity, but at the same time it states that the volume of asset purchases is not pre-determined 
but depends on the severity of the risks facing the monetary policy transmission. The question arises: 
Which of the two considerations is the prevailing one? And would they require different actions in a 
scenario in which the amount of excess liquidity suggests terminating the purchases, while persisting 
severe risks for the monetary transmission suggest the continuation of purchases74? 

In addition to the volume, sterilisation measures are of great importance for ensuring compatibility 
with the monetary policy stance and the effects on price stability, yet the Press Release is silent in that 
regard75. 

4.3.2. Financial fragmentation due to sovereign bond yield spreads 

As the forgoing analysis has shown, the ECB needs to prove that the distortions of the transmission 
mechanism pertain to the monetary policy domain in accordance with Art. 127 TFEU. Only if market 
failures are identified as the cause for the financial fragmentation with regard to sovereign bond yield 
spreads, should the ECB take selective and targeted measures to address these causes. Otherwise, 
monetary policy is used as a means to support the debt of some Member State/s which undergoe high 
risk premia, which are, however, simply a consequence of the Member State’s fiscal and economic 
policy. Fiscal support for highly indebted Member States which struggle with increased, but justified 
risk premia is a decision to take by Member States according to the democratic processes in place. Such 
a decision should be subject to political and public scrutiny. 

Thus, a preferential treatment of some Member States by selective bond purchases, as it is potentially 
the case if TPI is activated, needs to be justified on the grounds that such purchases fall within the 
competence of the ECB, i.e. it should rest on monetary considerations in line with the overall mandate 
of the ECB. The ECJ stressed this point in Gauweiler76 and the Governing Council also included this 
requirement in its Press Release by stipulating that the deterioration in financing conditions potentially 
hampering monetary policy transmission may "not [be] not warranted by country-specific 
fundamentals" 77. As also pointed out by Angeloni and Gros (2022b), Greene (2022), Feld et al. (2022) 
and Issing (2022), the decisive question then becomes: How will the ECB define what spreads are 
appropriate versus unacceptable? How will the ECB assess with regard to what criteria whether yield 
spreads are warranted by country-specific macroeconomic fundamentals and not a result of market 

73 Benigno et al. (2022) for example raise concern with regard to unwantend long-term consequences for the price stability objective with 
regard to new monetary policy tools, as the TPI. 

74  See also Matos (2022), p. 1.  
75  See also Angeloni and Gros (2022b), p. 9. 
76  See above 4.2.2.b. 
77  ECB (2022). 
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failures? Both concepts “unwarranted” and “not justified by country specific fundamentals” are highly 
subjective. 

In section 2, we consider for instance the fiscal stance (debt/GDP and deficit/GDP), the bond market 
liquidity and the degree of general investors’ risk aversion as macroeconomic determinants of bond 
yields. The estimation of a nonparametric fixed-effects panel model shows that financial markets 
currently do not treat any of the countries under consideration separately in terms of their bond yield 
levels. Bond yields of all countries considered can be well explained on the basis of their fundamentals 
and the general risk aversion in financial markets. Thus, so far we cannot speak of bond yields that are 
“unwarranted” and “not justified by country specific fundamentals”. But this estimate depends on the 
model and the variables considered.  

Thus, since such an assessment is decisive for ensuring that the ECB is not overstretching its mandate, 
the ECB should explain and substantiate its method, benchmark, criteria and assessment – especially if 
other economic studies challenge the results or come to different conclusions78. 

4.3.3. Eligibility/ conditionality 

As stated above, the activation of TPI requires sound and sustainable fiscal and macroeconomic policies 
and the Press Release lists four eligibility criteria which are to be taken into account when assessing 
whether a Member State is fulfilling these requirements. Compared with OMT conditionality, can TPI 
be considered "OMT-light"?  

The extent to which the ECB itself should be making such assessment, or whether such assessment 
should be the responsibility of external bodies (ESM and IMF for example), is an important issue that 
has been addressed by some scholars 79. While the ECB generally assesses the quality and 
creditworthiness of eligible counterparties and securities in its open market and credit operations (see 
Art. 18.1 and 18.2 ESCB Statute), and therefore the requirement of creditworthiness is per se nothing 
exceptional in the monetary policy framework, linking a monetary policy measure to the requirement 
of compliance with economic and fiscal rules adds a new dimension to monetary policy and the 
institutional role of the ECB.  

Indirectly enforcing the EMU fiscal framework by monetary means would go beyond the ECB's task to 
support economic policies in the EMU according to Art. 127 TFEU80. While the objective of ensuring 
observance with the EMU economic and fiscal framework is desirable, the legal order is not indifferent 
with regard to the means to obtain it. Also with regard to the conditionality in OMT, Advcoate General 
Cruz Villalón raised concern in Gauweiler81 on the involvement of the ECB in the monitoring of the 
financial assistance programme82. Overstepping the relevant mechanism and institutional 
competences forseen in the Treaties, such as the EDP or other mechanisms, would violate the principle 
of conferral and would be in conflict with the will of "the Masters of the Treaties" who consciously 
decided by which institution and by which mechanism rules underlying the EMU should be enforced.  

In addition, since the Governing Council only refers to the criteria as an input into its ultimate decision, 
which will be dynamically adjusted to the unfolding risks and conditions to be addressed, the ECB 
retains the discretion to conduct purchases even if certain criteria relating to sound and sustainable 

78  Matos (2022), p.6: "Any critics will demand proof that the intervention does not go beyond the extent of the market’s overreaction or the extent 
of the market’s deviation from the underlying fundamentals". 

79  See e.g. ESFRC (2022).  
80  For a different opinion see for example Sandbu (2022). 
81  Opinion of Advocate General Cruz Villalón, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:7, para 150.  
82  See also Matos (2022), p. 2. 
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fiscal and macroeconomic policies might not be fulfilled. This could potentially also contradict the 
procedures in place for excessive deficits or excessive imbalances or the European Commission’s 
country-specific recommendations under the European Semester. 

The institutional set up of the ECB is not tailored for such a role either. The ECB as an independent 
institution is bound by its price stability mandate. Making economic assessments on the fiscal and 
economic situation of Member States goes beyond its mandate; even if it is adhering to the decisions 
of external bodies – the debt sustainability analyses by the European Commission, the European 
Stability Mechanism, the International Monetary Fund and other institutions – it remains the ECB that 
takes the decision to activate TPI with regard to a certain jurisdiction.  

To monitor the adherence to the EMU fiscal rules and to ultimately take a discretionary decision 
whether a Member State sufficiently fulfills the requirement of sound and sustainable fiscal and 
economic policies may also expose the ECB to political pressure, threatening its independence83. 

4.3.4. Monetary financing 

The ECJ has laid down guidelines for compliance of government bond purchases with Art.123 TFEU in 
Gauweiler and Weiss84. When conducting such purchases, the ECB needs to ensure that primary market 
participants do not become mere intermediaries of the ESCB and that the impetus of the Member 
States to follow sound fiscal policies set by market mechanisms is not lessened by the ECB intervention. 
Whether this is the case will depend on the scale of the purchases, the time lag between the purchases 
and the emission volume, and whether bonds are held to maturity and dispensed of market pricing 
mechanisms. The TPI Press Release is silent on these aspects, but the ECB needs to substantiate the 
parameters of TPI in that regard, which will be open for review by the EP and the ECJ. 

It is questionable whether the eligibility criteria suffice to ensure that TPI does not amount to monetary 
financing. Such criteria refer to the applicable fiscal rules in place in the EU (a byzantine set of rules and 
procedures by the way).  

In addition, also the selectivity of the programme raises questions with regard to the compatibility of 
TPI with Art. 123 TFEU. Both the ECJ and the Advocate General referred to the non-selectivity of PSPP 
as an argument for the legal validity of the PSPP and a sign that PSPP was not a means for financing 
certain Member States. The ECB is therefore under a heightened "burden of proof" to show that TPI as a 
selective purchase programme is in compliance with Art. 123 TFEU85.  

4.3.5. Balance sheet measures, fiscal dominance and central bank independence 

TPI is potentially contributing to further increase in the size of the ESCB's balance sheet. Balance sheet 
policy measures are of special relevance with regard to the relation that is built between the financial 
situation of the central bank and the fiscal situation of the debtor. If the Member State is not able to 
pay back its debt, the central bank incurs losses on its balance sheet. While central banks in the national 
context have the sovereign as a fiscal backstop to compensate losses, the ECB does not have such a 
fiscal counterpart. That makes the ECB more vulnerable and also more vigilant when it comes to losses 
and the creditworthiness of its creditors.  

Expansionary monetary policy measures reduce the factual debt obligation of Member States and ease 
the conditions for a short- to medium-term economic upturn. The central bank might therefore be 

83  Matos (2022), p. 2 f.; Issing (2022). 
84  See above 4.2.2.b. 
85  See above 4.2.1.b. Concern with regard to the compatibility of TPI with Art. 123 TFEU has been raised by Nicolaides (2022), p. 5; Feld et al. 

(2022) have addressed the potential problematic fiscal redistribution effects of TPI. 
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inclined to serve the financial needs of its debtors, the Member States, with its monetary policy 
potentially losing sight of its primary objective – price stability 86. A situation where fiscal interests take 
precedence over monetary policy objectives, is described as "fiscal dominance" 87. In such a situation, 
the central bank not only assumes the role of the main creditor of states with large balance sheet 
measures; it also assumes political responsibility for those states. The danger of fiscal dominance is 
omnipresent in the case of sovereign bond purchase programmes. 

The Governing Council addresses this problem in its Press Release and states that purchases under TPI 
would be conducted such that they cause no persistent impact on the overall Eurosystem balance 
sheet and on the monetary policy stance. But this remains to be proven 88. Especially since the scale of 
TPI purchases would depend on the severity of the risks facing monetary policy transmission. The 
question arises: What if the severity of fragmentation is demanding large scale purchases whereas that 
puts the ECB even more at risk of fiscal dominance89?  

Connected with these concerns is also a free-rider problem. Currently, the euro area is facing the 
highest inflation rate since the inception of the euro. While the financing conditions of those 
jurisdictions, whose bonds are purchased by the ECB, benefit from such asset purchases, the inflation 
problem is carried on the shoulders of all euro area Member States – classical free rider problem 90. 

4.3.6. Substantiation, transparency and accountability 

A point of criticism of TPI is the lack of substantiation, justification, and detail in the terms set out in the 
Press Release. As mentioned above, the Governing Council talks about "unwarranted, disorderly market 
dynamics" and "country-specific fundamentals," which is very unspecific. Moreover, the listed eligibility 
criteria shall be "dynamically adjusted to the unfolding risks and conditions to be addressed" and present 
an "input" into the Governing Council's decision on the eligibility of certain sovereign bonds according 
to the wording of the Press Release. Yet, it remains unclear, which other factors might come into play 
and when the listed criteria might not be decisive, weighed less or maybe even ignored. 

With regard to the potential activation and termination, the Press Release stipulates: "A decision by the 
Governing Council to activate the TPI will be based on a comprehensive assessment of market and 
transmission indicators, an evaluation of the eligibility criteria and a judgement that the activation of 
purchases under the TPI is proportionate to the achievement of the ECB’s primary objective. Purchases under 
TPI would be terminated either upon a durable improvement in transmission, or based on an assessment 
that persistent tensions are due to country fundamentals." The Press Release does not specify the 
transmission indicators that can be used nor the extent to which negative effects on the price stability 
objective can justify its termination.  

At the Press Conference in Frankfurt following the announcement of TPI President Lagarde stated: 
"[Y]ou should not expect all details to be there, because there is an element of discretion and judgement on 
the part of the Governing Council members to decide or not on activation and to assess eligibility or not" 91. 
There might be good reasons for keeping some features of the programme secret, not disclosing it to 
the markets nor to the general public92. For example, keeping the timing of the purchases or the 

86  See also Feld et al. (2022). 
87 In order to avoid fiscal dominance and still address risks of fragmentation, Benigno et al. for example advocate for strengthening the EU's 

temporary fiscal capacity (Benigno et al., 2022). 
88 See also Feld et al. (2022). 
89  See also Matos (2022), p. 1.  
90  See Congdon (2022), p. 12 with regard to balance sheet measures and the free rider problem. 
91  Lagarde and De Guindos (2022). 
92  See Lastra and Dietz (2022). 
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expected volume for a certain period of time confidential can be necessary for the efficiency of the 
respective monetary policy instrument and its compatibility with Art. 123 TFEU93. However, reasons 
that justify not disclosing parameters of monetary policy instruments to the markets and the general 
public do not dispense the ECB from writing down these confidential parameters to allow for judicial 
review and parliamentary review in non-public fora. While central banks should enjoy discretion and 
many decisions by definition require the exercise of judgement, such judgement and discretion are 
constrained by a normative framework that ensures that independent central banks stay within their 
legal mandate. Central banks should always be held accountable ex post via judicial review and 
parliamentary accountability94.  

Moreover, discretion is not to be equated with a permission not to explain and justify the adherence to 
legal requirements (at least in unpublished documentation that can be available for judicial review by 
the ECJ and parliamentary scrutiny). Especially with regard to the proportionality assessment, the ECJ 
has afforded in its judgmenent broad discretion to the ECB95. But, as the ECJ also noted, discretion does 
not discharge the ECB from certain legal requirements with regard to the way such discretion is being 
exercised. The duty to state reason according to Art. 296 TFEU is an important procedural requirement 
to effectuate accountability mechanisms. The ECJ therefore rightfully stresses the duty to state reasons 
also for the ECB: "Nevertheless, where an EU institution enjoys broad discretion, a review of compliance with 
certain procedural guarantees is of fundamental importance. Those guarantees include the obligation for 
the ESCB to examine carefully and impartially all the relevant elements of the situation in question and to 
give an adequate statement of the reasons for its decisions. In that regard, the Court has consistently held 
that, although the statement of reasons for an EU measure, which is required by Article 296(2) TFEU, must 
show clearly and unequivocally the reasoning of the author of the measure in question, so as to enable the 
persons concerned to ascertain the reasons for the measure and to enable the Court to exercise its power of 
review, it is not required to go into every relevant point of fact and law. In addition, the question whether the 
obligation to provide a statement of reasons has been satisfied must be assessed with reference not only to 
the wording of the measure but also to its context and the whole body of legal rules governing the matter in 
question" 96. Whether the Press Release in conjunction with other non-disclosed documents fulfill these 
requirements to state reason remains to be proven.  

4.3.7. Relation to OMT and PEPP 

The Press Release briefly addresses the relation between TPI and OMT and PEPP. PEPP reinvestment 
flexbility shall remain the first line of defense to counter risks for monetary policy transmission related 
to the pandemic. Yet, it is unclear how the ECB will decide when risks for monetary policy transmission 
result from the pandemic and when they fall under the remit of TPI. Also the pandemic can cause a 
deterioration in financing conditions not warranted by country-specific fundamentals, which TPI is 
tailored to address. At least with the very narrow information provided in TPI, there still seems to be 
potential overlap of the two programmes.The ECB has to further elaborate when TPI in contrast to PEPP 
will be activated and better distinguish the two programmes and explain the interaction of the two. 

93  See also ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, para. 106; Opinion of Advocate 
General Wathelet, Case C-493/17, Weiss et al., ECLI:EU:C:2018:815, para 60 f. 

94  Lastra (2020) with further references.  
95  ECJ, Judgment of the Court of 11 December 2018, Case C-498/17, Weiss et al., ECLI:EU:C:2018:1000, para 73; ECJ, Judgment of the Court 

of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, para 68 with further references: "As regards judicial review (…), since 
the ESCB is required, when it prepares and implements an open market operations programme (…), to make choices of a technical nature and 
to undertake complex forecasts and assessments, it must be allowed, in that context, a broad discretion."  See also Craig and Markakis (2016); 
Tridimas and Xanthoulis (2016); Mooij (2019); Bobić  and Dawson (2019). 

96  ECJ, Judgment of the Court of 16 June 2015, Case C-62/14, Gauweiler et al., ECLI:EU:C:2015:400, paras. 69 f.; ECJ, Judgment of the Court of 
11 December 2018, Case C-498/17, Weiss et al., ECLI:EU:C:2018:1000, paras. 30 f. 
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The same holds true for OMT. The Governing Council makes clear, that the announcement of TPI does 
not render OMT obsolete and that it retains discretion to conduct OMT for those Member States which 
fulfill the relevant criteria. But could the ECB also decide to activate TPI for a country theoretically 
fulfilling the OMT criteria? Angeloni and Gros (2022b), for example, argue that "[t]he new ECB tool should 
thus be seen as constituting a first line of defence, concentrated on limited amounts on longer maturities. If 
this is not sufficient, countries with sound fundamentals may ‘buy insurance’ by using the ESM 
precautionary line – whose pre-set conditions are now broadly set – to unlock OMT, allowing for unlimited 
interventions, including at shorter maturities." They also argue that "any proposal for a new anti-
fragmentation instrument must be carefully justified, to avoid duplications and confusion". Another, even 
more important issue is whether TPI with its "OMT-light" eligibiligy criteria might provide a way for 
Member States to circumvent the much harder OMT conditionality 97. 

The guidelines given in the Press Release leave these and other questions with regard to the distinction 
and relation of TPI with OMT and PEPP unadressed. The ECB needs to provide further clarification to 
avoid confusion for market participants and to fulfill its duty to give account of its actions 98. 

4.3.8. Risk- and loss-sharing 

Risk- and loss-sharing, a most sensitive topic, is not addressed in the Press Release99. This is nothing 
new, though. Also in the past, the Governing Council has kept its decision about the allocation of profits 
and losses resulting from purchase programmes often confidential100. 

SMP and OMT, the predecessors of TPI, were based on a loss sharing regime, so that all NCBs would 
have had to carry losses of purchases of selected government bonds according to the capital key. While 
confidentiality of such decisions is formally granted by Art. 15 (3) par. 4 TFEU and Art. 4 of the Decision 
of the ECB on public access, there are good reasons to disclose profit- and loss-sharing decisions and 
explain their rationale to the general public. Those decisions might trigger dispute and may be 
contentious, but disclosure does not minimise the effectiveness of the monetary policy measure in 
question 101. Also in the light of its accountability requirements, the ECB should disclose such 
information to ensure that its independent decisions can be scrutinised by the EP also with regard to 
risk- and loss-sharing102.  

Controversial monetary monetary policy measures including risk- and loss-sharing arrangements 
require the ECB to engage in the conversation and communication with the relevant stakeholders in 
order to explain their rationale as advocated by Lastra and Dietz (2022). The social legitimacy of the 
institution – and in turn the acceptance of its independence and its institutional framework – will 
increase if those aspects of monetary policy which are politically sensitive are explained and justified.  

97 See also Feld et al. (2022). 
98  Wellink (2022); Angeloni and Gros (2022b), p. 8. 
99 Angeloni and Gros, for example, advocate for a regime of risk- and loss-sharing if TPI was really confined to addressing the problem of 

asymmetric monetary policy transmission (Angeloni and Gros, 2022a).  
100 Regarding the risk of incurring losses with respect to TPI, see Marsh (2022). 
101 See Lastra and Dietz (2022), p. 17.  
102  See also Wellink (2022): "In the negotiations on ‘fine tuning’ the TPI now under way among the NCBs and ECB committees, 

unrestricted/unlimited risk sharing will undoubtedly come up again as a proposal. This is not illogical given the nature of TPI. But I don’t see a 
mutual risk-sharing decision gaining the approval of the German constitutional court. Whether we like it or not, German institutions and citizens 
have to obey the court – and this includes the Bundesbank."  
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5. CONCLUSION AND POLICY RECOMMENDATIONS
The euro area is currently facing a most challenging period with high energy and food prices triggering 
surging inflation, while at the same time being confronted with an economic downturn following the 
COVID-19 pandemic and the devastating effects of the ongoing war of aggression in Ukraine. The ghost 
of “stagflation” looms in the background. Government debt ratios of most euro area Member States 
have risen, now potentially fuelled by the latest tightening of the monetary policy to curb inflation. The 
rising risk premia of government bonds of indebted countries, especially Italy and Greece, pose 
fragmentation risks. Against this background, the ECB has come up with a new instrument, the TPI, 
announced on 21 July 2022, which we have examined thoroughly, comparing it also with earlier anti-
fragmentation tools. 

The forgoing economic analysis in this paper shows that the bond yield spreads are, however, not yet 
to be qualified as disorderly or unwarranted, decoupled from macroeconomic fundamentals. Rather, 
we find that yield spreads find their origin in the macroeconomic fundamentals of the respective 
Member State and in the increase in general risk aversion and are not (yet) to be considered the result 
of market irrationalities103. Therefore, the government bonds of euro area Member States are currently 
not fulfilling the requirements set out in the TPI Press Release, which foresees that only bonds of those 
jurisdictions which experience a deterioration in financing conditions not warranted by country-
specific fundamentalsare eligible for secondary market purchases.  

TPI entails some features and parameters that raise concerns from a legal perspective. Therefore, the 
Eurosystem might be well advised to first resort to other measures and actors that are more suited to 
address the challenges of risk fragmentation and rising yield spreads. It falls foremost within the realm 
of Member State's responsibility for economic policy to take – unilaterally or more effectively at the EU 
level within the existing European institutional and legal framework – action to fight rising government 
debt and economic fall-outs.  

The exclusive competence of the ECB in monetary policy and the primacy of its price stability mandate 
as stated in Art. 127(1) S. 1 contrast with the ECB’s contributory role to “support of the general economic 
polices in the Union” – Art. 127(1) S. 2 – in line with the competence for economic/fiscal policy, which 
remains decentralised at the level of the Member States albeit subject to coordination and rule 
harmonisation (a shared competence). It is not for the ECB to compensate the absence of fiscal 
integration by monetary policy means to ensure that the euro area is not torn apart by diverging 
economic and fiscal situations of its Member States, which are reflected on the financial markets. 

We should be wary of overextending the powers of the ECB 104. The ECB legal framework was designed 
to preserve its independence from political pressure in the the conduct of a price stability oriented 
monetary policy 105.  

103  See above 2.3. 
104  See Issing (2017), (2018). 
105  Tucker (2018). 
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EXECUTIVE SUMMARY 

• The Transmission Protection Instrument is well crafted and stands to deliver on what the ECB 
needs: normalise monetary policy and avoid deepening interest spreads across the euro area. It
alleviates concerns that financial instability could derail the normalisation process that lies ahead.

• Rising spreads in high-public-debt countries would not only prevent the transmission of
monetary policy, it could also raise the prospect of a breakup of the euro area once again.
Higher interest rates stand to challenge the view that all public debts are sustainable. Public debt
crises are inherently destabilising.

• The Transmission Protection Instrument benefits from a first line of defence. The ECB has
started to use income from repayment of the maturing debts acquired during the Pandemic
Emergency Purchase Programme to purchase debts issued by highly-indebted governments. If this
line of defence is enough to keep market stability, the ECB may avoid having to actually use its new
instrument, but there is no guarantee that this will be the case.

• Beyond raising the interest rates, the ECB will also have to undertake quantitative
tightening. The current quantity of liquidity translates into vast amounts of excess reserves, which
commercial banks could mobilise to expand credit and thus feed inflation pressure. Quantitative
tightening stands to remove the cushion of liquidity that has long stabilised the financial markets
and made it possible for governments to borrow heavily.

• During the debt crisis and at the outset of the COVID-19 pandemic, the ECB has put in place large-
scale asset purchase programmes. The Transmission Protection Instrument is the third
programme of this kind. Like its predecessors, it includes conditions that are closely tailored to
the current situation.

• In contrast to other central banks, the ECB does not feel that it can intervene as lender of last
resort to member governments. This is why it has to set a new programme whenever such
interventions are needed, or may become indispensable.  Not only is this step-by-step inefficient,
but it also stands to raise suspicion on the ECB’s ability to carry out the programmes.

• The rapid response of the ECB and the quality of the new instrument should not hide that it
is highly desirable that the central bank be equipped with a permanent instrument. Such a
step, however, is beyond the reach of the ECB alone. A permanent emergency asset purchase
instrument – the ability to act as lender in last resort – requires that governments overcome mutual 
suspicions, adopt an effective fiscal discipline instrument (the Stability and Growth Pact has failed)
and agree on what to do with current excessive public debts.
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INTRODUCTION 

On 21 July, the European Central Bank (ECB) formally announced the adoption of the Transmission 
Protection Instrument (TPI). This new instrument is officially designed to ensure that the key monetary 
policy instrument, the interest rate, applies throughout the euro area. The issue is much deeper, as 
explained in Section 2. At stake is the very existence of the euro as it faces recurrent market pressure 
on some national public debts. The TPI is judicious at this juncture, especially as it is complemented by 
a flexible exit from the Pandemic Emergency Purchase Programme (PEPP) adopted in 2020. Yet, as its 
predecessors, the Outright Monetary Transactions (OMT) programme and PEPP, it is a response to a 
specific situation, not to a structural flaw of the euro area’s architecture.  

A better “ideal” solution is possible, as sketched in Section 3. Unfortunately, this solution seems out of 
reach at this junction. As a result, the ECB is left with the need to proceed in a piecemeal fashion, putting 
down occasional flares. The TPI is likely to fulfil this task over the next couple of years (Sections 4 and 
5), unless new threats materialise, which remains a distinct possibility in the current unstable 
geopolitical environment.  

A more “permanent” solution, short of the ideal one, can be imagined. It would have to be entirely 
designed by the ECB but, of course, it must be acceptable to all Member States and recognised as 
legally compatible with the existing Treaty. Section 6 describe its key building blocks. 

None of the above deals with the structural weakness that lies at the root of the problem, namely the 
fact that a number of member countries have accumulated very large public debts. Section 7 recalls 
that this risk was well understood when in the 1990s, the euro area was designed. Unfortunately, the 
solutions that were adopted then, mainly the Stability and Growth Pact (SGP) and the “no-bailout” 
clause, were ill-designed and predictably failed. Decades later, the problem has been recognised but 
partial reforms have, if anything made it more intractable. Even worse, public debts are now 
considerably larger and therefore more threatening. 
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THE PROBLEM: NOT JUST TRANSMISSION 

Ever since the debt crisis of 2010-15, the ECB has been talking about the dangers of financial 
fragmentation. It is concerned that the markets may consider that financial risk differs across member 
countries, which would break the integration of financial markets. Markets are integrated when interest 
rates on assets with the same maturity and perceived riskiness are equal. Deviations from complete 
integration emerge for a host of reasons, including tax treatment, regulations, legal systems, liquidity 
and depth of the markets, and systemic riskiness. A key objective of the monetary union has always 
been to achieve full integration so that there is a single financial market. The now-familiar Figure 1 
displays the spreads between interest rates on national public bonds of ten-year remaining maturities 
and the corresponding German rate since January 2020. These spreads are the usual gauge of market 
pressure and a measure of barriers to the transmission of the single monetary policy. Clearly, full 
integration has not been achieved in the public bond market.  

Figure 1: Interest rate spreads on ten-year public bonds (relative to German bonds) 

Source: OECD. 

Still, integration could be achieved in the private bond markets if the interest rates that private firms 
pay on their borrowing were independent from the rates faced by their governments. It would seem 
logical that private investors should evaluate a firm’s riskiness on the basis of its performance, past, 
present, and future, without paying attention to what its government does. In fact, the evidence is that 
corporations systematically borrow at higher rates than their own governments, at least in the 
developed countries. Figure 2 provides an example that compares the borrowing cost of the French 
Treasury with that of a highly-rated French corporation.  

The dependence of private borrowing costs on public borrowing costs reflects the fact that a 
government is normally seen as the safest borrower in the land, because it has the power of taxation. 
When the financial markets start worrying about the sustainability of a country’s public debt and 
require higher interest rates for further lending, we could imagine that the interest rates faced by 
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highly-reputed corporations do not rise. This is not the case (see for example Graham et al., 2014), for 
several reasons. One of them is that investors shift out of corporate bonds to take advantage of rising 
returns available on Treasury bonds – the crowding-out effect. In troubled times, the most likely reason 
is that any run on a public debt is likely to adversely affect private corporations. First, the government 
may raise taxes on corporations, which would cut into profitability. Second, the attendant crisis is 
bound to harm growth, with a negative impact on the profitability and riskiness of local firms. Third, 
this effect is reinforced within the monetary union by the spectre that the country could have to 
abandon the common currency, which is bound to trigger deep economic and political turmoil.  

Figure 2: Borrowing costs of the French Treasury and of Air Liquide 

Source: Herbert et al. (2021). 

Given that public and private bond markets underpin the financial market, the deviations reported so 
far imply that euro area financial markets are not fully integrated. Furthermore, the extent of these 
deviations can vary, quickly and sizeably, in response to variation of the spreads such as those visible 
in Figure 1. The upshot is that growing concerns about the sustainability of some countries’ public 
debts can result in financial market disintegration. When this happens, the ECB can no longer establish 
identical, or fairly similar, interest rates among member countries. This is why it is rightly concerned 
about the transmission of its monetary policy decisions. In the current situation, now that it has 
embarked on a path of rising interest rates, it fears that the higher borrowing costs faced by some 
governments, which will lead to larger debt service, can considerably worsen the sustainability of large 
existing debts. 

Transmission difficulties, however, are not the only concern, not even the main concern. Lurking in the 
background is the possibility that the required monetary policy normalisation may lead to a full-blown 
debt crisis reminiscent of the early 2010s (Wyplosz, 2022). At that time, the ECB talked about the risk of 
denomination, a shorthand for a country leaving the euro and adopting again its previous currency. 
The current language, which refers to the transmission of monetary policy, or the slightly more 
dramatic risk of financial fragmentation, should not hide the fundamental fear of a break of the euro 
area.  This is really what is at stake and the key reason for adopting TPI (Gerlach, 2022). 
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THE IDEAL SOLUTION 

In the developed countries outside the euro area, it is well understood that the central bank will always 
guarantee the sustainability of its government’s debt. This guarantee is implicit and often not even 
acknowledged but quite obvious because the alternative is to let the government default on its debt. 
The economic and political consequences of the ensuing deep financial crisis are too unpredictable to 
brush aside. The guarantee can be exercised in a number of ways but, in the end, it will take the form 
of large-scale purchases of the public debt by the central bank, with no ex ante limit. Aware of this 
potential intervention, the financial markets will not fire-sell the public debt.  

The guarantee does not come for free. It may result in large and growing inflation if the central bank 
actually needs to intervene and create large amounts of money to support the public debt. Still, even 
for a central bank, inflation is less dangerous than a debt default that will be inflationary anyhow. The 
pressure imposed on the central bank is usually referred to as fiscal dominance and it is the reason why 
central banks were made independent a few decades ago. Independence aims at monetary 
dominance, whereby governments manage their finances knowing that they will not be able to order 
their central banks to create money to help out with deficits and debts.  

Monetary dominance, however, is a subtle concept. If the public debt becomes large, the risk that 
financial markets fret about unsustainability grows. A frequent situation is that markets react pre-
emptively, if only because debt sustainability is nearly impossible to assess (Wyplosz, 2011). Fearing 
losses implied by a debt crisis, investors attempt to sell their holdings, which triggers a crisis even 
though the debt may not (yet) be unsustainable. Such self-fulfilling prophecies are symptomatic of the 
possibility of multiple equilibria: there may be a quiet – no crisis – equilibrium because the debt is 
sustainable, or a crisis equilibrium – the debt becomes unsustainable because of the crisis. Central 
banks have a strong incentive to eliminate the crisis equilibrium and intervene on their own free will. 
The distinction between fiscal and monetary dominance is not always clear-cut (Obstfeld, 1986). 

The ideal solution, which is in place in developed countries outside the euro area, considerably reduces 
the odds of a self-fulfilling debt crisis. The ECB currently operates in an environment that leaves some 
doubts about its willingness to act as other independent central banks do. Even though the ECB is 
arguably more independent than most other central banks, it is hampered by the no-bailout clause 
spelled out in Article 125 of the Treaty on the Functioning of the European Union. Although the clause 
does not prevent large-scale purchases of public debt on the secondary market, OMT has been legally 
challenged in front of the German Constitutional Court and of the European Court of Justice. Their 
judgments have deemed OMT legal but with provisions that are a source of important ambiguity. Fully 
removing this ambiguity would make the ECB a “normal” central bank and help dispel the threat of self-
fulfilling prophecies. Because this step probably would require an amendment of the Treaty, the ideal 
solution remains out of reach at this stage. 
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 THE TPI FRAMEWORK 

4.1. A powerful instrument 
The TPI addresses the risks of self-fulfilling crises, by ticking all the relevant boxes: 

• The net is cast appropriately wide since the ECB intends to purchase public securities of
national and regional governments as well as public agencies. It even envisions purchases of
private securities, presumably in anticipation that a public debt crisis affects private
corporations because of the mechanism described in Section 2.

• There is no limit to the purchases. This is a critical requirement since it implies that private
investors, whose resources are structurally limited, cannot “win the war” against unlimited
interventions of the central bank, which can create as much money as necessary. The promise
of unlimited interventions is a necessary condition to rule out self-fulfilling crises. It explains
why the “whatever it takes” statement made the OMT announcement so powerful.

• As the holder of a significant share of government bonds, the ECB accepts the pari passu clause:
in case of a partial or total default, it will claim no repayment priority relative to other
bondholders. As the ECB takes the risk of sharing losses with private bondholders, market
pressure is lessened. In practice, the risk for the ECB is minimal since the TPI stands to
considerably reduce the likelihood of a self-fulfilling crisis.

• Finally, the ECB leaves open the possibility of using its previous debt crisis-preventing
instruments. OMT can be invoked and, more importantly, it will twist its disengagement from
PEPP by reinvesting previously purchased maturing bonds into the national debts under
market pressure. This “first line of defence” sets the TPI as a last-resort intervention, which is
consistent with other central banks’ implicit commitments to back public debts.

4.2. Conditionality 
Like in the cases of OMT and PEPP, the ECB ties its hands on the use of TPI. This is where the weight of 
the political and legal constraints makes the ECB stand apart from other central banks. TPI interventions 
are subject to four eligibility criteria: 

• The country must be in good standing regarding the Stability and Growth Pact and related
elements of the fiscal discipline apparatus, such as the Excessive Imbalance Procedure. This
condition can be interpreted in two, not mutually exclusive, ways: 1) It provides some
protection against fiscal dominance; 2) It serves as a cover against potential criticism that the
ECB supports governments that are fiscally undisciplined. However, it also ties TPI to the
current specific situation since the Stability and Growth Pact is suspended until the end of 2023.
Beyond that, the ECB may not be able to protect all public debts with TPI.

• The public debt must be deemed sustainable. The ECB conducts its own Debt Sustainability
Assessment (DSA) procedure, but it also intends to take into consideration DSAs from other
institutions like the IMF, the European Commission, or the European Stability Mechanism. As
noted in Section 3, DSAs are notoriously imprecise. They are also highly subjective since they
rely on assumptions that are unverifiable. In practice, this condition leaves the ECB quite free
to back its decision as it sees fit.

• The country must comply with its commitments under the Recovery and Resilience Facility.
This condition is an insurance against the risk that a government backtracks on its intentions
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to conduct important reforms. It also addresses the risk that a newly appointed government 
reneges on its predecessor’s commitments. Not only does this condition ties the TPI to the 
current situation but it also transparently aims at the political evolution under way in Italy. 
Reneging on these commitments expose a government to lose both the promised grants and 
loans but also the protection of the ECB.  

4.3. Limits 
The TPI comes close to what is expected from single-country central banks. The difference is that other 
central banks do not have to build a specific instrument. They do not describe what they will do if the 
national public debt comes under market pressure but there is no doubt that they will conduct 
unlimited interventions, possibly extending purchases to private assets. They do not tie their hands 
with eligibility conditions because they know that a full-fledged debt crisis is catastrophic and may well 
lead to uncontrolled inflation. This constructive ambiguity may help with the risk of fiscal dominance 
but, in the end, the other central banks know that they have no protection against a government that 
is determined to be fiscally undisciplined. When national politics fail, central banks can only act as fire-
fighters. 

The ECB feels the need to set conditions and to explain in quite some detail what it will do because it 
serves several countries. Its interventions may result in significant transfers across countries, usually 
from the better disciplined to the less disciplined ones. Keen to eliminate such a risk, the founding 
fathers of the euro area adopted Treaty-based measures. Some of these measures target the member 
governments, others constrain the ECB. When member governments fail to live up to their 
commitments, for good or bad reasons, the ECB remains constrained.  

The response has been the creation of new anti-crisis instruments: OMT, PEPP and now TPI. Each one is 
precisely tailored to the existing situation through a set of conditions. OMT ties central bank 
interventions to the presence of interventions by the European Stability Mechanism, PEPP concerns 
responses to the pandemic and TPI deals with the on-going process of interest rate normalisation. The 
TPI’s two first conditions, compliance with the Stability and Growth Pact and the Macroeconomic 
Imbalance Procedure are moot until the end of 2023. The third condition is window-dressing designed 
to protect the ECB from criticism and litigation. The last condition, compliance with the Recovery and 
Resilience Facility is important to bind governments under the current circumstances. No matter how 
well-crafted they are, these conditions do not come for free. 

They may reflect some degree of hesitancy, born out of underlying disagreements between fiscally 
disciplined and undisciplined governments. A possible consequence is that the financial markets may 
test the ECB’s determination. OMT was never tested but, in the coming period, the ECB may have to 
conduct large-scale purchases to convince the markets of its determination. This may turn out to be 
dangerously controversial for the following reasons. 

In its ruling accepting the legality of the OMT programme, the European Court of Justice noted that the 
purchases must be proportionate to the existing risk (Court of Justice of the European Union, 2015). 
While the TPI acknowledges the proportionality requirement, it also indicates that “the scale of TPI 
purchases would depend on the severity of the risks facing monetary policy transmission. Purchases 
are not restricted ex ante.” This last sentence allows for unlimited purchases, a necessary condition for 
assured effectiveness. Obviously, the ECB must be hoping that it will be possible to avoid any 
escalation, and even any purchase at all. But should the markets test the ECB, an escalation cannot be 
ruled out. Assessing the risks and defining proportionality are murky undertakings, which could 
seriously impede the interventions.  
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Moreover, political considerations could interfere. Section 4.4 explains why TPI will be a requirement 
for bringing inflation down. Given the wide differences in size of national public debts, monetary 
policy normalisation stands to destabilise public debts in some countries, not in others. This could 
lead to divergent support for monetary policy normalisation, while interventions under TPI also stand 
to trigger deep disagreements.   

4.4. TPI and inflation 
The creation of the TPI is directly driven by concerns for debt instability now that the ECB has embarked 
on a new policy phase designed to bring inflation down to target. To that effect, it will have to raise its 
interest rates and reduce the monetary aggregates. Figure 3 shows that the money base has increased 
more than sevenfold since January 2008. This increase supported a rise of the narrow aggregate M1 by 
a factor of 2.4. The difference between the two aggregates and the fact that inflation remained low 
until 2021 indicate that the banking system has been transformed in the aftermath of the global 
financial crisis (Section 5.2 provides an explanation). The normalisation of monetary policy, including 
the end of negative interest rates, is likely to re-establish a long-run link between the monetary 
aggregates and inflation. It is far too early to even speculate how the link will operate in the future, but 
it is clear that the size of the monetary base will have to be reduced, possibly very significantly. To that 
effect, the ECB will have to reduce its holdings of national debts accumulated during the quantitative 
easing (QE) period. This is the process now known as quantitative tightening (QT). 

Figure 3: The money base and M1 in the euro area (Index: 100 = Jan. 2008) 

Source: Statistical Warehouse, ECB. 
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The combination of higher interest rates and the sale of public debts will profoundly affect debt 
sustainability. In its justification of TPI, the ECB correctly notes that the new instrument is needed to be 
able to pursue its policy normalisation. It is likely to be a precondition for bringing inflation down. This 
issue is further examined below in Section 5.2. 

Another difficulty is how to simultaneously reduce the money base and purchase debts under the TPI. 
In will require the ECB to compensate its purchases by larger sales of the debts that it holds. This will 
require great care since large sales of debts from countries that do not benefit from TPI may threaten 
their acceptability by investors. There is clear border between large debts that require TPI support and 
slightly smaller debts that are safe. The risk of triggering contagion is not nil. 
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THE NEAR FUTURE 

In short succession, the ECB has announced that net purchases under APP and PEPP would end, then 
raised its interest rates and put TPI in place on 21 July. It has also announced that it intends to continue 
raising the interest rates at forthcoming meetings of the Governing Council. The path of monetary 
policy is now clear.  

5.1. PEPP in the forefront 
As explained above, the TPI is the second line of defence after the use of PEPP maturing bonds to 
provide support to potentially fragile countries. The use of PEPP actually started before the 
announcement of TPI. The left-hand chart of Figure 4, which uses the same scale as the right-hand 
chart, shows how income from maturing bonds was reinvested into national bonds over April and May 
2022, immediately after PEPP net purchases ended. The right-hand side chart indicates that the ECB 
began to target potentially fragile countries in June and July 2022 when interest spreads started to 
increase as documented in Figure 1. The net reinvestments are much larger than over the previous two 
months and exhibit a clear pattern. The ECB has purchased significant amounts of bonds issued by Italy, 
Spain, Greece and, to a lesser degree, Portugal. During this period, it has let its holdings of the less 
indebted countries, Germany and Netherlands, decline, with a small reduction of French bonds. It is 
likely that the ECB will continue to use income from sales of maturing assets to respond to the evolution 
of interest spreads as it continues to raise its interest rates.  

Figure 4: Reinvestment of maturing bonds after the end of PEPP net purchases (EUR billion) 

Source: Statistical Warehouse, ECB. 

5.2. Quantitative tightening and TPI 
So far, the ECB has not announced whether and when it plans to start QT. Section 4.4 argues that QT 
will be required to durably bring inflation down. Previously, following the large increase in the money 
base that resulted from QE after 2015, the ECB did not engage into QT, probably because M1 – and 
other monetary aggregates – did not increase commensurably (Figure 3). The main reason, however, 
was that the ECB was focused on trying to raise the inflation rate over the period 2015-19. Now that 
inflation has been ignited, a very large monetary base represents a major threat. Figure 5 explains why. 
It shows that the excess reserves of commercial banks have risen proportionately to the money base 
since 2015. Up until the euro area debt crisis, commercial banks held minimal amounts in deposits at 
their central banks, essentially what they were required to hold by the existing regulation, so excess 
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reserves were about nil. With the advent of QE, they sold large quantities of bonds to their central banks 
against cash that they held at the ECB, well above the reserve requirements. This reflected a lack of 
more attractive use as they were loath to lend large amounts to their customers, because they had 
been fragilised by the crisis and because the unsettled situation made such loans risky.  

Figure 5: The money base and commercial bank excess reserves (EUR billion) 

Source: Statistical Warehouse, ECB. 

