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 Options to increase EU firewall on March 30  

 
• After the second bailout of Greece and the approval of the fiscal compact, the next major step in the 

European strategy to regain market confidence is strengthening the liquidity firewall to avoid 
potential contagion across peripheral countries. In December 2011, the EU decided to put forward the 
introduction of the European Stability Mechanism (ESM) to July 2012 instead of mid-2013 as previously 
projected. The ESM Treaty was signed in February 2012. The current debate on how to strengthen the 
firewall focuses in combining, at least temporarily until the EFSF expires, the firepower of ESM with the 
EFSF. A decision must be taken by the Eurogroup next Friday. Increasing the funds available is also 
important to ensure that the IMF raises its contribution to solve the European crisis, as the Fund has made 
clear that more funds will be ensured only once Europe reinforces its firewall. In this respect, the 
European Comission has published a document proposing three different options to approach the 
combination of both funds. Here we briefly describe such options and provide an assessment. 

• Option 1 provides a new lending capacity of EUR500bn beyond the €200bn already committed by the 
EFSF. The EFSF would no longer be available for new lending after 1 July 2012, but it would continue to 
service its existing commitments. The size of the firewall would be clearly insufficient, both to convince the 
markets and to unlock resources from the IMF/G20. The only difference with the current setup is that up to 
now it was established that the ESM would substitute the EFSF, and therefore it could be assumed that its 
€500bn would include the €200bn inherited from the EFSF, rather than adding to them. 

• Option 2 provides temporary new lending capacity of €740bn, by combining the full ESM capacity 
(€500bn) plus the unused EFSF capacity (€240bn) until the latter expires by July 2013. Afterwards, the 
permanent firewall would be reduced to €500bn from the ESM. On top of this, there are the €200bn 
already committed from the EFSF, which would be slowly paid back to member countries and would not 
be added to the lending capacity of the ESM. The size of the firewall under this option would be enough in 
the short-term, up to mid-2013. After that date, the lending capacity is reduced while market pressures will 
possibly still persist. 

• Option 3 provides new lending capacity of €740bn as in option 2, but permanent rather than 
temporary, by combining the €500bn from the ESM with the so far unused €240bn from the EFSF, which 
would be transformed into additional capital for the ESM as from the ESM creation, in July 2012. The 
already committed €200bn by the EFSF would be paid back to member countries, as in option 2. This 
option would strengthen both the size of the firewall, and its quality, which in the ESM is in the form of 
capital contributions rather than guarantees. Furthermore, the size of the resulting firewall would be large 
enough to convince markets and the IMF to provide more funds, reaching a total power beyond €1tr. 

• In all three options a key aspect will be the speed at which the new capital of the ESM is actually 
paid. This is important because markets could perceive that the amount available by July 2012 could be 
too small in the face of a major accident in the short-to-medium term. Under the current Treaty, the loan 
capacity of the ESM is limited by the calendar of capital disbursements of 1/5 per year, of a total paid-in 
capital of €80bn. This limits the initial lending capacity of the ESM to €100bn, once the first instalment is 
paid by within fifteen days after the 1 July 2012. However, the Treaty allows for an acceleration of such 
payments. Indeed, a new, more rapid calendar decided on Friday would be welcome by markets. .  

• Which option will be approved? Option 1 is clearly insufficient and will probably be discarded by European 
authorities. Option 3 would be the boldest one, but it will face strong political opposition from Germany, 
where the provision of new funds will be difficult to be approved by the Parliament. We think Option 2 is 
the most probable, with a possible lengthening of the transition period to beyond mid-2013, such 
that the extended firepower is available while most countries are still trying to adjust their deficits. 

• However, the temporary coexistence of the EFSF and ESM in option 2 raises some doubts: Where 
will new lending to a given country come from, the EFSF or the ESM? Both options have different 
implications for the interest rate charged to countries, which in principle depend on the funding costs of the 
EFSF/ESM and these in turn would differ due to their different funding structures (guarantees for the EFSF 
and paid-in capital for the ESM). In order to maximize the size of the firewall, it would be preferable during 
the transition period to provide loans through the EFSF before its capacity expires. In addition, the 
implementation and working capacity of the EFSF has been clearly below expectations since its creation 
by mid-2011. Now it will have to coordinate its operations with a new body, solving inter alia the problem of 
coordinated debt issuances. Probably it would be more transparent to merge both bodies into a single one, 
even in the transitory period, although admittedly this could face institutional hurdles. 

• All in all, we expect from Friday meeting an expansion of the firewall at least using option 2 above. 
Option 1 would be a disappointment. If option 2 is kept, it would be desirable to extend the transitory 
period for two more years. In addition, the calendar for the ESM capital payment should be clarified and 
accelerated, while the coordination of ESM and EFSF during the transitory period should be clarified in key 
aspects such as rules to access funds from one or the other and debt issuances. 
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Joint EFSF / ESM effective new lending capacity 
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 DISCLAIMER 

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya 
Argentaria, S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the report and are 
subject to changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof. 

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, 
or to undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any 
kind. 

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may 
not be appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken 
into account to prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and 
obtaining such specialized advice as may be necessary. The contents of this document are based upon information available to the public that 
has been obtained from sources considered to be reliable. However, such information has not been independently verified by BBVA and 
therefore no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for 
any direct or indirect losses arising from the use of the document or its contents. Investors should note that the past performance of securities or 
instruments or the historical results of investments do not guarantee future performance. 

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. 
Investors should be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-
yield securities can involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the 
potential losses may exceed the amount of initial investment and, in such circumstances; investors may be required to pay more 
money to support those losses. Thus, before undertaking any transaction with these instruments, investors should be aware of their 
operation, as well as the rights, liabilities and risks implied by the same and the underlying stocks. Investors should also be aware that 
secondary markets for the said instruments may be limited or even not exist. 

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments 
referred to, directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account 
in those securities, provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related 
thereto or to their shareholders, executives or employees, or may have interests or perform transactions in those securities or instruments or 
related investments before or after the publication of this report, to the extent permitted by the applicable law. 

BBVA or any of its affiliates´ salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to 
its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading 
and investing businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this 
document may be (i) copied, photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written 
consent of BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or 
entities in the same) in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant 
jurisdiction. 

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling 
within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”), 
(ii) are persons falling within article 49(2) (a) to (d) (“high net worth companies, unincorporated associations, etc.”) Of the financial promotion 
order, or (iii) are persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the financial 
services and markets act 2000) may otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). 
This document is directed only at relevant persons and must not be acted on or relied on by persons who are not relevant persons. Any 
investment or investment activity to which this document relates is available only to relevant persons and will be engaged in only with relevant 
persons. The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained 
by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking 
business; nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking. 

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.  

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules 
to prevent and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for 
Security Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”. 

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of 
Spain with number 0182. 
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