However, excess reserves constitute a reservoir for lending, if and when the commercial banks feel 
ready. As such, they could support a rapid expansion of bank credit and of monetary aggregates. Such 
an evolution is quite likely once the economic situation stabilises. It could also be triggered if inflation 
remains lastingly above target for three main reasons: 1) If the interest rates remain low relative to the 
inflation rate, negative real interest rates provide an incentive to borrow; 2) Continuing inflation leads 
to higher demand for nominal money; 3) Positive interest rate imply that commercial banks find it more 
profitable to lend than to hold excess reserves.  

What could the ECB do if bank credit starts accelerating sharply, thus threatening efforts to reduce 
inflation? One solution would be to raise the reserve requirements so that, mechanically, the amounts 
of excess reserves decline. The drawback is that this raises the operating costs of commercial banks. 
Another solution is to increase the interest rates. High interest rates are meant to discourage the 
demand for borrowing from banks, but the effect is known to be weak. Firms, in particular, are more 
concerned by expected profits – and therefore future growth – than by interest costs, which represent 
a modest fraction of investment costs. In such a situation, commercial banks occasionally entice their 
customers to increase borrowing through various schemes.  

The ECB may believe that very large excess reserves do not represent an immediate threat and focus 
entirely on raising the interest rate. It can be encouraged to do so by the fact that over-abundant 
liquidity over the last decade has greatly reduced the odds of financial turmoil, while QT could  trigger 
a debt crisis since it involves selling bonds back to investors who may not be prepared to absorb them. 
Highly-indebted governments then may face menacing interest rates increases, which would 
challenge the monetary policy transmission mechanism and threaten euro area membership. TPI 
stands to dissuade the ECB from giving up on QT.  
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5.3. Will TPI be ever utilised? 
The early 2020 flare-up of interest rate spreads, visible in Figure 1, corresponds to the onset of the 
COVID-19 pandemic when most governments decided to quickly expand their fiscal policy support as 
they were mandating lockdowns. This was a promise of a rapid expansion of public debts and, quite 
naturally, the markets worried about highly indebted Greece and Italy, as well as about Spain and 
Portugal. Note that these spreads already existed beforehand, but their sudden increase opened the 
door to a potentially dangerous debt crisis. The ECB promptly responded with PEPP (and an expansion 
of APP). The ECB’s readiness to purchase bonds according to perceived threats rather than in 
proportion of national ownership share of the ECB worked well, bringing the spreads back to pre-
pandemic levels.  

The spreads started to rise again toward the end of 2021. One possible reason is the ECB announcement 
that it would end net asset purchases under PEPP in March 2022. Another reason could be that inflation 
then emerged as the next challenge faced by the ECB, including the need to eventually raise interest 
rates, with unpleasant consequences for the highly indebted countries. The spreads have modestly 
declined since the ECB first started to implement its PEPP reinvestment strategy (displayed in Figure 4) 
and then disclosed TPI.  

Three observations are warranted: 

• The decision of the ECB to raise its interest rates have not led to larger spreads, so far at least. A
plausible interpretation is that the markets had anticipated this action.

• The announcement that net purchases under PEPP would end by March 2022 deepened
market concerns but this effect is now undone by the subsequent decision to selectively
reinvest of maturing bonds, as announced in June 2022. An implication of this observation is
that the euro area does not suffer from a general lack of liquidity (so QT is possible), but from
limits of selective interventions by the ECB. TPI is needed.

• Next Generation EU, including the Recovery and Resilience Facility, does not seem to have had
any significant impact on spreads. It may be surprising that a EUR 750 billion programme, which
includes grants and is partly tilted toward the highly-indebted countries, leaves the markets
unimpressed. In fact, it confirms that limited interventions, even very large ones, cannot fully
reassure markets, while central bank promises of unlimited interventions are game changing.1

So far, the PEPP reinvestment strategy has managed to moderately reverse the spread increases. This 
first line of defence, however, is limited in time and scope, which means that further turmoil may lead 
to a resumption of spread increases. If economic and political conditions – including geopolitical 
trouble – were to worsen, it is likely that the PEPP reinvestment strategy will not be enough. The open 
question is whether the mere existence of TPI will suffice to contain the spreads or whether the ECB 
will have to actually intervene. If it does so, it will have to act forcefully to reassure the financial markets. 
Any hesitation, possibly even any delay, could well result in a power-of-will battle between the ECB and 
the financial markets.  

There is no doubt that the ECB can technically win this battle, but political disagreements could 
undermine its power. In addition, the life length of TPI is limited by the attached conditions, chiefly the 
end of the suspension of the SGP, as noted above in Section 4.2. This could be worrisome If, as the 

1 In addition, the funding of the Recovery and Resilience Facility has not been agreed upon. In the end, it indirectly increases national public 
debts. 
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deadline nears, the ECB is still in the process of raising its interest rates and conducting QT. The TPI 
might then have to be updated.  
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A PERMANENT SOLUTION? 

The TPI is a powerful instrument but, like its predecessors OMT and PEPP, it is a response to a specific 
threat. The ECB does not dispose of any permanent instrument that makes it possible to guarantee the 
public debts of its member governments. This is intended, which rules out the ideal solution sketched 
in Section 3. Is there a way to design a permanent solution that sidesteps the disagreements that make 
the ideal solution unreachable? 

The core obstacle is that low-debt countries do not want to be liable to bonds issued by high-debt 
countries. This is understandable. It is what distinguish a multiple-country currency area from a 
politically unified currency area such as a federal state. Even though recent dramatic events, the COVID-
19 pandemic and the Russian invasion of Ukraine, have spectacularly enhanced European solidarity, 
we are probably a long way from a European federal state.  

The alternative is to build upon the unique capability of central banks to wield unlimited interventions. 
A detailed proposal lies beyond this report, but a few principles can be identified: 

• The ECB should stand ready to purchase national debts in unlimited amounts under general
conditions, not conditions tied to a particular situation.

• The conditions would not be ex ante, determining lending, but ex post, determining debt
service.

• The holding of bonds purchased by the ECB during emergency or exceptional operations must
be clarified. Currently, they are held in the balance sheet of the ECB, member countries serve
interest on these bonds and the resulting profits are redistributed to the ECB shareholders, the
national central banks, in proportion to their shareholding. The result is that each country
receives payments equal to its interest service, therefore at no cost and with no inter-country
transfers2. The PEPP has broken this equality, which explains its effectiveness, but also a reason
why lending conditions are attached.

• The presumption is that these bonds will not remain indefinitely on the ECB balance sheet,
either because they are not rolled over when they mature, or because of QT. But there is no
timetable, which is another reason for imposing lending conditions.

• Lending conditions can be replaced by debt service conditions, such as a standardised
schedule for the repayment of the principal. As is the case with borrowing from private
investors, each country would be contractually obliged to pay back interest and capital over a
set period. Note that the interest payments would lead to transfers from the high-debt
countries, which receive support in excess to their capital keys, to the low-debt countries, which
receive their share of Eurosystem earnings.

Currently, the Eurosystem holds about half of euro area government debts, much of which has been 
acquired through the various QE programmes of the last decade. Indefinitely keeping these debts on 
the book of the Eurosystem implicitly lowers the public debts (Pâris and Wyplosz, 2014), but this 
strategy precludes QT. Requiring debt service, including the principal, instead stands to bring debts 
back to levels such that the risk of self-fulfilling crises becomes small3. Obviously, this will happen only 
if governments cease to continue to accumulate debts. It calls for a more effective procedure to enforce 

2 There are benefits for highly indebted countries inasmuch as the interest rate is lower than what they would have to pay had they 
borrowed from the market. 

3 Many details must be examined, such as whether the ECB would aim at eliminating its holdings of national debts and, if so, what 
instruments it would use to carry out daily monetary policy.  
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fiscal discipline than the SGP, which that has not lived to its expectations (see, e.g., Eichengreen and 
Wyplosz, 1998; Fatas et al., 2003; Larch et al. 2010) and failed to prevent the 2010 crisis or the current 
concerns that motivate the TPI.  

The upshot is that a permanent solution, which recognises that the ECB is the lender of last resort to 
governments, requires solving two of the most vexing problems of the euro area: 1) The ineffectiveness 
of the Stability and Growth Pact; 2) The very high levels of public indebtedness of several member 
governments. It may sound trivial: if all governments are fiscally disciplined and all public debts are 
low, committing the ECB to be the lender of last resort to governments is easy but useless. It is not 
trivial, though. Adverse shocks can always happen, as we have seen in recent years, so it is precious to 
have the ECB available to lend in last resort at all times and without conditions. Taking these steps 
simultaneously would make the euro area a normal monetary area.  
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CONCLUSIONS 

The new instrument, TPI, is well designed and adapted to the current situation. It is supplemented by 
the PEPP reinvestment strategy which offers a solid first line of defence. TPI stands to assist the ECB as 
it develops its policy normalisation, which started with the first increase in its interest rates. Indeed, the 
risk is that a new debt crisis would make it impossible to continue on that path without endangering 
the proper function of the single monetary policy or, worse if it rekindles the risk of a breakup of the 
monetary union.  

Like previous emergency instruments designed to deal with wide differences in national public 
indebtedness, TPI comes with lending conditions, in contrast with what is expected from other central 
banks. These conditions are tailored to the current circumstances, as were OMT and PEPP. Each 
instrument represents a step in the right direction, but just a step: the ECB still cannot be expected to 
safeguard national public debts without the creation, each time, of a specific instrument.  

Several reasons explain this step-by-step approach. The main one is clearly due to member 
governments. They disagree on the degree to which the ECB can take risks that may result in explicit 
or implicit transfers. Despite its independence, the ECB cannot remedy the situation on its own, nor can 
it put itself at the centre of deep political disagreements as it needs to preserve its authority. Yet, it is 
encouraging that each of the three steps taken so far has been successful, was built on the previous 
one and was adopted faster. It is also encouraging that the member governments have been willing to 
adopt measures, like the creation of the European Stability Mechanism and the Recovery and Resilience 
Facility, which implicitly or explicitly involve transfers. However, these measures cannot be compared 
to potentially unlimited central bank interventions that are uniquely effective at eliminating self-
fulfilling crises.  
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Abstract 

The European Central Bank has announced a new facility, the 
Transmission Protection Instrument (TPI), to safeguard the 
monetary policy transmission mechanism (MTM). The euro area 
is more robust and resilient today than in past euro crises. The TPI 
should therefore focus on short-term instruments in which 
threats for the MTM may reside. The recent increase in Italian 
long-term spreads did not signal such threat. The ECB should 
create a Transmission Observatory, with data and analyses on the 
pass-through from the money market to bank credit conditions, 
to detect possible threats to the MTM and document the possible 
need for intervention. 
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EXECUTIVE SUMMARY 

• The European Central Bank (ECB)'s new Transmission Protection Instrument (TPI) was
designed in a hurry at a time when the ECB was realising that its response to inflation was
insufficient, and interest rates therefore had to be raised quickly and by large amounts. This
haste may explain why some important details were left unspecified, which in turn has rendered
any assessment of the new instrument difficult.

• The TPI is ostensibly supposed to protect the monetary policy transmission mechanism
(MTM). There is strong evidence that with interest rates above zero, the MTM in the euro area
depends crucially on the link between money market rates (three-month maturity) and bank
lending rates. It follows that TPI intervention should focus on the short side of the interest rate
structure and on the pass-through of those rates to the banks’ lending side.

• Under these conditions, the costs and risks (as well as any returns) of TPI intervention should
be shared among national central banks (NCBs) according to the ECB’s capital key. Burden-
sharing of the TPI is an aspect that the ECB has left unspecified.

• The new tool should be triggered if, and only if, high short-term spreads clearly signal
imminent risks that the MTM may be jeopardised. High spreads on long-term bonds should not
be sufficient to trigger the TPI. There is no need for the ECB or any NCB to estimate normal or fair
10-year spreads.

• Another crucial aspect left unspecified is the relation between the TPI and Outright Monetary 
Transactions (OMTs). We argue that the TPI can at best be a first line of defence. Countries with
strong fundamentals should be advised to “buy insurance” by using the European Stability
Mechanism (ESM) precautionary line – whose preset conditions are now largely met by all euro area 
countries – to unlock the OMT. Countries with more fundamental imbalances should instead apply
for a regular ESM credit line, which includes an ESM-sponsored adjusted programme.

• The ECB has also mentioned flexibility in the reinvestment of maturing pandemic emergency
purchase programme (PEPP) securities as another instrument to deal with pandemic-
induced MTM fragmentation. This flexibility was used to an extreme during the last reporting
period (June/July 2022) as most of the maturing principal was used to purchase Spanish and Italian
bonds (with a corresponding decline in the holdings of core government bonds).

• The ECB has not provided any justification for this extraordinary deviation from past
patterns, though we see no indication that the MTM was threatened or that any threat was due to
the COVID-19 pandemic – which would be required for any use of the PEPP.

• The ECB should create a Transmission Observatory, focused on the aforementioned linkages
between short-term rates and bank lending, to be able to detect future threats to the MTM
and to document any need for intervention.
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INTRODUCTION 

Following the Governing Council's meeting in June 2022 when the European Central Bank (ECB) 
announced that it would depart from its previous forward guidance and increase interest rates 
substantially this year, the risk premia on Italian government debt increased rapidly, with the 10-year 
BTP-Bund spread reaching a peak of 250 basis points (bps). On 15 June, the Governing Council arranged 
for an ad hoc meeting to evaluate the current market situation, and announced accelerated work on “a 
new anti-fragmentation instrument”, whose outline was then published on 21 July. Given that the 
spreads on other peripheral countries rose much less, this created the impression that the new 
instrument, the Transmission Protection Instrument (TPI), was created mainly to deal with the case of 
Italy1.  

Before discussing the details of the new instrument, let us briefly consider past experiences when the 
ECB sought to counter fragmentation risk through the Securities Markets Programme (SMP, 2010-
2011), the Longer-Term Refinancing Operations (LTROs) of late 2011 which are now mainly forgotten, 
and the Outright Monetary Transactions (OMT), widely credited with having saved the euro area from 
collapse without essentially having to be used. 

One needs to understand the OMT in view of the specific conditions of that time (2010-2012) when 
countries such as Spain, Portugal and Greece had faced a large build-up of current account deficits 
during the preceding boom period and had to attune to a sudden stop. Although Italy had a relatively 
much smaller current account deficit, it was somewhat affected by the sudden stop of capital inflows 
from abroad. This sudden stop called for a rapid adjustment in the external balance, namely an internal 
devaluation. Some therefore argued at the time that an exit from the euro, along with a devaluation, 
might be less painful than a deep recession compressing domestic wages and prices (e.g. Weisbrot and 
Montecino, 2012 in the case of Greece). 

The current situation is quite different. The peripheral countries no longer have substantial deficits, and 
Italy, the country with a high risk premium, has a large current account surplus. Moreover, the large 
gap in competitive conditions relative to Germany that had opened up by 2011-2012 has now largely 
been closed. The economic argument for a country potentially benefiting from leaving the euro area 
has largely vanished. 

Another often overlooked element which differentiates today from 2012 is that the current inflation 
burst, not matched by corresponding increases in interest rates, is helping public finances. Today, the 
growth rate of nominal gross domestic product (GDP) is much higher than the interest cost of public 
debt. For Italy it is estimated to be around minus 4.5 percentage points in 2022 and minus 3 percentage 
points in 2023. In 2012 and 2013, this amount was equal to 7 and 5.7 percentage points of GDP 
respectively. 

The current combination of nominal growth and interest cost at 10 percentage points better today 
than in 2012 has never been as favourable at any time in recent memory. The same consideration 
applies to Spain and Portugal, the other countries that in 2012 came under severe financial stress. 

Moreover, the vast NextGenerationEU (NGEU) support programme, which benefits particularly those 
euro area countries that experienced financial tensions, has solidified political support for the euro. 
Revealingly, the term “euro crisis” has virtually disappeared as a topic in the Google trends search. The 

1 See Greene, M. (2022). 
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acute systemic tensions that 10 years ago put the survival of the euro area at risk, hence motivating the 
OMT, no longer exist at present. 

Another difference between today and 2011-2012 is the increased stability of the banking sector. Non-
performing loan (NPL) ratios in Spain2 and Italy3 have fallen from peaks of over 13% and 17% 
respectively around the middle of the past decade to a little over 4% now for both countries. Moreover, 
banking supervision has been centralised in the Single Supervisory Mechanism at the ECB, thus ending 
national forbearance, and the Single Resolution Fund is on track to achieve its target of a fund of EUR 
80 billion by the end of next year (De Carpentier, 2022). Though specific cases of weak banks persist, in 
Italy as elsewhere, all in all the banking system is no longer a source of major risks. 

There is little need to discuss the case of Greece in this context. First, Greece has pursued a sustainable 
and prudent economic strategy in recent years, culminating recently in the anticipated reimbursement 
of its International Monetary Fund (IMF) debt. Second, its public debt is mostly towards official 
institutions (ESM, Greek Loan Facility, etc.) and very long term at very favourable rates. Market rates are 
thus of little relevance to Greek public finances, although the country has a debt-to-GDP ratio of close 
to 200%.What remains, in essence, is a high and volatile risk premium on Italian public debt. The special 
situation of Italy is illustrated by the fact that the movement in rates over the last months has been very 
different from 2012 – the spreads of countries like Spain and Portugal have increased much less (around 
half that of Italy). Italy’s situation today should rather be compared to 2018, when the formation of a 
eurosceptic government led to a sharp country-specific widening of the risk premium (up to 250-300 
bps), not accompanied by similar movements in other countries. The main risk that markets see today 
in Italy seems to be related to the fall of the government and the possibility that the upcoming elections 
may deliver a government less committed to fiscal prudence and NGEU reforms than the previous one. 

Angeloni and Gros (2022) document in more detail the much stronger external position of Italy and its 
improved banking system. 

2 CEIC, Spain Non Performing Loans Ratio. https://www.ceicdata.com/en/indicator/spain/non-performing-loans-ratio  
3 CEIC, Italy Non Performing Loans Ratio. https://www.ceicdata.com/en/indicator/italy/non-performing-loans-ratio  

https://www.ceicdata.com/en/indicator/spain/non-performing-loans-ratio
https://www.ceicdata.com/en/indicator/italy/non-performing-loans-ratio
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Italy has been running a persistent current account surpluses of 2% to 3% of GDP in recent years, which 
has yielded a positive net external position. The position is mainly driven by a large foreign asset 
position of the private sector, which has been offset by a relatively sizeable Italian government debt 
held abroad. Box 1 illustrates this development.  

As mentioned above, banks have strengthened their balance sheets throughout the euro area. Italian 
banks in particular have much reinforced their capital position, reducing their reliance on financing 
from abroad and greatly reducing the large stock of NPLs, which made their balance sheets so difficult 
to read during the last crisis, to a fraction of the value at the peak of the crisis.  

Italian banks now show value for the key solvency ratio CET1 (high-quality capital as ratio of risk-
weighted assets, as a percentage) very close to the euro area average (15.3% versus 15.5% for the euro 
area). 

Box 1: Italy, evolution of net foreign asset position of major sectors of the economy 

Italy was the country with the lowest external deficit at the outset of the euro debt crisis. Its current 
account deficit reached only about 3% of GDP (in 2011), compared to close to 15% of GDP for 
Spain, Portugal and Greece. Moreover, regular current account surpluses have helped to improve 
Italy’s net foreign asset position, which has now turned positive. 

However, as shown below, the improvement of the foreign asset position applies only to the 
private sector and banks, not to the government, whose negative position has deteriorated over 
the last decade and now amounts to close to 60% of GDP, compared to a net positive position of 
the (non-bank) private sector of close to 70% of GDP.  

Source: authors’ calculations based on Banca d’Italia data. 

In a crisis the government usually has to save the banks. In a crisis scenario one would thus have 
to aggregate the banks and the government. From this perspective there has been no 
improvement since the external position of the aggregate banks+government amounted to -
58.3% of GDP in 2011 versus -60.5% of GDP now.  

32,9

-22,0
-36,3

52,3

-11,0

-49,2

68,4

-2,8

-58,2
-80,0

-60,0

-40,0

-20,0

0,0

20,0

40,0

60,0

80,0

Private sector Banks Government (incl. BdI)

Italy: net foreign asset positions, % of GDP

2011 2017 2022



IPOL | Policy Department for Economic, Scientific and Quality of Life Policies 

PE 733.984 74 

The only indicator that has not improved is the exposure of Italian banks to the Italian sovereign, which, 
as a ratio to total assets, has remained broadly unchanged, whereas it has declined markedly on 
average for the euro area, from 8.4% to 6.2%. As a ratio to CET1 capital, the exposure of Italian banks 
has actually increased and is now one of the highest. 
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THE MONETARY TRANSMISSION MECHANISM 

Unique among major central banks, the ECB considers the MTM not merely as a means to diffuse the 
effects of its policy on the economy, but also as an end in itself, or in other words, another goal of 
monetary policy alongside others assigned to it by its statute. Consider a stylised example in which a 
central bank uses instrument A to achieve, through a set of cause/effect relations B, a final goal C. 
Normally, central banks adjust A in order to achieve C, taking B as a given. Virtually all monetary policy 
research is cast in these terms. The ECB, instead, uses A to influence both B and C, the effects on B being 
instrumental to improving the accuracy with which it attains C. Though conceptually meaningful, this 
approach is much more complex because it requires the factoring in of multiple distinct cause/effect 
relations operating simultaneously and interacting with each other. 

It is also worth noting that this is not the first time the ECB has regarded the MTM as a policy objective. 
In 2011, ECB President Trichet argued that the financial and the euro crises had disrupted the 
functioning of financial markets, and thus the functioning of the MTM4. Unconventional monetary 
policy (meaning large asset purchases) was deemed necessary to calm markets and allow the MTM to 
operate properly. At that time, the expansionary stance of monetary policy benefited both the MTM 
and the final ECB goal because the financial crises were depressing both inflation and economic 
activity. Draghi’s ECB returned to a similar concept a few years later5, the argument then being that the 
sovereign crisis affected the solvency of banks (the so-called “doom loop”), damaging the transmission 
process through bank credit. This argument was used to justify quantitative easing (QE). Again, the 
direction of policy was consistent, benefiting MTM as well as inflation and output.  

The way MTM is brought into the picture now differs from these precedents in two ways. First, the 
contractionary overall stance of policy does not help the MTM, because the yield spreads between 
peripheral and core countries tend to rise with the general level of interest rates, hence making the 
MTM asymmetric across countries. For this reason, the TPI is directed towards controlling the spreads, 
more explicitly than was the case in the earlier instances.  

Given the limitations of its mandate, the ECB cannot aim to finance governments. Its argument must 
therefore be that its purchase of bonds of a single government (possibly sterilised by selling the bonds 
of another government) is necessary to preserve the MTM and thus its ability to pursue its statutory 
goal of price stability. The implicit favourable financing the TPI provides to certain individual 
governments (perhaps at the expense of others) must thus be presented as an unintended side effect 
of its attempt to preserve the MTM.  

In 2012, the danger of fragmentation was clear and systemic. The link between a breakdown of the 
MTM and a breakup of the euro was self-evident. Today’s situation is different, as documented above. 
Most factors of a potential systemic crisis (external disequilibria, banks having low capitalisation and 
high NPLs) are no longer present today (especially for Italy). It is harder to argue today that the MTM is 
jeopardised. It follows that the ECB will need to provide strong arguments and conclusive analyses of 
why TPI intervention is needed to preserve the effective working of the MTM. 

2.1. The MTM away from the lower bound 
The MTM is one of the most extensively studied subjects in empirical economics. Academic papers 
studying the timing and strength of the effects of monetary policy number in the hundreds, if not the 
thousands. Central banks and other policymaking institutions such as the European Commission and 

4 See Trichet, J.-C. (2011a; 2011b).  
5 See Draghi (2017). 
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the IMF have also contributed many papers. Most of this literature flourished in the period between 
1971 and 2008, i.e. between the abandonment of the Bretton Woods fixed exchange-rate system (after 
which central banks gained a central role in controlling inflation and short-term output fluctuations) 
and the Great Financial Crisis (GFC). 

The GFC marked the end of this literature or, to put it differently, a radical change of it. Most of the 
earlier literature had concluded that short-term interest rate changes were the best measure of 
monetary policy decision.  

After the GFC, those rates were bound by the zero lower-bound virtually everywhere or, for central 
banks that practised negative rates, by a so-called “effective lower bound”. The MTM literature changed 
course, refocusing on measuring the transmission mechanism of QE. Views on the interpretation and 
reliability of this literature differ, for example Fabo et al. (2020) argue that some of this literature may 
be biased by conflicts of interest. But two things are certain: first, measures of the transmission process 
of QE were never as consensual and solid as the earlier measures of the MTM based on short-term 
interest rates; and second, now that interest rates are again rising above zero, the literature relating to 
the QE period can be disregarded and the earlier literature is becoming relevant again.  

In the early 2000s, the ECB coordinated a major study among the researchers of the NCBs aimed at 
measuring the MTM in the newly created euro area (see Angeloni et al., 2003). The main results can be 
summarised as follows: 

1. In all countries of the euro area, and in the area as a whole, monetary policy is best
measured by a short-term interest rate, typically of three-month maturity money market rate.
This rate is influenced both by the market and the actions of the central bank.

2. In all countries of the euro area, a key role in the transmission of monetary policy
impulses is played by credit institutions; specifically, by their credit supply behaviour, which in
turn is affected by short-term interest rates. Under the single monetary policy, transmission
may vary across countries because the market-determined component of the short-term rate
differs across different jurisdictions. This is where the euro area MTM may not function well,
and the single monetary policy may be jeopardised.

3. To some extent, the MTM may differ also because of differences in national financial
structures (e.g. the strength bank competition, institutional features of the mortgage market,
the presence of cross-border banking and the breadth of the stock market; see Angeloni and
Ehrmann, 2003) or sectoral compositions of GDP. These differences are inherent in the
economic structure and the central bank cannot eliminate them, nor should it try to do so.

2.2. Some differences in the MTM are to be expected 
One implication of the above-mentioned analyses is that not all MTM cross-country asymmetries 
should be eliminated. Only when there is clear evidence that they derive from other extraneous 
elements, which then affect the financing conditions of households and the corporate sector, does the 
central bank have reason to intervene to “protect” the MTM.  

Second, the key metric to gauge the presence of those MTM distortions are the short-term interest rate 
differentials and their impact on lending rates.  

Third, in assessing those differences, close attention should be paid to the state of the banking sector(s). 
Differences in the levels and changes in bank lending rates, asymmetric credit rationing effects and 
unjustified differences in collateral or covenant policies may all be signals that the smooth transmission 
of monetary policy is compromised.  
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The proper administration of the TPI requires, in our view, that the ECB sets up a new MTM cross-border 
monitoring system covering all steps in transmission: from central bank policy actions to money 
markets, and from money markets to banking markets. The ECB’s quarterly Bank Lending Survey and 
the supervisory information housed in the central bank can both provide useful elements for such 
monitoring. 

2.3. The MTM in action 
Figure 1 below shows the key ECB policy rate, namely the deposit facility rate and the rate at which 
banks were lending to their corporate customers for the four largest euro area countries. It is apparent 
that until about the end of 2011 lending rates tended to track the policy rate of the ECB, as one would 
expect from a well-functioning MTM when interest rates are not constrained by the zero lower bound. 
However, starting around that date, lending rates in Italy and Spain remained higher, whereas those of 
France and Germany followed the downward movement of the policy rate. This illustrates the way in 
which the MTM was impacted by the crisis, and the problems the OMT was meant to address. 

However, the figure also shows that the differences in lending rates between the core (Germany and 
France) and the periphery (Italy and Spain) remained high for some time, even after the announcement 
of the OMT (and after sovereign spreads had fallen). This is an indication that not all the differences in 
lending rates were due to the tensions in the sovereign debt markets. Banks are likely to charge higher 
rates when they perceive a higher risk, because the economy is in recession. The high rates charged to 
German corporations during the early 2000s were not considered a sign of malfunctioning of the MTM, 
but of a weak German economy. High sovereign spreads thus do not constitute a necessary or sufficient 
condition to warrant the conclusion that the MTM is impaired. Also, comparing the left- to the right-
hand scale shows that lending rates were on average two percentage points higher than the ECB rate, 
as one would expect since banks have to be compensated for their risks and other costs. 

Figure 1: Bank lending rates to non-financial corporations, new business 

Source: Authors’ calculations based on ECB data. 
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THE MTM AND LONG- VERSUS SHORT-TERM RATES 

The key role of short-term rates in the MTM suggests that a distinction should be made between long- 
and short-term rates. The hasty decision process on the TPI was entirely driven by concerns about long-
term spreads, but the MTM argument calls, instead, for a predominant focus on short-term ones. The 
fact that spreads on the short-term rates central to the MTM have not moved at all during the last 
months has not been properly considered so far. 

The motivation for the TPI offered by the ECB speaks only, en passant, of “comprehensive assessment 
of market and transmission indicators” During the July press conference, ECB President Lagarde 
mentioned fragmentation risks or “disorderly market dynamics” only in general6.  

3.1. Flattening the risk curve as a key danger signal 
A key warning signal in 2011-2012 was the fact that short-term rates had also increased in higher-risk 
countries. When asked what signal had convinced the ECB that strong intervention was needed, Draghi 
responded in August 2012:  

“I would not point to one single episode but certainly one thing, if one really wants to, 
was the sudden increase in the shorter part of the yield curve for several countries in 
the euro area, which for people who know the markets is usually ominous”7. 

Other ECB sources confirm that short-term rates provided the key signal for the need to intervene (e.g. 
Cœuré, 2013). In early 2012, the ECB still had the possibility to buy peripheral bonds under its SMP, 
which had been announced in May 2010, allowing the ECB to purchase unspecified amounts of 
peripheral bonds to “to ensure depth and liquidity in those market segments which are dysfunctional”. 

The ECB did not specify the purchase amounts under the SMP; the argument was that “speculators” 
should be kept in the dark about its firepower. The amounts bought under the SMP were published 
only later, when the programme had ceased (several hundred billion Greece, Italy, Portugal and Spain 
[GIPS] bonds).  

The SMP had obviously not been adequate to reduce market turbulences, which in fact surged in 2011 
and 2012 so that at one point, Italy’s yield curve was almost completely flat. A flat yield curve (at a high 
risk premium) signals that investors fear an imminent debt restructuring, because in most 
restructurings the residual maturity does not matter as all bonds in default are treated as one mass. 
This is the reason why Draghi called a sudden increase in short-term rates “ominous”. 

The OMT trigger was thus a pervasive fear that the euro area would break up, reflected in high risk 
premia on short-term rates. This is why the ECB wanted to signal a commitment to making sure the 
euro area would not break up, even if this might require unlimited intervention. ECB research by 
Altavilla et al. (2016) suggests that the OMT lowered short-term rates by about 200 bps for Italy and 
Spain in the shorter-term two-year segment, compared to just under half as much (80-100 bps) for the 
10-year rate.

6 See Lagarde, C. (2022).  

7 Draghi (2012) added, however, that the sudden increase in shorter term rates “was one sign, but I would not point only to that symptom, 
since there were other symptoms of market fragmentation which tend to worsen the situation”. He added that “[a]s to the second 
question on why we are focusing on the short end of the yield curve, the main reason is that this falls squarely within the range of classical 
monetary policy instruments. The shorter the spectrum, the closer it is to money market operations … the first point is very important 
because we want to repair monetary policy transmission channels and we clearly see a risk, and I mean the convertibility premium in 
some interest rates”. 
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3.2. Long- versus short-term debt and the cost of public debt 
It is often argued that government debt in the euro area is “fragile” because a buyer’s strike could drive 
any euro area government into default (De Grauwe and Ji, 2012), whereas this is not possible in 
countries with their own central bank. All of the contributions for the June 2022 meeting of the 
Monetary Dialogue provide examples of this point of view and the corollary that the ECB should be 
ready to protect countries against speculative attacks (European Parliament, 2022). 

Speculative attacks can arise only if the government has to refinance large amounts of government 
debt. This implies that a government with very long-term debt should be relatively immune to 
speculative attacks. The higher the proportion of long-term debt, the lower the potential should be for 
self-fulfilling attacks (Calvo, 1999). Governments can thus reduce the risk of speculative attacks by 
issuing more long-term debt (Giavazzi and Pagano, 1989). 

This remains true today. But the issue at hand is not what maturity structure would be best for a euro 
area country with high debt, but how to manage the problems of countries with a given maturity 
structure. Most large euro area countries have an average (weighted) maturity of their (bonded) public 
debt of around seven years. 

Much of the attention of policymakers over the last months has been on the “spread”, which is the 
difference between the yield on a 10-year Italian government bond (BTP) and a 10-year German bond 
(Bund). At first sight this seems justified by the fact that the average maturity of Italian government 
debt is seven years. However, it takes a long time before the increase in the spread translates into 
higher interest costs for the Italian government. This is different for short-term rates. It takes over 10 
years of high rates to translate into higher interest costs if the 10-year rate increases, which gives the 
government ample time to enact the reforms needed to regain the confidence of markets. An increase 
in the 10-year rate thus does not represent a “speculative attack”. This is different for shorter-term rates. 
For example, an increase in two-year rates requires just two years to be fully reflected in higher interest 
costs. For very short-term rates, e.g. three months, this goes even more quickly. Only an increase in 
short-term rates can thus qualify as a speculative attack (and short-term rates did not move over the 
last months – see below). Moreover, the government can avoid issuing long-term debt if the premium 
is too high, thus keeping interest service costs low even if the spread increases. As documented by 
Angeloni and Gros (2022), this could be observed in 2018/2019, when the formation of a government 
with eurosceptic members led to a sharp increase in the spread (up to 200-300 bps) but the interest 
cost for all new government debt remained very low (1.07 %). 
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RECENT DEVELOPMENTS (JUNE/JULY 2022) 

During the July press conference, ECB President Lagarde referred several times to the flexibility in 
reinvestment of the PEPP as one remaining anti-fragmentation instrument. It is thus useful to consider 
why the ECB added flexibility of purchases across issuers under the PEPP. The two reasons given were 
the need to keep inflation down and the need to safeguard the MTM: 

“… purchases will be conducted in a flexible manner on the basis of market conditions 
and with a view to preventing a tightening of financing conditions that is inconsistent 
with countering the downward impact of the pandemic on the projected path of 
inflation. The flexibility of purchases over time, across asset classes and among 
jurisdictions will continue to support the smooth transmission of monetary policy”. 

We first document market conditions during the last months (since the surprise ECB pivot towards a 
more hawkish policy, and then the ECB’s reaction in terms of the flexibility of PEPP reinvestment. 

4.1. June 2022: false alarm? 
The reason why an additional anti-fragmentation instrument suddenly appeared on the agenda was 
that Italy’s 10-year spread had widened to 220-250 bps in early June. This amount was lower than the 
levels observed during 2018, when the ECB did not react in any way, but this seemed to have no impact 
on the discussions. The spread fell after the 15 June meeting (which de facto constituted an 
announcement that a new anti-fragmentation instrument would be forthcoming), but then rose again 
until the 21 July meeting when the TPI was unveiled. Unfortunately, the Italian government fell the 
same day, making it impossible to disentangle the impact of the TPI announcement.  

Table 1: The term-structure of risk spreads, Italy 

1 June 2022 13 June 2022 22 July 2022 22 August 2022 

3 months -0.05 0.06 0.05 -0.04

2 years 0.54 0.85 0.93 0.92 

10 years 2.00 2.47 2.40 2.28 

Source: authors’ compilation based on data from Investing.com. 

Table 1 shows Italian (versus German) yield spreads on government bonds of different maturities 
during this period. The spreads on Spanish and Portuguese bonds are highly correlated with those of 
Italy, but in general move much less than 1:1. The Spanish 10-year spread has hovered between 1.0 and 
1.2 percentage points during the same period. 

The first row shows that the spread on the three-month rate has remained extremely low (less than 10 
bps), indicating the absence of any concerns about pending default or redenomination and suggesting 
that the MTM is not impaired. This was very different in 2012 as mentioned above. 

The two-year bond yield spread between Italy and Germany has increased slightly but remains at only 
40% of the 10-year yield spread. This implies that any pass-through from higher rates to higher 
borrowing costs would have taken a long time to materialise. 

We note that the reassessment of financial markets over the first half of this year has led to an increase 
in risk premia for many risky assets, not only peripheral sovereign debt. As Figure 2 below shows, Italy’s 
spread has closely followed the spread of BBB-rated corporate bonds in the United States over US 
Treasuries. This comparison seems adequate since Italy is also rated BBB. 
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Figure 2: Spread on risky assets versus Italy’s 10-year bond spread (vs Germany) 

Source: authors’ calculations based on data from Investing.com, FRED. 

This tight correlation suggests that the widening of peripheral spreads might be less of a consequence 
of ECB action and more of heightened risk aversion at the global level. 

4.2. Extreme flexibility in PEPP reinvestment June/July 2022 
In June and July 2022, the Eurosystem holdings under the PEPP of core government bonds (Germany, 
Netherlands and France) declined by a total of almost EUR 19 billion, whereas those of peripheral 
governments increased by a similar amount. During this two-month period, the net purchases of Italian 
and Spanish securities amounted to over 3% of the previous total. The deviation from the previous 
pattern was unprecedented. The purchases made by these two countries increased their shares over 
two months by an amount equivalent to about three to seven times the variations in average purchases 
(over March 2020 to May 2022). Taking into account the previous two-month period (April to May), 
when net purchases had already fallen to zero, would not change this conclusion materially. 

Table 2: June/July PEPP 2022 reinvestments: extreme flexibility 

Source: Authors’ calculations based on ECB data. 

It is difficult to reconcile this extreme imbalance in reinvestment with the official justification given 
above. The first motivation, keeping inflation down, is no longer applicable. There is also no indication 
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that the increase in 10-year spreads in June/July has threatened the MTM in any country. The ECB 
should provide the reason why it saw it necessary to concentrate reinvestments to such an extreme on 
Spain and Italy. 

We also note that the fact that in June/July of this year holdings of core government bonds under the 
PEPP decreased by about EUR 19 billion means that under the PEPP, large amounts of rather short-
dated bonds were bought. Since the PEPP started only in March 2020, any redemptions this year can 
only be due to bonds with a remaining maturity of about 2 to 2.5 years. It is difficult to understand why 
the ECB thought it necessary to buy considerable amounts of such relatively short-dated bonds of core 
governments. Bond purchases by central banks are supposed to work by compressing long-term 
premia. 
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 CONCLUSION 

Our analysis suggests that if the TPI is really about protecting the MTM, it should refocus from long-
term spreads to short-term rates. This has at least five aspects: 

- Away from the zero lower bound, the MTM works via short-term rates.

- Spreads on long-term securities carry little information on the state of the MTM; they are much
more affected by political developments and concerns about long-term debt sustainability.

- Concerns about the doom loop between banks and sovereigns are now reduced because the
safety and soundness of banks have improved.

- Purchasing long-term securities (up to 10 years is foreseen) would not be effective, and risks
leading the ECB away from its core field, namely monetary policy.

- When fixing the details of the TPI, the ECB should follow the arguments emphasised by Draghi
when he introduced the OMT in 2012: “As to the second question on why we are focusing on the
short end of the yield curve, the main reason is that this falls squarely within the range of classical
monetary policy instruments. The shorter the spectrum, the closer it is to money market operations”.

Given the purported aim of the TPI, the ECB should create a Transmission Observatory to detect threats 
and to document the need for intervention when needed. So far, the ECB has only stated that a decision 
to “activate the TPI will be based on a comprehensive assessment of market and transmission 
indicators”. It should explain which indicators it will use and pay due regard to the conditions of bank 
credit markets. Its quarterly Bank Lending Survey and the wealth of supervisory information at its 
disposal should be used systematically. A mere observation that long-term interest rates on 
government securities diverge would not be enough evidence of the need to use the TPI. 

A corollary of this analysis is that the concern about the widening of long-term spreads for Italy in June 
was overblown, and the extreme concentration of PEPP reinvestments on Italy and Spain was not 
justified by any danger to the MTM. Moreover, going forward, it seems increasingly difficult to justify 
enhanced use of the flexibility of PEPP reinvestments with reference to the pandemic. 
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Abstract 

The euro area suffers from excessive public debt, which is the 
primary cause of the so-called fragmentation. It should be 
remedied by fiscal consolidation instead of the quasi-fiscal 
activities of the European Central Bank, which are inconsistent 
with its legal status, compromise its independence and 
undermine its price stability mandate. When targeted market 
intervention is necessary, it should be provided by the European 
Stability Mechanism. 
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EXECUTIVE SUMMARY 

• Since the 1990s, the public debt-to-GDP ratio has gradually increased in almost all current
euro area member countries. In most of them, it now exceeds the Maastricht reference value of
60%, in several of them – 100%, and in a few cases – even more. It creates a severe challenge to the
stability of public finances, the entire financial system and monetary stability in the euro area.

• The mechanism of fiscal discipline on the European Union (EU) level proved weak and failed
to restrain excessive public expenditure and public debt in euro area member countries. The
market discipline built around the “no bailout” clause in Article 125 of the Treaty on the Functioning 
of the European Union was replaced during the European Financial Crisis (EFC) of 2010-2015 by a
policy of conditional bailout. The formal fiscal rules determined by the Treaty and the Stability and
Growth Pact were frequently changed and abused by Member States due to insufficient political
consensus on their enforcement. In March 2020, after the outbreak of the COVID-19 pandemic, they 
were suspended until 2023. The same happened to the national fiscal rules in several member
states.

• Spreads between the sovereign bond yields of individual euro area countries only partly
reflected differences in their fiscal positions and the size of their public debts. Between 1999
and mid-2008, they were low. Then they increased rapidly due to the global and European financial 
crises. Since 2012, they started to decrease again due to interventions of the European Central Bank 
(ECB) and rescue programmes for the crisis-affected countries. The ECB’s massive purchases of
government bonds (the main component of its quantitative easing policies), initiated in 2015,
further compressed both yields and spreads to a historically record-low level. The perspective of
monetary policy tightening in 2022 caused an increase in bond yields in all countries, especially in
the most indebted ones.

• The ECB’s involvement in backing the sovereign debt market of the most indebted countries
dates back to the beginning of the EFC (2010). It involved such instruments as the Securities
Markets Programme, Outright Monetary Transactions, Emergency Liquidity Assistance and verbal
interventions, including the famous “whatever it takes” declaration of the ECB President Mario
Draghi in July 2012. The most recent tool – the Transmission Protection Instrument – serves the
same purpose: dampening yield spreads in the euro area regardless of the fiscal stance of individual
countries.

• The problem of “fragmentation” is wrongly formulated. It is a secondary symptom of the
excessive sovereign indebtedness in some euro area economies. It should be remedied by fiscal
policy measures (fiscal consolidation) rather than by the ECB’s quasi-fiscal activities. The latter is
not consistent with its legal status, compromises its independence (and credibility of the euro), and 
undermines its ability to deliver on its price stability mandate. When a targeted market intervention 
is necessary, it should be provided by the European Stability Mechanism, the institution created for
this purpose in 2012, instead of the ECB.
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INTRODUCTION 

The economies of several Member States of the European Union (EU) had suffered from excessive 
public debt for a long time before the euro area started to operate in 1999. The “Maastricht criteria”, 
which required a general government (GG) deficit not exceeding 3% of gross domestic product (GDP) 
and GG debt not exceeding 60% of GDP and aimed to protect the monetary union from fiscal 
imbalances and their negative impact on a common currency, were never fully respected. The same 
concerned the EU secondary legislation, such as the Stability and Growth Pact (SGP) adopted in 1997 
(European Council, 1997) which aimed at reinforcing the Treaty fiscal criteria (reference values). Despite 
their widespread non-observance, the Excessive Deficit Procedure (EDP) never led to financial 
sanctions against countries that did not obey the criteria and did not correct their fiscal stance quickly 
enough.  

As time went by, the situation further deteriorated. Each subsequent adverse shock (a near recession 
in the early 2000s, the global financial crisis [GFC] of 2007-2009, the European financial crisis [EFC] and 
the COVID-19 crisis of 2020-2021) led to higher deficits and higher debts while the periods of recovery 
were lost for fiscal consolidation. Furthermore, the long-term systematic decline in growth rates due to 
the shrinking working-age population in Europe and slower productivity growth narrowed the room 
for manoeuvre for fiscal policy, increased the temptation to overuse fiscal stimuli, and made fiscal 
consolidation more difficult, economically and politically.  

The years following the GFC were the first incidence when excessive debt in some euro area economies 
led to de facto sovereign insolvency (Greece, Ireland, Portugal) or a situation close to default (Italy, 
Spain, Cyprus). Although the detailed characteristics of each country's troubles differed, the excessive 
explicit or implicit public liabilities could be considered their common cause.  

The period of fiscal and financial turbulence in the euro area periphery (2010-2015), referred to in this 
paper as the EFC, brought three kinds of policy responses: (1) strengthening fiscal rules on an EU, euro 
area and national level, despite their frequent non-observance before and after the crisis; (2) a 
conditional bailout of countries experiencing a debt crisis (circumventing Article 125 of the Treaty on 
the Functioning of the European Union [TFEU];1 and (3) engagement of the European Central Bank 
(ECB) in easing public debt servicing conditions.  

The ECB engagement had various forms. The first instrument, the Outright Monetary Transactions 
(OMT), was adopted in August 2012 but never activated. The Emergency Liquidity Assistance (ELA) 
formally aimed to provide temporary liquidity support to solvent but illiquid banks. In practice, it was 
used to avoid the sovereign default of Greece in 2015.  

There were also verbal interventions such as the famous “whatever it takes” declaration of ECB 
President Mario Draghi (2012). All these interventions contributed to decreasing yield spreads on 
government bonds in the euro area, including in the most indebted countries.  

The launching by the ECB of large-scale asset purchasing programmes (APPs), popularly called 
quantitative easing (QE), in October 2014 calmed the public debt market and eliminated the necessity 
of targeted interventions for a while. Interest rates went down, and so did debt servicing costs for 
governments of EU Member States. Unfortunately, only some used these favourable market conditions 
(and growth recovery) to decrease the debt-to-GDP ratio. Occasionally, the nervousness of financial 
markets came back, and yield spreads increased temporarily.  

1 See http://register.consilium.europa.eu/pdf/en/08/st06/st06655-re07.en08.pdf 

http://register.consilium.europa.eu/pdf/en/08/st06/st06655-re07.en08.pdf
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The situation became dramatic again after the outbreak of the COVID-19 pandemic and related 
lockdown measures. To deal with the new shock, the ECB launched a large-scale monetary stimulus 
(mainly the APP intensification). Bond yields continue to decrease to a historically record-low level. 
What was new in the Pandemic Emergency Purchase Programme (PEPP) was a departure from the 
principle of proportional purchases of euro area government bonds (according to the capital shares in 
the ECB) in favour of protecting the yields of countries most exposed to market pressure.  

Sooner or later, expansionary monetary and fiscal policies had to cause inflationary consequences, 
which started to be seen in 2021. Central banks (CBs) had to stop and reverse QE and increase interest 
rates to fight inflation. Both moves had to cause an increase in public debt servicing costs, in the first 
instance, in the most indebted countries. Given the large amounts of government bonds in CB 
portfolios and slow or no progress in fiscal consolidation, CBs became hostages of fiscal disequilibria. 
It was perhaps the main factor that could explain the late reaction of CBs, in particular, the ECB, to rising 
inflation and its reluctance to start monetary policy tightening.  

Confronted with the perspective of monetary policy tightening and a further increase in public sector 
borrowing requirements (PSBR), financial markets started to demand higher yields on government 
bonds, particularly of the most indebted governments. It caused the debate on the supposed 
fragmentation of the euro area financial market and put pressure on the ECB to counteract higher yield 
spreads.  

Eventually, the ECB responded to this pressure by announcing on 21 July 2022 (together with the first 
decision to increase its interest rates)2 a package of anti-fragmentation measures, including the new 
instrument called the Transmission Protection Instrument (TPI).3 The TPI is designed as a new form of 
targeted ECB intervention on the secondary debt market of “…jurisdictions experiencing a deterioration 
in financing conditions not warranted by country-specific fundamentals.” To be eligible to benefit from 
the TPI, the country cannot be subject to the EDP or the excessive imbalance procedure (EIP), and its 
public debt trajectory must be sustainable.  

The ECB presents and justifies the TPI and other instruments of targeted interventions on the sovereign 
debt market as a tool to smooth the monetary policy transmission mechanism in the euro area and 
avoid fragmentation of the euro area financial market. However, in our opinion, they have a character 
of quasi-fiscal operations and constitute a hidden form of monetary financing for the public debt of 
countries that are most fiscally vulnerable. They are inconsistent with Article 123 of the TFEU and may 
undermine actual ECB independence.  

We also believe that the so-called fragmentation problem is wrongly defined and diagnosed because 
it concentrates on secondary symptoms (high yield spreads) rather than the root causes of this 
phenomenon, that is, the excessive sovereign indebtedness of some euro area countries. Furthermore, 
the solution to this problem should be looked for in the fiscal rather than the monetary policy sphere.  

The remaining part of this briefing paper verifies the above-presented working hypothesis empirically. 
It provides an in-depth analysis of the primary causes of the so-called fragmentation (mainly in the 
fiscal sphere). It presents arguments why the targeted ECB interventions on the secondary public debt 
market may compromise its independence, undermine its price stability mandate, and distort the 
financial market in the euro area. It also suggests alternative ways of addressing the “fragmentation” 
challenge. Chapter 2 is devoted to the history of the excessive sovereign indebtedness in the euro area, 

2 See ECB (2022), Monetary Policy Decisions, 21 July. https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.mp220721~53e5bdd 
317.en.html 

3 See ECB (2022). The Transmission Protection Instrument, press release, 21 July. www.ecb.europa.eu/press/pr/date/2022/html/ecb.pr 
220721~973e6e7273.en.html  

https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.mp220721%7E53e5bdd317.en.html
https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.mp220721%7E53e5bdd317.en.html
http://www.ecb.europa.eu/press/pr/date/2022/html/ecb.pr220721%7E973e6e7273.en.html
http://www.ecb.europa.eu/press/pr/date/2022/html/ecb.pr220721%7E973e6e7273.en.html
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its intellectual and political-economy roots, and the weakness of the fiscal rules on both the EU and 
national levels. In Chapter 3, we present a history of ECB involvement in easing public debt service 
conditions in the euro area, starting from the GFC and ending with the most recent anti-fragmentation 
package announced on 21 July 2022. Chapter 4 concentrates on a critical assessment of the dominant 
approach to the so-called fragmentation, the ECB’s role in its resolution, associated risks to the ECB’s 
independence, and the credibility of a common currency. We also suggest alternative policy 
approaches to the so-called fragmentation problem. Finally, Chapter 5 contains a summary of our 
analysis and conclusions.  

In our analysis, we use the data sources of the International Monetary Fund (IMF), Eurostat, the ECB, the 
European Commission and those collected by other researchers. 
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THE EXCESSIVE PUBLIC DEBT IN THE EURO AREA 

Following our working hypothesis presented in Chapter 1 (about the excessive sovereign indebtedness 
in part of the euro area being the root cause of the so-called fragmentation), Chapter 2 analyses the 
fiscal stance and public debt dynamics in the euro area since the inception of the euro project (Section 
2.1), the mechanisms of fiscal discipline (fiscal rules) in the euro area and Member States and their 
effectiveness (Section 2.2), intellectual, political economy and political roots of the permissive 
approach to high deficits and the ever-rising public debt level (Section 2.3), and the dynamics of 
spreads between national yield curves on the public debt instruments (Section 2.4).  

2.1. Fiscal balances and public debt in the euro area 1997-2021 
We start our analysis with an overview of the fiscal stance in the euro area as a whole and, separately, 
in individual Member States from 1997 to 2021. The starting year (1997) was chosen because its results 
served as the base for the final decision to launch the common currency project (since 1 January 1999) 
and determine the eligibility of individual EU Member States to adopt the euro.  

Figure 1 presents the general government (GG) net lending/ borrowing of the entire euro area as a 
percentage of GDP. Despite the fluctuation in the GG deficit, partly due to a “standard” business cycle 
and partly due to adverse shocks (GFC, EFC and COVID-19 crisis), one can observe its increasing trend 
over time. In 6 of 25 analysed years, the deficit exceeded 3% of GDP, the maximum level set in Protocol 
No. 12 to the TFEU on the Excessive Deficit Procedure. The frequency and magnitude of excessive 
deficits increased in the second and third decades of the euro’s existence. Furthermore, despite the 
SGP provision, which requires cyclically adjusted GG accounts to be balanced in the medium term, the 
euro area has never recorded a budget surplus or a balanced budget.4  

The picture looks even gloomier if one analyses GG gross debt data (Figure 2). The euro area has always 
recorded a gross GG debt above the Treaty reference value of 60% of GDP, with the increasing trend 
line steeper than in the case of the GG deficit. Each subsequent round of crisis (GFC + EFC, COVID-19) 
pushed the debt-to-GDP ratio to a new, ever higher level, while the period of post-crisis recoveries 
brought only partial reductions.  

There are two reasons for the adverse debt dynamic in the euro area: (1) continuous GG deficits and (2) 
a declining trend of GDP growth (Figure 3). The latter can be explained by (1) adverse demographic 
trends (shrinking working-age population) and (2) the declining rate of growth in total factor 
productivity (TFP) – see Dabrowski (2021).  

The Maastricht fiscal criteria – a deficit not exceeding 3% of GDP and public debt not exceeding 60% – 
agreed upon in the early 1990s were mutually consistent under the assumption of real economic 
growth of at least 3% and inflation of no more than 2%, that is, annual growth of nominal GDP of 
approximately 5% (Buti and Gaspar, 2021). However, as seen in Figure 3, the average real growth rates 
were below 3% in most euro area countries, and inflation was below 2% for most of the 2010s.5  

4 The lowest deficit of 0.4% GDP was recorded in 2018.  
5 Despite its negative economic, social, and political consequences, higher inflation in 2021-2022 creates an opportunity to reduce the 

debt-to-GDP ratio. However, it did not happen, at least in 2021. 
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Figure 1: Euro area – GG net lending/borrowing, in % of GDP, 1997-2021 

Source:  IMF World Economic Outlook, April 2022. 

Analysis of individual countries' fiscal performance confirms the euro area aggregate picture, although 
there is a substantial cross-country variation. Table 1 shows each country’s GG net lending/borrowing 
for the period of its euro area membership plus two years before (the Council decision on the eligibility 
of euro adoption is taken in the middle of the preceding year based on year t-2 performance). We also 
mark in red font incidences of deficit higher than 3% of GDP and sum up the number of cases of 
breaching the Maastricht reference values for a given country in the analysed period and the euro area 
in a given year.  

The total number of excessive deficit cases amounts to 143 out of 394 observations. Greece and 
Portugal breached the deficit ceiling in 18 years (out of 23 years recorded in the case of Greece and 25 
in the case of Portugal). They were followed by France (17 years out of 25) and Spain (12 years out of 
25). The opposite end of the spectrum is represented by Finland and Luxembourg (1 year out of 25), 
Estonia (1 year out of 13) and Lithuania (1 year out of 9).  

The highest number of excessive deficit cases was recorded in 2022 (all 19 countries), 2009 (14 out of 
17), 2010 (13 out of 17) and 2021 (12 out of 19). In 2017, no country recorded an excessive deficit; in 
1998, 1999, 2007, 2018 and 2019, only one government exceeded the debt limit of 3% of GDP.  
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Figure 2: Euro area – GG gross debt, in % of GDP, 1997-2021 

Source:  IMF World Economic Outlook, April 2022. 

Figure 3: Euro area – GDP in constant prices, annual change, in %, 1997-2021 

Source:  IMF World Economic Outlook, April 2022. 

The debt statistics disaggregated by Member State (Table 2) record 229 cases of GG gross debt 
exceeding 60% of GDP, out of 394 total observations, which is more than half (58%). Austria, Belgium, 
Greece and Italy never recorded gross debt below the 60% threshold. France recorded only two years 
(2000 and 2001) with debt below 60%. In Portugal, the debt exceeded the Maastricht reference value 
for 20 years (since 2002). Germany recorded 19 years with debt above the Treaty limit. 
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Table 1: GG net lending/borrowing in euro area member countries, in % of GDP, 1997-2021 

Country Joined the EA 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Years< 

-3%
Austria 1999 -2.4 -2.7 -2.6 -2.1 -0.7 -1.9 -1.4 -4.8 -2.5 -2.6 -1.4 -1.5 -5.4 -4.5 -2.6 -2.2 -2.0 -2.7 -1.0 -1.5 -0.8 0.2 0.6 -8.3 -5.8 5/25 
Belgium 1999 -2.2 -1.0 -0.6 -0.1 0.2 0.0 -1.9 -0.2 -2.7 0.2 0.1 -1.1 -5.4 -4.1 -4.3 -4.3 -3.1 -3.1 -2.4 -2.4 -0.7 -0.8 -1.9 -9.1 -6.0 8/25 
Cyprus 2008 -1.0 3.2 0.9 -5.4 -4.7 -5.7 -5.6 -5.2 -0.2 0.2 0.2 2.0 -3.5 1.3 -5.7 -1.8 7/16 
Estonia 2011 -2.2 0.2 1.1 -0.3 0.2 0.7 0.1 -0.4 -0.7 -0.6 0.1 -5.6 -2.4 1/13 
Finland 1999 -1.3 1.5 1.6 6.7 4.9 4.0 2.3 2.2 2.6 3.9 5.1 4.2 -2.5 -2.5 -1.0 -2.2 -2.5 -3.0 -2.4 -1.7 -0.7 -0.9 -0.9 -5.4 -2.8 1/25 
France 1999 -3.7 -2.4 -1.6 -1.3 -1.4 -3.2 -4.0 -3.6 -3.4 -2.4 -2.6 -3.3 -7.2 -6.9 -5.2 -5.0 -4.1 -3.9 -3.6 -3.6 -3.0 -2.3 -3.1 -9.1 -7.0 17/25 
Germany 1999 -2.9 -2.6 -1.7 -1.6 -3.0 -3.9 -3.7 -3.3 -3.3 -1.7 0.3 -0.1 -3.2 -4.4 -0.9 0.0 0.0 0.6 1.0 1.2 1.3 1.9 1.5 -4.3 -3.7 8/25 
Greece 2001 -5.8 -4.1 -5.5 -6.1 -7.9 -8.9 -6.2 -6.0 -6.8 -10.3 -15.3 -11.3 -10.5 -6.7 -3.8 -4.1 -3.0 0.3 0.9 0.8 0.2 -10.9 -8.7 18/23 
Ireland 1999 1.4 2.1 3.5 4.9 1.0 -0.5 0.3 1.3 1.6 2.8 0.3 -7.0 -13.9 -32.1 -13.6 -8.5 -6.4 -3.6 -2.0 -0.8 -0.3 0.1 0.5 -4.9 -2.0 8/25 
Italy 1999 -3.0 -3.0 -1.8 -2.4 -3.2 -2.9 -3.2 -3.5 -4.1 -3.6 -1.3 -2.6 -5.1 -4.2 -3.6 -2.9 -2.9 -3.0 -2.6 -2.4 -2.4 -2.2 -1.5 -9.6 -7.2 10/25 
Latvia 2014 0.2 -0.6 -1.7 -1.5 -0.4 -0.8 -0.7 -0.4 -3.9 -5.5 2/10 
Lithuania 2015 -2.6 -0.7 -0.2 0.3 0.5 0.6 0.3 -7.3 -3.0 1/9 
Luxembourg 1999 2.7 3.0 3.2 5.6 5.6 2.0 0.3 -1.4 -0.2 1.9 4.4 3.4 -0.2 -0.3 0.7 0.5 0.8 1.3 1.3 1.9 1.3 3.0 2.4 -3.8 0.6 1/25 
Malta 2008 -2.5 -2.1 -4.1 -3.2 -2.3 -2.4 -3.4 -2.3 -1.7 -1.0 0.9 3.1 1.9 0.4 -9.9 -9.3 4/16 
Netherlands 1999 -1.6 -1.3 0.3 1.2 -0.4 -2.0 -3.1 -1.8 -0.5 0.0 -0.2 0.1 -5.2 -5.3 -4.5 -4.0 -3.0 -2.3 -2.1 0.0 1.3 1.4 2.3 -4.4 -5.6 7/25 
Portugal 1999 -3.7 -4.3 -3.0 -3.4 -4.8 -3.8 -5.6 -6.0 -6.1 -4.1 -2.9 -3.7 -9.9 -11.4 -7.7 -6.2 -5.1 -7.3 -4.4 -1.9 -3.0 -0.3 0.1 -5.8 -2.8 18/25 
Slovakia 2009 -2.1 -2.5 -8.1 -7.5 -4.3 -4.4 -2.9 -3.1 -2.7 -2.6 -1.0 -1.0 -1.3 -5.5 -6.5 7/15 
Slovenia 2007 -1.3 -1.2 0.0 -1.4 -5.8 -5.6 -6.6 -4.0 -14.6 -5.5 -2.8 -1.9 -0.1 0.7 0.4 -7.8 -5.2 8/17 
Spain 1999 -4.0 -2.7 -1.3 -1.2 -0.5 -0.3 -0.4 -0.1 1.2 2.1 1.9 -4.6 -11.3 -9.5 -9.7 -10.7 -7.0 -5.9 -5.2 -4.3 -3.0 -2.5 -2.9 -11.0 -7.0 12/25 
No. of  
countries  
< -3%

3/11 1/11 1/12 2/12 3/12 4/12 6/12 6/12 5/13 3/15 1/16 6/16 14/17 13/17 11/17 10/18 8/19 8/19 3/19 2/19 0/19 1/19 1/19 19/19 12/19 
143/ 
394 

Source:  IMF World Economic Outlook database, April 2022 and author's calculation. 

Notes:  1/ Tables present data for a given country's period of euro area membership plus two years before joining the euro area. 2/ Red font indicates cases when the GG deficit exceeded 
3% of GDP. 3/ IMF staff estimates for Austria, Belgium, Cyprus, Finland, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Slovakia and Spain in 2021.  
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Table 2: GG gross debt in euro area member countries, in % of GDP, 1997-2021 

Country 
Joined 
 the EA 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 

Years  
>60% 

Austria 1999 63.1 68.8 61.1 65.7 66.4 67.0 64.9 64.8 68.3 67.0 64.7 68.4 79.6 82.4 82.2 81.7 81.0 83.8 84.4 82.5 78.6 74.0 70.6 83.2 83.1 25/25 
Belgium 1999 124.3 119.2 115.4 109.6 108.2 105.4 101.7 97.2 95.1 91.5 87.3 93.2 100.2 100.3 103.5 104.8 105.5 107.0 105.2 105.0 102.0 99.9 97.7 112.8 108.3 25/25 
Cyprus 2008 59.0 53.2 44.1 52.8 55.5 65.0 79.4 102.9 109.1 107.2 103.1 92.9 98.4 91.1 115.0 103.9 11/16 
Estonia 2011 7.2 6.7 6.2 9.8 10.2 10.6 10.1 10.0 9.1 8.2 8.6 19.0 18.1 0/13 
Finland 1999 52.2 46.8 44.0 42.4 40.9 40.1 42.7 42.6 39.9 38.0 33.9 32.6 41.5 46.9 48.3 53.6 56.2 59.8 63.6 63.2 61.2 59.8 59.6 69.0 66.7 5/25 
France 1999 61.4 61.4 60.5 58.9 58.3 60.3 64.4 65.9 67.4 64.6 64.5 68.8 83.0 85.3 87.8 90.6 93.4 94.9 95.6 98.0 98.1 97.8 97.4 115.2 112.3 23/25 
Germany 1999 58.9 59.5 60.4 59.3 58.2 59.9 63.5 65.2 67.5 66.9 64.2 65.7 73.2 82.0 79.4 80.7 78.3 75.3 72.0 69.0 64.7 61.3 58.9 68.7 70.2 19/25 
Greece 2001 99.7 105.8 108.0 105.8 102.3 103.7 108.3 104.5 104.0 110.3 127.8 147.5 183.9 162.0 178.7 181.7 178.7 183.1 182.7 190.1 185.1 211.9 198.9 23/23 
Ireland 1999 61.6 51.4 46.6 36.4 33.6 30.9 29.8 28.1 26.1 23.6 23.9 42.5 61.8 86.2 110.5 119.7 120.0 104.3 76.7 74.3 67.8 63.1 57.2 58.4 55.3 11/25 
Italy 1999 116.8 114.1 113.3 109.0 108.9 106.4 105.5 105.1 106.6 106.7 103.9 106.2 116.6 119.2 119.7 126.5 132.5 135.4 135.3 134.8 134.2 134.4 134.1 155.3 150.9 25/25 
Latvia 2014 42.7 40.4 41.6 37.1 40.4 39.0 37.1 36.7 43.3 45.6 0/10 
Lithuania 2015 38.7 40.5 42.7 39.9 39.3 33.7 35.9 46.6 43.0 0/9 
Luxembourg 1999 10.1 9.5 8.4 7.5 7.6 7.5 7.4 7.8 8.0 8.2 8.1 14.6 15.3 19.1 18.5 20.9 22.4 21.9 21.1 19.6 21.8 20.8 22.3 24.8 25.1 0/25 
Malta 2008 64.3 61.9 61.8 66.3 65.3 69.3 65.9 65.8 61.6 55.9 54.5 47.5 43.5 40.6 53.3 57.4 9/16 
Netherlands 1999 64.9 61.7 57.5 50.9 48.2 47.5 48.7 49.1 48.5 44.1 42.0 53.8 55.8 59.4 61.8 66.4 67.8 68.0 64.6 61.9 56.9 52.4 47.6 52.8 56.7 8/25 
Portugal 1999 58.7 55.6 55.4 54.2 57.4 60.0 63.9 67.1 72.2 73.7 72.7 75.6 87.8 100.2 114.4 129.0 131.4 132.9 131.2 131.5 126.1 121.5 116.6 135.2 127.5 20/25 
Slovakia 2009 30.3 28.6 36.4 41.0 43.4 51.8 54.7 53.6 51.9 52.4 51.6 49.6 48.1 59.7 60.4 1/15 
Slovenia 2007 26.4 26.1 22.8 21.8 34.5 38.3 46.5 53.6 70.0 80.3 82.6 78.5 74.2 70.3 65.6 79.8 74.7 9/17 
Spain 1999 66.2 64.2 62.5 57.8 54.1 51.3 47.7 45.4 42.4 39.1 35.8 39.7 53.3 60.5 69.9 86.3 95.8 100.7 99.3 99.2 98.6 97.5 95.5 120.0 118.7 15/25 

No. of countries >60% 7/11 6/11 7/12 4/12 4/12 6/12 7/12 7/12 7/13 8/15 8/16 8/16 9/17 10/17 12/17 12/18 13/19 13/19 13/19 13/19 12/19 11/19 9/19 11/19 12/19 229/ 
394 

Source:  IMF World Economic Outlook database, April 2022 and author's calculation. 

Notes:  1/ Tables present data for a given country's period of euro area membership plus two years before joining the euro area. 2/ Red colour indicates cases when GG gross debt exceeded 
60% of GDP. 3/ IMF staff estimates for Austria, Belgium, Cyprus, Finland, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Slovakia and Spain in 2021.  
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On the other hand, Estonia, Latvia, Lithuania and Luxembourg always had a debt level much below this 
limit, although it has also grown over time. Slovakia also belonged to this group but found itself in the 
“red” zone in 2021. On average, new euro area members from Central and Eastern Europe, especially 
the Baltic states, represent lower relative debt levels thanks to their higher economic growth rates, 
lower initial debt and lower fiscal deficits.  

The number of countries with a debt level above 60% of GDP grew steadily and amounted to 12 (out 
of 19) in 2021.  

As mentioned before, fiscal policy responses to the GFC, EFC and the COVID-19 crisis were the main 
factors leading to the rapid increase of the public debt-to-GDP ratios in the analysed group. In most 
countries, the period between both waves of crises (the second half of the 2010s) was not used to repair 
fiscal balances and create sufficient room for a fiscal response to a new downturn.  

Table 2 shows that by 2019 only Germany, Ireland, Malta and the Netherlands had radically improved 
their gross debt-to-GDP ratios (compared to the peaks during the GFC and EFC), some of them 
(Germany and Malta) even below their pre-GFC levels. Portugal recorded a less impressive but 
meaningful improvement. The euro area decreased its relative indebtedness by only nine percentage 
points of GDP.  

The same applies to the period of post-COVID economic recovery in 2021. Only a few euro-area 
countries (Cyprus, Greece, Italy, Portugal and Slovenia) managed to reverse partly a rapid increase in 
the debt-to-GDP ratio recorded in 2020. Others further increased their relative debt burdens or 
stabilised them on the 2020 level.  

In 2021, GG gross debt exceeded 100% of GDP in seven euro area countries: Belgium, Cyprus, France, 
Greece, Italy, Portugal and Spain. In Greece, it oscillates around 200% of GDP, and in Italy – about 150%. 
These are record-high figures for peacetime. It should not be surprising that financial markets can 
become nervous about their debt sustainability perspectives, especially in the context of increasing 
interest rates and an expected growth slowdown.  

2.2. Mechanisms of fiscal discipline in the euro area and Member States 
and their effectiveness6 

Fiscal discipline may be ensured by market mechanisms (danger of sovereign default), formal fiscal 
rules (formal constraints), or a combination of both. In turn, fiscal rules can be divided into fiscal targets 
and procedures, either imposed by a federal centre, self-imposed by a sub-federal entity, or negotiated 
by both (see Eyraud & Gomez Sirera, 2013). In the case of the euro area, below, we analyse mechanisms 
of fiscal discipline on the EU/euro area level and the national level separately. 

2.2.1. Mechanisms of fiscal discipline on the EU/euro area level 

As determined by the Maastricht Treaty, the original EU/euro area mechanism of fiscal stability was 
based on market discipline and budgetary rules.  

The market discipline was built around the “no bailout” clause in Article 125 of the TFEU and the ban 
on debt monetisation by the ECB (Article 123 of the TFEU). However, the “no bail out” clause became 
de facto suspended with the adoption of the first financial assistance package to Greece in May 2010 
and building a temporary (European Financial Stability Facility [EFSF]) and then permanent (European 
Stability Mechanism [ESM]) bailout facility. Thus, the “no bail out” principle was replaced by a policy of 

6 This section draws partly from Dabrowski (2015; 2017). 



Anti-fragmentation: new tool in the toolkit 

103 PE 733.984 

conditional bailout (financial assistance in exchange for a country’s commitment to fiscal adjustments 
and necessary reforms).  

On the other hand, Article 126 of the TFEU, the accompanying Protocol No. 12, and the EU’s secondary 
legislation, the SGP (European Council, 1997), have determined fiscal rules, including numeric criteria 
on the maximum fiscal deficit and debt level (see Section 2.1)7 backed by administrative and financial 
sanctions for breaching them. The EDP obliges rules offenders to reduce their deficit to the 3% of GDP 
(or lower) level and provides support to meet this obligation.  

However, the implementation of the SGP has always suffered from the lack of political commitment of 
Member States. As a result, the SGP was watered down in 2005 by adding various exception clauses. 
Then after the beginning of the Greek debt crisis in 2010, the SGP was strengthened again by adding 
new and more automatic and financially painful sanctions. It was also amended by various preventative 
measures and closer monitoring of public debt. The earlier version of the SGP had focused solely on 
the deficit.  

Several other measures accompanied the reform of the SGP. In 2011, all EU Member States were 
obliged to introduce the upper limits for public debt and fiscal deficits nationally (see Subsection 2.2.2). 
Furthermore, in 2012, a procedure for monitoring national draft budgets was introduced under the 
name of the European Semester.8 

Finally, on 2 March 2012, 25 Member States signed the Fiscal Compact,9 which came into force on 1 
January 2013. Currently, all 27 Member States are signatories of this intergovernmental treaty. In 
general, the Compact sets forth the principles of enhanced fiscal discipline inside the EU and at the 
national level, especially for euro -area countries, in the form of an intergovernmental treaty. 

However, as discussed in Section 2.1, the enhanced fiscal rules did not prevent a further increase in the 
public debt (relative to GDP). Their implementation by the European Commission and Council 
generally proved lax, with long adjustment periods granted to national governments remaining under 
the EDP, accepting numerous exceptions, and refraining from adopting financial sanctions on serial 
rule offenders (see Section 2.3).  

In November 2015, the Economic and Financial Committee of the Council of the European Union 
(ECOFIN) approved the flexible implementation of the SGP to support structural reforms and 
investments (Council of the European Union, 2015). It meant, in practice, the relaxation of the EDP and 
possible sanctions.  

In March 2020, after the outbreak of the COVID-19 pandemic, the SGP was suspended. Then this 
suspension was extended, most recently in May 2022 (until the end of 2023).10 Parallelly, the discussion 
on the reform of the EU/euro area fiscal rules has been opened. While the overview of this debate goes 
beyond the remit of this paper, one can risk an opinion that both intellectual and political agreement 
on the new rules will be complicated to accomplish. Generally speaking, there is little appetite for strict 
regulations, and most proposals further weaken the SGP (or alternative framework, which may replace 
the SGP).  

7 See Pinheiro de Matos and Sanches Soliva (2021) for a historical analysis of changes in EU fiscal rules.  
8 See http://www.consilium.europa.eu/en/policies/european-semester/ 
9 Its full title is the Treaty on Stability, Coordination, and Governance in the Economic and Monetary Union. See https://www.consilium. 

europa.eu/media/20399/st00tscg26_en12.pdf for its content.  
10  See https://ec.europa.eu/commission/presscorner/detail/en/ip_22_3182  

http://www.consilium.europa.eu/en/policies/european-semester/
https://www.consilium.europa.eu/media/20399/st00tscg26_en12.pdf
https://www.consilium.europa.eu/media/20399/st00tscg26_en12.pdf
https://ec.europa.eu/commission/presscorner/detail/en/ip_22_3182
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2.2.2. Mechanisms of fiscal discipline at the national level 

EU member states have also developed their own fiscal rules at the national level. Moreover, in 
November 2011, the European Parliament and European Council adopted a directive recommending 
that all EU Member States would introduce upper limits for public debt and fiscal deficits into their 
national constitutions and legislation (Council of the European Union, 2011). This directive accelerated 
the creating and strengthening of such rules (see Figure 4).  

Figure 4: Fiscal rules index (FRI) in the euro area Member States, 1997-2020 

Source: European Commission, Directorate-General for Economic and Financial Affairs, https://economy-finance.ec.europa.eu 
/document/download/dc0a1d50-3d4a-4e66-9653-908bae851058_en?filename=design_of_numerical_fiscal_rules_ 
2020.xlsx 

Due to differences in national constitutions and legal systems, national fiscal rules are not homogenous 
and are not easily comparable. Nevertheless, the European Commission attempted to calculate a 
cumulative fiscal rules index (FRI) for each EU Member State on a scale from -1 (lack of rules) to over 3 
(the most robust rules) (Figure 4). It evaluates each country according to five criteria: (1) legal base, (2) 
binding character, (3) bodies monitoring compliance and the correction mechanism, (4) correction 
mechanisms, and (5) resilience to shocks.11  

As seen in Figure 4, the strictest rules within the euro area were adopted in Lithuania, the Netherlands, 
Italy, Portugal and Spain. Slovenia, Greece, Luxembourg and France found themselves on the other 
end of the spectrum with the weakest rules. However, it is worth noticing that the value of the FRI does 
not necessarily correlate with the actual fiscal performance of a given country, as illustrated by the 
deficit and debt figures in Tables 1-2. Furthermore, many national rules were suspended at the 
beginning of the COVID-19 crisis in 2020.  

11  See https://economy-finance.ec.europa.eu/economic-and-fiscal-governance/fiscal-governance-eu-member-states/numerical-fiscal-
rules-eu-member-countries_en  
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2.3. Why do mechanisms of fiscal discipline remain ineffective? 
Answering this question would require a comprehensive analysis, going far beyond the thematic plan 
of this paper. Below we concentrate on three causes: (1) political economy factors at the national level; 
(2) political economy factors at the European level; and (3) fallacies of economic science.

2.3.1. Political economy at the national level 

The relaxation of monetary or fiscal policy is always politically more popular than its tightening. 
Therefore, politicians usually postpone the unpopular tightening decisions as long as possible. It often 
results in “too late/too little” decisions. Such delayed monetary and fiscal policy reactions were seen 
after the GFC and EFC and the COVID-19 crisis. This fundamental political economy asymmetry put 
under question the feasibility of effective countercyclical monetary and fiscal policies and other 
macroeconomic “fine-tuning.”  

The time inconsistency problem12 (e.g., Kydland and Prescott, 1977) is another political economy 
problem. It refers to differences between the time decision horizon of political bodies (usually short 
term) and the time horizon when the economic consequences of their decisions will materialise (in 
most cases, in the medium-to-long term).  

The theory of a “political business cycle” developed in the early 1970s has built various models of 
political determinants of macroeconomic policy decisions (e.g., Nordhaus, 1975; Alesina, 1987; Rogoff, 
1990; Drazen, 2000). Most of them assumed the political business cycle to be equal to the election cycle, 
four or five years. However, in the contemporary political life driven by digital, highly tabloidised media 
and countless opinion polls, this cycle is much shorter, counted in months or weeks, making the time 
inconsistency problem even more dramatic.  

Independent institutions and policy rules have been seen as solutions to both political economy 
problems discussed above: the unpopularity of tightening decisions and time inconsistency. This idea 
has been easier to implement in monetary policy and resulted in independent CBs, the decisions of 
which are based on transparent rules (see Kydland and Prescott, 1977; Cukierman, 1996). However, 
even in the case of CBs, there are limits to their independence; their charters are eventually adopted 
(and may be changed) by parliaments and their monetary policymakers are appointed by political 
bodies (Goodhart and Pradham, 2020).  

The same idea was considered in fiscal policymaking and took the form of independent fiscal councils 
to determine the basic macroeconomic parameters of fiscal decisions. On the EU level, the European 
Fiscal Board, appointed by the European Commission, started to operate in 2016. Responding to the 
Council’s directive of 2011 (Council of the European Union, 2011) discussed in Section 2.2, independent 
fiscal councils were created in all euro area countries. Their exact legal and institutional status varies 
from country to country, but their prerogatives primarily have an opinion-making character 
(Rawdanowicz et al., 2021). Their opinions are not binding for governments and parliaments. 
Furthermore, it is not easy to imagine the de-politicisation of fiscal policy decisions and delegating 
them to technocratic bodies, as in the case of monetary policy. Budget decisions are at the core of 
parliamentary democracy and cannot be overridden by decisions of independent fiscal bodies.  

2.3.2. Political economy at the European level 

Adopting the supranational fiscal rules on the EU level (see Subsection 2.2.1) was another constraint 
on national fiscal policy decisions. Their administration and enforcement by the “technocratic” 

12  Called sometimes a dynamic inconsistency problem.  
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European Commission were to make them immune to national political pressures. However, the 
European Commission is not an independent body; it is accountable to both the European Parliament 
and, via the Council of the European Union, to governments of Member States. The largest Member 
States, having the most significant voting power in the Council and the largest representation in the 
European Parliament, are particularly influential. Furthermore, several decisions related to SGP 
implementation must be eventually approved (or at least not rejected) by the Council (ECOFIN).  

In such a political and institutional environment, enforcing the EU fiscal rules has always faced a 
collective action problem. There has been a lack of consensus among EU Member States to undertake 
the actions required to maintain fiscal discipline. The reason has been the large number of countries 
that could not follow the rules (see Section 2.1). Consequently, they have not been politically ready to 
punish their fellow Members States that had breached the rules. 

The same reason can explain the circumvention of the “no bailout” clause established by Article 125 of 
the TFEU during the EFC, which served as the foundation of market discipline in the euro area 
(Dabrowski, 2015). Having high public indebtedness, high debt exposures to the sovereign debt of 
countries in trouble, and fragile banking systems impaired by the GFC and EFC, most Member States 
have been afraid of cross-country crisis contagion. This factor has decreased the political appetite of 
Member States to enforce the “no bailout” principle.  

2.3.3. Macroeconomic misconceptions 

The academic and expert community has also contributed to the failure to enforce the EU and national 
fiscal rules and put sufficient attention to the challenge of sovereign solvency. The representatives of 
the influential stream of economic thinking referring their opinions, not always correctly,13 to Keynesian 
theory have constantly advocated higher government spending and higher deficits as the way to boost 
economic growth and employment and cushion adverse shocks, regardless of their origins. For them, 
there was never the right time to start consolidating public finances and rebuilding fiscal buffers to be 
able to react to future shocks.  

While we cannot comment on all opinions and economic policy proposals presented by those who 
opposed, in one way or another, fiscal consolidation and downplayed the risk of sovereign debt 
insolvency, we will concentrate on two particularly bad ideas.  

The first is the belief that fiscal multipliers can be above one. It might be the case during the Great 
Depression in the early 1930s when crisis-affected economies had large free capacities and were only 
partly opened to the external world. It is rarely the case in contemporary advanced economies with a 
substantial degree of openness. In such circumstances, additional demand created by fiscal stimulus 
“leaks” easily outside a given country, increasing its imports rather than domestic production. 
Furthermore, the profound structural changes accompanying the COVID-19 crisis produced several 
bottlenecks in supply chains rather than free capacities, so additional demand created by monetary 
and fiscal stimuli led to inflationary pressures instead of the substantial multiplier effect.  

On an empirical ground, Blanchard and Leigh (2013) claimed that multipliers are quite often above one, 
while Batini et al. (2014) suggested a more careful approach. In their analysis, the fiscal multiplier was 
below one in most cases. Afonso and Silva Leal (2019) found that government expenditure in the euro 
area economies positively affected output, with an annual accumulated multiplier of 0.44, whereas tax 
multipliers presented negative signs. The spending multiplier showed a higher value for countries with 
lower levels of public debt, with negative output gaps, and during recessions.  

13  John Maynard Keynes did not advocate deficit spending and increasing public debt and did not question intertemporal fiscal constraints.  
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A fiscal multiplier below one can also be indirectly confirmed by the rapid growth of GG's gross debt-
to-GDP ratio during the GFC, EFC and COVID-19 crisis (Figure 2 and Table 2 in Section 2.1). If the 
multiplier was above one, as Blanchard and Leigh (2013) suggested, countries would “grow out” of 
their debt.  

The belief in a multiplier above one has led to three wrong policy recommendations. First, it has 
supported an aggressive countercyclical fiscal policy in the downturn phase, beyond automatic fiscal 
stabilisers, regardless of existing budgetary space. It was particularly controversial during the COVID-
19 crisis when the economy was constrained mainly by administrative lockdown measures and the 
structural effects of the pandemic.14  

Second, it was the permanent campaign against the supposed “austerity”15 policies, including the 
concept of “self-defeating austerity” (Holland and Portes, 2012). Opponents of the “austerity” policies 
frequently questioned the rationale of the existing EU fiscal rules and their enforcement (see Krugman, 
2012a, b; 2013; Layard, 2012; Soros, 2012; Skidelsky, 2015). In such an intellectual atmosphere, it was 
not easy to build political consensus in favour of strict enforcement of the EU/euro area fiscal rules.  

Third, it raises naïve hopes that the economy can “outgrow” excessive debt without any fiscal 
consolidation effort.  

The second critical misconception relates to the low nominal and real interest rates in the second half 
of the 2010s and 2020-2021 in advanced economies, including the euro area (Demertzis and Viegi, 
2021; Edgerton, 2021; Rohde, 2021).  

As a result, many policymakers and economists (e.g., Blanchard, 2019; Furman and Summers, 2020; 
Regling, 2022) have argued that record-low interest rates allow countries to run higher public debt 
levels than previously assumed without negative consequences for the stability of public finances. This 
optimism has been based on an (often implicit) assumption that ultra-low real interest rates will remain 
for long or forever. However, this is a mechanical extrapolation of the past trends without reflecting 
whether the factors contributing to low interest rates will continue in the future. One can imagine a 
gradual disappearance of a saving surplus in China and other emerging market economies (as a result 
of demographic changes) and an increase in investment spending related to a green transition. It will 
increase real interest rates (determined by the global saving-investment balance). In addition, 
monetary policy tightening to fight inflation pressures (already underway) will contribute to much 
higher nominal interest rates and, consequently, higher costs of servicing public debt.  

In the first instance, higher interest rates will affect the countries with the most considerable gross 
financing needs (the sum of GG net borrowing and maturing GG debt in a given year). Generally, newly 
issued bond yields tend to increase when the debt level rises. That is, marginal yields are an increasing 
function of a debt level and its increase (Gros, 2021). 

So far, the period of ultra-low interest rates has been lost mainly for the consolidation of public finances, 
as seen in our analysis carried out in Section 2.1.  

14  In this context, the recommendation of the IMF to ‘spend as much as you can but keep receipts’ (Georgieva, 2020) sounded quite surprising.  
15  We abstract from the fact that the notion of “austerity” has a negative emotional context (nobody likes to be treated in an austere way) 

and may distort the debate on the optimal fiscal policy stance. 



IPOL | Policy Department for Economic, Scientific and Quality of Life Policies 

PE 733.984 108 

2.4. Spreads between government bond yields in the euro area 
In this section, we analyse the dynamics of the 10-year bond yields of the euro area governments for 
1997-2022. Data in Figure 5 is computed similarly to Tables 1 and 2: data for each country covers the 
period of its membership in the euro area plus two years before its accession.  

Figure 5 allows us to distinguish several periods. The two years preceding the start of the euro project 
(1997-1998) were characterised by a rapid yield convergence to the level represented by the lowest-
yield countries. The same happened with the yields of the countries that joined the euro area later.  

The period between 1999 (launching the euro project) and mid-2008 (culmination of the GFC) was 
characterised by low yield spreads between euro area countries despite considerable differences in 
their fiscal positions. This interesting phenomenon can be interpreted in at least two ways, which do 
not necessarily exclude each other. The first interpretation refers to the low ex-ante credibility of the 
“no bailout” clause (Article 125 of the TFEU), confirmed by a series of conditional rescue programmes 
from 2010 to 2015. The second reason was the impact of a lax monetary policy in the United States, 
which led to abundant global liquidity from 2003 to 2008.  

Figure 5: 10-year government bond yields in %, monthly averages, 1997-2022 

Source: ECB Statistical Data Warehouse. 

The GFC and EFC changed this picture dramatically. Yields of the distressed countries increased 
dramatically, and they were forced to apply for the rescue programmes provided by the European 
Commission, IMF and ECB (the famous “troika”). The rescue programmes and ECB interventions (such 
as the “whatever it takes” declaration of ECB President Mario Draghi in July 2012 – see Section 3.1) 
cushioned market tensions and diminished yields and yield spreads. However, the spreads for the crisis-
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affected countries which lost unrestricted market access (Greece, Ireland, Portugal, Cyprus and Spain) 
remained substantial until 2014 or even longer (Greece and Cyprus).  

The launching by the ECB of large-scale asset purchasing programmes (APPs) in October 2014, only 
temporarily discontinued in 2018-2019, accelerated the process of lowering yields and their 
convergence to a historically record-low level. Inter-country yield spreads have also been compressed, 
but not completely. As seen in Figure 6, the yields of Greek, Italian and Cypriot government bonds have 
been systematically higher (on average, by 100 basis points or more) compared to the euro area “core” 
represented by Germany, the Netherlands and Luxembourg. The bonds of Portugal, Spain and Malta 
have also been higher, but by a smaller margin.  

Figure 6: 10-year government bond yields in %, monthly averages, 2018-2022 

Source: ECB Statistical Data Warehouse. 

Figure 6 also shows that there were short periods of mini market turmoil when both yields and spreads 
temporarily increased, for example, at the end of 2019 and in March-April 2020, immediately after the 
outbreak of the COVID-19 pandemic. CBs, including the ECB, reacted to the COVID-19 crisis with a new 
wave of monetary easing, mainly through the intensification of APPs (see Section 3.3). It allowed 
continuing a downward yield trend for a while.  

The situation started to change in August 2021. A post-COVID economic recovery, increasing inflation, 
market expectations of tighter monetary policy, and rapidly growing PSBR pushed up market interest 
rates, including government bond yields. Higher bond yields have also been associated with higher 
bond spreads for the most indebted countries (Figure 6), triggering the “fragmentation” debate.  

Confronted with the necessity to tighten the euro area monetary policy, the ECB has been forced to 
address the “fragmentation” challenge regardless of whether it has been correctly diagnosed and 
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whether the ECB is the right institution to deal with this problem. We will return to these questions in 
Chapter 4. 
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ECB INVOLVEMENT IN SOVEREIGN DEBT MARKET IN THE 
EURO AREA 

The ECB's involvement in easing sovereign borrowing conditions in the euro area started in the 
aftermath of the EFC in 2010 with targeted instruments such as the securities markets programme 
(SMP), OMT, ELA, verbal interventions and institutional participation in the “troika” rescue programmes 
(Section 3.1). It continued until 2015, the last round of Greece’s debt crisis. In the meantime, launching 
QE in October 2014 meant a general easing of sovereign debt service conditions in the euro area 
(Section 3.2). After a short stop in net asset purchases (between January and October 2019), they were 
renewed in November 2019 and intensified after the outbreak of the COVID-19 pandemic in March 
2020 (Section 3.3). In the first half of 2022, the ECB started preparations for monetary tightening, which 
has brought back the problem of high government bond yields in the most indebted countries. This 
resulted in the so-called anti-fragmentation package announced on 21 July 2022 (Section 3.4).  

3.1. The period of the EFC (2010-2015) 
Before the GFC and EFC, the ECB stood away from the public debt market except for accepting 
government bonds with a good credit rating as collateral for its lending operations and conducting 
open-market operations. This was in line with the best tradition of its most prominent institutional 
predecessor – the German Federal Bank (Deutsche Bundesbank) and the letter and spirit of the TFEU.  

With the outbreak of the sovereign debt crisis in Greece in May 2010, the ECB started to intervene in 
the government bond market. The SMP was the first instrument launched in May 2010. It authorised 
the national CBs in the euro area to outright purchase “…eligible marketable debt instruments” within 
limits determined by the ECB Governing Council and respecting and “…according to their percentage 
shares in the key for subscription of the ECB’s capital”. National CBs could purchase private and 
government securities but the latter – only on the secondary market. The programme was designed as 
a temporary mechanism with the aim “…to address the malfunctioning of securities markets and restore 
an appropriate monetary policy transmission mechanism” (ECB, 2010). An additional monetary base 
created by this programme was to be sterilised by the ECB in its open-market operations.  

According to Eser and Schwaab (2013), the SMP contributed to lowering the government bond yields 
of the most distressed euro area economies. Apart from significant announcement effects, the 
repeated ECB interventions decreased yields from approximately -1 to -2 basis points (for Italy) to 
between -17 and -21 basis points for Greece, per EUR 1 billion of bond purchases (of five-year maturity). 

In August 2012, the SMP was replaced by the OMT. The OMT focused on the securities with shorter 
yields (1-3 years) and was seen as the complementary tool to support governments that benefited from 
the EFSF/ESM adjustment programmes. Again, the money supply effects of the OMT were to be fully 
sterilised.16 In practice, the OMT were never activated.  

Parallelly to establishing the OMT, ECB President Mario Draghi made a famous statement at the Global 
Investment Conference in London on 26 July 2021, saying that “[w]ithin our mandate, the ECB is ready 
to do whatever it takes to preserve the euro. And believe me, it will be enough” (Draghi, 2012). Although he 
refused to specify what kind of concrete measures the ECB was ready to take, financial markets 
implicitly assumed that they would include interventions in the government bond markets to protect 

16  See ECB. (2012). Technical features of Outright Monetary Transactions, press release, 6 September. https://www.ecb.europa.eu/press 
/pr/date/2012/html/pr120906_1.en.html  

https://www.ecb.europa.eu/press/pr/date/2012/html/pr120906_1.en.html
https://www.ecb.europa.eu/press/pr/date/2012/html/pr120906_1.en.html
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the most distressed euro area countries from sovereign default and their exit from the euro area (if 
necessary). In practice, the ECB was never seriously tested on the credibility of Draghi’s declaration.  

Draghi’s speech was one of the factors (apart from EFSF/ESM/IMF rescue programmes) that calmed the 
market nervousness observed in the first half of 2012, at the peak of the EFC. At that time, the crisis hit 
– with varying intensity and in various forms – several euro area countries such as Greece, Ireland,
Portugal, Spain and Italy. Greece completed the “voluntary” restructuring of its public debt liabilities
(Xafa, 2014). Financial markets speculated about the potential perspective of the disintegration of the
euro area. As a result, the high yield spreads of some countries reflected not only the default risk but
also the denomination (exchange rate) risk. As seen in Figure 5 in Section 2.4, both yields and spreads
started to decrease after the “whatever it takes” declaration.

One more instrument, the ELA, should also be mentioned in the context of ECB interventions in the 
public debt market. Formally, it was designed as a lender-of-last-resort type of instrument to support 
solvent but illiquid banking systems. In practice, at least in the case of Greece, it was used to help illiquid 
and insolvent banks and their capacity to continue lending to the insolvent government (Magnus and 
Xirou, 2017).  

3.2. Quantitative easing of 2014-2022 
In October 2014, the ECB initiated large-scale APPs (see Figure 7). In March 2015, the public sector 
purchase programme (PSPP) started and quickly became the dominant component of the APP.  

While the APP was motivated by monetary policy considerations (fighting deflationary tendencies), it 
seriously contributed to rapidly decreasing public debt service costs in the euro area. In particular, the 
bond yields of the most indebted countries converged towards those of the most credible countries 
(Ehmer, 2017). This is also well illustrated by Figures 5 and 6 in Section 2.4. The declining and 
converging yields between 2012 and 2021 did not regularly require targeted ECB interventions. 
However, some periods of market nervousness were noted in 2019 and 2020 (see Section 2.4), and they 
forced the ECB to intervene.  

The highest intensity of net purchases was recorded between March 2015 and December 2017. In 2018, 
the pace of monthly purchases decelerated to be entirely stopped in the first 10 months of 2019 (Figure 
7). The APP was resumed in November 2019 to be intensified in March and April 2020, after the 
outbreak of the COVID-19 pandemic (see Section 3.3).  
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Figure 7: The ECB’s APP, net monthly purchases in EUR billion, 2015-2022 

Source:  European Central Bank – see https://www.ecb.europa.eu/mopo/implement/app/html/index.en.html#pspp  

Notes:  PSPP – public sector purchase programme, CBPP3 – third covered bond purchase programme, CSPP – corporate 
sector purchase programme, ABSPP – asset-backed securities purchase programme. 

Figure 8 shows that between 2015 and mid-2022, as a result of the APP, the ECB accumulated in its 
balance sheets financial assets worth approximately EUR 3,400 billion, most of which are government 
bonds. Such a portfolio has two kinds of negative consequences. First, it creates a record-high 
monetary base, making the disinflation policy difficult and costly. Second, it makes the ECB a hostage 
of the excessive sovereign debt in the euro area, which one may call fiscal dependence (Dabrowski, 
2022) or fiscal dominance (Landau, 2021).  

Unlike the United States Federal Reserve Board (Fed), the ECB never tried to start net sales of 
accumulated assets (sometimes called quantitative tightening, QT). Perhaps one reason why it was 
reluctant to reduce its balance sheet was a potential negative impact on the government bond yields 
of the most indebted countries. 

https://www.ecb.europa.eu/mopo/implement/app/html/index.en.html#pspp
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Figure 8: The ECB’s APP, cumulative stock of purchased assets in EUR billion, 2015-2022  

Source:  European Central Bank – see https://www.ecb.europa.eu/mopo/implement/app/html/index.en.html#pspp 

Notes:  PSPP – public sector purchase programme, CBPP3 – third covered bond purchase programme, CSPP – corporate 
sector purchase programme, ABSPP – asset-backed securities purchase programme. 

3.3. Additional quantitative easing of the pandemic era (2020-2022) 
The outbreak of COVID-19 triggered a new wave of monetary policy easing in the euro area (similar to 
other currency areas). Apart from the continuation and intensification of the standard APP (see Section 
3.2), the ECB launched the Pandemic Emergency Purchase Programme (PEPP) (Figure 9), which resulted 
in the total purchase of an additional EUR 1,700 billion of assets in 2020-2022,17 primarily government 
securities, and the further dampening of nominal bond yields, at least until mid-2021. The highest 
monthly net purchases were recorded between April and July 2020 and March and September 2021.  

In comparison with the standard APP, the PEPP broadened the range of accepted bond maturities, 
further eased the eligibility criteria (for example, by granting a waiver for securities issued by the 
Government of Greece), and, most importantly, by adopting a “flexibility” principle in respect to the 
country structure of purchased bonds. The “flexible” approach allowed supporting the market for the 
sovereign bonds of the most indebted countries.  

17  See https://www.ecb.europa.eu/mopo/implement/pepp/html/index.en.html  

https://www.ecb.europa.eu/mopo/implement/app/html/index.en.html#pspp
https://www.ecb.europa.eu/mopo/implement/pepp/html/index.en.html
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Figure 9: The ECB’s PEPP, net monthly purchases in EUR million, March 2020-March 2022. 

Source: ECB https://www.ecb.europa.eu/mopo/pdf/PEPP_purchase_history.csv?b403919ca5d9c7f5c08e9a7ee1a549af  

Figure 10: The ECB’s PEPP, cumulative stock of purchased assets in EUR Million, March 2020 – 
March 2022.  

Source: ECB https://www.ecb.europa.eu/mopo/pdf/PEPP_purchase_history.csv?b403919ca5d9c7f5c08e9a7ee1a549af 

3.4. Towards monetary policy tightening (2022) 
The surge of inflation, which started in the second half of 2021, required a firm monetary policy 
response through its tightening. Unfortunately, most CBs were late to respond to this challenge, and 
the ECB was even later than the Fed (Dabrowski, 2022). The first tightening decision was taken in March 
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2022 by terminating net asset purchases under the PEPP. However, the existing stock of assets 
purchased under the PEPP will be rolled over until at least the end of 2024. The special conditions 
applicable under the third series of targeted longer-term refinancing operations (TLTRO III) ended in 
June 2022. Net purchases under the regular APP were terminated in July 2022, but the existing stock 
of assets will continue to be reinvested. On 21 July 2022, the ECB Governing Council decided to increase 
its three key ECB interest rates by 50 basis points18. It also made clear that further interest rate hikes can 
be expected, which is what happened on 8 September 2022, when key rates were increased further by 
75 basis points19.  

Simultaneously with increasing interest rates, the ECB Governing Council announced a package of anti-
fragmentation measures consisting of (1) a promise to continue reinvesting the stock of assets held in 
its portfolio (see above); (2) flexibility in reinvesting the stock of assets accumulated under the PEPP 
(that is, a continuation of the departure from countries’ percentage shares in the key for subscription 
of the ECB’s capital); (3) the possibility to activate the OMT; and (4) the new instrument, the TPI.  

The essence of the TPI is the possibility to conduct unlimited secondary market purchases of public 
debt instruments issued by a country “…experiencing a deterioration in financing conditions not 
warranted by country-specific fundamentals”.20 The eligibility criteria for the potential beneficiary 
country include (1) compliance with the EU fiscal framework (currently suspended – see Section 2.2), in 
particular, not being subject to the EDP (also suspended); (2) the absence of severe macroeconomic 
imbalances, in particular not being subject to the EIP; (3) the sustainability of the public debt; the 
assessment is based on the analyses of the European Commission, ESM, IMF and other institutions but 
no specific criteria are determined; and (4) compliance with the country’s commitment under the 
Recovery and Resilience Facility (RRF) and country-specific recommendations (CSR) under the 
European Semester.  

Like other instruments of targeted interventions on the sovereign debt market in the past, the TPI is 
justified to ensure the effective monetary transmission mechanism in the euro area. However, unlike in 
the case of instruments launched in the early 2010s (SMP, OMT) when the ECB promised the complete 
sterilisation of the money supply effects of these interventions, the ECB declaration is now vaguer. 
(“Purchases under the TPI would be conducted such that they cause no persistent impact on the overall 
Eurosystem balance sheet and hence on the monetary policy stance”).  

In Chapter 4, we will assess both the conceptual framework on which the TPI is based and its 
operational details. We will also evaluate its potential impact on the ECB’s monetary policy and 
institutional independence.  

18  See ECB. (2022). Monetary Policy Decisions, 21 July. https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.mp220721 
~53e5bdd317.en.html  

19  See ECB. (2022). Monetary Policy Decisions, 8 September. https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.mp220908 
~c1b6839378.en.html  

20  See ECB. (2022). The Transmission Protection Instrument, press release, 21 July. https://www.ecb.europa.eu/press/pr/date/2022/html/ 
ecb.pr220721~973e6e7273.en.html  

https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.mp220721%7E53e5bdd317.en.html
https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.mp220721%7E53e5bdd317.en.html
https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.mp220908%7Ec1b6839378.en.html
https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.mp220908%7Ec1b6839378.en.html
https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.pr220721%7E973e6e7273.en.html
https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.pr220721%7E973e6e7273.en.html
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FRAGMENTATION: THE WRONGLY DEFINED CHALLENGE AND 
WRONG SOLUTION 

This chapter concentrates on the critical assessment of the anti-fragmentation policy and its 
assignment to the ECB. We start with sharing our doubts regarding the correct understanding of 
“fragmentation” and its root causes (Section 4.1). This is followed by a critique of delegating the “anti-
fragmentation” task to the ECB (Section 4.2) and an analysis of its potential negative consequences in 
the economic and political sphere (Section 4.3). In Section 4.4, we assess the technical details of the TPI 
and the entire anti-fragmentation package. In Section 4.5, we discuss alternative solutions.  

4.1. “Fragmentation” as the substitute term for the sovereign debt crisis 
The notion of “fragmentation” suggests the presence of administrative and institutional barriers to 
cross-border financial flows. Of course, such barriers still exist because the Banking Union and Capital 
Market Union remain incomplete. Assessing the impact of these barriers on the fragmentation of the 
EU/euro area financial markets along national lines would require a separate study focusing on all 
segments of the financial market, not only sovereign bonds.21 Regarding the cross-country yield 
spreads on the sovereign debt market, the question is whether they are determined by cross-country 
barriers to capital/financial flows or by the various degrees of the sovereign indebtedness of individual 
countries.  

The answer to the above question is clear: the rapidly growing public debt burden, especially in 
countries with the highest debt-to-GDP ratio, triggers nervousness in financial markets and their 
perception of increasing default risk. The absence of yield spreads, despite various debt levels in 
individual countries, would raise another question: whether financial markets behave rationally. Such 
a question was frequently asked for yield convergence in the period preceding the GFC (1999-2007) 
and between 2015 and 2021.  

Indeed, the presence of yield spreads can be interpreted as some fragmentation of the sovereign debt 
market. Furthermore, given the size of the sovereign debt, its share in banking assets, and the role of 
government bonds as financial instruments, such fragmentation may spill over to other segments of 
the financial markets. However, no one should be surprised by lenders’ attitudes to the differentiated 
degrees of the creditworthiness of individual borrowers, even if they are sovereigns. And artificially 
compressing risk premia can only distort market functioning and market signals.  

The real challenge thoroughly analysed in Chapter 2 concerns the excessive and rapidly growing 
sovereign indebtedness in the euro area (and other advanced economies). It is a root cause of the 
periodic nervousness of financial markets. The so-called fragmentation is only a symptom of this 
dramatic challenge.  

Unfortunately, policymakers and a substantial part of the academic and expert community are not yet 
ready to acknowledge the fiscal nature of the “fragmentation” problem. They prefer to deal with 
secondary symptoms rather than address the root causes of the repeated market tensions. The political 
economy and intellectual reasons for such an attitude are discussed in Section 2.3 of this paper. 
Another reason may relate to the ECB’s legal status, which prohibits the monetary financing of public 
liabilities (Article 123 of the TFEU). 

21  The study of Enderlein and Berenberg-Gossler (2016) is an example of such an analysis.  
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4.2. The wrong task for the ECB 
The expectation that the ECB will address the “fragmentation” problem is conceptually wrong. It 
contradicts the principle of CB independence and is at least inconsistent with the Treaties, particularly 
Article 123 of the TFEU.  

Since the beginning of the GFC and EFC, the ECB’s activism on the public debt market has triggered 
legal challenges before the Federal Constitutional Court of Germany and the Court of Justice of the EU. 
The most severe challenge concerned the PSPP, the dominant part of the APP.22 Regarding the legal 
doubts related to the PSPP, conducted on a proportional basis, they could be explained as a QE tool, 
the main monetary policy instrument left to the ECB in an environment of interest rates close to zero.  

However, the targeted instruments of ECB intervention on the sovereign debt market are more difficult 
to be defended as consistent with the Treaties.23 Hence, playing various terminological substitutes such 
as “anti-fragmentation” or continuous referring to monetary policy transmission mechanisms as the 
primary justification of the targeted intervention tools.  

By its economic characteristics, the targeted anti-fragmentation tools belong to quasi-fiscal activities 
(QFA), the worst form of CB activism, typical for politically dependent CBs in centrally planned 
economies and some developing countries (see Mackenzie and Stella, 1996; Markiewicz, 2001).  

It looks like the ECB acceded to political and intellectual pressures to back the public debt markets of 
the most indebted countries. Ironically, this would mean accepting the proposals to perform the role 
of lender of last resort to governments, as advocated by some authors (e.g., Bofinger & Soros, 2011; 
Layard, 2012) in 2011-2012 at the peak of the EFC; However, these proposals were inconsistent with CB 
independence and its price stability mandate.  

One can interpret the ECB’s engagement in the anti-fragmentation policy and its anti-fragmentation 
package of 21 July 2022 as a pragmatic move aimed at broadening its policy space. We mean the 
possibility of starting monetary policy tightening without the risk of being accused of triggering a 
sovereign debt crisis in the euro area as well as buying more time for governments to begin fiscal 
consolidation. The complicated construction of the TPI and other anti-fragmentation tools such as the 
OMT may also indicate the intention of avoiding their practical implementation, that is, stopping at the 
stage of the verbal declaration.  

There are, however, two caveats to the correctness of such a calculation. First, the public debt burden 
of the entire euro area and its most indebted Member States increased significantly compared with the 
first half of the 2010s, so the actual risks in a public debt market are much higher than they were 10 
years ago. Public debt management can also be more difficult when monetary policy must be 
tightened than during its relaxation. Repeating the trick with the “whatever it takes” declaration and 
the OMT in 2012 may be difficult in such a situation. The financial markets may soon test the ECB's 
readiness to intervene on a large scale. Second, the unprecedented era of ultra-low interest rates was 
primarily lost for fiscal consolidation, so there is no guarantee that the additional “breathing” space for 
the most indebted countries provided by the ECB will push them to start an adjustment. Unfortunately, 
the political economy logic of fiscal consolidation (or, more broadly – policy reforms) suggests that they 
begin when policymakers do not have other choices.  

22  See https://www.bundesverfassungsgericht.de/SharedDocs/Pressemitteilungen/EN/2020/bvg20-032.html  
23  See Sester’s (2017) opinion on the SMP. 

https://www.bundesverfassungsgericht.de/SharedDocs/Pressemitteilungen/EN/2020/bvg20-032.html
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4.3. Negative consequences of the ECB’s involvement in anti-
fragmentation policies 

Due to the macroeconomic factors presented in Section 4.2 (rapid growth of public debt, meagre 
perspectives of economic growth, if any), the ECB’s involvement in backing a public debt market in the 
highly indebted euro area countries may not end with the July 2022 anti-fragmentation package. One 
cannot exclude a scenario when further monetary tightening (unavoidable due to record-high 
inflation) will have to be accompanied by additional ECB commitments to serve as the lender of last 
resort to the distressed governments. This may slow down actual monetary tightening and make 
higher inflation persistent for a more extended period. Consequently, it will undermine the ECB’s 
credibility in fulfilling its price stability mandate, feed higher inflationary expectations, and make future 
disinflation even more painful.  

Such a pessimistic scenario may undermine the euro's credibility and provoke centrifugal political 
tendencies against the common currency in countries firmly devoted to price stability. The same may 
happen due to implicit intergovernmental transfers resulting from the practical implementation of the 
targeted anti-fragmentation tools (the effect of their quasi-fiscal character).  

The euro’s depreciation against the US dollar and other currencies observed since the beginning of 
2022 may be interpreted as evidence of the pessimistic expectations of financial markets regarding the 
ECB's ability to effectively perform its price stability mandate and get out of the fiscal dependence trap. 
It is worth remembering that in 2010-2012, at the peak of the EFC, the euro was much stronger, despite 
speculations on the possible exit of some crisis-affected countries from the euro area.  

4.4. Potential technical difficulties with TPI implementation 
Looking at the TPI construction, one may find that this instrument will not be easy to implement in 
practice when needed. Several essential criteria remain underdefined. For example, the key criterion of 
fiscal sustainability will require an individual assessment of each country at a given time (when the 
implementation of the TPI is needed) based on the opinions of other institutions (see Section 3.4). What 
happens when these opinions differ?  

Other criteria combined mean several tens or even hundreds of detailed policy recommendations 
issued under the EDP (temporarily suspended), the EIP, the CSR and the commitments/milestones 
declared in the recovery and resilience plans (under the RRF). What if some recommendations and 
obligations are met, but others are not (a frequent situation)? How should accomplishments and 
failures be weighed? How long will it take (against the urgent nature of the “fragmentation” tensions 
and the necessity of a quick reaction to calm markets)? Is a CB best positioned to make detailed policy 
evaluations in various spheres unrelated to monetary or even macroeconomic policy? Unlike the 
European Commission, the ESM and the IMF, the ECB seems to have neither sufficient expertise nor 
experience to run de facto rescue programmes for distressed governments.  

The same doubts apply to the OMT, which has never been tried in practice. 

Another question concerns the rationale for creating an entirely new framework (TPI) when a similar 
one (OMT) was never used (Angeloni and Gros, 2022).  

The above-discussed criteria ambiguities and potential implementation problems suggest that, if 
practically implemented, the TPI and other anti-fragmentation tools may be subject to arbitrary 
decisions based on political rather than technocratic criteria.  
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4.5. The alternative to the ECB’s involvement in anti-fragmentation 
policies 

What is the alternative if the continuation of the ECB’s backing of the sovereign debt market of the 
most indebted euro area countries involves so much economic, political and reputational risk?  

The first-best option seems to be the simplest one: fiscal consolidation as quickly as possible. 
Regardless of its political and intellectual unpopularity, this is the only way to reduce excessive public 
indebtedness in the medium and long term. Waiting for another “good time” with high growth and 
low interest rates, which would allow “outgrowing” from debt, is too risky. Such a period existed in the 
second half of the 2010s, but only a few countries used it to reduce their debt burden inherited from 
the period of the GFC and the EFC (see Section 2.1).  

Starting fiscal consolidation requires not only abandoning opaque theories on the potential of 
countercyclical fiscal policies (fiscal multiplier higher than one) and expectations that government 
bond yields will remain low forever (they have been growing since the second half of 2021). It is also 
critical to reinstate fiscal rules on the EU and national levels and make them simpler and more robust 
than before the COVID-19 crisis.  

However, in the macroeconomic realities of the early 2020s, some countries accumulated so much debt 
that they can have problems avoiding market distress even if they start fiscal adjustment quickly. The 
support for them should be provided by the ESM, the institution founded in 2012 for this particular 
purpose but largely forgotten in the current “fragmentation” debate. The ESM is much better 
positioned regarding its legal mandate and institutional capacity to help governments experiencing 
market distress (even temporary) than the ECB. The latter should concentrate on delivering on its price 
stability mandate and stay away from the sovereign debt market. If necessary, the funds at the ESM’s 
disposal should be increased, and its policy toolkit – further expanded.  

All EU Member States are also IMF members. In an emergency, they can also ask this institution for help. 
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SUMMARY AND CONCLUSIONS 

Since the 1990s, the public debt-to-GDP ratio has gradually increased in almost all current euro area 
member countries. In most of them, it now exceeds the Maastricht reference value of 60%, in several 
of them – 100%, and in a few cases – even more. This creates a severe challenge to the stability of public 
finances, the entire financial system, and monetary stability in the euro area. The excessive sovereign 
indebtedness led to the EFC in 2010-2015, directly affecting several euro area countries with high debt 
and threatening a partial disintegration of the euro area. Unfortunately, the lessons from this 
experience have not been learnt, and the practice of reacting with a generous fiscal stimulus to each 
kind of adverse shock has been continued until very recently.  

Even if the problem of excessive sovereign indebtedness is often ignored by economic policy and in 
part of the policy analyses, it is the most critical challenge faced by most advanced economies, 
including the substantial number of the euro area economies. It is the main reason behind the nervous 
financial market reactions to the borrowing needs of heavily indebted governments. Defining it as a 
market fragmentation is misleading because it diverts attention from the root causes of this 
phenomenon, which are deep and persistent fiscal imbalances.  

Since 2015, the large-scale APP conducted by the ECB created ample liquidity in the euro area, pushed 
nominal and real bond yields down, and decreased market perception of a sovereign default risk 
despite the ever-growing debt. However, the perspective of monetary tightening (because of 
inflationary pressures) and the rapid growth of public debt during the COVID-19 pandemic changed 
this perspective. The default risk has come back, and lenders started to look more closely at their 
sovereign borrowers' creditworthiness. All sovereign bond yields began to grow in the second half of 
2021, but those of the most fiscally vulnerable countries grew faster than others.  

In this context, the assessment of the ECB’s new anti-fragmentation tool, the TPI, can be done using 
various perspectives. It can be seen as a pragmatic step, a sort of political compromise, to unblock 
policy room for monetary policy tightening. It may be interpreted as a tactical manoeuvre, promising 
market intervention that will calm financial markets for good, but which will not be required in practice 
(something that happened with the “whatever it takes” declaration and the introduction of the OMT in 
2012). However, given the deterioration of the debt and deficit statistics compared to the decade 
earlier, such a manoeuvre may not succeed. Financial markets can test the ECB’s readiness to intervene 
and require its further and deeper involvement in the sovereign debt market of the fiscally vulnerable 
countries to continue their financing at a reasonable price. It would create a slippery slope to the loss 
of actual ECB independence.  

Looking at the TFEU and ECB Charter, even the anti-fragmentation tools offered a decade ago, such as 
the SMP or OMT, raised serious legal doubts and compromised the ECB’s independence because of 
their quasi-fiscal character. The same can be said about the APP and PEPP when the ECB accepted 
substandard government bonds or departed from the proportionality principle in purchasing bonds. 
The TPI is in the same type of instrument but potentially even more intrusive and requires a lot of 
arbitrary judgment.  

The increasing fiscal dependence of the ECB (measured by the already high share of government bonds 
in its assets) makes this institution slow in reacting to rapidly growing inflation in the euro area 
(Dabrowski, 2022). Its further engagement in QFA and backing the debt market of the highly indebted 
sovereigns will worsen things. The credibility of the ECB can be seriously compromised, and the 
common currency project can lose its economic and political attractiveness.  
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Fiscal consolidation is the best solution to the excessive debt burden and should be started as soon as 
possible. When it is not enough, and the direct backing of an individual country’s debt market is 
needed, it should be provided by the ESM, the institution specially created for this purpose in 2012.  
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	EXECUTIVE SUMMARY
	 With the rise in interest rates and the end of purchases of government bonds, highly indebted countries such as Italy and Greece are facing a sharper rise in their bond yields than other countries, especially Germany, which is leading to a fragmentation in the bond market. 
	 The Governing Council announced its new anti-fragmentation tool, named the Transmission Protection Instrument (TPI) on 21 July 2022. TPI is aiming to counter this bond market fragmentation by secondary market purchases of securities issued in jurisdictions experiencing a deterioration in financing conditions not warranted by country-specific fundamentals.
	 TPI’s predecessor, the Outright Monetary Transaction (OMT) announced in 2012, has not been activated so far though it still part of the ECB’s toolkit. OMT and TPI share similarities with regard to the objective of the measure, the potential selectivity and the conditionality/eligibility requirements. 
	 The legitimacy of the TPI turns on the words ‘unwarranted’ and ‘not justified by country specific fundamentals. One of the main challenges for the ECB will be to objectively determine whether and when the financing conditions of individual countries, i.e. their yields on government bonds, are no longer justified by country-specific fundamentals.
	 Estimation of a nonparametric fixed-effects panel model shows that financial markets currently do not treat any of the countries under consideration separately in terms of their bond yield levels. Bond yields of all countries considered can be well explained on the basis of their fundamentals and the general risk aversion in financial markets.
	 The activation of TPI requires sound and sustainable fiscal and macroeconomic policies. The ECB as an independent institution is bound by its price stability mandate. Making economic assessments on the fiscal and economic situation of Member States goes beyond its mandate; even if it is adhering to the decisions of external bodies, it remains the ECB that takes the decision to activate TPI with regard to a certain jurisdiction. This may expose the ECB to political pressure, threatening its independence.
	 A point of criticism of TPI is the lack of substantiation, justification, and detail in the terms set out in the Press Release. There might be good reasons for keeping some features of the programme secret. However, reasons that justify not disclosing parameters of monetary policy instruments to the general public do not dispense the ECB from writing down these confidential parameters to allow for judicial review and parliamentary review in non-public fora. 
	 The guidelines given in the Press Release leave questions with regard to the distinction and relation of TPI with OMT and PEPP unadressed. The ECB needs to provide further clarification to avoid confusion for market participants and to fulfill its duty to give account of its actions.
	 Risk- and loss-sharing is not addressed in the Press Release. In the light of its accountability requirements, the ECB should disclose such information to ensure that its independent decisions can be scrutinized by the EP. The social legitimacy of the institution – and in turn the acceptance of its independence and its institutional framework – will increase if those aspects of monetary policy which are politically sensitive are explained and justified. 
	1. Introduction
	In view of steadily rising inflation in the euro area since mid-2021, the European Central Bank (ECB) began signalling a normalisation of its monetary policy at the end of 2021. Inflation accelerated after the Russian invasion of Ukraine in February 2022. Net purchases under the Pandemic Emergency Purchase Programme (PEPP) were discontinued at the end of March 2022 and those under the conventional Asset Purchase Programme (APP) in July 2022. Only the redemption of these purchase programmes will continue to be reinvested for a longer period of time – that of the PEPP until the end of 2024. Further, key interest rates were raised by 50 basis points in July 2022. 
	In response to the ongoing monetary policy normalisation, spreads on peripheral government bonds have risen steadily since the beginning of 2022. With the rise in key interest rates and the end of purchases of government securities, which have pushed down risk premiums on government bond yields in recent years, highly indebted countries such as Italy, Greece, Portugal and Spain are facing a sharper rise in their bond yields than the “core countries” (Germany and France), a development often referred to as “bond market fragmentation” (Figure 1). 
	Figure 1: 10-year government bond spreads of periphery countries
	/Source: Bloomberg, authors’ own calculations.
	Given the heterogeneous bond yield development, concerns arose among central bankers and financial markets that, similar to the euro area debt crisis in 2010/11, bond yields of highly indebted countries such as Italy or Greece would continue to rise, jeopardising the integrity of the euro area and the single European monetary policy. The reason for these concerns is that government bond markets are characterised by multiple equilibria in a monetary union. As De Grauwe (2012) points out, capital flight and liquidity crises are much more likely in a monetary union than in countries with autonomous monetary policies and their own currencies. When the perception of a country’s default risk increases, private investors sell these government bonds and, because of the free movement of capital across borders, they can quickly invest the freed-up funds in government bonds of other member countries in the same currency area that are considered safer. A self-fulfilling prophecy of default can occur, since once a member country enters a liquidity crisis, its borrowing costs increase as interest rates rise, and the liquidity crisis can turn into a solvency crisis. Thus, initially small exogenous triggers (e.g., a rise in risk aversion) in financial markets can amplify and cause large changes in credit and asset prices because of these negative feedback loops. “If these amplifying forces are strong enough, multiple equilibria can emerge so that the system itself generates systemic risks” (Brunnermeier and Reis, 2019). In a monetary union, the central bank’s responsibility as a lender of last resort is therefore even more important. (As acknowledged, the ECB has responsibility for market liquidity assistance, while national central banks keep responsibility for individual Emergency Liquidity Assistance or ELA).
	To counter “unwarranted” fragmentation risks, the ECB has used in June and July 2022 redemption payments from purchases of bonds of core countries under the PEPP to reinvest them in bonds of peripheral countries, especially Italy and Spain (Figure 2). This is consistent with the ECB’s communication that flexibility in PEPP reinvestments will be the first line of defence against fragmentation risks. However, the size of PEPP repayments is unlikely to be sufficient to halt any divergence in the dynamics of yield divergence among euro area Member States once it emerges. 
	Figure 2: PEPP reinvestments in June and July 2022
	/
	Source: European Central Bank.
	Once again, the ECB felt compelled to “put its foot down” on the financial markets in order to prevent, or at least curb, market speculation about bond yields drifting further and further apart. On 21 July 2022, the ECB announced a new instrument, the Transmission Protection Instrument (TPI), to “ensure that the monetary policy stance is transmitted smoothly across all euro area countries” as the ECB continues policy normalisation. The ECB explains that the TPI will be a new addition to the toolkit and “can be activated to counter unwarranted, disorderly market dynamics that pose a serious threat to the transmission of monetary policy across the euro area”. The TPI allows for secondary market purchases of securities “issued in jurisdictions experiencing a deterioration in financing conditions not warranted by country-specific fundamentals” (ECB, 2022). The announcement of TPI has ignited a heated debate amongst academics, central bankers and the general public. While some query whether more asset purchases are the right way forward from an economic perspective with inflation rising, others question TPI on legal grounds. 
	This paper seeks to answer the following questions. First, is the currently observed increase in bond yields linked to a specific macroeconomic situation or problem that falls into the competence of the respective Member State, or is the disruption based on market failure, which is not rooted in the macroeconomic fundamentals of a Member State, but lies within the monetary competence of the ECB in line with Art. 123 and 127 TFEU? (see section 2). Second, what are the differences and similarities between TPI and earlier programmes, especially the Outright Monetary Transaction Programme (OMT) which has announced (but has never been activated) in 2012? (see section 3). OMT and TPI share many similarities but also differ in several aspects. As acknowledged, the OMT was challenged by the German Constitutional Court (GCC) and upon the referral by the GCC, the European Court of Justice (ECJ) has developed guidelines for sovereign bond purchase programmes in its ruling in Gauweiler and later on the Public Sector Purchase Programme (PSPP) in in its ruling on Weiss. Building on these guidelines, we address the legal considerations underlying TPI and its conformity with the provisions of the Treaty on European Union (TEU) and the Treaty on the Functioning of the European Union (TFEU) in particular the prohibition of monetary financing. (see section 4). The paper concludes with policy recommendations (see section 5).
	2.  Understanding disorderly bond fragmentation
	2.1. Data
	2.2. Time-varying determinants of yield spreads
	2.3. Assessment of current rise in yield spreads

	According to the official statement of the ECB, the purpose of the TPI is to purchase securities on the secondary market in the event that the financing conditions of individual euro area countries deteriorate without this being justified by country-specific fundamentals. One of the main challenges in this respect for the Governing Council of the ECB will be to objectively determine whether and when the financing conditions of individual countries, i.e. their yields on government bonds, are no longer justified by country-specific fundamentals. Thus, understanding the driving forces of sovereign yield differentials in the Economic and Monetary Union (EMU) is an important issue for policymakers and economists. 
	The general consensus in the existing literature is that sovereign bond yields are determined by country-specific risk factors and also international factors such as global investors’ risk aversion. The sharp rise in government bond yield spreads during the euro area debt crisis in 2010/11 suggests that bond yields are not only driven by changes in macroeconomic fundamentals but also by the fact that overall risk assessments vary over time (Figure 1). By estimating an additive non-parametric fixed-effects panel model framework similar to Bernoth and Erdogan (2012), we determine the extent to which an observed change in the yield spread is due to a change in macroeconomic fundamentals, such as a country’s fiscal position, and the extent to which it reflects a change in the markets’ valuation of these fundamentals, as reflected in a change in model coefficients (Box 1). Moreover, we endogenously determine the timing and patterns of changes in model coefficients. While this analysis cannot provide a clear answer to the question of whether or not market adjustments in risk pricing are unwarranted, it does provide an indication of the underlying drivers of the current rise in bond yields and allows an assessment of current risk premium levels relative to past crisis periods. 
	We analyse the (end-of-month) sovereign bond yields of ten euro area Member States: Belgium, Finland, France, Greece, Ireland, Italy, the Netherlands, Austria, Portugal and Spain provided by Bloomberg. The period covered runs from January 2001 to June 2022, so our monthly data sample comprises a total of 258 observations. The yield spreads of the individual countries are calculated as the yield difference of their 10-year benchmark bonds versus the 10-year German Bund at month-end. 
	Since estimating time-varying coefficients is very data-intensive, we focus only on the basic explanatory variables that are most commonly used in the literature. To estimate credit risk, we focus on variables that measure a country’s fiscal performance, i.e., the debt-to-GDP ratio and the projected (12-month-ahead) deficit-to-GDP ratio. Both variables are expressed in differences to the corresponding debt and deficit figures of the benchmark country, Germany. 
	Box 1: The estimation model 
	Source:  Bernoth and Erdogan (2012).
	We assume that if a country’s fiscal position deteriorates relative to the reference country, the bond premium increases as the market demands a higher default risk premium. In addition, we use the bid-ask spread provided by Bloomberg (end-of-month value) as a measure of liquidity risk, which is generally considered the best measure of liquidity (Fleming, 2003; Barrios et al., 2009). A deep market is characterised by low bid-ask spreads, which reduces the inherent liquidity premium in bond yield spreads. The bid-ask spreads are also measured relative to the bid-ask spread of the German benchmark bond. And finally, we use the US corporate bond yield spread as a proxy for general investors’ risk aversion. The corporate bond spread measures the spread between low grade US corporate bonds and US government bonds. In times of increased uncertainty, the corporate bond yield spread widens due to a shift in investor preference from riskier corporate bonds to safer government bonds.
	Figure 3 present the estimated time-varying coefficients together with the 95% pointwise confidence intervals when regressing the sovereign yield spreads on our set of regressors. The upper left panel indicates that the degree of general investors’ risk aversion plays an important role in explaining sovereign bond yield spreads in the euro area. With few exceptions, the coefficient on the US corporate bond spread was always positive, suggesting that interest rate differentials between euro area countries and Germany increase with global risk aversion. At the beginning of the EMU, however, global risk aversion played only a minor role in explaining the interest rate differential between the Member States. With the onset of the global financial crisis (GFC) in 2008 and even more pronounced during the euro area debt crisis in 2010/11, the influence of the global risk factor on euro area yield differentials increased dramatically. It was only around the time of the start of quantitative easing by the ECB in 2015 that the impact of global risk aversion on government bond spreads weakened again. But it has since remained at a significantly higher level than in the period before the financial crisis. This suggests that financial markets ascribe safe haven status to Germany, especially in times of crisis, and prefer German government bonds. 
	The upper right panel of Figure 3 plots the estimated coefficient of the debt variable over time. Our results show that, at the beginning of EMU, financial markets generally perceived differences in government debt significantly and priced them into bond yields. In the beginning of 2001, a 10% increase in the debt-to-GDP ratio compared with Germany led to an increase in the yield spread of around 20 basis points. However, this market disciplining effect diminished and even disappeared altogether in subsequent years. With the onset of the financial crisis in mid-2008 and the European debt crisis in 2010, when financial markets began to worry about the sustainability of Greek, Irish and Portuguese debt, markets started to take public debt much more into account again in their risk assessment. Mid-2010, the coefficient on the debt-to-GDP ratio peaked and a 10% increase in the debt-to-GDP ratio compared with Germany led to an increase in the yield spread of around 150 basis points. 
	Figure 3: Time-varying coefficients of European bond yield spreads
	/
	Source:  Bloomberg, OECD Economic Outlook, Eurostat and authors’ own calculations.
	With the announcement of the introduction of the Securities Market Programme (SMP) in May 2010, debt levels abruptly lost their influence on bond yield spreads. The estimated coefficient became insignificant or occasionally even significantly negative. This dynamic became even more pronounced after Mario Draghi’s famous “Whatever it takes” speech and the announcement of the Outright Monetary Transaction (OMT) programme in the summer of 2012. Until the beginning of 2014, market discipline was turned on its head: Countries whose government debt ratios were rising paid a lower interest rate than Germany.
	Since the beginning of 2015, the estimated coefficient resembled more of an up-and-down pattern, which may be explained by the fluctuating expectations of monetary normalisation and an exit from expansionary monetary policy. With monetary policy normalisation on the horizon since the end of 2021, the impact of the sovereign debt differential with Germany has been rising steadily and has been significantly positive again since February (following the war of aggression on Ukraine). This means that market discipline is being exercised again by the financial markets. However, it is not – yet – apparent that there are any overreactions here. Compared with the 2010 crisis, the slope parameter is still moderate and rather comparable with that at the start of monetary union. In June 2022, a 10% increase in debt compared with Germany explains an increase in the yield differential of around 16 basis points. On the basis of this result, one could therefore rather speak of a normalisation, that financial markets again take a country’s fiscal situation into account for the assessment of default risk. 
	The estimated coefficients of the deficit variables are shown in the lower left panel of Figure 3. It can be seen that the coefficient of the projected deficit spread between the issuer country and Germany fluctuated around zero most of the time and is – with only a few exceptions – not significant. Thus, while financial markets pay attention to debt-to-GDP ratios, they seem to ignore deficit differentials. 
	Finally, the estimation results in the bottom right panel of Figure 3 suggest that the liquidity premium does not play a large role in explaining bond yield differentials in EMU. The coefficient on the bid-ask spread mostly exhibits the expected positive sign, but was only occasionally significant between 2011 and 2017.
	In this section, we analyse on basis of our estimates above the drivers of the current rise in yield spreads with the aim of providing an indication of whether EMU Member States are experiencing “a deterioration in financing conditions that is not justified by country-specific fundamentals.” Unfortunately, it is not possible to say what level of bond yields would actually be justified by country-specific fundamentals. What we can do, however, is to compare the current behaviour of bond spreads with that in earlier periods when we think the risk assessment was most likely realistic. We choose here January 2001, the date of the beginning of EMU, and January 2008, the date before the financial crisis erupted into a GFC. At both reference dates, the bond yield spreads of our sample countries were at broadly comparable levels, but the risk assessment of financial markets differed substantially. For comparison reasons, we also examine the steep rise in yield spreads of some EMU Member States in June 2012, which was officially classified as not justified by country-specific fundamentals and led to the ECB’s intervention in the bond market through the announcement of the OMT programme. 
	We split the change in observed bond yield spreads into two parts: first, the increase in the bond spread that would result if financial markets consistently valued macroeconomic fundamentals as they did in 2001 or 2008 (blue bars); second, the bond spread that would result with the 2012 risk assessment, respectively today in June 2022, if macroeconomic fundamentals were at the level of early 2001 or mid-2008 (red bars).
	Figure 4: Decomposition of the change in yield spreads in different time periods
	Source:  Bloomberg, OECD Economic Outlook, Eurostat and authors’ own calculations.
	Notes:  The blue bars measure the change in the yield spread that can be explained by a shift in the model coefficient and are calculated by 𝛽𝑡−𝛽𝑟𝑥𝑖𝑡 , where 𝛽𝑡 denotes the estimate of the model parameters at time 𝑡, and 𝑡=2012𝑀6 or 𝑡=2022𝑀6 and 𝑟=2001𝑀1 or 𝑟=2008𝑀1. The red bars are calculated as 𝛽𝑟𝑥𝑖𝑡−𝑥𝑖𝑟 and show the yield spread explained by a shift in the macroeconomic fundamentals, i.e. an increase in its debt or deficit figures or, possibly, an increase in investors’ risk aversion. The two bars together correspond to the fitted/estimated value of yield spreads.
	The top panels of Figure 4 show that if we focus on the rise in bond yields during the European debt crisis in 2012, most of the rise in government bond yield spreads can be attributed to a rise in risk pricing, in the sense that bond yields responded much more strongly to a deterioration in macroeconomic fundamentals after the crisis erupted than before. Without this change in market risk prices, bond yields would have risen much less, as shown by the contribution explained by the change in countries’ macroeconomic fundamentals alone. Moreover, it turns out that our model captures the actual development of bond yields during the European debt crisis in 2012 quite well overall; the only major exception is Greece. The Greek bond yield spread increased by around 20 percentage points more than our model would have predicted. This outlier implies that financial markets demanded a much higher yield for Greek government bonds compared to those of other European countries. It is therefore indeed reasonable to classify this increase in yield spreads on Greek bonds as not being driven by fundamentals or a general shift in risk pricing as it was also the ECB’s view at the time.
	The lower panels of Figure 4 decompose the current rise in yield spreads observed since beginning 2022. Here, the results depend strongly on reference date considered. If we compare current bond yields with bond pricing at the beginning of EMU, we conclude that most of the rise in yields in the southern euro countries France, Greece, Italy, Portugal and Spain between 2001 and 2022 is due to a deterioration in macroeconomic fundamentals, first and foremost the debt-to-GDP ratio. However, debt and deficit ratios are currently less strongly priced by financial markets than in 2001, which is precisely why these countries and also Belgium are currently paying lower bond yields than if risk pricing had remained constant as in 2001. By contrast, if we take the bond price behaviour of just before the GFC as a reference, we conclude that most of the increase in bond yield spreads between 2008 and 2022 is due to a now stricter assessment of macroeconomic fundamentals. The reason for these different results is that financial markets had a stricter risk assessment of macroeconomic fundamentals in 2001 than in 2008.
	Unlike our result on bond yield spreads during the European debt crisis in 2012, our model results suggest that we currently observe no major outliers where some counties pay a bond yield that is significantly higher than our model predictions. Thus, so far we cannot speak of a decoupling of bond yields from the perspective macroeconomic fundamentals. However, this can also only be a snapshot. As developments during the European debt crisis in 2010 showed, the risk assessments of the financial markets can change very quickly.
	3. TPI within the existing ECB’s Monetary toolkit
	3.1. The Transmission Protection Instrument (TPI)
	3.1.1. Objective of TPI
	3.1.2. Parameters of TPI
	3.1.3. Impact on monetary policy stance
	3.1.4. Relation to PEPP and OMT

	3.2. Comparison of OMT and TPI

	The TPI constitutes the third time that the ECB announces an instrument to curb bond market fragmentation. In the aftermath of the financial crisis of 2008/09 the debt-to-GDP ratios of euro area countries increased significantly; this led to a higher perception of default risk for peripheral countries that were considered vulnerable, causing the risk premium on these countries’ government bonds to rise and spreads to widen dramatically (Figure 1). In several EMU countries, most prominently Greece, a cascade of liquidity flight and looming credit risk was set in motion, as described above, and there was growing evidence that bond yields were indeed not equally reflective of macroeconomic fundamentals in EMU Member States (compare also results in Section 2). The ECB responded to increasing tensions in the bond market by introducing a programme to purchase secondary market bonds, the Securities Market Programme (SMP) . However, bond yield spreads on peripheral countries continued to rise, peaking at never seen levels in mid-2012. 
	Following the limited success of the SMP and the famous “whatever it takes” speech by former ECB President Mario Draghi, the Outright Monetary Transanctions (OMT) was announced in September 2012 and the SMP was terminated. Similar to the SMP, the ECB’s OMT also allows the purchase of government bonds in secondary markets, but the two programmes differ in several important ways that should make the OMT (if activated) more effective: The activation and continuation of the OMT is subject to strict economic and fiscal conditions, while there was no such requirement for the SMP; there are no quantitative limits on the size of purchases under OMT, while intervention under the SMP was limited in scope; the ECB’s preferred creditors status in debt markets under the SMP was replaced with pari passu treatment under the OMT. These changes were considered to be critical for restoring confidence in sovereign bond markets, with the ECB acting as the de facto lender of last resort. In reaction to the mere announcement of OMT, yields of euro area Member States converged again rapidly. This was widely viewed as economically effective for solving the problem. 
	The newly announced TPI presents a new, ”third version” of an anti-fragmentation tool to address diverging borrowing costs of Member States in the euro area and the risks arising from fragmentation. Interestingly, the word “fragmentation” is not included in the TPI Press Release nor in the name of the policy instrument itself. Prior discussions among Members of the Governing Council still referred to the term “anti-fragmentation-tool”. 
	TPI resembles the OMT with regard to some features and parameters. Therefore, understanding the similarities and differences between OMT and TPI is important, in particular because OMT was challenged by constitutional complaints brought to the German Constitutional Court (GCC), which made a preliminary reference to the ECJ. The next section provides detailed information on the key parameters of TPI (section 3.1) and the differences and similarities between TPI and OMT (section 3.2).
	The Press Release outlining the key elements of the decision of the Governing Council of 21 July 2022 to approve TPI provides limited information on this new monetary policy instrument. 
	TPI aims to support the effective transmission of monetary policy in the case of "unwarranted, disorderly market dynamics that pose a serious threat to the transmission of monetary policy across the euro area". In such circumstances, TPI's objective is to "ensure that the monetary policy stance is transmitted smoothly across all euro area countries", since the singleness of the Governing Council’s monetary policy is a precondition for ensuring price stability. Ensuring a smooth monetary policy transmission in all euro area Member States is linked to the ECB's primary mandate to safeguard price stability according to Art. 127 (1) 1 TFEU. This is further considered in section 4.3.1 below.
	In pursuit of this objective, the Governing Council considers "secondary market purchases of securities issued in jurisdictions experiencing a deterioration in financing conditions not warranted by country-specific fundamentals, to counter risks to the transmission mechanism to the extent necessary".
	The volume of the purchases are not restricted ex ante, but instead will depend on the severity of the risks facing monetary policy transmission. Purchases will mainly consist of public sector securities, i.e. marketable debt securities issued by central and regional governments as well as agencies, as defined by the ECB, with a remaining maturity of between one and ten years. Purchases of private sector securities are not ruled out within TPI and the ECB might consider such purchases additionally, if appropriate.
	In order to be eligible for such purchases, “[t]he Governing Council will consider a cumulative list of criteria to assess whether the jurisdictions in which the Eurosystem may conduct purchases under the TPI pursue sound and sustainable fiscal and macroeconomic policies” (convoluted language). In particular, four criteria will be considered according to the TPI Press Release:
	(1) compliance with the EU fiscal framework: not being subject to an excessive deficit procedure (EDP), or not being assessed as having failed to take effective action in response to an EU Council recommendation under Art. 126(7) of the Treaty on the Functioning of the European Union (TFEU);
	(2) absence of severe macroeconomic imbalances: not being subject to an excessive imbalance procedure (EIP) or not being assessed as having failed to take the recommended corrective action related to an EU Council recommendation under Art. 121(4) TFEU;
	(3) fiscal sustainability: in ascertaining that the trajectory of public debt is sustainable, the Governing Council will take into account, where available, the debt sustainability analyses by the European Commission, the European Stability Mechanism, the International Monetary Fund and other institutions, together with the ECB’s own internal analysis;
	(4) sound and sustainable macroeconomic policies: complying with the commitments submitted in the recovery and resilience plans for the Recovery and Resilience Facility and with the European Commission’s country-specific recommendations in the fiscal sphere under the European Semester.
	Concerning creditor treatment, the Eurosystem will not take a preferential creditor status, but accept the same pari passu equal treatment with other creditors with respect to bonds issued by euro area governments and purchased by the Eurosystem under TPI. 
	The Governing Council has not yet decided on a specific start date for its implementation so far. Instead, activation of TPI "will be based on a comprehensive assessment of market and transmission indicators, an evaluation of the eligibility criteria and a judgement that the activation of purchases under the TPI is proportionate to the achievement of the ECB’s primary objective". The programme will be terminated "either upon a durable improvement in transmission, or based on an assessment that persistent tensions are due to country fundamentals".
	The Governing Council outlines that it will consider the impact of TPI purchases on the monetary policy stance. In particular, it will "address the implications of the TPI purchases for the scale of the aggregate Eurosystem monetary policy debt security portfolio and the amount of excess liquidity". Also, purchases under TPI may not cause a "persistent impact on the overall Eurosystem balance sheet and hence on the monetary policy stance".
	These considerations contain relevant aspects which the ECB must include in its proportionality assessment. They address the implications of sovereign bond purchases for price stability, especially with regard to excess liquidity created through asset purchases. In addition, they also relate to the prohibition of monetary financing (Art. 123 TFEU) and the restrictions resulting from the role of the ECB as creditor of Member States with regard to the potential for fiscal dominance, risks to independence and primacy of the price stability mandate.
	The Governing Council also addresses the relation of TPI to the PEPP and OMT. PEPP reinvestment flexibility is considered as the “first line of defence” to mitigate problems in the transmission mechanism related to the pandemic.
	In so far as Member States fulfill the requirements of OMT, the Governing Council declares that it retains the option to activate OMT for these countries.
	OMT and TPI have relevant similarities that are summarised in Table 1. Both programmes share the objective of safeguarding the singleness of monetary policy by counter-acting distortions in the monetary policy transmission arising from increasing yield spreads of government bonds of certain Member States. Directly linked to this objective, a central feature of both programmes is the “selectivity”: only bonds of those Member States that experience such yield spreads and hence cause a deterioration of the transmission mechanism should be purchased. The Press Release of OMT itself did not lay out further qualifications which yield spreads are to be neutralised. Whether neutralising yield spreads falls within the ECB's competence was a major point of discussion in the Gauweiler proceedings. In the TPI Press Release, the Governing Council explicitly states that TPI shall be used to counter "unwarranted, disorderly market dynamics". TPI may not be used to neutralise yield spreads irrespective of their cause, but only when those spreads are not warranted by country-specific fundamentals.
	In OMT, the ECB made purchases conditional upon participation of the respective Member State in an appropriate European Financial Stability Facility/European Stability Mechanism (EFSF/ESM) programme and adhering to the conditionality enshrined in these programmes. Although TPI does not include specifically the word “conditionality”, it requires that sound and sustainable fiscal and macroeconomic policies are in place in the Member States that would benefit from it and lists four criteria that the Governing Council will take into consideration for its assessment. The language in the TPI Press Release does not specifically state that a Member State must fulfill the listed criteria to be eligible for the programme as it is the case for the OMT. Rather, the ECB enjoys discretion in balancing and weighing these criteria, which only provide an "input" in the ECB's decision. Moreover, the eligibility criteria of TPI are substantially less demanding than the requirements of OMT. 
	While OMT focused only on government debt within the shorter part of the yield curve with a maturity of between one and three years,TPI is applicable to a broader set of securities. Within TPI, sovereign bonds with a remaining maturity of between one and ten years are eligible and also private sector securities can be included in the purchases if deemed appropriate. Therefore, also in this regard, TPI provides more flexibility and a broader scope of securities that can be included.
	For both programmes, no ex ante quantitative limits are set for the size of the purchases. Likewise, both programmes contain a pari passu provision for equal treatment of the ECB with other private creditors.
	As regards sterilisation, in OMT, the ECB Press Release clearly stated that the liquidity created would be sterilised. Against the background of the objective of the instrument – fighting fragmentation tendencies and sovereign bond yield spreads and not fuelling inflation – the requirement of sterilisation was a necessary feature of the programme. Sterilisation is especially important in the current economic environment as the ECB is raising the policy rate to curb inflation. The language of the TPI Press Release is less definite in that regard, although the role of excess liquidity for the monetary policy stance is addressed as a relevant aspect to be taken into account.
	Table 1: A comparison of OMT and TPI 
	Criteria to take into consideration:
	(1) compliance with the EU fiscal framework.
	(2) absence of severe macroeconomic imbalances.
	(3) fiscal sustainability
	(4) sound and sustainable macroeconomic policies
	Source: ECB (2012, 2022), authors’ own elaboration. Legal considerations in the introduction of the TPI. 
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	In this section we will assess the legal grounds of TPI. Section 4.1 provides an overview of the legal framework applicable to non-conventional monetary policy instruments. The validity of sovereign bond purchase programmes has been challenged and discussed intensively before the GCC and the ECJ in Gauweiler and Weiss. Against the background of the similarities between OMT and TPI, the legal assessment of OMT by the GCC and the ECJ bears special relevance for the TPI. Section 4.2. will therefore outline the key points of discussion and the relevant guidelines developed in the jurisprudence of the GCC and the ECJ. Against this background, section 4.3 provides a legal assessment of TPI highlighting aspects that seem problematic with regard to its conformity with the ECB's mandate. 
	When the Maastricht Treaty was drafted and signed in 1992, it reflected the way monetary policy was conducted at the time: interest rate policy based upon “conventional” instruments of monetary control. Yet, the provisions in the Treaty and the ESCB Statute that refer to monetary policy (in particular, Art. 127 TFEU, Art. 18 of ESCB Statute on open markets and credit operations and Art. 20 of the ESCB Statute on other instruments of monetary control) are formulated in sufficiently broad terms to provide an enabling legal basis for an ever expanding range of “unconventional” monetary policy instruments. Accordingly, the ECB has relied upon balance sheet policy (asset purchases programmes) as the key instrument of monetary policy following the GFC and to counter the pandemic.
	But the Treaty is also clear in delineating what the ECB cannot do, and it does so in relatively precise and narrow terms. The provisions that refer to monetary financing (Art. 123 TFEU) and the so-called no bail-out policy (Art. 125 TFEU) establish clear legal prohibitions, in line with the different jurisdictional domains of monetary policy (centralised, ECB responsibility) and fiscal policy (decentralised, national responsibility). The principle of independence (a constitutive cornerstone of the ECB, anchored in Art. 130 TFEU), the principle of democracy (a fundamental basis of the EU, in accordance with Art. 2 and 10 of the Treaty on European Union) together with the EU principles of conferral, subsidiarity, and proportionality (Art. 5 of the TEU) as well as the principle of institutional balance constitute firm limits for the ECB. Indeed, this is the legal framework which the CJEU (which has exclusive jurisdiction over the ECB) takes into account when judging the legality of the ECB monetary policy decisions.
	The focal points in the ECJ's and GCC's jurisprudence on sovereign bond purchase programmes – especially with regard to OMT – were the monetary policy nature of the measure in question (section 4.2.1) and the prohibition of monetary financing enshrined in Art. 123 TFEU (section 4.2.2).
	In its preliminary reference, the GCC questioned whether OMT constituted an act of monetary policy, or a predominantly economic-policy act and referred, inter alia, to the immediate objective of OMT, its selectivity and conditionality and its potential volume as indications against its monetary policy nature.
	With regard to OMT's objective, the GCC recapped the ECB's reasoning brought forth in the proceedings, yet not mentioned in the Press Release, that the spreads were partly based on an irrational fear of a reversibility of the euro. According to the Bundesbank, however, such spreads only reflected the valid scepticism of the markets with regard to the perceived solvency of some Member States and were therefore not irrational. The GCC found this reasoning persuasive and concluded that (rational) market reactions resulting into such spreads were intended for by the EMU framework as important incentives for Member States’ fiscal discipline. Further, Art. 123 prohibits monetary financing.
	The GCC referred to the selectivity of the programme as an additional indication against the monetary policy nature of OMT. The monetary policy framework generally assumes that the same monetary policy measures are applied to all Member States in a non-selective manner. While the design of monetary policy measures is generally not differentiating between different Member States according to the principle of the singleness of monetary policy, the effects of such a single monetary policy can, however, differ across the Euro area. 
	The conditionality of OMT also raised the GCC's scepticism. OMT made purchases conditional upon the Member States’ compliance with the obligations of an assistance programme of the EFSF or of the ESM, which relate to the general economic, social and especially fiscal policy of the Member States. In view of the GCC, it is for the Commission and the Council to monitor such compliance according to Art. 126 TFEU, but not for the ECB. "By tying the purchase of government bonds of selected Member States to full compliance with the requirements of the assistance programmes of the European Financial Stability Facility and the European Stability Mechanism and thus retaining its own conscientious examination, the European Central Bank makes the purchase of government bonds on the basis of the OMT Decision an instrument of economic policy" according to the GCC. It was argued by the GCC that government bond purchases in high volume also exceeded the ECB’s competence to support the general economic policies in the European Union (Art. 119 (2), Art. 127 (1) S. 2 TFEU).
	Against this background, the GCC considered the ECB's reference to the disruption of the monetary policy transmission mechanism as "irrelevant". "If purchases of government bonds were admissible every time the monetary policy transmission mechanism is disrupted, it would amount to granting the European Central Bank the power to remedy any deterioration of the credit rating of a euro area Member State through the purchase of that state’s government bonds. This would suspend the prohibition of monetary financing of the budget." 
	The ECJ did not concur with the GCC. In its view, the OMT's objective of safeguarding an appropriate transmission of monetary policy "is likely both to preserve the singleness of monetary policy and to contribute to its primary objective, which is to maintain price stability", since the ESCB's ability to influence the price level depends to a large extent upon an effective transmission of the monetary impulses across money markets. It is therefore directly linked to the ECB's price stability mandate in Art. 127 (1) 1 TFEU; a disrupted monetary policy transmission will render monetary policy measures ineffective and undermine the singleness of monetary policy. Since the disruption of the monetary policy transmission mechanism, which OMT aims to address, results from a specific situation of government bonds issued only by certain Member States, the selectivity of OMT is seen as a necessary consequence of the underlying fiscal or economic problem OMT is targeted at.
	Within its proportionality assessment, the ECJ made reference to further substantiation provided by the ECB in the proceedings regarding the fragmentation of interest rates as grounds for the disruption of the monetary policy transmission. This further substantiation was not contained in the OMT Press Release. According to these explanations provided, OMT is "based on an analysis of the economic situation of the euro area, according to which, at the date of the programme’s announcement, interest rates on the government bonds of various States of the euro area were characterised by high volatility and extreme spreads. According to the ECB, those spreads were not accounted for solely by macroeconomic differences between the States concerned but were caused, in part, by the demand for excessive risk premia for the bonds issued by certain Member States, such premia being intended to guard against the risk of a break-up of the euro area." The ECJ cannot detect a manifest error of assessment in this analysis conducted by the ECB. Therefore, according to the ECJ, targeted secondary market purchases of government bonds of Member States affected by interest rates which the ECB considers to be excessive, are likely to contribute to reducing those rates by dispelling unjustified fears about the break-up of the euro area and thus to play a part in bringing about a fall in — or even the elimination of — excessive risk premia.
	Interestingly, though, both the Advocate General and the ECJ made reference to selectivity as a criteria with regard to PSPP in the Weiss proceedings. They referred to the non-selectivity of PSPP as a reason to argue for the compatibility of PSPP with EU Law. The Advocate General pointed out that the absence of selectivity in PSPP furthered the argumentation in support of a monetary policy objective and reduced the predictability of purchases. The ECJ took up this line of argument in Weiss within its assessment of proportionality in relation to the objectives of PSPP and concluded that the non-selectivity helps to ensure that "the ESCB’s action will have an impact on financial conditions across the whole of the euro area and will not meet the specific financing needs of certain Member States of that area".
	The ECJ conceded in Gauweiler, that the conditionality embedded in OMT might increase the incentive to comply with EFSF or ESM adjustment programmes and thus support economic policy objectives. It classified these effects as "indirect effects" in line with the ECB's mandate to support the general economic policies in Art. 127 (1) 2 TFEU.
	The ECJ also pointed out that the scale of OMT is limited by the various programme requirements, thereby also reducing the risk of excessive losses on the side of the ECB. Hence, the ECB was allowed to adopt a programme without pre-set quantitative limits, especially if ex ante set or/and communicated limitations could undermine the programme's effectiveness. 
	The GCC also considered OMT to be in violation of the prohibition of monetary financing according to Art. 123 TFEU. The fact that the ECB accepted the pari passu status and was willing to participate in a debt cut, the increased risk of losses, the possibility to hold bonds until maturity, the interference with the market mechanism and the encouragement of market participants to purchase bonds on the primary market, among others, presented grounds for a circumvention of the prohibition of monetary financing.
	Concerning the pari passu provision, the GCC held that the fact that the ECB did not retain a preferential creditor status but would have to participate in a potential restructuring amounts to illegal monetary financing. It argued that waiving the repayment obligation from a loan vis-à-vis Member States has equal effects to directly providing funds to Member States.
	The GCC also saw an indication for a violation of Art. 123 TFFEU in the fact that within OMT, the ECB would buy government bonds that carry an increased risk of failure because of their lower credit rating. Taking large and unnecessary risks of losses by buying very risky government securities would not only turn the ECB into a "bad bank" but also indirectly contribute to the financing of the budgets of those Member States. 
	OMT contains no provision stipulating how long bonds acquired under the programme are to be held. If government bonds were largely held to maturity, market pricing mechanism would be distorted, since for those bonds the respective Member State would not have to be subject to market pricing according to GCC. In addition, the amounts of bonds held by the ECB would shorten the supply of bonds circulating in the secondary market, thereby also indirectly financing the respective budgets.
	Since there is no pre-set fixed time lag between the announcement of the purchases and the potential purchases, the announcement of imminent purchases of government bonds can interfere with the market pricing mechanism for these bonds and motivate market participants to buy government bonds on the primary market irrespective of market conditions since they have the expectation to pass on the bonds and their associated financial risks to the ECB in any case – another reason why OMT violated Art. 123 TFEU according to the GCC.
	The ECJ elaborated a decisive guidline to assess conformity with Art. 123 TFEU. In sum, in order to ensure conformity with Art. 123 TFEU, the ECB must ensure that purchases are not predictable by market participants, that Member States cannot count on their bonds being held to maturity by the ECB, thereby ensuring that market pricing mechanism and the incentive for fiscal discipline stays in place. Time lags between the issuance and the purchases as well as de facto quantitative limits on the purchases are essential criteria to ensure these requirements. Also the risk of losses and the pari passu provision are no indication for a violation of Art. 123 TFEU in view of the ECJ. 
	The ECJ found OMT to be compatible with Art. 123 (1) TFEU.  OMT does not have an effect equivalent to direct purchase of government bonds, because the implementation was subject to certain conditions according to the ECB. It was only for the ECB to decide on the scope, activation and suspension of purchases and there was a minimum period between the issuance of a bond on the primary market and the purchase by the ESCB. The ECB would also refrain from communicating the scope and the timing of purchases. Therefore, there would not exist certainty that certain governments bonds were bought by the ECB and hence no relevant distortion of market mechanisms. Moreover, the parameters of OMT also ensure that potential secondary bond purchases would not lessen the impetus of Member States to follow budgetary discipline.
	Against this legal and operational framework, the European Parliament must hold the ECB to account regarding the use of unconventional monetary policy instruments, including TPI, and the ECJ has to assess their validity if challenges of these measures are brought forward.
	Though the purpose of TPI is to prevent the fragmentation in bond markets, with widening spreads between German and Italian government bonds in particular, the name chosen for the instrument is far more technical – Transmission Protection Instrument – and refers to the “effective transmission of monetary policy”. While “effective transmission” is no doubt a necessary prerequisite in the pursuit of a price stability-oriented monetary policy, the expression is broad, imprecise, discretionary and “relational”. The TPI Press Release further specifies: “The singleness of the Governing Council’s monetary policy is a precondition for the ECB to deliver on its price stability mandate” in line with Art. 127 (1) TFEU and “the single monetary policy” in Art. 119 (2) TFEU. The singleness of the ECB's monetary policy was also invoked as an objective in OMT. Monetary policy is "one and indivisible" and shall not be different in different parts of the euro area.
	However, the singleness of the monetary policy transmission process is determined not only by sovereign bond yields and financial market conditions, but by the entire economic system of the individual EMU member countries. For example, the different employment policies within the euro area, which are a national competence, influence monetary policy transmission and price levels via labour markets. Also economic downfalls, for example caused by climate change or the Ukraine war, which may impact the economies across the euro area to a different degree, influence the effectiveness of the monetary policy transmission. The ECB's competence in the sphere of economic policy, however, is limited to "to support the economic policies in the Union" in accordance with Art. 127 (1) 2 TFEU and in line with the principal of conferral (Art. 5 (1) and (2) TEU). 
	The design of EMU rests on a division of competences between the ECB and Member States, and while monetary policy has been transferred to the Union level as an exclusive competence (see Art. 3 (1) c) TFEU) and is conducted uniformly for the whole euro area, economic policies remain the competence of the Member States. Thus, for monetary policy in a currency union to be effective, the economies within the currency union must share some very basic economic parameters in order to allow monetary impulses to be transmitted effectively across the euro area. For that purpose, the EMU legal framework relies upon basic entry requirements and fiscal rules which Member States must adhere to with regard to deficits and sound fiscal policies. While these criteria should in theory ensure some basic homogeneity among euro area economies, the construction of the EMU has encountered and continues to face in practice heterogeneous economic preconditions and environments. Therefore, while the ECB conducts a single, uniform monetary policy for the euro area as a whole, the effects of this monetary policy are by definition not uniform – in so far as heterogeneities remain and in so far as fiscal rules are not always adhered to. Therefore, while the objective of ensuring a smooth function of the monetary policy transmission falls within the ECB's mandate, invoking the monetary policy transmission without further qualifications could obscure the fact that the ECB might be entering the realm of fiscal dominance (see 4.3.5). 
	In addition, the ECB also has to explain the relation between the transmission mechanism as an “interim” goal with price stability as its primary and “end” goal. Currently, with surging inflation, the ECB is trying to curb it by increasing interest rates. This puts a heightened burden of justification on the ECB to explain how further asset purchases – an expansionary monetary policy as such – fit within the overall monetary policy stance of fighting inflation. It amounts a bit to square the circle, if on the one hand, the ECB is trying to lower interest rates for some Member States with TPI, while on the other hand, the ECB is raising interest rates in reaction to the increasing inflation. The Governing Council declares in the Press Release that it will address the implications of TPI purchases for the amount of excess liquidity, but at the same time it states that the volume of asset purchases is not pre-determined but depends on the severity of the risks facing the monetary policy transmission. The question arises: Which of the two considerations is the prevailing one? And would they require different actions in a scenario in which the amount of excess liquidity suggests terminating the purchases, while persisting severe risks for the monetary transmission suggest the continuation of purchases?
	In addition to the volume, sterilisation measures are of great importance for ensuring compatibility with the monetary policy stance and the effects on price stability, yet the Press Release is silent in that regard.
	As the forgoing analysis has shown, the ECB needs to prove that the distortions of the transmission mechanism pertain to the monetary policy domain in accordance with Art. 127 TFEU. Only if market failures are identified as the cause for the financial fragmentation with regard to sovereign bond yield spreads, should the ECB take selective and targeted measures to address these causes. Otherwise, monetary policy is used as a means to support the debt of some Member State/s which undergoe high risk premia, which are, however, simply a consequence of the Member State’s fiscal and economic policy. Fiscal support for highly indebted Member States which struggle with increased, but justified risk premia is a decision to take by Member States according to the democratic processes in place. Such a decision should be subject to political and public scrutiny.
	Thus, a preferential treatment of some Member States by selective bond purchases, as it is potentially the case if TPI is activated, needs to be justified on the grounds that such purchases fall within the competence of the ECB, i.e. it should rest on monetary considerations in line with the overall mandate of the ECB. The ECJ stressed this point in Gauweiler and the Governing Council also included this requirement in its Press Release by stipulating that the deterioration in financing conditions potentially hampering monetary policy transmission may "not [be] not warranted by country-specific fundamentals". As also pointed out by Angeloni and Gros (2022b), Greene (2022), Feld et al. (2022) and Issing (2022), the decisive question then becomes: How will the ECB define what spreads are appropriate versus unacceptable? How will the ECB assess with regard to what criteria whether yield spreads are warranted by country-specific macroeconomic fundamentals and not a result of market failures? Both concepts “unwarranted” and “not justified by country specific fundamentals” are highly subjective.
	In section 2, we consider for instance the fiscal stance (debt/GDP and deficit/GDP), the bond market liquidity and the degree of general investors’ risk aversion as macroeconomic determinants of bond yields. The estimation of a nonparametric fixed-effects panel model shows that financial markets currently do not treat any of the countries under consideration separately in terms of their bond yield levels. Bond yields of all countries considered can be well explained on the basis of their fundamentals and the general risk aversion in financial markets. Thus, so far we cannot speak of bond yields that are “unwarranted” and “not justified by country specific fundamentals”. But this estimate depends on the model and the variables considered. 
	Thus, since such an assessment is decisive for ensuring that the ECB is not overstretching its mandate, the ECB should explain and substantiate its method, benchmark, criteria and assessment – especially if other economic studies challenge the results or come to different conclusions.
	As stated above, the activation of TPI requires sound and sustainable fiscal and macroeconomic policies and the Press Release lists four eligibility criteria which are to be taken into account when assessing whether a Member State is fulfilling these requirements. Compared with OMT conditionality, can TPI be considered "OMT-light"? 
	The extent to which the ECB itself should be making such assessment, or whether such assessment should be the responsibility of external bodies (ESM and IMF for example), is an important issue that has been addressed by some scholars. While the ECB generally assesses the quality and creditworthiness of eligible counterparties and securities in its open market and credit operations (see Art. 18.1 and 18.2 ESCB Statute), and therefore the requirement of creditworthiness is per se nothing exceptional in the monetary policy framework, linking a monetary policy measure to the requirement of compliance with economic and fiscal rules adds a new dimension to monetary policy and the institutional role of the ECB. 
	Indirectly enforcing the EMU fiscal framework by monetary means would go beyond the ECB's task to support economic policies in the EMU according to Art. 127 TFEU. While the objective of ensuring observance with the EMU economic and fiscal framework is desirable, the legal order is not indifferent with regard to the means to obtain it. Also with regard to the conditionality in OMT, Advcoate General Cruz Villalón raised concern in Gauweiler on the involvement of the ECB in the monitoring of the financial assistance programme. Overstepping the relevant mechanism and institutional competences forseen in the Treaties, such as the EDP or other mechanisms, would violate the principle of conferral and would be in conflict with the will of "the Masters of the Treaties" who consciously decided by which institution and by which mechanism rules underlying the EMU should be enforced. 
	In addition, since the Governing Council only refers to the criteria as an input into its ultimate decision, which will be dynamically adjusted to the unfolding risks and conditions to be addressed, the ECB retains the discretion to conduct purchases even if certain criteria relating to sound and sustainable fiscal and macroeconomic policies might not be fulfilled. This could potentially also contradict the procedures in place for excessive deficits or excessive imbalances or the European Commission’s country-specific recommendations under the European Semester.
	The institutional set up of the ECB is not tailored for such a role either. The ECB as an independent institution is bound by its price stability mandate. Making economic assessments on the fiscal and economic situation of Member States goes beyond its mandate; even if it is adhering to the decisions of external bodies – the debt sustainability analyses by the European Commission, the European Stability Mechanism, the International Monetary Fund and other institutions – it remains the ECB that takes the decision to activate TPI with regard to a certain jurisdiction. 
	To monitor the adherence to the EMU fiscal rules and to ultimately take a discretionary decision whether a Member State sufficiently fulfills the requirement of sound and sustainable fiscal and economic policies may also expose the ECB to political pressure, threatening its independence.
	The ECJ has laid down guidelines for compliance of government bond purchases with Art.123 TFEU in Gauweiler and Weiss. When conducting such purchases, the ECB needs to ensure that primary market participants do not become mere intermediaries of the ESCB and that the impetus of the Member States to follow sound fiscal policies set by market mechanisms is not lessened by the ECB intervention. Whether this is the case will depend on the scale of the purchases, the time lag between the purchases and the emission volume, and whether bonds are held to maturity and dispensed of market pricing mechanisms. The TPI Press Release is silent on these aspects, but the ECB needs to substantiate the parameters of TPI in that regard, which will be open for review by the EP and the ECJ.
	It is questionable whether the eligibility criteria suffice to ensure that TPI does not amount to monetary financing. Such criteria refer to the applicable fiscal rules in place in the EU (a byzantine set of rules and procedures by the way). 
	In addition, also the selectivity of the programme raises questions with regard to the compatibility of TPI with Art. 123 TFEU. Both the ECJ and the Advocate General referred to the non-selectivity of PSPP as an argument for the legal validity of the PSPP and a sign that PSPP was not a means for financing certain Member States. The ECB is therefore under a heightened "burden of proof" to show that TPI as a selective purchase programme is in compliance with Art. 123 TFEU. 
	TPI is potentially contributing to further increase in the size of the ESCB's balance sheet. Balance sheet policy measures are of special relevance with regard to the relation that is built between the financial situation of the central bank and the fiscal situation of the debtor. If the Member State is not able to pay back its debt, the central bank incurs losses on its balance sheet. While central banks in the national context have the sovereign as a fiscal backstop to compensate losses, the ECB does not have such a fiscal counterpart. That makes the ECB more vulnerable and also more vigilant when it comes to losses and the creditworthiness of its creditors. 
	Expansionary monetary policy measures reduce the factual debt obligation of Member States and ease the conditions for a short- to medium-term economic upturn. The central bank might therefore be inclined to serve the financial needs of its debtors, the Member States, with its monetary policy potentially losing sight of its primary objective – price stability. A situation where fiscal interests take precedence over monetary policy objectives, is described as "fiscal dominance". In such a situation, the central bank not only assumes the role of the main creditor of states with large balance sheet measures; it also assumes political responsibility for those states. The danger of fiscal dominance is omnipresent in the case of sovereign bond purchase programmes.
	The Governing Council addresses this problem in its Press Release and states that purchases under TPI would be conducted such that they cause no persistent impact on the overall Eurosystem balance sheet and on the monetary policy stance. But this remains to be proven. Especially since the scale of TPI purchases would depend on the severity of the risks facing monetary policy transmission. The question arises: What if the severity of fragmentation is demanding large scale purchases whereas that puts the ECB even more at risk of fiscal dominance? 
	Connected with these concerns is also a free-rider problem. Currently, the euro area is facing the highest inflation rate since the inception of the euro. While the financing conditions of those jurisdictions, whose bonds are purchased by the ECB, benefit from such asset purchases, the inflation problem is carried on the shoulders of all euro area Member States – classical free rider problem.
	A point of criticism of TPI is the lack of substantiation, justification, and detail in the terms set out in the Press Release. As mentioned above, the Governing Council talks about "unwarranted, disorderly market dynamics" and "country-specific fundamentals," which is very unspecific. Moreover, the listed eligibility criteria shall be "dynamically adjusted to the unfolding risks and conditions to be addressed" and present an "input" into the Governing Council's decision on the eligibility of certain sovereign bonds according to the wording of the Press Release. Yet, it remains unclear, which other factors might come into play and when the listed criteria might not be decisive, weighed less or maybe even ignored.
	With regard to the potential activation and termination, the Press Release stipulates: "A decision by the Governing Council to activate the TPI will be based on a comprehensive assessment of market and transmission indicators, an evaluation of the eligibility criteria and a judgement that the activation of purchases under the TPI is proportionate to the achievement of the ECB’s primary objective. Purchases under TPI would be terminated either upon a durable improvement in transmission, or based on an assessment that persistent tensions are due to country fundamentals." The Press Release does not specify the transmission indicators that can be used nor the extent to which negative effects on the price stability objective can justify its termination. 
	At the Press Conference in Frankfurt following the announcement of TPI President Lagarde stated: "[Y]ou should not expect all details to be there, because there is an element of discretion and judgement on the part of the Governing Council members to decide or not on activation and to assess eligibility or not". There might be good reasons for keeping some features of the programme secret, not disclosing it to the markets nor to the general public. For example, keeping the timing of the purchases or the expected volume for a certain period of time confidential can be necessary for the efficiency of the respective monetary policy instrument and its compatibility with Art. 123 TFEU. However, reasons that justify not disclosing parameters of monetary policy instruments to the markets and the general public do not dispense the ECB from writing down these confidential parameters to allow for judicial review and parliamentary review in non-public fora. While central banks should enjoy discretion and many decisions by definition require the exercise of judgement, such judgement and discretion are constrained by a normative framework that ensures that independent central banks stay within their legal mandate. Central banks should always be held accountable ex post via judicial review and parliamentary accountability. 
	Moreover, discretion is not to be equated with a permission not to explain and justify the adherence to legal requirements (at least in unpublished documentation that can be available for judicial review by the ECJ and parliamentary scrutiny). Especially with regard to the proportionality assessment, the ECJ has afforded in its judgmenent broad discretion to the ECB. But, as the ECJ also noted, discretion does not discharge the ECB from certain legal requirements with regard to the way such discretion is being exercised. The duty to state reason according to Art. 296 TFEU is an important procedural requirement to effectuate accountability mechanisms. The ECJ therefore rightfully stresses the duty to state reasons also for the ECB: "Nevertheless, where an EU institution enjoys broad discretion, a review of compliance with certain procedural guarantees is of fundamental importance. Those guarantees include the obligation for the ESCB to examine carefully and impartially all the relevant elements of the situation in question and to give an adequate statement of the reasons for its decisions. In that regard, the Court has consistently held that, although the statement of reasons for an EU measure, which is required by Article 296(2) TFEU, must show clearly and unequivocally the reasoning of the author of the measure in question, so as to enable the persons concerned to ascertain the reasons for the measure and to enable the Court to exercise its power of review, it is not required to go into every relevant point of fact and law. In addition, the question whether the obligation to provide a statement of reasons has been satisfied must be assessed with reference not only to the wording of the measure but also to its context and the whole body of legal rules governing the matter in question". Whether the Press Release in conjunction with other non-disclosed documents fulfill these requirements to state reason remains to be proven. 
	The Press Release briefly addresses the relation between TPI and OMT and PEPP. PEPP reinvestment flexbility shall remain the first line of defense to counter risks for monetary policy transmission related to the pandemic. Yet, it is unclear how the ECB will decide when risks for monetary policy transmission result from the pandemic and when they fall under the remit of TPI. Also the pandemic can cause a deterioration in financing conditions not warranted by country-specific fundamentals, which TPI is tailored to address. At least with the very narrow information provided in TPI, there still seems to be potential overlap of the two programmes.The ECB has to further elaborate when TPI in contrast to PEPP will be activated and better distinguish the two programmes and explain the interaction of the two.
	The same holds true for OMT. The Governing Council makes clear, that the announcement of TPI does not render OMT obsolete and that it retains discretion to conduct OMT for those Member States which fulfill the relevant criteria. But could the ECB also decide to activate TPI for a country theoretically fulfilling the OMT criteria? Angeloni and Gros (2022b), for example, argue that "[t]he new ECB tool should thus be seen as constituting a first line of defence, concentrated on limited amounts on longer maturities. If this is not sufficient, countries with sound fundamentals may ‘buy insurance’ by using the ESM precautionary line – whose pre-set conditions are now broadly set – to unlock OMT, allowing for unlimited interventions, including at shorter maturities." They also argue that "any proposal for a new anti-fragmentation instrument must be carefully justified, to avoid duplications and confusion". Another, even more important issue is whether TPI with its "OMT-light" eligibiligy criteria might provide a way for Member States to circumvent the much harder OMT conditionality.
	The guidelines given in the Press Release leave these and other questions with regard to the distinction and relation of TPI with OMT and PEPP unadressed. The ECB needs to provide further clarification to avoid confusion for market participants and to fulfill its duty to give account of its actions.
	Risk- and loss-sharing, a most sensitive topic, is not addressed in the Press Release. This is nothing new, though. Also in the past, the Governing Council has kept its decision about the allocation of profits and losses resulting from purchase programmes often confidential.
	SMP and OMT, the predecessors of TPI, were based on a loss sharing regime, so that all NCBs would have had to carry losses of purchases of selected government bonds according to the capital key. While confidentiality of such decisions is formally granted by Art. 15 (3) par. 4 TFEU and Art. 4 of the Decision of the ECB on public access, there are good reasons to disclose profit- and loss-sharing decisions and explain their rationale to the general public. Those decisions might trigger dispute and may be contentious, but disclosure does not minimise the effectiveness of the monetary policy measure in question. Also in the light of its accountability requirements, the ECB should disclose such information to ensure that its independent decisions can be scrutinised by the EP also with regard to risk- and loss-sharing. 
	Controversial monetary monetary policy measures including risk- and loss-sharing arrangements require the ECB to engage in the conversation and communication with the relevant stakeholders in order to explain their rationale as advocated by Lastra and Dietz (2022). The social legitimacy of the institution – and in turn the acceptance of its independence and its institutional framework – will increase if those aspects of monetary policy which are politically sensitive are explained and justified. 
	5. Conclusion and Policy Recommendations
	The euro area is currently facing a most challenging period with high energy and food prices triggering surging inflation, while at the same time being confronted with an economic downturn following the COVID-19 pandemic and the devastating effects of the ongoing war of aggression in Ukraine. The ghost of “stagflation” looms in the background. Government debt ratios of most euro area Member States have risen, now potentially fuelled by the latest tightening of the monetary policy to curb inflation. The rising risk premia of government bonds of indebted countries, especially Italy and Greece, pose fragmentation risks. Against this background, the ECB has come up with a new instrument, the TPI, announced on 21 July 2022, which we have examined thoroughly, comparing it also with earlier anti-fragmentation tools.
	The forgoing economic analysis in this paper shows that the bond yield spreads are, however, not yet to be qualified as disorderly or unwarranted, decoupled from macroeconomic fundamentals. Rather, we find that yield spreads find their origin in the macroeconomic fundamentals of the respective Member State and in the increase in general risk aversion and are not (yet) to be considered the result of market irrationalities. Therefore, the government bonds of euro area Member States are currently not fulfilling the requirements set out in the TPI Press Release, which foresees that only bonds of those jurisdictions which experience a deterioration in financing conditions not warranted by country-specific fundamentalsare eligible for secondary market purchases. 
	TPI entails some features and parameters that raise concerns from a legal perspective. Therefore, the Eurosystem might be well advised to first resort to other measures and actors that are more suited to address the challenges of risk fragmentation and rising yield spreads. It falls foremost within the realm of Member State's responsibility for economic policy to take – unilaterally or more effectively at the EU level within the existing European institutional and legal framework – action to fight rising government debt and economic fall-outs. 
	The exclusive competence of the ECB in monetary policy and the primacy of its price stability mandate as stated in Art. 127(1) S. 1 contrast with the ECB’s contributory role to “support of the general economic polices in the Union” – Art. 127(1) S. 2 – in line with the competence for economic/fiscal policy, which remains decentralised at the level of the Member States albeit subject to coordination and rule harmonisation (a shared competence). It is not for the ECB to compensate the absence of fiscal integration by monetary policy means to ensure that the euro area is not torn apart by diverging economic and fiscal situations of its Member States, which are reflected on the financial markets.
	We should be wary of overextending the powers of the ECB. The ECB legal framework was designed to preserve its independence from political pressure in the the conduct of a price stability oriented monetary policy. 
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	EXECUTIVE SUMMARY
	 The Transmission Protection Instrument is well crafted and stands to deliver on what the ECB needs: normalise monetary policy and avoid deepening interest spreads across the euro area. It alleviates concerns that financial instability could derail the normalisation process that lies ahead.
	 Rising spreads in high-public-debt countries would not only prevent the transmission of monetary policy, it could also raise the prospect of a breakup of the euro area once again. Higher interest rates stand to challenge the view that all public debts are sustainable. Public debt crises are inherently destabilising.
	 The Transmission Protection Instrument benefits from a first line of defence. The ECB has started to use income from repayment of the maturing debts acquired during the Pandemic Emergency Purchase Programme to purchase debts issued by highly-indebted governments. If this line of defence is enough to keep market stability, the ECB may avoid having to actually use its new instrument, but there is no guarantee that this will be the case.
	 Beyond raising the interest rates, the ECB will also have to undertake quantitative tightening. The current quantity of liquidity translates into vast amounts of excess reserves, which commercial banks could mobilise to expand credit and thus feed inflation pressure. Quantitative tightening stands to remove the cushion of liquidity that has long stabilised the financial markets and made it possible for governments to borrow heavily.
	 During the debt crisis and at the outset of the COVID-19 pandemic, the ECB has put in place large-scale asset purchase programmes. The Transmission Protection Instrument is the third programme of this kind. Like its predecessors, it includes conditions that are closely tailored to the current situation. 
	 In contrast to other central banks, the ECB does not feel that it can intervene as lender of last resort to member governments. This is why it has to set a new programme whenever such interventions are needed, or may become indispensable.  Not only is this step-by-step inefficient, but it also stands to raise suspicion on the ECB’s ability to carry out the programmes. 
	 The rapid response of the ECB and the quality of the new instrument should not hide that it is highly desirable that the central bank be equipped with a permanent instrument. Such a step, however, is beyond the reach of the ECB alone. A permanent emergency asset purchase instrument – the ability to act as lender in last resort – requires that governments overcome mutual suspicions, adopt an effective fiscal discipline instrument (the Stability and Growth Pact has failed) and agree on what to do with current excessive public debts. 
	1. INTRODUCTION
	On 21 July, the European Central Bank (ECB) formally announced the adoption of the Transmission Protection Instrument (TPI). This new instrument is officially designed to ensure that the key monetary policy instrument, the interest rate, applies throughout the euro area. The issue is much deeper, as explained in Section 2. At stake is the very existence of the euro as it faces recurrent market pressure on some national public debts. The TPI is judicious at this juncture, especially as it is complemented by a flexible exit from the Pandemic Emergency Purchase Programme (PEPP) adopted in 2020. Yet, as its predecessors, the Outright Monetary Transactions (OMT) programme and PEPP, it is a response to a specific situation, not to a structural flaw of the euro area’s architecture. 
	A better “ideal” solution is possible, as sketched in Section 3. Unfortunately, this solution seems out of reach at this junction. As a result, the ECB is left with the need to proceed in a piecemeal fashion, putting down occasional flares. The TPI is likely to fulfil this task over the next couple of years (Sections 4 and 5), unless new threats materialise, which remains a distinct possibility in the current unstable geopolitical environment. 
	A more “permanent” solution, short of the ideal one, can be imagined. It would have to be entirely designed by the ECB but, of course, it must be acceptable to all Member States and recognised as legally compatible with the existing Treaty. Section 6 describe its key building blocks.
	None of the above deals with the structural weakness that lies at the root of the problem, namely the fact that a number of member countries have accumulated very large public debts. Section 7 recalls that this risk was well understood when in the 1990s, the euro area was designed. Unfortunately, the solutions that were adopted then, mainly the Stability and Growth Pact (SGP) and the “no-bailout” clause, were ill-designed and predictably failed. Decades later, the problem has been recognised but partial reforms have, if anything made it more intractable. Even worse, public debts are now considerably larger and therefore more threatening.
	2. The problem: not just transmission
	Ever since the debt crisis of 2010-15, the ECB has been talking about the dangers of financial fragmentation. It is concerned that the markets may consider that financial risk differs across member countries, which would break the integration of financial markets. Markets are integrated when interest rates on assets with the same maturity and perceived riskiness are equal. Deviations from complete integration emerge for a host of reasons, including tax treatment, regulations, legal systems, liquidity and depth of the markets, and systemic riskiness. A key objective of the monetary union has always been to achieve full integration so that there is a single financial market. The now-familiar Figure 1 displays the spreads between interest rates on national public bonds of ten-year remaining maturities and the corresponding German rate since January 2020. These spreads are the usual gauge of market pressure and a measure of barriers to the transmission of the single monetary policy. Clearly, full integration has not been achieved in the public bond market. 
	Figure 1: Interest rate spreads on ten-year public bonds (relative to German bonds)
	/
	Source: OECD.
	Still, integration could be achieved in the private bond markets if the interest rates that private firms pay on their borrowing were independent from the rates faced by their governments. It would seem logical that private investors should evaluate a firm’s riskiness on the basis of its performance, past, present, and future, without paying attention to what its government does. In fact, the evidence is that corporations systematically borrow at higher rates than their own governments, at least in the developed countries. Figure 2 provides an example that compares the borrowing cost of the French Treasury with that of a highly-rated French corporation. 
	The dependence of private borrowing costs on public borrowing costs reflects the fact that a government is normally seen as the safest borrower in the land, because it has the power of taxation. When the financial markets start worrying about the sustainability of a country’s public debt and require higher interest rates for further lending, we could imagine that the interest rates faced by highly-reputed corporations do not rise. This is not the case (see for example Graham et al., 2014), for several reasons. One of them is that investors shift out of corporate bonds to take advantage of rising returns available on Treasury bonds – the crowding-out effect. In troubled times, the most likely reason is that any run on a public debt is likely to adversely affect private corporations. First, the government may raise taxes on corporations, which would cut into profitability. Second, the attendant crisis is bound to harm growth, with a negative impact on the profitability and riskiness of local firms. Third, this effect is reinforced within the monetary union by the spectre that the country could have to abandon the common currency, which is bound to trigger deep economic and political turmoil. 
	Figure 2: Borrowing costs of the French Treasury and of Air Liquide
	/
	Source: Herbert et al. (2021).
	Given that public and private bond markets underpin the financial market, the deviations reported so far imply that euro area financial markets are not fully integrated. Furthermore, the extent of these deviations can vary, quickly and sizeably, in response to variation of the spreads such as those visible in Figure 1. The upshot is that growing concerns about the sustainability of some countries’ public debts can result in financial market disintegration. When this happens, the ECB can no longer establish identical, or fairly similar, interest rates among member countries. This is why it is rightly concerned about the transmission of its monetary policy decisions. In the current situation, now that it has embarked on a path of rising interest rates, it fears that the higher borrowing costs faced by some governments, which will lead to larger debt service, can considerably worsen the sustainability of large existing debts.
	Transmission difficulties, however, are not the only concern, not even the main concern. Lurking in the background is the possibility that the required monetary policy normalisation may lead to a full-blown debt crisis reminiscent of the early 2010s (Wyplosz, 2022). At that time, the ECB talked about the risk of denomination, a shorthand for a country leaving the euro and adopting again its previous currency. The current language, which refers to the transmission of monetary policy, or the slightly more dramatic risk of financial fragmentation, should not hide the fundamental fear of a break of the euro area.  This is really what is at stake and the key reason for adopting TPI (Gerlach, 2022).
	3. The ideal solution
	In the developed countries outside the euro area, it is well understood that the central bank will always guarantee the sustainability of its government’s debt. This guarantee is implicit and often not even acknowledged but quite obvious because the alternative is to let the government default on its debt. The economic and political consequences of the ensuing deep financial crisis are too unpredictable to brush aside. The guarantee can be exercised in a number of ways but, in the end, it will take the form of large-scale purchases of the public debt by the central bank, with no ex ante limit. Aware of this potential intervention, the financial markets will not fire-sell the public debt. 
	The guarantee does not come for free. It may result in large and growing inflation if the central bank actually needs to intervene and create large amounts of money to support the public debt. Still, even for a central bank, inflation is less dangerous than a debt default that will be inflationary anyhow. The pressure imposed on the central bank is usually referred to as fiscal dominance and it is the reason why central banks were made independent a few decades ago. Independence aims at monetary dominance, whereby governments manage their finances knowing that they will not be able to order their central banks to create money to help out with deficits and debts. 
	Monetary dominance, however, is a subtle concept. If the public debt becomes large, the risk that financial markets fret about unsustainability grows. A frequent situation is that markets react pre-emptively, if only because debt sustainability is nearly impossible to assess (Wyplosz, 2011). Fearing losses implied by a debt crisis, investors attempt to sell their holdings, which triggers a crisis even though the debt may not (yet) be unsustainable. Such self-fulfilling prophecies are symptomatic of the possibility of multiple equilibria: there may be a quiet – no crisis – equilibrium because the debt is sustainable, or a crisis equilibrium – the debt becomes unsustainable because of the crisis. Central banks have a strong incentive to eliminate the crisis equilibrium and intervene on their own free will. The distinction between fiscal and monetary dominance is not always clear-cut (Obstfeld, 1986).
	The ideal solution, which is in place in developed countries outside the euro area, considerably reduces the odds of a self-fulfilling debt crisis. The ECB currently operates in an environment that leaves some doubts about its willingness to act as other independent central banks do. Even though the ECB is arguably more independent than most other central banks, it is hampered by the no-bailout clause spelled out in Article 125 of the Treaty on the Functioning of the European Union. Although the clause does not prevent large-scale purchases of public debt on the secondary market, OMT has been legally challenged in front of the German Constitutional Court and of the European Court of Justice. Their judgments have deemed OMT legal but with provisions that are a source of important ambiguity. Fully removing this ambiguity would make the ECB a “normal” central bank and help dispel the threat of self-fulfilling prophecies. Because this step probably would require an amendment of the Treaty, the ideal solution remains out of reach at this stage. 
	4. The TPI framework
	4.1. A powerful instrument
	4.2. Conditionality
	4.3. Limits
	4.4. TPI and inflation

	The TPI addresses the risks of self-fulfilling crises, by ticking all the relevant boxes: 
	 The net is cast appropriately wide since the ECB intends to purchase public securities of national and regional governments as well as public agencies. It even envisions purchases of private securities, presumably in anticipation that a public debt crisis affects private corporations because of the mechanism described in Section 2. 
	 There is no limit to the purchases. This is a critical requirement since it implies that private investors, whose resources are structurally limited, cannot “win the war” against unlimited interventions of the central bank, which can create as much money as necessary. The promise of unlimited interventions is a necessary condition to rule out self-fulfilling crises. It explains why the “whatever it takes” statement made the OMT announcement so powerful. 
	 As the holder of a significant share of government bonds, the ECB accepts the pari passu clause:  in case of a partial or total default, it will claim no repayment priority relative to other bondholders. As the ECB takes the risk of sharing losses with private bondholders, market pressure is lessened. In practice, the risk for the ECB is minimal since the TPI stands to considerably reduce the likelihood of a self-fulfilling crisis.
	 Finally, the ECB leaves open the possibility of using its previous debt crisis-preventing instruments. OMT can be invoked and, more importantly, it will twist its disengagement from PEPP by reinvesting previously purchased maturing bonds into the national debts under market pressure. This “first line of defence” sets the TPI as a last-resort intervention, which is consistent with other central banks’ implicit commitments to back public debts. 
	Like in the cases of OMT and PEPP, the ECB ties its hands on the use of TPI. This is where the weight of the political and legal constraints makes the ECB stand apart from other central banks. TPI interventions are subject to four eligibility criteria:
	 The country must be in good standing regarding the Stability and Growth Pact and related elements of the fiscal discipline apparatus, such as the Excessive Imbalance Procedure. This condition can be interpreted in two, not mutually exclusive, ways: 1) It provides some protection against fiscal dominance; 2) It serves as a cover against potential criticism that the ECB supports governments that are fiscally undisciplined. However, it also ties TPI to the current specific situation since the Stability and Growth Pact is suspended until the end of 2023. Beyond that, the ECB may not be able to protect all public debts with TPI.
	 The public debt must be deemed sustainable. The ECB conducts its own Debt Sustainability Assessment (DSA) procedure, but it also intends to take into consideration DSAs from other institutions like the IMF, the European Commission, or the European Stability Mechanism. As noted in Section 3, DSAs are notoriously imprecise. They are also highly subjective since they rely on assumptions that are unverifiable. In practice, this condition leaves the ECB quite free to back its decision as it sees fit.
	 The country must comply with its commitments under the Recovery and Resilience Facility. This condition is an insurance against the risk that a government backtracks on its intentions to conduct important reforms. It also addresses the risk that a newly appointed government reneges on its predecessor’s commitments. Not only does this condition ties the TPI to the current situation but it also transparently aims at the political evolution under way in Italy. Reneging on these commitments expose a government to lose both the promised grants and loans but also the protection of the ECB. 
	The TPI comes close to what is expected from single-country central banks. The difference is that other central banks do not have to build a specific instrument. They do not describe what they will do if the national public debt comes under market pressure but there is no doubt that they will conduct unlimited interventions, possibly extending purchases to private assets. They do not tie their hands with eligibility conditions because they know that a full-fledged debt crisis is catastrophic and may well lead to uncontrolled inflation. This constructive ambiguity may help with the risk of fiscal dominance but, in the end, the other central banks know that they have no protection against a government that is determined to be fiscally undisciplined. When national politics fail, central banks can only act as fire-fighters.
	The ECB feels the need to set conditions and to explain in quite some detail what it will do because it serves several countries. Its interventions may result in significant transfers across countries, usually from the better disciplined to the less disciplined ones. Keen to eliminate such a risk, the founding fathers of the euro area adopted Treaty-based measures. Some of these measures target the member governments, others constrain the ECB. When member governments fail to live up to their commitments, for good or bad reasons, the ECB remains constrained. 
	The response has been the creation of new anti-crisis instruments: OMT, PEPP and now TPI. Each one is precisely tailored to the existing situation through a set of conditions. OMT ties central bank interventions to the presence of interventions by the European Stability Mechanism, PEPP concerns responses to the pandemic and TPI deals with the on-going process of interest rate normalisation. The TPI’s two first conditions, compliance with the Stability and Growth Pact and the Macroeconomic Imbalance Procedure are moot until the end of 2023. The third condition is window-dressing designed to protect the ECB from criticism and litigation. The last condition, compliance with the Recovery and Resilience Facility is important to bind governments under the current circumstances. No matter how well-crafted they are, these conditions do not come for free.
	They may reflect some degree of hesitancy, born out of underlying disagreements between fiscally disciplined and undisciplined governments. A possible consequence is that the financial markets may test the ECB’s determination. OMT was never tested but, in the coming period, the ECB may have to conduct large-scale purchases to convince the markets of its determination. This may turn out to be dangerously controversial for the following reasons.
	In its ruling accepting the legality of the OMT programme, the European Court of Justice noted that the purchases must be proportionate to the existing risk (Court of Justice of the European Union, 2015). While the TPI acknowledges the proportionality requirement, it also indicates that “the scale of TPI purchases would depend on the severity of the risks facing monetary policy transmission. Purchases are not restricted ex ante.” This last sentence allows for unlimited purchases, a necessary condition for assured effectiveness. Obviously, the ECB must be hoping that it will be possible to avoid any escalation, and even any purchase at all. But should the markets test the ECB, an escalation cannot be ruled out. Assessing the risks and defining proportionality are murky undertakings, which could seriously impede the interventions. 
	Moreover, political considerations could interfere. Section 4.4 explains why TPI will be a requirement for bringing inflation down. Given the wide differences in size of national public debts, monetary policy normalisation stands to destabilise public debts in some countries, not in others. This could lead to divergent support for monetary policy normalisation, while interventions under TPI also stand to trigger deep disagreements.  
	The creation of the TPI is directly driven by concerns for debt instability now that the ECB has embarked on a new policy phase designed to bring inflation down to target. To that effect, it will have to raise its interest rates and reduce the monetary aggregates. Figure 3 shows that the money base has increased more than sevenfold since January 2008. This increase supported a rise of the narrow aggregate M1 by a factor of 2.4. The difference between the two aggregates and the fact that inflation remained low until 2021 indicate that the banking system has been transformed in the aftermath of the global financial crisis (Section 5.2 provides an explanation). The normalisation of monetary policy, including the end of negative interest rates, is likely to re-establish a long-run link between the monetary aggregates and inflation. It is far too early to even speculate how the link will operate in the future, but it is clear that the size of the monetary base will have to be reduced, possibly very significantly. To that effect, the ECB will have to reduce its holdings of national debts accumulated during the quantitative easing (QE) period. This is the process now known as quantitative tightening (QT).
	Figure 3: The money base and M1 in the euro area (Index: 100 = Jan. 2008)
	/
	Source: Statistical Warehouse, ECB.
	The combination of higher interest rates and the sale of public debts will profoundly affect debt sustainability. In its justification of TPI, the ECB correctly notes that the new instrument is needed to be able to pursue its policy normalisation. It is likely to be a precondition for bringing inflation down. This issue is further examined below in Section 5.2.
	Another difficulty is how to simultaneously reduce the money base and purchase debts under the TPI. In will require the ECB to compensate its purchases by larger sales of the debts that it holds. This will require great care since large sales of debts from countries that do not benefit from TPI may threaten their acceptability by investors. There is clear border between large debts that require TPI support and slightly smaller debts that are safe. The risk of triggering contagion is not nil.
	5. The near future
	5.1. PEPP in the forefront
	5.2. Quantitative tightening and TPI
	5.3. Will TPI be ever utilised?

	In short succession, the ECB has announced that net purchases under APP and PEPP would end, then raised its interest rates and put TPI in place on 21 July. It has also announced that it intends to continue raising the interest rates at forthcoming meetings of the Governing Council. The path of monetary policy is now clear. 
	As explained above, the TPI is the second line of defence after the use of PEPP maturing bonds to provide support to potentially fragile countries. The use of PEPP actually started before the announcement of TPI. The left-hand chart of Figure 4, which uses the same scale as the right-hand chart, shows how income from maturing bonds was reinvested into national bonds over April and May 2022, immediately after PEPP net purchases ended. The right-hand side chart indicates that the ECB began to target potentially fragile countries in June and July 2022 when interest spreads started to increase as documented in Figure 1. The net reinvestments are much larger than over the previous two months and exhibit a clear pattern. The ECB has purchased significant amounts of bonds issued by Italy, Spain, Greece and, to a lesser degree, Portugal. During this period, it has let its holdings of the less indebted countries, Germany and Netherlands, decline, with a small reduction of French bonds. It is likely that the ECB will continue to use income from sales of maturing assets to respond to the evolution of interest spreads as it continues to raise its interest rates. 
	Figure 4: Reinvestment of maturing bonds after the end of PEPP net purchases (EUR billion)
	/  /
	Source: Statistical Warehouse, ECB.
	So far, the ECB has not announced whether and when it plans to start QT. Section 4.4 argues that QT will be required to durably bring inflation down. Previously, following the large increase in the money base that resulted from QE after 2015, the ECB did not engage into QT, probably because M1 – and other monetary aggregates – did not increase commensurably (Figure 3). The main reason, however, was that the ECB was focused on trying to raise the inflation rate over the period 2015-19. Now that inflation has been ignited, a very large monetary base represents a major threat. Figure 5 explains why. It shows that the excess reserves of commercial banks have risen proportionately to the money base since 2015. Up until the euro area debt crisis, commercial banks held minimal amounts in deposits at their central banks, essentially what they were required to hold by the existing regulation, so excess reserves were about nil. With the advent of QE, they sold large quantities of bonds to their central banks against cash that they held at the ECB, well above the reserve requirements. This reflected a lack of more attractive use as they were loath to lend large amounts to their customers, because they had been fragilised by the crisis and because the unsettled situation made such loans risky. 
	Figure 5: The money base and commercial bank excess reserves (EUR billion)
	/
	Source: Statistical Warehouse, ECB.
	However, excess reserves constitute a reservoir for lending, if and when the commercial banks feel ready. As such, they could support a rapid expansion of bank credit and of monetary aggregates. Such an evolution is quite likely once the economic situation stabilises. It could also be triggered if inflation remains lastingly above target for three main reasons: 1) If the interest rates remain low relative to the inflation rate, negative real interest rates provide an incentive to borrow; 2) Continuing inflation leads to higher demand for nominal money; 3) Positive interest rate imply that commercial banks find it more profitable to lend than to hold excess reserves. 
	What could the ECB do if bank credit starts accelerating sharply, thus threatening efforts to reduce inflation? One solution would be to raise the reserve requirements so that, mechanically, the amounts of excess reserves decline. The drawback is that this raises the operating costs of commercial banks. Another solution is to increase the interest rates. High interest rates are meant to discourage the demand for borrowing from banks, but the effect is known to be weak. Firms, in particular, are more concerned by expected profits – and therefore future growth – than by interest costs, which represent a modest fraction of investment costs. In such a situation, commercial banks occasionally entice their customers to increase borrowing through various schemes. 
	The ECB may believe that very large excess reserves do not represent an immediate threat and focus entirely on raising the interest rate. It can be encouraged to do so by the fact that over-abundant liquidity over the last decade has greatly reduced the odds of financial turmoil, while QT could  trigger a debt crisis since it involves selling bonds back to investors who may not be prepared to absorb them. Highly-indebted governments then may face menacing interest rates increases, which would challenge the monetary policy transmission mechanism and threaten euro area membership. TPI stands to dissuade the ECB from giving up on QT. 
	The early 2020 flare-up of interest rate spreads, visible in Figure 1, corresponds to the onset of the COVID-19 pandemic when most governments decided to quickly expand their fiscal policy support as they were mandating lockdowns. This was a promise of a rapid expansion of public debts and, quite naturally, the markets worried about highly indebted Greece and Italy, as well as about Spain and Portugal. Note that these spreads already existed beforehand, but their sudden increase opened the door to a potentially dangerous debt crisis. The ECB promptly responded with PEPP (and an expansion of APP). The ECB’s readiness to purchase bonds according to perceived threats rather than in proportion of national ownership share of the ECB worked well, bringing the spreads back to pre-pandemic levels. 
	The spreads started to rise again toward the end of 2021. One possible reason is the ECB announcement that it would end net asset purchases under PEPP in March 2022. Another reason could be that inflation then emerged as the next challenge faced by the ECB, including the need to eventually raise interest rates, with unpleasant consequences for the highly indebted countries. The spreads have modestly declined since the ECB first started to implement its PEPP reinvestment strategy (displayed in Figure 4) and then disclosed TPI. 
	Three observations are warranted:
	 The decision of the ECB to raise its interest rates have not led to larger spreads, so far at least. A plausible interpretation is that the markets had anticipated this action.
	 The announcement that net purchases under PEPP would end by March 2022 deepened market concerns but this effect is now undone by the subsequent decision to selectively reinvest of maturing bonds, as announced in June 2022. An implication of this observation is that the euro area does not suffer from a general lack of liquidity (so QT is possible), but from limits of selective interventions by the ECB. TPI is needed.
	 Next Generation EU, including the Recovery and Resilience Facility, does not seem to have had any significant impact on spreads. It may be surprising that a EUR 750 billion programme, which includes grants and is partly tilted toward the highly-indebted countries, leaves the markets unimpressed. In fact, it confirms that limited interventions, even very large ones, cannot fully reassure markets, while central bank promises of unlimited interventions are game changing.
	So far, the PEPP reinvestment strategy has managed to moderately reverse the spread increases. This first line of defence, however, is limited in time and scope, which means that further turmoil may lead to a resumption of spread increases. If economic and political conditions – including geopolitical trouble – were to worsen, it is likely that the PEPP reinvestment strategy will not be enough. The open question is whether the mere existence of TPI will suffice to contain the spreads or whether the ECB will have to actually intervene. If it does so, it will have to act forcefully to reassure the financial markets. Any hesitation, possibly even any delay, could well result in a power-of-will battle between the ECB and the financial markets. 
	There is no doubt that the ECB can technically win this battle, but political disagreements could undermine its power. In addition, the life length of TPI is limited by the attached conditions, chiefly the end of the suspension of the SGP, as noted above in Section 4.2. This could be worrisome If, as the deadline nears, the ECB is still in the process of raising its interest rates and conducting QT. The TPI might then have to be updated. 
	6. a permanent solution?
	The TPI is a powerful instrument but, like its predecessors OMT and PEPP, it is a response to a specific threat. The ECB does not dispose of any permanent instrument that makes it possible to guarantee the public debts of its member governments. This is intended, which rules out the ideal solution sketched in Section 3. Is there a way to design a permanent solution that sidesteps the disagreements that make the ideal solution unreachable?
	The core obstacle is that low-debt countries do not want to be liable to bonds issued by high-debt countries. This is understandable. It is what distinguish a multiple-country currency area from a politically unified currency area such as a federal state. Even though recent dramatic events, the COVID-19 pandemic and the Russian invasion of Ukraine, have spectacularly enhanced European solidarity, we are probably a long way from a European federal state. 
	The alternative is to build upon the unique capability of central banks to wield unlimited interventions. A detailed proposal lies beyond this report, but a few principles can be identified:
	 The ECB should stand ready to purchase national debts in unlimited amounts under general conditions, not conditions tied to a particular situation. 
	 The conditions would not be ex ante, determining lending, but ex post, determining debt service.
	 The holding of bonds purchased by the ECB during emergency or exceptional operations must be clarified. Currently, they are held in the balance sheet of the ECB, member countries serve interest on these bonds and the resulting profits are redistributed to the ECB shareholders, the national central banks, in proportion to their shareholding. The result is that each country receives payments equal to its interest service, therefore at no cost and with no inter-country transfers. The PEPP has broken this equality, which explains its effectiveness, but also a reason why lending conditions are attached. 
	 The presumption is that these bonds will not remain indefinitely on the ECB balance sheet, either because they are not rolled over when they mature, or because of QT. But there is no timetable, which is another reason for imposing lending conditions.  
	 Lending conditions can be replaced by debt service conditions, such as a standardised schedule for the repayment of the principal. As is the case with borrowing from private investors, each country would be contractually obliged to pay back interest and capital over a set period. Note that the interest payments would lead to transfers from the high-debt countries, which receive support in excess to their capital keys, to the low-debt countries, which receive their share of Eurosystem earnings.
	Currently, the Eurosystem holds about half of euro area government debts, much of which has been acquired through the various QE programmes of the last decade. Indefinitely keeping these debts on the book of the Eurosystem implicitly lowers the public debts (Pâris and Wyplosz, 2014), but this strategy precludes QT. Requiring debt service, including the principal, instead stands to bring debts back to levels such that the risk of self-fulfilling crises becomes small. Obviously, this will happen only if governments cease to continue to accumulate debts. It calls for a more effective procedure to enforce fiscal discipline than the SGP, which that has not lived to its expectations (see, e.g., Eichengreen and Wyplosz, 1998; Fatas et al., 2003; Larch et al. 2010) and failed to prevent the 2010 crisis or the current concerns that motivate the TPI. 
	The upshot is that a permanent solution, which recognises that the ECB is the lender of last resort to governments, requires solving two of the most vexing problems of the euro area: 1) The ineffectiveness of the Stability and Growth Pact; 2) The very high levels of public indebtedness of several member governments. It may sound trivial: if all governments are fiscally disciplined and all public debts are low, committing the ECB to be the lender of last resort to governments is easy but useless. It is not trivial, though. Adverse shocks can always happen, as we have seen in recent years, so it is precious to have the ECB available to lend in last resort at all times and without conditions. Taking these steps simultaneously would make the euro area a normal monetary area. 
	7. CONCLUSIONs
	The new instrument, TPI, is well designed and adapted to the current situation. It is supplemented by the PEPP reinvestment strategy which offers a solid first line of defence. TPI stands to assist the ECB as it develops its policy normalisation, which started with the first increase in its interest rates. Indeed, the risk is that a new debt crisis would make it impossible to continue on that path without endangering the proper function of the single monetary policy or, worse if it rekindles the risk of a breakup of the monetary union. 
	Like previous emergency instruments designed to deal with wide differences in national public indebtedness, TPI comes with lending conditions, in contrast with what is expected from other central banks. These conditions are tailored to the current circumstances, as were OMT and PEPP. Each instrument represents a step in the right direction, but just a step: the ECB still cannot be expected to safeguard national public debts without the creation, each time, of a specific instrument. 
	Several reasons explain this step-by-step approach. The main one is clearly due to member governments. They disagree on the degree to which the ECB can take risks that may result in explicit or implicit transfers. Despite its independence, the ECB cannot remedy the situation on its own, nor can it put itself at the centre of deep political disagreements as it needs to preserve its authority. Yet, it is encouraging that each of the three steps taken so far has been successful, was built on the previous one and was adopted faster. It is also encouraging that the member governments have been willing to adopt measures, like the creation of the European Stability Mechanism and the Recovery and Resilience Facility, which implicitly or explicitly involve transfers. However, these measures cannot be compared to potentially unlimited central bank interventions that are uniquely effective at eliminating self-fulfilling crises. 
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	EXECUTIVE SUMMARY
	 The European Central Bank (ECB)'s new Transmission Protection Instrument (TPI) was designed in a hurry at a time when the ECB was realising that its response to inflation was insufficient, and interest rates therefore had to be raised quickly and by large amounts. This haste may explain why some important details were left unspecified, which in turn has rendered any assessment of the new instrument difficult.
	 The TPI is ostensibly supposed to protect the monetary policy transmission mechanism (MTM). There is strong evidence that with interest rates above zero, the MTM in the euro area depends crucially on the link between money market rates (three-month maturity) and bank lending rates. It follows that TPI intervention should focus on the short side of the interest rate structure and on the pass-through of those rates to the banks’ lending side. 
	 Under these conditions, the costs and risks (as well as any returns) of TPI intervention should be shared among national central banks (NCBs) according to the ECB’s capital key. Burden-sharing of the TPI is an aspect that the ECB has left unspecified. 
	 The new tool should be triggered if, and only if, high short-term spreads clearly signal imminent risks that the MTM may be jeopardised. High spreads on long-term bonds should not be sufficient to trigger the TPI. There is no need for the ECB or any NCB to estimate normal or fair 10-year spreads.
	 Another crucial aspect left unspecified is the relation between the TPI and Outright Monetary Transactions (OMTs). We argue that the TPI can at best be a first line of defence. Countries with strong fundamentals should be advised to “buy insurance” by using the European Stability Mechanism (ESM) precautionary line – whose preset conditions are now largely met by all euro area countries – to unlock the OMT. Countries with more fundamental imbalances should instead apply for a regular ESM credit line, which includes an ESM-sponsored adjusted programme.
	 The ECB has also mentioned flexibility in the reinvestment of maturing pandemic emergency purchase programme (PEPP) securities as another instrument to deal with pandemic-induced MTM fragmentation. This flexibility was used to an extreme during the last reporting period (June/July 2022) as most of the maturing principal was used to purchase Spanish and Italian bonds (with a corresponding decline in the holdings of core government bonds). 
	 The ECB has not provided any justification for this extraordinary deviation from past patterns, though we see no indication that the MTM was threatened or that any threat was due to the COVID-19 pandemic – which would be required for any use of the PEPP.
	 The ECB should create a Transmission Observatory, focused on the aforementioned linkages between short-term rates and bank lending, to be able to detect future threats to the MTM and to document any need for intervention.
	1. INTRODUCTION
	Following the Governing Council's meeting in June 2022 when the European Central Bank (ECB) announced that it would depart from its previous forward guidance and increase interest rates substantially this year, the risk premia on Italian government debt increased rapidly, with the 10-year BTP-Bund spread reaching a peak of 250 basis points (bps). On 15 June, the Governing Council arranged for an ad hoc meeting to evaluate the current market situation, and announced accelerated work on “a new anti-fragmentation instrument”, whose outline was then published on 21 July. Given that the spreads on other peripheral countries rose much less, this created the impression that the new instrument, the Transmission Protection Instrument (TPI), was created mainly to deal with the case of Italy. 
	Before discussing the details of the new instrument, let us briefly consider past experiences when the ECB sought to counter fragmentation risk through the Securities Markets Programme (SMP, 2010-2011), the Longer-Term Refinancing Operations (LTROs) of late 2011 which are now mainly forgotten, and the Outright Monetary Transactions (OMT), widely credited with having saved the euro area from collapse without essentially having to be used.
	One needs to understand the OMT in view of the specific conditions of that time (2010-2012) when countries such as Spain, Portugal and Greece had faced a large build-up of current account deficits during the preceding boom period and had to attune to a sudden stop. Although Italy had a relatively much smaller current account deficit, it was somewhat affected by the sudden stop of capital inflows from abroad. This sudden stop called for a rapid adjustment in the external balance, namely an internal devaluation. Some therefore argued at the time that an exit from the euro, along with a devaluation, might be less painful than a deep recession compressing domestic wages and prices (e.g. Weisbrot and Montecino, 2012 in the case of Greece).
	The current situation is quite different. The peripheral countries no longer have substantial deficits, and Italy, the country with a high risk premium, has a large current account surplus. Moreover, the large gap in competitive conditions relative to Germany that had opened up by 2011-2012 has now largely been closed. The economic argument for a country potentially benefiting from leaving the euro area has largely vanished.
	Another often overlooked element which differentiates today from 2012 is that the current inflation burst, not matched by corresponding increases in interest rates, is helping public finances. Today, the growth rate of nominal gross domestic product (GDP) is much higher than the interest cost of public debt. For Italy it is estimated to be around minus 4.5 percentage points in 2022 and minus 3 percentage points in 2023. In 2012 and 2013, this amount was equal to 7 and 5.7 percentage points of GDP respectively.
	The current combination of nominal growth and interest cost at 10 percentage points better today than in 2012 has never been as favourable at any time in recent memory. The same consideration applies to Spain and Portugal, the other countries that in 2012 came under severe financial stress.
	Moreover, the vast NextGenerationEU (NGEU) support programme, which benefits particularly those euro area countries that experienced financial tensions, has solidified political support for the euro. Revealingly, the term “euro crisis” has virtually disappeared as a topic in the Google trends search. The acute systemic tensions that 10 years ago put the survival of the euro area at risk, hence motivating the OMT, no longer exist at present.
	Another difference between today and 2011-2012 is the increased stability of the banking sector. Non-performing loan (NPL) ratios in Spain and Italy have fallen from peaks of over 13% and 17% respectively around the middle of the past decade to a little over 4% now for both countries. Moreover, banking supervision has been centralised in the Single Supervisory Mechanism at the ECB, thus ending national forbearance, and the Single Resolution Fund is on track to achieve its target of a fund of EUR 80 billion by the end of next year (De Carpentier, 2022). Though specific cases of weak banks persist, in Italy as elsewhere, all in all the banking system is no longer a source of major risks.
	There is little need to discuss the case of Greece in this context. First, Greece has pursued a sustainable and prudent economic strategy in recent years, culminating recently in the anticipated reimbursement of its International Monetary Fund (IMF) debt. Second, its public debt is mostly towards official institutions (ESM, Greek Loan Facility, etc.) and very long term at very favourable rates. Market rates are thus of little relevance to Greek public finances, although the country has a debt-to-GDP ratio of close to 200%.What remains, in essence, is a high and volatile risk premium on Italian public debt. The special situation of Italy is illustrated by the fact that the movement in rates over the last months has been very different from 2012 – the spreads of countries like Spain and Portugal have increased much less (around half that of Italy). Italy’s situation today should rather be compared to 2018, when the formation of a eurosceptic government led to a sharp country-specific widening of the risk premium (up to 250-300 bps), not accompanied by similar movements in other countries. The main risk that markets see today in Italy seems to be related to the fall of the government and the possibility that the upcoming elections may deliver a government less committed to fiscal prudence and NGEU reforms than the previous one.
	Angeloni and Gros (2022) document in more detail the much stronger external position of Italy and its improved banking system.
	Italy has been running a persistent current account surpluses of 2% to 3% of GDP in recent years, which has yielded a positive net external position. The position is mainly driven by a large foreign asset position of the private sector, which has been offset by a relatively sizeable Italian government debt held abroad. Box 1 illustrates this development. 
	As mentioned above, banks have strengthened their balance sheets throughout the euro area. Italian banks in particular have much reinforced their capital position, reducing their reliance on financing from abroad and greatly reducing the large stock of NPLs, which made their balance sheets so difficult to read during the last crisis, to a fraction of the value at the peak of the crisis. 
	Italian banks now show value for the key solvency ratio CET1 (high-quality capital as ratio of risk-weighted assets, as a percentage) very close to the euro area average (15.3% versus 15.5% for the euro area).
	The only indicator that has not improved is the exposure of Italian banks to the Italian sovereign, which, as a ratio to total assets, has remained broadly unchanged, whereas it has declined markedly on average for the euro area, from 8.4% to 6.2%. As a ratio to CET1 capital, the exposure of Italian banks has actually increased and is now one of the highest.
	2. THE MONETARY TRANSMISSION MECHANISM
	2.1. The MTM away from the lower bound
	2.2. Some differences in the MTM are to be expected
	2.3. The MTM in action

	Unique among major central banks, the ECB considers the MTM not merely as a means to diffuse the effects of its policy on the economy, but also as an end in itself, or in other words, another goal of monetary policy alongside others assigned to it by its statute. Consider a stylised example in which a central bank uses instrument A to achieve, through a set of cause/effect relations B, a final goal C. Normally, central banks adjust A in order to achieve C, taking B as a given. Virtually all monetary policy research is cast in these terms. The ECB, instead, uses A to influence both B and C, the effects on B being instrumental to improving the accuracy with which it attains C. Though conceptually meaningful, this approach is much more complex because it requires the factoring in of multiple distinct cause/effect relations operating simultaneously and interacting with each other.
	It is also worth noting that this is not the first time the ECB has regarded the MTM as a policy objective. In 2011, ECB President Trichet argued that the financial and the euro crises had disrupted the functioning of financial markets, and thus the functioning of the MTM. Unconventional monetary policy (meaning large asset purchases) was deemed necessary to calm markets and allow the MTM to operate properly. At that time, the expansionary stance of monetary policy benefited both the MTM and the final ECB goal because the financial crises were depressing both inflation and economic activity. Draghi’s ECB returned to a similar concept a few years later, the argument then being that the sovereign crisis affected the solvency of banks (the so-called “doom loop”), damaging the transmission process through bank credit. This argument was used to justify quantitative easing (QE). Again, the direction of policy was consistent, benefiting MTM as well as inflation and output. 
	The way MTM is brought into the picture now differs from these precedents in two ways. First, the contractionary overall stance of policy does not help the MTM, because the yield spreads between peripheral and core countries tend to rise with the general level of interest rates, hence making the MTM asymmetric across countries. For this reason, the TPI is directed towards controlling the spreads, more explicitly than was the case in the earlier instances. 
	Given the limitations of its mandate, the ECB cannot aim to finance governments. Its argument must therefore be that its purchase of bonds of a single government (possibly sterilised by selling the bonds of another government) is necessary to preserve the MTM and thus its ability to pursue its statutory goal of price stability. The implicit favourable financing the TPI provides to certain individual governments (perhaps at the expense of others) must thus be presented as an unintended side effect of its attempt to preserve the MTM. 
	In 2012, the danger of fragmentation was clear and systemic. The link between a breakdown of the MTM and a breakup of the euro was self-evident. Today’s situation is different, as documented above. Most factors of a potential systemic crisis (external disequilibria, banks having low capitalisation and high NPLs) are no longer present today (especially for Italy). It is harder to argue today that the MTM is jeopardised. It follows that the ECB will need to provide strong arguments and conclusive analyses of why TPI intervention is needed to preserve the effective working of the MTM.
	The MTM is one of the most extensively studied subjects in empirical economics. Academic papers studying the timing and strength of the effects of monetary policy number in the hundreds, if not the thousands. Central banks and other policymaking institutions such as the European Commission and the IMF have also contributed many papers. Most of this literature flourished in the period between 1971 and 2008, i.e. between the abandonment of the Bretton Woods fixed exchange-rate system (after which central banks gained a central role in controlling inflation and short-term output fluctuations) and the Great Financial Crisis (GFC).
	The GFC marked the end of this literature or, to put it differently, a radical change of it. Most of the earlier literature had concluded that short-term interest rate changes were the best measure of monetary policy decision. 
	After the GFC, those rates were bound by the zero lower-bound virtually everywhere or, for central banks that practised negative rates, by a so-called “effective lower bound”. The MTM literature changed course, refocusing on measuring the transmission mechanism of QE. Views on the interpretation and reliability of this literature differ, for example Fabo et al. (2020) argue that some of this literature may be biased by conflicts of interest. But two things are certain: first, measures of the transmission process of QE were never as consensual and solid as the earlier measures of the MTM based on short-term interest rates; and second, now that interest rates are again rising above zero, the literature relating to the QE period can be disregarded and the earlier literature is becoming relevant again. 
	In the early 2000s, the ECB coordinated a major study among the researchers of the NCBs aimed at measuring the MTM in the newly created euro area (see Angeloni et al., 2003). The main results can be summarised as follows:
	1. In all countries of the euro area, and in the area as a whole, monetary policy is best measured by a short-term interest rate, typically of three-month maturity money market rate. This rate is influenced both by the market and the actions of the central bank.
	2. In all countries of the euro area, a key role in the transmission of monetary policy impulses is played by credit institutions; specifically, by their credit supply behaviour, which in turn is affected by short-term interest rates. Under the single monetary policy, transmission may vary across countries because the market-determined component of the short-term rate differs across different jurisdictions. This is where the euro area MTM may not function well, and the single monetary policy may be jeopardised.
	3. To some extent, the MTM may differ also because of differences in national financial structures (e.g. the strength bank competition, institutional features of the mortgage market, the presence of cross-border banking and the breadth of the stock market; see Angeloni and Ehrmann, 2003) or sectoral compositions of GDP. These differences are inherent in the economic structure and the central bank cannot eliminate them, nor should it try to do so.
	One implication of the above-mentioned analyses is that not all MTM cross-country asymmetries should be eliminated. Only when there is clear evidence that they derive from other extraneous elements, which then affect the financing conditions of households and the corporate sector, does the central bank have reason to intervene to “protect” the MTM. 
	Second, the key metric to gauge the presence of those MTM distortions are the short-term interest rate differentials and their impact on lending rates. 
	Third, in assessing those differences, close attention should be paid to the state of the banking sector(s). Differences in the levels and changes in bank lending rates, asymmetric credit rationing effects and unjustified differences in collateral or covenant policies may all be signals that the smooth transmission of monetary policy is compromised. 
	The proper administration of the TPI requires, in our view, that the ECB sets up a new MTM cross-border monitoring system covering all steps in transmission: from central bank policy actions to money markets, and from money markets to banking markets. The ECB’s quarterly Bank Lending Survey and the supervisory information housed in the central bank can both provide useful elements for such monitoring.
	Figure 1 below shows the key ECB policy rate, namely the deposit facility rate and the rate at which banks were lending to their corporate customers for the four largest euro area countries. It is apparent that until about the end of 2011 lending rates tended to track the policy rate of the ECB, as one would expect from a well-functioning MTM when interest rates are not constrained by the zero lower bound. However, starting around that date, lending rates in Italy and Spain remained higher, whereas those of France and Germany followed the downward movement of the policy rate. This illustrates the way in which the MTM was impacted by the crisis, and the problems the OMT was meant to address.
	However, the figure also shows that the differences in lending rates between the core (Germany and France) and the periphery (Italy and Spain) remained high for some time, even after the announcement of the OMT (and after sovereign spreads had fallen). This is an indication that not all the differences in lending rates were due to the tensions in the sovereign debt markets. Banks are likely to charge higher rates when they perceive a higher risk, because the economy is in recession. The high rates charged to German corporations during the early 2000s were not considered a sign of malfunctioning of the MTM, but of a weak German economy. High sovereign spreads thus do not constitute a necessary or sufficient condition to warrant the conclusion that the MTM is impaired. Also, comparing the left- to the right-hand scale shows that lending rates were on average two percentage points higher than the ECB rate, as one would expect since banks have to be compensated for their risks and other costs.
	Figure 1: Bank lending rates to non-financial corporations, new business 
	/
	Source: Authors’ calculations based on ECB data.
	3. THE MTM AND LONG- VERSUS SHORT-TERM RATES
	3.1. Flattening the risk curve as a key danger signal
	3.2. Long- versus short-term debt and the cost of public debt

	The key role of short-term rates in the MTM suggests that a distinction should be made between long- and short-term rates. The hasty decision process on the TPI was entirely driven by concerns about long-term spreads, but the MTM argument calls, instead, for a predominant focus on short-term ones. The fact that spreads on the short-term rates central to the MTM have not moved at all during the last months has not been properly considered so far.
	The motivation for the TPI offered by the ECB speaks only, en passant, of “comprehensive assessment of market and transmission indicators” During the July press conference, ECB President Lagarde mentioned fragmentation risks or “disorderly market dynamics” only in general. 
	A key warning signal in 2011-2012 was the fact that short-term rates had also increased in higher-risk countries. When asked what signal had convinced the ECB that strong intervention was needed, Draghi responded in August 2012: 
	“I would not point to one single episode but certainly one thing, if one really wants to, was the sudden increase in the shorter part of the yield curve for several countries in the euro area, which for people who know the markets is usually ominous”.
	Other ECB sources confirm that short-term rates provided the key signal for the need to intervene (e.g. Cœuré, 2013). In early 2012, the ECB still had the possibility to buy peripheral bonds under its SMP, which had been announced in May 2010, allowing the ECB to purchase unspecified amounts of peripheral bonds to “to ensure depth and liquidity in those market segments which are dysfunctional”.
	The ECB did not specify the purchase amounts under the SMP; the argument was that “speculators” should be kept in the dark about its firepower. The amounts bought under the SMP were published only later, when the programme had ceased (several hundred billion Greece, Italy, Portugal and Spain [GIPS] bonds). 
	The SMP had obviously not been adequate to reduce market turbulences, which in fact surged in 2011 and 2012 so that at one point, Italy’s yield curve was almost completely flat. A flat yield curve (at a high risk premium) signals that investors fear an imminent debt restructuring, because in most restructurings the residual maturity does not matter as all bonds in default are treated as one mass. This is the reason why Draghi called a sudden increase in short-term rates “ominous”.
	The OMT trigger was thus a pervasive fear that the euro area would break up, reflected in high risk premia on short-term rates. This is why the ECB wanted to signal a commitment to making sure the euro area would not break up, even if this might require unlimited intervention. ECB research by Altavilla et al. (2016) suggests that the OMT lowered short-term rates by about 200 bps for Italy and Spain in the shorter-term two-year segment, compared to just under half as much (80-100 bps) for the 10-year rate.
	It is often argued that government debt in the euro area is “fragile” because a buyer’s strike could drive any euro area government into default (De Grauwe and Ji, 2012), whereas this is not possible in countries with their own central bank. All of the contributions for the June 2022 meeting of the Monetary Dialogue provide examples of this point of view and the corollary that the ECB should be ready to protect countries against speculative attacks (European Parliament, 2022).
	Speculative attacks can arise only if the government has to refinance large amounts of government debt. This implies that a government with very long-term debt should be relatively immune to speculative attacks. The higher the proportion of long-term debt, the lower the potential should be for self-fulfilling attacks (Calvo, 1999). Governments can thus reduce the risk of speculative attacks by issuing more long-term debt (Giavazzi and Pagano, 1989).
	This remains true today. But the issue at hand is not what maturity structure would be best for a euro area country with high debt, but how to manage the problems of countries with a given maturity structure. Most large euro area countries have an average (weighted) maturity of their (bonded) public debt of around seven years.
	Much of the attention of policymakers over the last months has been on the “spread”, which is the difference between the yield on a 10-year Italian government bond (BTP) and a 10-year German bond (Bund). At first sight this seems justified by the fact that the average maturity of Italian government debt is seven years. However, it takes a long time before the increase in the spread translates into higher interest costs for the Italian government. This is different for short-term rates. It takes over 10 years of high rates to translate into higher interest costs if the 10-year rate increases, which gives the government ample time to enact the reforms needed to regain the confidence of markets. An increase in the 10-year rate thus does not represent a “speculative attack”. This is different for shorter-term rates. For example, an increase in two-year rates requires just two years to be fully reflected in higher interest costs. For very short-term rates, e.g. three months, this goes even more quickly. Only an increase in short-term rates can thus qualify as a speculative attack (and short-term rates did not move over the last months – see below). Moreover, the government can avoid issuing long-term debt if the premium is too high, thus keeping interest service costs low even if the spread increases. As documented by Angeloni and Gros (2022), this could be observed in 2018/2019, when the formation of a government with eurosceptic members led to a sharp increase in the spread (up to 200-300 bps) but the interest cost for all new government debt remained very low (1.07 %).
	4. RECENT DEVELOPMENTS (JUNE/JULY 2022)
	4.1. June 2022: false alarm?
	4.2. Extreme flexibility in PEPP reinvestment June/July 2022

	During the July press conference, ECB President Lagarde referred several times to the flexibility in reinvestment of the PEPP as one remaining anti-fragmentation instrument. It is thus useful to consider why the ECB added flexibility of purchases across issuers under the PEPP. The two reasons given were the need to keep inflation down and the need to safeguard the MTM:
	“… purchases will be conducted in a flexible manner on the basis of market conditions and with a view to preventing a tightening of financing conditions that is inconsistent with countering the downward impact of the pandemic on the projected path of inflation. The flexibility of purchases over time, across asset classes and among jurisdictions will continue to support the smooth transmission of monetary policy”.
	We first document market conditions during the last months (since the surprise ECB pivot towards a more hawkish policy, and then the ECB’s reaction in terms of the flexibility of PEPP reinvestment.
	The reason why an additional anti-fragmentation instrument suddenly appeared on the agenda was that Italy’s 10-year spread had widened to 220-250 bps in early June. This amount was lower than the levels observed during 2018, when the ECB did not react in any way, but this seemed to have no impact on the discussions. The spread fell after the 15 June meeting (which de facto constituted an announcement that a new anti-fragmentation instrument would be forthcoming), but then rose again until the 21 July meeting when the TPI was unveiled. Unfortunately, the Italian government fell the same day, making it impossible to disentangle the impact of the TPI announcement. 
	Table 1: The term-structure of risk spreads, Italy
	Source: authors’ compilation based on data from Investing.com.
	Table 1 shows Italian (versus German) yield spreads on government bonds of different maturities during this period. The spreads on Spanish and Portuguese bonds are highly correlated with those of Italy, but in general move much less than 1:1. The Spanish 10-year spread has hovered between 1.0 and 1.2 percentage points during the same period.
	The first row shows that the spread on the three-month rate has remained extremely low (less than 10 bps), indicating the absence of any concerns about pending default or redenomination and suggesting that the MTM is not impaired. This was very different in 2012 as mentioned above.
	The two-year bond yield spread between Italy and Germany has increased slightly but remains at only 40% of the 10-year yield spread. This implies that any pass-through from higher rates to higher borrowing costs would have taken a long time to materialise.
	We note that the reassessment of financial markets over the first half of this year has led to an increase in risk premia for many risky assets, not only peripheral sovereign debt. As Figure 2 below shows, Italy’s spread has closely followed the spread of BBB-rated corporate bonds in the United States over US Treasuries. This comparison seems adequate since Italy is also rated BBB.
	Figure 2: Spread on risky assets versus Italy’s 10-year bond spread (vs Germany) 
	/
	Source: authors’ calculations based on data from Investing.com, FRED.
	This tight correlation suggests that the widening of peripheral spreads might be less of a consequence of ECB action and more of heightened risk aversion at the global level.
	In June and July 2022, the Eurosystem holdings under the PEPP of core government bonds (Germany, Netherlands and France) declined by a total of almost EUR 19 billion, whereas those of peripheral governments increased by a similar amount. During this two-month period, the net purchases of Italian and Spanish securities amounted to over 3% of the previous total. The deviation from the previous pattern was unprecedented. The purchases made by these two countries increased their shares over two months by an amount equivalent to about three to seven times the variations in average purchases (over March 2020 to May 2022). Taking into account the previous two-month period (April to May), when net purchases had already fallen to zero, would not change this conclusion materially.
	Table 2: June/July PEPP 2022 reinvestments: extreme flexibility 
	Source: Authors’ calculations based on ECB data.
	It is difficult to reconcile this extreme imbalance in reinvestment with the official justification given above. The first motivation, keeping inflation down, is no longer applicable. There is also no indication that the increase in 10-year spreads in June/July has threatened the MTM in any country. The ECB should provide the reason why it saw it necessary to concentrate reinvestments to such an extreme on Spain and Italy.
	We also note that the fact that in June/July of this year holdings of core government bonds under the PEPP decreased by about EUR 19 billion means that under the PEPP, large amounts of rather short-dated bonds were bought. Since the PEPP started only in March 2020, any redemptions this year can only be due to bonds with a remaining maturity of about 2 to 2.5 years. It is difficult to understand why the ECB thought it necessary to buy considerable amounts of such relatively short-dated bonds of core governments. Bond purchases by central banks are supposed to work by compressing long-term premia.
	5. CONCLUSION
	Our analysis suggests that if the TPI is really about protecting the MTM, it should refocus from long-term spreads to short-term rates. This has at least five aspects:
	- Away from the zero lower bound, the MTM works via short-term rates.
	- Spreads on long-term securities carry little information on the state of the MTM; they are much more affected by political developments and concerns about long-term debt sustainability.
	- Concerns about the doom loop between banks and sovereigns are now reduced because the safety and soundness of banks have improved.
	- Purchasing long-term securities (up to 10 years is foreseen) would not be effective, and risks leading the ECB away from its core field, namely monetary policy.
	- When fixing the details of the TPI, the ECB should follow the arguments emphasised by Draghi when he introduced the OMT in 2012: “As to the second question on why we are focusing on the short end of the yield curve, the main reason is that this falls squarely within the range of classical monetary policy instruments. The shorter the spectrum, the closer it is to money market operations”.
	Given the purported aim of the TPI, the ECB should create a Transmission Observatory to detect threats and to document the need for intervention when needed. So far, the ECB has only stated that a decision to “activate the TPI will be based on a comprehensive assessment of market and transmission indicators”. It should explain which indicators it will use and pay due regard to the conditions of bank credit markets. Its quarterly Bank Lending Survey and the wealth of supervisory information at its disposal should be used systematically. A mere observation that long-term interest rates on government securities diverge would not be enough evidence of the need to use the TPI.
	A corollary of this analysis is that the concern about the widening of long-term spreads for Italy in June was overblown, and the extreme concentration of PEPP reinvestments on Italy and Spain was not justified by any danger to the MTM. Moreover, going forward, it seems increasingly difficult to justify enhanced use of the flexibility of PEPP reinvestments with reference to the pandemic.
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	Abstract
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	EXECUTIVE SUMMARY
	 Since the 1990s, the public debt-to-GDP ratio has gradually increased in almost all current euro area member countries. In most of them, it now exceeds the Maastricht reference value of 60%, in several of them – 100%, and in a few cases – even more. It creates a severe challenge to the stability of public finances, the entire financial system and monetary stability in the euro area. 
	 The mechanism of fiscal discipline on the European Union (EU) level proved weak and failed to restrain excessive public expenditure and public debt in euro area member countries. The market discipline built around the “no bailout” clause in Article 125 of the Treaty on the Functioning of the European Union was replaced during the European Financial Crisis (EFC) of 2010-2015 by a policy of conditional bailout. The formal fiscal rules determined by the Treaty and the Stability and Growth Pact were frequently changed and abused by Member States due to insufficient political consensus on their enforcement. In March 2020, after the outbreak of the COVID-19 pandemic, they were suspended until 2023. The same happened to the national fiscal rules in several member states.
	 Spreads between the sovereign bond yields of individual euro area countries only partly reflected differences in their fiscal positions and the size of their public debts. Between 1999 and mid-2008, they were low. Then they increased rapidly due to the global and European financial crises. Since 2012, they started to decrease again due to interventions of the European Central Bank (ECB) and rescue programmes for the crisis-affected countries. The ECB’s massive purchases of government bonds (the main component of its quantitative easing policies), initiated in 2015, further compressed both yields and spreads to a historically record-low level. The perspective of monetary policy tightening in 2022 caused an increase in bond yields in all countries, especially in the most indebted ones. 
	 The ECB’s involvement in backing the sovereign debt market of the most indebted countries dates back to the beginning of the EFC (2010). It involved such instruments as the Securities Markets Programme, Outright Monetary Transactions, Emergency Liquidity Assistance and verbal interventions, including the famous “whatever it takes” declaration of the ECB President Mario Draghi in July 2012. The most recent tool – the Transmission Protection Instrument – serves the same purpose: dampening yield spreads in the euro area regardless of the fiscal stance of individual countries. 
	 The problem of “fragmentation” is wrongly formulated. It is a secondary symptom of the excessive sovereign indebtedness in some euro area economies. It should be remedied by fiscal policy measures (fiscal consolidation) rather than by the ECB’s quasi-fiscal activities. The latter is not consistent with its legal status, compromises its independence (and credibility of the euro), and undermines its ability to deliver on its price stability mandate. When a targeted market intervention is necessary, it should be provided by the European Stability Mechanism, the institution created for this purpose in 2012, instead of the ECB. 
	1. INTRODUCTION
	The economies of several Member States of the European Union (EU) had suffered from excessive public debt for a long time before the euro area started to operate in 1999. The “Maastricht criteria”, which required a general government (GG) deficit not exceeding 3% of gross domestic product (GDP) and GG debt not exceeding 60% of GDP and aimed to protect the monetary union from fiscal imbalances and their negative impact on a common currency, were never fully respected. The same concerned the EU secondary legislation, such as the Stability and Growth Pact (SGP) adopted in 1997 (European Council, 1997) which aimed at reinforcing the Treaty fiscal criteria (reference values). Despite their widespread non-observance, the Excessive Deficit Procedure (EDP) never led to financial sanctions against countries that did not obey the criteria and did not correct their fiscal stance quickly enough. 
	As time went by, the situation further deteriorated. Each subsequent adverse shock (a near recession in the early 2000s, the global financial crisis [GFC] of 2007-2009, the European financial crisis [EFC] and the COVID-19 crisis of 2020-2021) led to higher deficits and higher debts while the periods of recovery were lost for fiscal consolidation. Furthermore, the long-term systematic decline in growth rates due to the shrinking working-age population in Europe and slower productivity growth narrowed the room for manoeuvre for fiscal policy, increased the temptation to overuse fiscal stimuli, and made fiscal consolidation more difficult, economically and politically. 
	The years following the GFC were the first incidence when excessive debt in some euro area economies led to de facto sovereign insolvency (Greece, Ireland, Portugal) or a situation close to default (Italy, Spain, Cyprus). Although the detailed characteristics of each country's troubles differed, the excessive explicit or implicit public liabilities could be considered their common cause. 
	The period of fiscal and financial turbulence in the euro area periphery (2010-2015), referred to in this paper as the EFC, brought three kinds of policy responses: (1) strengthening fiscal rules on an EU, euro area and national level, despite their frequent non-observance before and after the crisis; (2) a conditional bailout of countries experiencing a debt crisis (circumventing Article 125 of the Treaty on the Functioning of the European Union [TFEU]; and (3) engagement of the European Central Bank (ECB) in easing public debt servicing conditions. 
	The ECB engagement had various forms. The first instrument, the Outright Monetary Transactions (OMT), was adopted in August 2012 but never activated. The Emergency Liquidity Assistance (ELA) formally aimed to provide temporary liquidity support to solvent but illiquid banks. In practice, it was used to avoid the sovereign default of Greece in 2015. 
	There were also verbal interventions such as the famous “whatever it takes” declaration of ECB President Mario Draghi (2012). All these interventions contributed to decreasing yield spreads on government bonds in the euro area, including in the most indebted countries. 
	The launching by the ECB of large-scale asset purchasing programmes (APPs), popularly called quantitative easing (QE), in October 2014 calmed the public debt market and eliminated the necessity of targeted interventions for a while. Interest rates went down, and so did debt servicing costs for governments of EU Member States. Unfortunately, only some used these favourable market conditions (and growth recovery) to decrease the debt-to-GDP ratio. Occasionally, the nervousness of financial markets came back, and yield spreads increased temporarily. 
	The situation became dramatic again after the outbreak of the COVID-19 pandemic and related lockdown measures. To deal with the new shock, the ECB launched a large-scale monetary stimulus (mainly the APP intensification). Bond yields continue to decrease to a historically record-low level. What was new in the Pandemic Emergency Purchase Programme (PEPP) was a departure from the principle of proportional purchases of euro area government bonds (according to the capital shares in the ECB) in favour of protecting the yields of countries most exposed to market pressure. 
	Sooner or later, expansionary monetary and fiscal policies had to cause inflationary consequences, which started to be seen in 2021. Central banks (CBs) had to stop and reverse QE and increase interest rates to fight inflation. Both moves had to cause an increase in public debt servicing costs, in the first instance, in the most indebted countries. Given the large amounts of government bonds in CB portfolios and slow or no progress in fiscal consolidation, CBs became hostages of fiscal disequilibria. It was perhaps the main factor that could explain the late reaction of CBs, in particular, the ECB, to rising inflation and its reluctance to start monetary policy tightening. 
	Confronted with the perspective of monetary policy tightening and a further increase in public sector borrowing requirements (PSBR), financial markets started to demand higher yields on government bonds, particularly of the most indebted governments. It caused the debate on the supposed fragmentation of the euro area financial market and put pressure on the ECB to counteract higher yield spreads. 
	Eventually, the ECB responded to this pressure by announcing on 21 July 2022 (together with the first decision to increase its interest rates) a package of anti-fragmentation measures, including the new instrument called the Transmission Protection Instrument (TPI). The TPI is designed as a new form of targeted ECB intervention on the secondary debt market of “…jurisdictions experiencing a deterioration in financing conditions not warranted by country-specific fundamentals.” To be eligible to benefit from the TPI, the country cannot be subject to the EDP or the excessive imbalance procedure (EIP), and its public debt trajectory must be sustainable. 
	The ECB presents and justifies the TPI and other instruments of targeted interventions on the sovereign debt market as a tool to smooth the monetary policy transmission mechanism in the euro area and avoid fragmentation of the euro area financial market. However, in our opinion, they have a character of quasi-fiscal operations and constitute a hidden form of monetary financing for the public debt of countries that are most fiscally vulnerable. They are inconsistent with Article 123 of the TFEU and may undermine actual ECB independence. 
	We also believe that the so-called fragmentation problem is wrongly defined and diagnosed because it concentrates on secondary symptoms (high yield spreads) rather than the root causes of this phenomenon, that is, the excessive sovereign indebtedness of some euro area countries. Furthermore, the solution to this problem should be looked for in the fiscal rather than the monetary policy sphere. 
	The remaining part of this briefing paper verifies the above-presented working hypothesis empirically. It provides an in-depth analysis of the primary causes of the so-called fragmentation (mainly in the fiscal sphere). It presents arguments why the targeted ECB interventions on the secondary public debt market may compromise its independence, undermine its price stability mandate, and distort the financial market in the euro area. It also suggests alternative ways of addressing the “fragmentation” challenge. Chapter 2 is devoted to the history of the excessive sovereign indebtedness in the euro area, its intellectual and political-economy roots, and the weakness of the fiscal rules on both the EU and national levels. In Chapter 3, we present a history of ECB involvement in easing public debt service conditions in the euro area, starting from the GFC and ending with the most recent anti-fragmentation package announced on 21 July 2022. Chapter 4 concentrates on a critical assessment of the dominant approach to the so-called fragmentation, the ECB’s role in its resolution, associated risks to the ECB’s independence, and the credibility of a common currency. We also suggest alternative policy approaches to the so-called fragmentation problem. Finally, Chapter 5 contains a summary of our analysis and conclusions. 
	In our analysis, we use the data sources of the International Monetary Fund (IMF), Eurostat, the ECB, the European Commission and those collected by other researchers.
	2. THE EXCESSIVE PUBLIC DEBT IN THE eURO AREA
	2.1. Fiscal balances and public debt in the euro area 1997-2021
	2.2. Mechanisms of fiscal discipline in the euro area and Member States and their effectiveness5F
	2.2.1. Mechanisms of fiscal discipline on the EU/euro area level
	2.2.2. Mechanisms of fiscal discipline at the national level

	2.3. Why do mechanisms of fiscal discipline remain ineffective?
	2.3.1. Political economy at the national level
	2.3.2. Political economy at the European level
	2.3.3. Macroeconomic misconceptions

	2.4. Spreads between government bond yields in the euro area

	Following our working hypothesis presented in Chapter 1 (about the excessive sovereign indebtedness in part of the euro area being the root cause of the so-called fragmentation), Chapter 2 analyses the fiscal stance and public debt dynamics in the euro area since the inception of the euro project (Section 2.1), the mechanisms of fiscal discipline (fiscal rules) in the euro area and Member States and their effectiveness (Section 2.2), intellectual, political economy and political roots of the permissive approach to high deficits and the ever-rising public debt level (Section 2.3), and the dynamics of spreads between national yield curves on the public debt instruments (Section 2.4). 
	We start our analysis with an overview of the fiscal stance in the euro area as a whole and, separately, in individual Member States from 1997 to 2021. The starting year (1997) was chosen because its results served as the base for the final decision to launch the common currency project (since 1 January 1999) and determine the eligibility of individual EU Member States to adopt the euro. 
	Figure 1 presents the general government (GG) net lending/ borrowing of the entire euro area as a percentage of GDP. Despite the fluctuation in the GG deficit, partly due to a “standard” business cycle and partly due to adverse shocks (GFC, EFC and COVID-19 crisis), one can observe its increasing trend over time. In 6 of 25 analysed years, the deficit exceeded 3% of GDP, the maximum level set in Protocol No. 12 to the TFEU on the Excessive Deficit Procedure. The frequency and magnitude of excessive deficits increased in the second and third decades of the euro’s existence. Furthermore, despite the SGP provision, which requires cyclically adjusted GG accounts to be balanced in the medium term, the euro area has never recorded a budget surplus or a balanced budget. 
	The picture looks even gloomier if one analyses GG gross debt data (Figure 2). The euro area has always recorded a gross GG debt above the Treaty reference value of 60% of GDP, with the increasing trend line steeper than in the case of the GG deficit. Each subsequent round of crisis (GFC + EFC, COVID-19) pushed the debt-to-GDP ratio to a new, ever higher level, while the period of post-crisis recoveries brought only partial reductions. 
	There are two reasons for the adverse debt dynamic in the euro area: (1) continuous GG deficits and (2) a declining trend of GDP growth (Figure 3). The latter can be explained by (1) adverse demographic trends (shrinking working-age population) and (2) the declining rate of growth in total factor productivity (TFP) – see Dabrowski (2021). 
	The Maastricht fiscal criteria – a deficit not exceeding 3% of GDP and public debt not exceeding 60% – agreed upon in the early 1990s were mutually consistent under the assumption of real economic growth of at least 3% and inflation of no more than 2%, that is, annual growth of nominal GDP of approximately 5% (Buti and Gaspar, 2021). However, as seen in Figure 3, the average real growth rates were below 3% in most euro area countries, and inflation was below 2% for most of the 2010s. 
	Figure 1: Euro area – GG net lending/borrowing, in % of GDP, 1997-2021
	/
	Source:  IMF World Economic Outlook, April 2022.
	Analysis of individual countries' fiscal performance confirms the euro area aggregate picture, although there is a substantial cross-country variation. Table 1 shows each country’s GG net lending/borrowing for the period of its euro area membership plus two years before (the Council decision on the eligibility of euro adoption is taken in the middle of the preceding year based on year t-2 performance). We also mark in red font incidences of deficit higher than 3% of GDP and sum up the number of cases of breaching the Maastricht reference values for a given country in the analysed period and the euro area in a given year. 
	The total number of excessive deficit cases amounts to 143 out of 394 observations. Greece and Portugal breached the deficit ceiling in 18 years (out of 23 years recorded in the case of Greece and 25 in the case of Portugal). They were followed by France (17 years out of 25) and Spain (12 years out of 25). The opposite end of the spectrum is represented by Finland and Luxembourg (1 year out of 25), Estonia (1 year out of 13) and Lithuania (1 year out of 9). 
	The highest number of excessive deficit cases was recorded in 2022 (all 19 countries), 2009 (14 out of 17), 2010 (13 out of 17) and 2021 (12 out of 19). In 2017, no country recorded an excessive deficit; in 1998, 1999, 2007, 2018 and 2019, only one government exceeded the debt limit of 3% of GDP. 
	Figure 2: Euro area – GG gross debt, in % of GDP, 1997-2021
	/
	Source:  IMF World Economic Outlook, April 2022.
	Figure 3: Euro area – GDP in constant prices, annual change, in %, 1997-2021
	/
	Source:  IMF World Economic Outlook, April 2022.
	The debt statistics disaggregated by Member State (Table 2) record 229 cases of GG gross debt exceeding 60% of GDP, out of 394 total observations, which is more than half (58%). Austria, Belgium, Greece and Italy never recorded gross debt below the 60% threshold. France recorded only two years (2000 and 2001) with debt below 60%. In Portugal, the debt exceeded the Maastricht reference value for 20 years (since 2002). Germany recorded 19 years with debt above the Treaty limit.
	Table 1: GG net lending/borrowing in euro area member countries, in % of GDP, 1997-2021
	Years< -3%
	2021
	2020
	2019
	2018
	2017
	2016
	2015
	2014
	2013
	2012
	2011
	2010
	2009
	2008
	2007
	2006
	2005
	2004
	2003
	2002
	2001
	2000
	1999
	1998
	1997
	Joined the EA
	Country
	5/25
	-5.8
	-8.3
	0.6
	0.2
	-0.8
	-1.5
	-1.0
	-2.7
	-2.0
	-2.2
	-2.6
	-4.5
	-5.4
	-1.5
	-1.4
	-2.6
	-2.5
	-4.8
	-1.4
	-1.9
	-0.7
	-2.1
	-2.6
	-2.7
	-2.4
	1999
	Austria
	8/25
	-6.0
	-9.1
	-1.9
	-0.8
	-0.7
	-2.4
	-2.4
	-3.1
	-3.1
	-4.3
	-4.3
	-4.1
	-5.4
	-1.1
	0.1
	0.2
	-2.7
	-0.2
	-1.9
	0.0
	0.2
	-0.1
	-0.6
	-1.0
	-2.2
	1999
	Belgium
	7/16
	-1.8
	-5.7
	1.3
	-3.5
	2.0
	0.2
	0.2
	-0.2
	-5.2
	-5.6
	-5.7
	-4.7
	-5.4
	0.9
	3.2
	-1.0
	2008
	Cyprus
	1/13
	-2.4
	-5.6
	0.1
	-0.6
	-0.7
	-0.4
	0.1
	0.7
	0.2
	-0.3
	1.1
	0.2
	-2.2
	2011
	Estonia
	1/25
	-2.8
	-5.4
	-0.9
	-0.9
	-0.7
	-1.7
	-2.4
	-3.0
	-2.5
	-2.2
	-1.0
	-2.5
	-2.5
	4.2
	5.1
	3.9
	2.6
	2.2
	2.3
	4.0
	4.9
	6.7
	1.6
	1.5
	-1.3
	1999
	Finland
	17/25
	-7.0
	-9.1
	-3.1
	-2.3
	-3.0
	-3.6
	-3.6
	-3.9
	-4.1
	-5.0
	-5.2
	-6.9
	-7.2
	-3.3
	-2.6
	-2.4
	-3.4
	-3.6
	-4.0
	-3.2
	-1.4
	-1.3
	-1.6
	-2.4
	-3.7
	1999
	France
	8/25
	-3.7
	-4.3
	1.5
	1.9
	1.3
	1.2
	1.0
	0.6
	0.0
	0.0
	-0.9
	-4.4
	-3.2
	-0.1
	0.3
	-1.7
	-3.3
	-3.3
	-3.7
	-3.9
	-3.0
	-1.6
	-1.7
	-2.6
	-2.9
	1999
	Germany
	18/23
	-8.7
	-10.9
	0.2
	0.8
	0.9
	0.3
	-3.0
	-4.1
	-3.8
	-6.7
	-10.5
	-11.3
	-15.3
	-10.3
	-6.8
	-6.0
	-6.2
	-8.9
	-7.9
	-6.1
	-5.5
	-4.1
	-5.8
	2001
	Greece
	8/25
	-2.0
	-4.9
	0.5
	0.1
	-0.3
	-0.8
	-2.0
	-3.6
	-6.4
	-8.5
	-13.6
	-32.1
	-13.9
	-7.0
	0.3
	2.8
	1.6
	1.3
	0.3
	-0.5
	1.0
	4.9
	3.5
	2.1
	1.4
	1999
	Ireland
	10/25
	-7.2
	-9.6
	-1.5
	-2.2
	-2.4
	-2.4
	-2.6
	-3.0
	-2.9
	-2.9
	-3.6
	-4.2
	-5.1
	-2.6
	-1.3
	-3.6
	-4.1
	-3.5
	-3.2
	-2.9
	-3.2
	-2.4
	-1.8
	-3.0
	-3.0
	1999
	Italy
	2/10
	-5.5
	-3.9
	-0.4
	-0.7
	-0.8
	-0.4
	-1.5
	-1.7
	-0.6
	0.2
	2014
	Latvia
	1/9
	-3.0
	-7.3
	0.3
	0.6
	0.5
	0.3
	-0.2
	-0.7
	-2.6
	2015
	Lithuania
	1/25
	0.6
	-3.8
	2.4
	3.0
	1.3
	1.9
	1.3
	1.3
	0.8
	0.5
	0.7
	-0.3
	-0.2
	3.4
	4.4
	1.9
	-0.2
	-1.4
	0.3
	2.0
	5.6
	5.6
	3.2
	3.0
	2.7
	1999
	Luxembourg
	4/16
	-9.3
	-9.9
	0.4
	1.9
	3.1
	0.9
	-1.0
	-1.7
	-2.3
	-3.4
	-2.4
	-2.3
	-3.2
	-4.1
	-2.1
	-2.5
	2008
	Malta
	7/25
	-5.6
	-4.4
	2.3
	1.4
	1.3
	0.0
	-2.1
	-2.3
	-3.0
	-4.0
	-4.5
	-5.3
	-5.2
	0.1
	-0.2
	0.0
	-0.5
	-1.8
	-3.1
	-2.0
	-0.4
	1.2
	0.3
	-1.3
	-1.6
	1999
	Netherlands
	18/25
	-2.8
	-5.8
	0.1
	-0.3
	-3.0
	-1.9
	-4.4
	-7.3
	-5.1
	-6.2
	-7.7
	-11.4
	-9.9
	-3.7
	-2.9
	-4.1
	-6.1
	-6.0
	-5.6
	-3.8
	-4.8
	-3.4
	-3.0
	-4.3
	-3.7
	1999
	Portugal
	7/15
	-6.5
	-5.5
	-1.3
	-1.0
	-1.0
	-2.6
	-2.7
	-3.1
	-2.9
	-4.4
	-4.3
	-7.5
	-8.1
	-2.5
	-2.1
	2009
	Slovakia
	8/17
	-5.2
	-7.8
	0.4
	0.7
	-0.1
	-1.9
	-2.8
	-5.5
	-14.6
	-4.0
	-6.6
	-5.6
	-5.8
	-1.4
	0.0
	-1.2
	-1.3
	2007
	Slovenia
	12/25
	-7.0
	-11.0
	-2.9
	-2.5
	-3.0
	-4.3
	-5.2
	-5.9
	-7.0
	-10.7
	-9.7
	-9.5
	-11.3
	-4.6
	1.9
	2.1
	1.2
	-0.1
	-0.4
	-0.3
	-0.5
	-1.2
	-1.3
	-2.7
	-4.0
	1999
	Spain
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	No. of countries < -3%
	12/19
	19/19
	1/19
	1/19
	0/19
	2/19
	3/19
	8/19
	8/19
	10/18
	11/17
	13/17
	14/17
	6/16
	1/16
	3/15
	5/13
	6/12
	6/12
	4/12
	3/12
	2/12
	1/12
	1/11
	3/11
	Source:  IMF World Economic Outlook database, April 2022 and author's calculation.
	Notes:  1/ Tables present data for a given country's period of euro area membership plus two years before joining the euro area. 2/ Red font indicates cases when the GG deficit exceeded 3% of GDP. 3/ IMF staff estimates for Austria, Belgium, Cyprus, Finland, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Slovakia and Spain in 2021. 
	Table 2: GG gross debt in euro area member countries, in % of GDP, 1997-2021
	Years 
	Joined the EA
	2021
	2020
	2019
	2018
	2017
	2016
	2015
	2014
	2013
	2012
	2011
	2010
	2009
	2008
	2007
	2006
	2005
	2004
	2003
	2002
	2001
	2000
	1999
	1998
	1997
	Country
	>60%
	1999
	25/25
	83.1
	83.2
	70.6
	74.0
	78.6
	82.5
	84.4
	83.8
	81.0
	81.7
	82.2
	82.4
	79.6
	68.4
	64.7
	67.0
	68.3
	64.8
	64.9
	67.0
	66.4
	65.7
	61.1
	68.8
	63.1
	Austria
	1999
	25/25
	108.3
	112.8
	97.7
	99.9
	102.0
	105.0
	105.2
	107.0
	105.5
	104.8
	103.5
	100.3
	100.2
	93.2
	87.3
	91.5
	95.1
	97.2
	101.7
	105.4
	108.2
	109.6
	115.4
	119.2
	124.3
	Belgium
	2008
	11/16
	103.9
	115.0
	91.1
	98.4
	92.9
	103.1
	107.2
	109.1
	102.9
	79.4
	65.0
	55.5
	52.8
	44.1
	53.2
	59.0
	Cyprus
	0/13
	18.1
	19.0
	8.6
	8.2
	9.1
	10.0
	10.1
	10.6
	10.2
	9.8
	6.2
	6.7
	7.2
	2011
	Estonia
	1999
	5/25
	66.7
	69.0
	59.6
	59.8
	61.2
	63.2
	63.6
	59.8
	56.2
	53.6
	48.3
	46.9
	41.5
	32.6
	33.9
	38.0
	39.9
	42.6
	42.7
	40.1
	40.9
	42.4
	44.0
	46.8
	52.2
	Finland
	1999
	23/25
	112.3
	115.2
	97.4
	97.8
	98.1
	98.0
	95.6
	94.9
	93.4
	90.6
	87.8
	85.3
	83.0
	68.8
	64.5
	64.6
	67.4
	65.9
	64.4
	60.3
	58.3
	58.9
	60.5
	61.4
	61.4
	France
	19/25
	70.2
	68.7
	58.9
	61.3
	64.7
	69.0
	72.0
	75.3
	78.3
	80.7
	79.4
	82.0
	73.2
	65.7
	64.2
	66.9
	67.5
	65.2
	63.5
	59.9
	58.2
	59.3
	60.4
	59.5
	58.9
	1999
	Germany
	2001
	23/23
	198.9
	211.9
	185.1
	190.1
	182.7
	183.1
	178.7
	181.7
	178.7
	162.0
	183.9
	147.5
	127.8
	110.3
	104.0
	104.5
	108.3
	103.7
	102.3
	105.8
	108.0
	105.8
	99.7
	Greece
	1999
	11/25
	55.3
	58.4
	57.2
	63.1
	67.8
	74.3
	76.7
	104.3
	120.0
	119.7
	110.5
	86.2
	61.8
	42.5
	23.9
	23.6
	26.1
	28.1
	29.8
	30.9
	33.6
	36.4
	46.6
	51.4
	61.6
	Ireland
	25/25
	150.9
	155.3
	134.1
	134.4
	134.2
	134.8
	135.3
	135.4
	132.5
	126.5
	119.7
	119.2
	116.6
	106.2
	103.9
	106.7
	106.6
	105.1
	105.5
	106.4
	108.9
	109.0
	113.3
	114.1
	116.8
	1999
	Italy
	2014
	0/10
	45.6
	43.3
	36.7
	37.1
	39.0
	40.4
	37.1
	41.6
	40.4
	42.7
	Latvia
	2015
	0/9
	43.0
	46.6
	35.9
	33.7
	39.3
	39.9
	42.7
	40.5
	38.7
	Lithuania
	1999
	0/25
	25.1
	24.8
	22.3
	20.8
	21.8
	19.6
	21.1
	21.9
	22.4
	20.9
	18.5
	19.1
	15.3
	14.6
	8.1
	8.2
	8.0
	7.8
	7.4
	7.5
	7.6
	7.5
	8.4
	9.5
	10.1
	Luxembourg
	2008
	9/16
	57.4
	53.3
	40.6
	43.5
	47.5
	54.5
	55.9
	61.6
	65.8
	65.9
	69.3
	65.3
	66.3
	61.8
	61.9
	64.3
	Malta
	1999
	8/25
	56.7
	52.8
	47.6
	52.4
	56.9
	61.9
	64.6
	68.0
	67.8
	66.4
	61.8
	59.4
	55.8
	53.8
	42.0
	44.1
	48.5
	49.1
	48.7
	47.5
	48.2
	50.9
	57.5
	61.7
	64.9
	Netherlands
	1999
	20/25
	127.5
	135.2
	116.6
	121.5
	126.1
	131.5
	131.2
	132.9
	131.4
	129.0
	114.4
	100.2
	87.8
	75.6
	72.7
	73.7
	72.2
	67.1
	63.9
	60.0
	57.4
	54.2
	55.4
	55.6
	58.7
	Portugal
	2009
	1/15
	60.4
	59.7
	48.1
	49.6
	51.6
	52.4
	51.9
	53.6
	54.7
	51.8
	43.4
	41.0
	36.4
	28.6
	30.3
	Slovakia
	2007
	9/17
	74.7
	79.8
	65.6
	70.3
	74.2
	78.5
	82.6
	80.3
	70.0
	53.6
	46.5
	38.3
	34.5
	21.8
	22.8
	26.1
	26.4
	Slovenia
	1999
	15/25
	118.7
	120.0
	95.5
	97.5
	98.6
	99.2
	99.3
	100.7
	95.8
	86.3
	69.9
	60.5
	53.3
	39.7
	35.8
	39.1
	42.4
	45.4
	47.7
	51.3
	54.1
	57.8
	62.5
	64.2
	66.2
	Spain
	229/394
	12/19
	11/19
	9/19
	11/19
	12/19
	13/19
	13/19
	13/19
	13/19
	12/18
	12/17
	10/17
	9/17
	8/16
	8/16
	8/15
	7/13
	7/12
	7/12
	6/12
	4/12
	4/12
	7/12
	6/11
	7/11
	No. of countries >60%
	Source:  IMF World Economic Outlook database, April 2022 and author's calculation.
	Notes:  1/ Tables present data for a given country's period of euro area membership plus two years before joining the euro area. 2/ Red colour indicates cases when GG gross debt exceeded 60% of GDP. 3/ IMF staff estimates for Austria, Belgium, Cyprus, Finland, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Slovakia and Spain in 2021. 
	On the other hand, Estonia, Latvia, Lithuania and Luxembourg always had a debt level much below this limit, although it has also grown over time. Slovakia also belonged to this group but found itself in the “red” zone in 2021. On average, new euro area members from Central and Eastern Europe, especially the Baltic states, represent lower relative debt levels thanks to their higher economic growth rates, lower initial debt and lower fiscal deficits. 
	The number of countries with a debt level above 60% of GDP grew steadily and amounted to 12 (out of 19) in 2021. 
	As mentioned before, fiscal policy responses to the GFC, EFC and the COVID-19 crisis were the main factors leading to the rapid increase of the public debt-to-GDP ratios in the analysed group. In most countries, the period between both waves of crises (the second half of the 2010s) was not used to repair fiscal balances and create sufficient room for a fiscal response to a new downturn. 
	Table 2 shows that by 2019 only Germany, Ireland, Malta and the Netherlands had radically improved their gross debt-to-GDP ratios (compared to the peaks during the GFC and EFC), some of them (Germany and Malta) even below their pre-GFC levels. Portugal recorded a less impressive but meaningful improvement. The euro area decreased its relative indebtedness by only nine percentage points of GDP. 
	The same applies to the period of post-COVID economic recovery in 2021. Only a few euro-area countries (Cyprus, Greece, Italy, Portugal and Slovenia) managed to reverse partly a rapid increase in the debt-to-GDP ratio recorded in 2020. Others further increased their relative debt burdens or stabilised them on the 2020 level. 
	In 2021, GG gross debt exceeded 100% of GDP in seven euro area countries: Belgium, Cyprus, France, Greece, Italy, Portugal and Spain. In Greece, it oscillates around 200% of GDP, and in Italy – about 150%. These are record-high figures for peacetime. It should not be surprising that financial markets can become nervous about their debt sustainability perspectives, especially in the context of increasing interest rates and an expected growth slowdown. 
	Fiscal discipline may be ensured by market mechanisms (danger of sovereign default), formal fiscal rules (formal constraints), or a combination of both. In turn, fiscal rules can be divided into fiscal targets and procedures, either imposed by a federal centre, self-imposed by a sub-federal entity, or negotiated by both (see Eyraud & Gomez Sirera, 2013). In the case of the euro area, below, we analyse mechanisms of fiscal discipline on the EU/euro area level and the national level separately.
	As determined by the Maastricht Treaty, the original EU/euro area mechanism of fiscal stability was based on market discipline and budgetary rules. 
	The market discipline was built around the “no bailout” clause in Article 125 of the TFEU and the ban on debt monetisation by the ECB (Article 123 of the TFEU). However, the “no bail out” clause became de facto suspended with the adoption of the first financial assistance package to Greece in May 2010 and building a temporary (European Financial Stability Facility [EFSF]) and then permanent (European Stability Mechanism [ESM]) bailout facility. Thus, the “no bail out” principle was replaced by a policy of conditional bailout (financial assistance in exchange for a country’s commitment to fiscal adjustments and necessary reforms). 
	On the other hand, Article 126 of the TFEU, the accompanying Protocol No. 12, and the EU’s secondary legislation, the SGP (European Council, 1997), have determined fiscal rules, including numeric criteria on the maximum fiscal deficit and debt level (see Section 2.1) backed by administrative and financial sanctions for breaching them. The EDP obliges rules offenders to reduce their deficit to the 3% of GDP (or lower) level and provides support to meet this obligation. 
	However, the implementation of the SGP has always suffered from the lack of political commitment of Member States. As a result, the SGP was watered down in 2005 by adding various exception clauses. Then after the beginning of the Greek debt crisis in 2010, the SGP was strengthened again by adding new and more automatic and financially painful sanctions. It was also amended by various preventative measures and closer monitoring of public debt. The earlier version of the SGP had focused solely on the deficit. 
	Several other measures accompanied the reform of the SGP. In 2011, all EU Member States were obliged to introduce the upper limits for public debt and fiscal deficits nationally (see Subsection 2.2.2). Furthermore, in 2012, a procedure for monitoring national draft budgets was introduced under the name of the European Semester.
	Finally, on 2 March 2012, 25 Member States signed the Fiscal Compact, which came into force on 1 January 2013. Currently, all 27 Member States are signatories of this intergovernmental treaty. In general, the Compact sets forth the principles of enhanced fiscal discipline inside the EU and at the national level, especially for euro -area countries, in the form of an intergovernmental treaty.
	However, as discussed in Section 2.1, the enhanced fiscal rules did not prevent a further increase in the public debt (relative to GDP). Their implementation by the European Commission and Council generally proved lax, with long adjustment periods granted to national governments remaining under the EDP, accepting numerous exceptions, and refraining from adopting financial sanctions on serial rule offenders (see Section 2.3). 
	In November 2015, the Economic and Financial Committee of the Council of the European Union (ECOFIN) approved the flexible implementation of the SGP to support structural reforms and investments (Council of the European Union, 2015). It meant, in practice, the relaxation of the EDP and possible sanctions. 
	In March 2020, after the outbreak of the COVID-19 pandemic, the SGP was suspended. Then this suspension was extended, most recently in May 2022 (until the end of 2023). Parallelly, the discussion on the reform of the EU/euro area fiscal rules has been opened. While the overview of this debate goes beyond the remit of this paper, one can risk an opinion that both intellectual and political agreement on the new rules will be complicated to accomplish. Generally speaking, there is little appetite for strict regulations, and most proposals further weaken the SGP (or alternative framework, which may replace the SGP). 
	EU member states have also developed their own fiscal rules at the national level. Moreover, in November 2011, the European Parliament and European Council adopted a directive recommending that all EU Member States would introduce upper limits for public debt and fiscal deficits into their national constitutions and legislation (Council of the European Union, 2011). This directive accelerated the creating and strengthening of such rules (see Figure 4). 
	Figure 4: Fiscal rules index (FRI) in the euro area Member States, 1997-2020
	/
	Source: European Commission, Directorate-General for Economic and Financial Affairs, https://economy-finance.ec.europa.eu/document/download/dc0a1d50-3d4a-4e66-9653-908bae851058_en?filename=design_of_numerical_fiscal_rules_2020.xlsx
	Due to differences in national constitutions and legal systems, national fiscal rules are not homogenous and are not easily comparable. Nevertheless, the European Commission attempted to calculate a cumulative fiscal rules index (FRI) for each EU Member State on a scale from -1 (lack of rules) to over 3 (the most robust rules) (Figure 4). It evaluates each country according to five criteria: (1) legal base, (2) binding character, (3) bodies monitoring compliance and the correction mechanism, (4) correction mechanisms, and (5) resilience to shocks. 
	As seen in Figure 4, the strictest rules within the euro area were adopted in Lithuania, the Netherlands, Italy, Portugal and Spain. Slovenia, Greece, Luxembourg and France found themselves on the other end of the spectrum with the weakest rules. However, it is worth noticing that the value of the FRI does not necessarily correlate with the actual fiscal performance of a given country, as illustrated by the deficit and debt figures in Tables 1-2. Furthermore, many national rules were suspended at the beginning of the COVID-19 crisis in 2020. 
	Answering this question would require a comprehensive analysis, going far beyond the thematic plan of this paper. Below we concentrate on three causes: (1) political economy factors at the national level; (2) political economy factors at the European level; and (3) fallacies of economic science. 
	The relaxation of monetary or fiscal policy is always politically more popular than its tightening. Therefore, politicians usually postpone the unpopular tightening decisions as long as possible. It often results in “too late/too little” decisions. Such delayed monetary and fiscal policy reactions were seen after the GFC and EFC and the COVID-19 crisis. This fundamental political economy asymmetry put under question the feasibility of effective countercyclical monetary and fiscal policies and other macroeconomic “fine-tuning.” 
	The time inconsistency problem (e.g., Kydland and Prescott, 1977) is another political economy problem. It refers to differences between the time decision horizon of political bodies (usually short term) and the time horizon when the economic consequences of their decisions will materialise (in most cases, in the medium-to-long term). 
	The theory of a “political business cycle” developed in the early 1970s has built various models of political determinants of macroeconomic policy decisions (e.g., Nordhaus, 1975; Alesina, 1987; Rogoff, 1990; Drazen, 2000). Most of them assumed the political business cycle to be equal to the election cycle, four or five years. However, in the contemporary political life driven by digital, highly tabloidised media and countless opinion polls, this cycle is much shorter, counted in months or weeks, making the time inconsistency problem even more dramatic. 
	Independent institutions and policy rules have been seen as solutions to both political economy problems discussed above: the unpopularity of tightening decisions and time inconsistency. This idea has been easier to implement in monetary policy and resulted in independent CBs, the decisions of which are based on transparent rules (see Kydland and Prescott, 1977; Cukierman, 1996). However, even in the case of CBs, there are limits to their independence; their charters are eventually adopted (and may be changed) by parliaments and their monetary policymakers are appointed by political bodies (Goodhart and Pradham, 2020). 
	The same idea was considered in fiscal policymaking and took the form of independent fiscal councils to determine the basic macroeconomic parameters of fiscal decisions. On the EU level, the European Fiscal Board, appointed by the European Commission, started to operate in 2016. Responding to the Council’s directive of 2011 (Council of the European Union, 2011) discussed in Section 2.2, independent fiscal councils were created in all euro area countries. Their exact legal and institutional status varies from country to country, but their prerogatives primarily have an opinion-making character (Rawdanowicz et al., 2021). Their opinions are not binding for governments and parliaments. Furthermore, it is not easy to imagine the de-politicisation of fiscal policy decisions and delegating them to technocratic bodies, as in the case of monetary policy. Budget decisions are at the core of parliamentary democracy and cannot be overridden by decisions of independent fiscal bodies. 
	Adopting the supranational fiscal rules on the EU level (see Subsection 2.2.1) was another constraint on national fiscal policy decisions. Their administration and enforcement by the “technocratic” European Commission were to make them immune to national political pressures. However, the European Commission is not an independent body; it is accountable to both the European Parliament and, via the Council of the European Union, to governments of Member States. The largest Member States, having the most significant voting power in the Council and the largest representation in the European Parliament, are particularly influential. Furthermore, several decisions related to SGP implementation must be eventually approved (or at least not rejected) by the Council (ECOFIN). 
	In such a political and institutional environment, enforcing the EU fiscal rules has always faced a collective action problem. There has been a lack of consensus among EU Member States to undertake the actions required to maintain fiscal discipline. The reason has been the large number of countries that could not follow the rules (see Section 2.1). Consequently, they have not been politically ready to punish their fellow Members States that had breached the rules.
	The same reason can explain the circumvention of the “no bailout” clause established by Article 125 of the TFEU during the EFC, which served as the foundation of market discipline in the euro area (Dabrowski, 2015). Having high public indebtedness, high debt exposures to the sovereign debt of countries in trouble, and fragile banking systems impaired by the GFC and EFC, most Member States have been afraid of cross-country crisis contagion. This factor has decreased the political appetite of Member States to enforce the “no bailout” principle. 
	The academic and expert community has also contributed to the failure to enforce the EU and national fiscal rules and put sufficient attention to the challenge of sovereign solvency. The representatives of the influential stream of economic thinking referring their opinions, not always correctly, to Keynesian theory have constantly advocated higher government spending and higher deficits as the way to boost economic growth and employment and cushion adverse shocks, regardless of their origins. For them, there was never the right time to start consolidating public finances and rebuilding fiscal buffers to be able to react to future shocks. 
	While we cannot comment on all opinions and economic policy proposals presented by those who opposed, in one way or another, fiscal consolidation and downplayed the risk of sovereign debt insolvency, we will concentrate on two particularly bad ideas. 
	The first is the belief that fiscal multipliers can be above one. It might be the case during the Great Depression in the early 1930s when crisis-affected economies had large free capacities and were only partly opened to the external world. It is rarely the case in contemporary advanced economies with a substantial degree of openness. In such circumstances, additional demand created by fiscal stimulus “leaks” easily outside a given country, increasing its imports rather than domestic production. Furthermore, the profound structural changes accompanying the COVID-19 crisis produced several bottlenecks in supply chains rather than free capacities, so additional demand created by monetary and fiscal stimuli led to inflationary pressures instead of the substantial multiplier effect. 
	On an empirical ground, Blanchard and Leigh (2013) claimed that multipliers are quite often above one, while Batini et al. (2014) suggested a more careful approach. In their analysis, the fiscal multiplier was below one in most cases. Afonso and Silva Leal (2019) found that government expenditure in the euro area economies positively affected output, with an annual accumulated multiplier of 0.44, whereas tax multipliers presented negative signs. The spending multiplier showed a higher value for countries with lower levels of public debt, with negative output gaps, and during recessions. 
	A fiscal multiplier below one can also be indirectly confirmed by the rapid growth of GG's gross debt-to-GDP ratio during the GFC, EFC and COVID-19 crisis (Figure 2 and Table 2 in Section 2.1). If the multiplier was above one, as Blanchard and Leigh (2013) suggested, countries would “grow out” of their debt. 
	The belief in a multiplier above one has led to three wrong policy recommendations. First, it has supported an aggressive countercyclical fiscal policy in the downturn phase, beyond automatic fiscal stabilisers, regardless of existing budgetary space. It was particularly controversial during the COVID-19 crisis when the economy was constrained mainly by administrative lockdown measures and the structural effects of the pandemic. 
	Second, it was the permanent campaign against the supposed “austerity” policies, including the concept of “self-defeating austerity” (Holland and Portes, 2012). Opponents of the “austerity” policies frequently questioned the rationale of the existing EU fiscal rules and their enforcement (see Krugman, 2012a, b; 2013; Layard, 2012; Soros, 2012; Skidelsky, 2015). In such an intellectual atmosphere, it was not easy to build political consensus in favour of strict enforcement of the EU/euro area fiscal rules. 
	Third, it raises naïve hopes that the economy can “outgrow” excessive debt without any fiscal consolidation effort. 
	The second critical misconception relates to the low nominal and real interest rates in the second half of the 2010s and 2020-2021 in advanced economies, including the euro area (Demertzis and Viegi, 2021; Edgerton, 2021; Rohde, 2021). 
	As a result, many policymakers and economists (e.g., Blanchard, 2019; Furman and Summers, 2020; Regling, 2022) have argued that record-low interest rates allow countries to run higher public debt levels than previously assumed without negative consequences for the stability of public finances. This optimism has been based on an (often implicit) assumption that ultra-low real interest rates will remain for long or forever. However, this is a mechanical extrapolation of the past trends without reflecting whether the factors contributing to low interest rates will continue in the future. One can imagine a gradual disappearance of a saving surplus in China and other emerging market economies (as a result of demographic changes) and an increase in investment spending related to a green transition. It will increase real interest rates (determined by the global saving-investment balance). In addition, monetary policy tightening to fight inflation pressures (already underway) will contribute to much higher nominal interest rates and, consequently, higher costs of servicing public debt. 
	In the first instance, higher interest rates will affect the countries with the most considerable gross financing needs (the sum of GG net borrowing and maturing GG debt in a given year). Generally, newly issued bond yields tend to increase when the debt level rises. That is, marginal yields are an increasing function of a debt level and its increase (Gros, 2021).
	So far, the period of ultra-low interest rates has been lost mainly for the consolidation of public finances, as seen in our analysis carried out in Section 2.1. 
	In this section, we analyse the dynamics of the 10-year bond yields of the euro area governments for 1997-2022. Data in Figure 5 is computed similarly to Tables 1 and 2: data for each country covers the period of its membership in the euro area plus two years before its accession. 
	Figure 5 allows us to distinguish several periods. The two years preceding the start of the euro project (1997-1998) were characterised by a rapid yield convergence to the level represented by the lowest-yield countries. The same happened with the yields of the countries that joined the euro area later. 
	The period between 1999 (launching the euro project) and mid-2008 (culmination of the GFC) was characterised by low yield spreads between euro area countries despite considerable differences in their fiscal positions. This interesting phenomenon can be interpreted in at least two ways, which do not necessarily exclude each other. The first interpretation refers to the low ex-ante credibility of the “no bailout” clause (Article 125 of the TFEU), confirmed by a series of conditional rescue programmes from 2010 to 2015. The second reason was the impact of a lax monetary policy in the United States, which led to abundant global liquidity from 2003 to 2008. 
	Figure 5: 10-year government bond yields in %, monthly averages, 1997-2022
	/
	Source: ECB Statistical Data Warehouse.
	The GFC and EFC changed this picture dramatically. Yields of the distressed countries increased dramatically, and they were forced to apply for the rescue programmes provided by the European Commission, IMF and ECB (the famous “troika”). The rescue programmes and ECB interventions (such as the “whatever it takes” declaration of ECB President Mario Draghi in July 2012 – see Section 3.1) cushioned market tensions and diminished yields and yield spreads. However, the spreads for the crisis-affected countries which lost unrestricted market access (Greece, Ireland, Portugal, Cyprus and Spain) remained substantial until 2014 or even longer (Greece and Cyprus). 
	The launching by the ECB of large-scale asset purchasing programmes (APPs) in October 2014, only temporarily discontinued in 2018-2019, accelerated the process of lowering yields and their convergence to a historically record-low level. Inter-country yield spreads have also been compressed, but not completely. As seen in Figure 6, the yields of Greek, Italian and Cypriot government bonds have been systematically higher (on average, by 100 basis points or more) compared to the euro area “core” represented by Germany, the Netherlands and Luxembourg. The bonds of Portugal, Spain and Malta have also been higher, but by a smaller margin. 
	Figure 6: 10-year government bond yields in %, monthly averages, 2018-2022
	/
	Source: ECB Statistical Data Warehouse.
	Figure 6 also shows that there were short periods of mini market turmoil when both yields and spreads temporarily increased, for example, at the end of 2019 and in March-April 2020, immediately after the outbreak of the COVID-19 pandemic. CBs, including the ECB, reacted to the COVID-19 crisis with a new wave of monetary easing, mainly through the intensification of APPs (see Section 3.3). It allowed continuing a downward yield trend for a while. 
	The situation started to change in August 2021. A post-COVID economic recovery, increasing inflation, market expectations of tighter monetary policy, and rapidly growing PSBR pushed up market interest rates, including government bond yields. Higher bond yields have also been associated with higher bond spreads for the most indebted countries (Figure 6), triggering the “fragmentation” debate. 
	Confronted with the necessity to tighten the euro area monetary policy, the ECB has been forced to address the “fragmentation” challenge regardless of whether it has been correctly diagnosed and whether the ECB is the right institution to deal with this problem. We will return to these questions in Chapter 4.
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	The ECB's involvement in easing sovereign borrowing conditions in the euro area started in the aftermath of the EFC in 2010 with targeted instruments such as the securities markets programme (SMP), OMT, ELA, verbal interventions and institutional participation in the “troika” rescue programmes (Section 3.1). It continued until 2015, the last round of Greece’s debt crisis. In the meantime, launching QE in October 2014 meant a general easing of sovereign debt service conditions in the euro area (Section 3.2). After a short stop in net asset purchases (between January and October 2019), they were renewed in November 2019 and intensified after the outbreak of the COVID-19 pandemic in March 2020 (Section 3.3). In the first half of 2022, the ECB started preparations for monetary tightening, which has brought back the problem of high government bond yields in the most indebted countries. This resulted in the so-called anti-fragmentation package announced on 21 July 2022 (Section 3.4). 
	Before the GFC and EFC, the ECB stood away from the public debt market except for accepting government bonds with a good credit rating as collateral for its lending operations and conducting open-market operations. This was in line with the best tradition of its most prominent institutional predecessor – the German Federal Bank (Deutsche Bundesbank) and the letter and spirit of the TFEU. 
	With the outbreak of the sovereign debt crisis in Greece in May 2010, the ECB started to intervene in the government bond market. The SMP was the first instrument launched in May 2010. It authorised the national CBs in the euro area to outright purchase “…eligible marketable debt instruments” within limits determined by the ECB Governing Council and respecting and “…according to their percentage shares in the key for subscription of the ECB’s capital”. National CBs could purchase private and government securities but the latter – only on the secondary market. The programme was designed as a temporary mechanism with the aim “…to address the malfunctioning of securities markets and restore an appropriate monetary policy transmission mechanism” (ECB, 2010). An additional monetary base created by this programme was to be sterilised by the ECB in its open-market operations. 
	According to Eser and Schwaab (2013), the SMP contributed to lowering the government bond yields of the most distressed euro area economies. Apart from significant announcement effects, the repeated ECB interventions decreased yields from approximately -1 to -2 basis points (for Italy) to between -17 and -21 basis points for Greece, per EUR 1 billion of bond purchases (of five-year maturity). 
	In August 2012, the SMP was replaced by the OMT. The OMT focused on the securities with shorter yields (1-3 years) and was seen as the complementary tool to support governments that benefited from the EFSF/ESM adjustment programmes. Again, the money supply effects of the OMT were to be fully sterilised. In practice, the OMT were never activated. 
	Parallelly to establishing the OMT, ECB President Mario Draghi made a famous statement at the Global Investment Conference in London on 26 July 2021, saying that “[w]ithin our mandate, the ECB is ready to do whatever it takes to preserve the euro. And believe me, it will be enough” (Draghi, 2012). Although he refused to specify what kind of concrete measures the ECB was ready to take, financial markets implicitly assumed that they would include interventions in the government bond markets to protect the most distressed euro area countries from sovereign default and their exit from the euro area (if necessary). In practice, the ECB was never seriously tested on the credibility of Draghi’s declaration. 
	Draghi’s speech was one of the factors (apart from EFSF/ESM/IMF rescue programmes) that calmed the market nervousness observed in the first half of 2012, at the peak of the EFC. At that time, the crisis hit – with varying intensity and in various forms – several euro area countries such as Greece, Ireland, Portugal, Spain and Italy. Greece completed the “voluntary” restructuring of its public debt liabilities (Xafa, 2014). Financial markets speculated about the potential perspective of the disintegration of the euro area. As a result, the high yield spreads of some countries reflected not only the default risk but also the denomination (exchange rate) risk. As seen in Figure 5 in Section 2.4, both yields and spreads started to decrease after the “whatever it takes” declaration. 
	One more instrument, the ELA, should also be mentioned in the context of ECB interventions in the public debt market. Formally, it was designed as a lender-of-last-resort type of instrument to support solvent but illiquid banking systems. In practice, at least in the case of Greece, it was used to help illiquid and insolvent banks and their capacity to continue lending to the insolvent government (Magnus and Xirou, 2017). 
	In October 2014, the ECB initiated large-scale APPs (see Figure 7). In March 2015, the public sector purchase programme (PSPP) started and quickly became the dominant component of the APP. 
	While the APP was motivated by monetary policy considerations (fighting deflationary tendencies), it seriously contributed to rapidly decreasing public debt service costs in the euro area. In particular, the bond yields of the most indebted countries converged towards those of the most credible countries (Ehmer, 2017). This is also well illustrated by Figures 5 and 6 in Section 2.4. The declining and converging yields between 2012 and 2021 did not regularly require targeted ECB interventions. However, some periods of market nervousness were noted in 2019 and 2020 (see Section 2.4), and they forced the ECB to intervene. 
	The highest intensity of net purchases was recorded between March 2015 and December 2017. In 2018, the pace of monthly purchases decelerated to be entirely stopped in the first 10 months of 2019 (Figure 7). The APP was resumed in November 2019 to be intensified in March and April 2020, after the outbreak of the COVID-19 pandemic (see Section 3.3). 
	Figure 7: The ECB’s APP, net monthly purchases in EUR billion, 2015-2022 
	/
	Source:  European Central Bank – see https://www.ecb.europa.eu/mopo/implement/app/html/index.en.html#pspp 
	Notes:  PSPP – public sector purchase programme, CBPP3 – third covered bond purchase programme, CSPP – corporate sector purchase programme, ABSPP – asset-backed securities purchase programme.
	Figure 8 shows that between 2015 and mid-2022, as a result of the APP, the ECB accumulated in its balance sheets financial assets worth approximately EUR 3,400 billion, most of which are government bonds. Such a portfolio has two kinds of negative consequences. First, it creates a record-high monetary base, making the disinflation policy difficult and costly. Second, it makes the ECB a hostage of the excessive sovereign debt in the euro area, which one may call fiscal dependence (Dabrowski, 2022) or fiscal dominance (Landau, 2021). 
	Unlike the United States Federal Reserve Board (Fed), the ECB never tried to start net sales of accumulated assets (sometimes called quantitative tightening, QT). Perhaps one reason why it was reluctant to reduce its balance sheet was a potential negative impact on the government bond yields of the most indebted countries.
	Figure 8: The ECB’s APP, cumulative stock of purchased assets in EUR billion, 2015-2022  
	/
	Source:  European Central Bank – see https://www.ecb.europa.eu/mopo/implement/app/html/index.en.html#pspp
	Notes:  PSPP – public sector purchase programme, CBPP3 – third covered bond purchase programme, CSPP – corporate sector purchase programme, ABSPP – asset-backed securities purchase programme.
	The outbreak of COVID-19 triggered a new wave of monetary policy easing in the euro area (similar to other currency areas). Apart from the continuation and intensification of the standard APP (see Section 3.2), the ECB launched the Pandemic Emergency Purchase Programme (PEPP) (Figure 9), which resulted in the total purchase of an additional EUR 1,700 billion of assets in 2020-2022, primarily government securities, and the further dampening of nominal bond yields, at least until mid-2021. The highest monthly net purchases were recorded between April and July 2020 and March and September 2021. 
	In comparison with the standard APP, the PEPP broadened the range of accepted bond maturities, further eased the eligibility criteria (for example, by granting a waiver for securities issued by the Government of Greece), and, most importantly, by adopting a “flexibility” principle in respect to the country structure of purchased bonds. The “flexible” approach allowed supporting the market for the sovereign bonds of the most indebted countries. 
	Figure 9: The ECB’s PEPP, net monthly purchases in EUR million, March 2020-March 2022. 
	/
	Source: ECB https://www.ecb.europa.eu/mopo/pdf/PEPP_purchase_history.csv?b403919ca5d9c7f5c08e9a7ee1a549af 
	Figure 10: The ECB’s PEPP, cumulative stock of purchased assets in EUR Million, March 2020 – March 2022. 
	/
	Source: ECB https://www.ecb.europa.eu/mopo/pdf/PEPP_purchase_history.csv?b403919ca5d9c7f5c08e9a7ee1a549af
	The surge of inflation, which started in the second half of 2021, required a firm monetary policy response through its tightening. Unfortunately, most CBs were late to respond to this challenge, and the ECB was even later than the Fed (Dabrowski, 2022). The first tightening decision was taken in March 2022 by terminating net asset purchases under the PEPP. However, the existing stock of assets purchased under the PEPP will be rolled over until at least the end of 2024. The special conditions applicable under the third series of targeted longer-term refinancing operations (TLTRO III) ended in June 2022. Net purchases under the regular APP were terminated in July 2022, but the existing stock of assets will continue to be reinvested. On 21 July 2022, the ECB Governing Council decided to increase its three key ECB interest rates by 50 basis points. It also made clear that further interest rate hikes can be expected, which is what happened on 8 September 2022, when key rates were increased further by 75 basis points. 
	Simultaneously with increasing interest rates, the ECB Governing Council announced a package of anti-fragmentation measures consisting of (1) a promise to continue reinvesting the stock of assets held in its portfolio (see above); (2) flexibility in reinvesting the stock of assets accumulated under the PEPP (that is, a continuation of the departure from countries’ percentage shares in the key for subscription of the ECB’s capital); (3) the possibility to activate the OMT; and (4) the new instrument, the TPI. 
	The essence of the TPI is the possibility to conduct unlimited secondary market purchases of public debt instruments issued by a country “…experiencing a deterioration in financing conditions not warranted by country-specific fundamentals”. The eligibility criteria for the potential beneficiary country include (1) compliance with the EU fiscal framework (currently suspended – see Section 2.2), in particular, not being subject to the EDP (also suspended); (2) the absence of severe macroeconomic imbalances, in particular not being subject to the EIP; (3) the sustainability of the public debt; the assessment is based on the analyses of the European Commission, ESM, IMF and other institutions but no specific criteria are determined; and (4) compliance with the country’s commitment under the Recovery and Resilience Facility (RRF) and country-specific recommendations (CSR) under the European Semester. 
	Like other instruments of targeted interventions on the sovereign debt market in the past, the TPI is justified to ensure the effective monetary transmission mechanism in the euro area. However, unlike in the case of instruments launched in the early 2010s (SMP, OMT) when the ECB promised the complete sterilisation of the money supply effects of these interventions, the ECB declaration is now vaguer. (“Purchases under the TPI would be conducted such that they cause no persistent impact on the overall Eurosystem balance sheet and hence on the monetary policy stance”). 
	In Chapter 4, we will assess both the conceptual framework on which the TPI is based and its operational details. We will also evaluate its potential impact on the ECB’s monetary policy and institutional independence. 
	4. FRAGMENTATION: THE WRONGLY DEFINED CHALLENGE AND WRONG SOLUTION
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	This chapter concentrates on the critical assessment of the anti-fragmentation policy and its assignment to the ECB. We start with sharing our doubts regarding the correct understanding of “fragmentation” and its root causes (Section 4.1). This is followed by a critique of delegating the “anti-fragmentation” task to the ECB (Section 4.2) and an analysis of its potential negative consequences in the economic and political sphere (Section 4.3). In Section 4.4, we assess the technical details of the TPI and the entire anti-fragmentation package. In Section 4.5, we discuss alternative solutions. 
	The notion of “fragmentation” suggests the presence of administrative and institutional barriers to cross-border financial flows. Of course, such barriers still exist because the Banking Union and Capital Market Union remain incomplete. Assessing the impact of these barriers on the fragmentation of the EU/euro area financial markets along national lines would require a separate study focusing on all segments of the financial market, not only sovereign bonds. Regarding the cross-country yield spreads on the sovereign debt market, the question is whether they are determined by cross-country barriers to capital/financial flows or by the various degrees of the sovereign indebtedness of individual countries. 
	The answer to the above question is clear: the rapidly growing public debt burden, especially in countries with the highest debt-to-GDP ratio, triggers nervousness in financial markets and their perception of increasing default risk. The absence of yield spreads, despite various debt levels in individual countries, would raise another question: whether financial markets behave rationally. Such a question was frequently asked for yield convergence in the period preceding the GFC (1999-2007) and between 2015 and 2021. 
	Indeed, the presence of yield spreads can be interpreted as some fragmentation of the sovereign debt market. Furthermore, given the size of the sovereign debt, its share in banking assets, and the role of government bonds as financial instruments, such fragmentation may spill over to other segments of the financial markets. However, no one should be surprised by lenders’ attitudes to the differentiated degrees of the creditworthiness of individual borrowers, even if they are sovereigns. And artificially compressing risk premia can only distort market functioning and market signals. 
	The real challenge thoroughly analysed in Chapter 2 concerns the excessive and rapidly growing sovereign indebtedness in the euro area (and other advanced economies). It is a root cause of the periodic nervousness of financial markets. The so-called fragmentation is only a symptom of this dramatic challenge. 
	Unfortunately, policymakers and a substantial part of the academic and expert community are not yet ready to acknowledge the fiscal nature of the “fragmentation” problem. They prefer to deal with secondary symptoms rather than address the root causes of the repeated market tensions. The political economy and intellectual reasons for such an attitude are discussed in Section 2.3 of this paper. Another reason may relate to the ECB’s legal status, which prohibits the monetary financing of public liabilities (Article 123 of the TFEU).
	The expectation that the ECB will address the “fragmentation” problem is conceptually wrong. It contradicts the principle of CB independence and is at least inconsistent with the Treaties, particularly Article 123 of the TFEU. 
	Since the beginning of the GFC and EFC, the ECB’s activism on the public debt market has triggered legal challenges before the Federal Constitutional Court of Germany and the Court of Justice of the EU. The most severe challenge concerned the PSPP, the dominant part of the APP. Regarding the legal doubts related to the PSPP, conducted on a proportional basis, they could be explained as a QE tool, the main monetary policy instrument left to the ECB in an environment of interest rates close to zero. 
	However, the targeted instruments of ECB intervention on the sovereign debt market are more difficult to be defended as consistent with the Treaties. Hence, playing various terminological substitutes such as “anti-fragmentation” or continuous referring to monetary policy transmission mechanisms as the primary justification of the targeted intervention tools. 
	By its economic characteristics, the targeted anti-fragmentation tools belong to quasi-fiscal activities (QFA), the worst form of CB activism, typical for politically dependent CBs in centrally planned economies and some developing countries (see Mackenzie and Stella, 1996; Markiewicz, 2001). 
	It looks like the ECB acceded to political and intellectual pressures to back the public debt markets of the most indebted countries. Ironically, this would mean accepting the proposals to perform the role of lender of last resort to governments, as advocated by some authors (e.g., Bofinger & Soros, 2011; Layard, 2012) in 2011-2012 at the peak of the EFC; However, these proposals were inconsistent with CB independence and its price stability mandate. 
	One can interpret the ECB’s engagement in the anti-fragmentation policy and its anti-fragmentation package of 21 July 2022 as a pragmatic move aimed at broadening its policy space. We mean the possibility of starting monetary policy tightening without the risk of being accused of triggering a sovereign debt crisis in the euro area as well as buying more time for governments to begin fiscal consolidation. The complicated construction of the TPI and other anti-fragmentation tools such as the OMT may also indicate the intention of avoiding their practical implementation, that is, stopping at the stage of the verbal declaration. 
	There are, however, two caveats to the correctness of such a calculation. First, the public debt burden of the entire euro area and its most indebted Member States increased significantly compared with the first half of the 2010s, so the actual risks in a public debt market are much higher than they were 10 years ago. Public debt management can also be more difficult when monetary policy must be tightened than during its relaxation. Repeating the trick with the “whatever it takes” declaration and the OMT in 2012 may be difficult in such a situation. The financial markets may soon test the ECB's readiness to intervene on a large scale. Second, the unprecedented era of ultra-low interest rates was primarily lost for fiscal consolidation, so there is no guarantee that the additional “breathing” space for the most indebted countries provided by the ECB will push them to start an adjustment. Unfortunately, the political economy logic of fiscal consolidation (or, more broadly – policy reforms) suggests that they begin when policymakers do not have other choices. 
	Due to the macroeconomic factors presented in Section 4.2 (rapid growth of public debt, meagre perspectives of economic growth, if any), the ECB’s involvement in backing a public debt market in the highly indebted euro area countries may not end with the July 2022 anti-fragmentation package. One cannot exclude a scenario when further monetary tightening (unavoidable due to record-high inflation) will have to be accompanied by additional ECB commitments to serve as the lender of last resort to the distressed governments. This may slow down actual monetary tightening and make higher inflation persistent for a more extended period. Consequently, it will undermine the ECB’s credibility in fulfilling its price stability mandate, feed higher inflationary expectations, and make future disinflation even more painful. 
	Such a pessimistic scenario may undermine the euro's credibility and provoke centrifugal political tendencies against the common currency in countries firmly devoted to price stability. The same may happen due to implicit intergovernmental transfers resulting from the practical implementation of the targeted anti-fragmentation tools (the effect of their quasi-fiscal character). 
	The euro’s depreciation against the US dollar and other currencies observed since the beginning of 2022 may be interpreted as evidence of the pessimistic expectations of financial markets regarding the ECB's ability to effectively perform its price stability mandate and get out of the fiscal dependence trap. It is worth remembering that in 2010-2012, at the peak of the EFC, the euro was much stronger, despite speculations on the possible exit of some crisis-affected countries from the euro area. 
	Looking at the TPI construction, one may find that this instrument will not be easy to implement in practice when needed. Several essential criteria remain underdefined. For example, the key criterion of fiscal sustainability will require an individual assessment of each country at a given time (when the implementation of the TPI is needed) based on the opinions of other institutions (see Section 3.4). What happens when these opinions differ? 
	Other criteria combined mean several tens or even hundreds of detailed policy recommendations issued under the EDP (temporarily suspended), the EIP, the CSR and the commitments/milestones declared in the recovery and resilience plans (under the RRF). What if some recommendations and obligations are met, but others are not (a frequent situation)? How should accomplishments and failures be weighed? How long will it take (against the urgent nature of the “fragmentation” tensions and the necessity of a quick reaction to calm markets)? Is a CB best positioned to make detailed policy evaluations in various spheres unrelated to monetary or even macroeconomic policy? Unlike the European Commission, the ESM and the IMF, the ECB seems to have neither sufficient expertise nor experience to run de facto rescue programmes for distressed governments. 
	The same doubts apply to the OMT, which has never been tried in practice. 
	Another question concerns the rationale for creating an entirely new framework (TPI) when a similar one (OMT) was never used (Angeloni and Gros, 2022). 
	The above-discussed criteria ambiguities and potential implementation problems suggest that, if practically implemented, the TPI and other anti-fragmentation tools may be subject to arbitrary decisions based on political rather than technocratic criteria. 
	What is the alternative if the continuation of the ECB’s backing of the sovereign debt market of the most indebted euro area countries involves so much economic, political and reputational risk? 
	The first-best option seems to be the simplest one: fiscal consolidation as quickly as possible. Regardless of its political and intellectual unpopularity, this is the only way to reduce excessive public indebtedness in the medium and long term. Waiting for another “good time” with high growth and low interest rates, which would allow “outgrowing” from debt, is too risky. Such a period existed in the second half of the 2010s, but only a few countries used it to reduce their debt burden inherited from the period of the GFC and the EFC (see Section 2.1). 
	Starting fiscal consolidation requires not only abandoning opaque theories on the potential of countercyclical fiscal policies (fiscal multiplier higher than one) and expectations that government bond yields will remain low forever (they have been growing since the second half of 2021). It is also critical to reinstate fiscal rules on the EU and national levels and make them simpler and more robust than before the COVID-19 crisis. 
	However, in the macroeconomic realities of the early 2020s, some countries accumulated so much debt that they can have problems avoiding market distress even if they start fiscal adjustment quickly. The support for them should be provided by the ESM, the institution founded in 2012 for this particular purpose but largely forgotten in the current “fragmentation” debate. The ESM is much better positioned regarding its legal mandate and institutional capacity to help governments experiencing market distress (even temporary) than the ECB. The latter should concentrate on delivering on its price stability mandate and stay away from the sovereign debt market. If necessary, the funds at the ESM’s disposal should be increased, and its policy toolkit – further expanded. 
	All EU Member States are also IMF members. In an emergency, they can also ask this institution for help. 
	5. SUMMARY AND CONCLUSIONS
	Since the 1990s, the public debt-to-GDP ratio has gradually increased in almost all current euro area member countries. In most of them, it now exceeds the Maastricht reference value of 60%, in several of them – 100%, and in a few cases – even more. This creates a severe challenge to the stability of public finances, the entire financial system, and monetary stability in the euro area. The excessive sovereign indebtedness led to the EFC in 2010-2015, directly affecting several euro area countries with high debt and threatening a partial disintegration of the euro area. Unfortunately, the lessons from this experience have not been learnt, and the practice of reacting with a generous fiscal stimulus to each kind of adverse shock has been continued until very recently. 
	Even if the problem of excessive sovereign indebtedness is often ignored by economic policy and in part of the policy analyses, it is the most critical challenge faced by most advanced economies, including the substantial number of the euro area economies. It is the main reason behind the nervous financial market reactions to the borrowing needs of heavily indebted governments. Defining it as a market fragmentation is misleading because it diverts attention from the root causes of this phenomenon, which are deep and persistent fiscal imbalances. 
	Since 2015, the large-scale APP conducted by the ECB created ample liquidity in the euro area, pushed nominal and real bond yields down, and decreased market perception of a sovereign default risk despite the ever-growing debt. However, the perspective of monetary tightening (because of inflationary pressures) and the rapid growth of public debt during the COVID-19 pandemic changed this perspective. The default risk has come back, and lenders started to look more closely at their sovereign borrowers' creditworthiness. All sovereign bond yields began to grow in the second half of 2021, but those of the most fiscally vulnerable countries grew faster than others. 
	In this context, the assessment of the ECB’s new anti-fragmentation tool, the TPI, can be done using various perspectives. It can be seen as a pragmatic step, a sort of political compromise, to unblock policy room for monetary policy tightening. It may be interpreted as a tactical manoeuvre, promising market intervention that will calm financial markets for good, but which will not be required in practice (something that happened with the “whatever it takes” declaration and the introduction of the OMT in 2012). However, given the deterioration of the debt and deficit statistics compared to the decade earlier, such a manoeuvre may not succeed. Financial markets can test the ECB’s readiness to intervene and require its further and deeper involvement in the sovereign debt market of the fiscally vulnerable countries to continue their financing at a reasonable price. It would create a slippery slope to the loss of actual ECB independence. 
	Looking at the TFEU and ECB Charter, even the anti-fragmentation tools offered a decade ago, such as the SMP or OMT, raised serious legal doubts and compromised the ECB’s independence because of their quasi-fiscal character. The same can be said about the APP and PEPP when the ECB accepted substandard government bonds or departed from the proportionality principle in purchasing bonds. The TPI is in the same type of instrument but potentially even more intrusive and requires a lot of arbitrary judgment. 
	The increasing fiscal dependence of the ECB (measured by the already high share of government bonds in its assets) makes this institution slow in reacting to rapidly growing inflation in the euro area (Dabrowski, 2022). Its further engagement in QFA and backing the debt market of the highly indebted sovereigns will worsen things. The credibility of the ECB can be seriously compromised, and the common currency project can lose its economic and political attractiveness. 
	Fiscal consolidation is the best solution to the excessive debt burden and should be started as soon as possible. When it is not enough, and the direct backing of an individual country’s debt market is needed, it should be provided by the ESM, the institution specially created for this purpose in 2012. 
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