
Credit Analysis of the AAA rated EFSF  

The European Financial Stability Facility (EFSF) is a company that was set up in June 2010 under 

Luxembourg Law to provide financial assistance to member countries of the Euro Zone.  It is 

authorized to raise funds to provide loans to member countries experiencing financial stress, 

intervene in the primary and secondary debt markets and participate in the recapitalization of 

banks of member countries.  The facility is rated AAA by Moody’s, S&P and Fitch.  

A Commonsense Methodology for assessing EFSF’s Credit Risk Profile

Much as the authors of the EFSF might like to pretend otherwise, there are only four ways in 

which a debt can be settled.  It has to be repaid in full at maturity, refinanced in full, written 

down in value (or restructured to the detriment of the creditor) or defaulted upon.  Because the 

latter two options involve triggering CDS contracts and the former two options require internal 

or external cash generation (both of which are increasingly scarce), the governments of the Euro 

zone are attempting to keep the debt issue in a state of suspended animation through devices 

such as forced writedown of Greek debt (while pretending the writedown was not forced) and 

the EFSF mechanism (to buy time).  But any investor in the EFSF must adopt the following 

commonsense based methodology for his credit analysis.  This analysis is valid for the EFSF 

structured without leverage.   The EFSF with leverage wherein the facility provides guarantees in 

the form of first loss cover to various SPVs, which in turn borrow, makes sense only for retarded 

investors.   

1)  The credit strength of the EFSF relies on the guarantees provided by the member states of 

the Euro Zone.   Hence one must first list out the countries whose credit assessments must be 

done to evaluate the EFSF.   One has to remove Greece, Portugal and Ireland as these countries 

are borrowers from the facility and hence do not contribute to the guarantee. At a later stage, 

credit assessment of these countries has to be done to estimate how much credit support these 



countries would require.   And one can ignore Cyprus, Estonia, Finland, Luxembourg, Malta, 

Slovakia and Slovenia as each of these countries contribute to less than 2% of the guarantee and 

are also unlikely to require a bailout at any stage.

2) For the other seven countries guaranteeing the EFSF, one has to check if they have the 

wherewithal to provide such support after providing for their own country’s debt.  This involves 

assessing the consolidated risk of the country (the extent to which a country is leveraged 

through government and bank borrowing) and comparing it with available resources (tax 

collection from GDP,   net interest margin in excess of credit writedown and bank capital).  At its 

core, the methodology was described in Chapter 3 of the book Stories in Credit Analysis (See 

https://crediteye.wordpress.com/2011/02/17/chapter-3-consolidated-financials-and-

consolidated-risk-edited/).

3) The tricky step is the consolidation of a government’s balance sheet with that country’s 

banking sector balance sheet.  Unless a banking system is very fragmented (say as in Germany 

with its Ladesbanks) the task can, to some extent, be simplified by considering only the top 10 

banks by assets.

4)  The asset side of a government’s balance sheet includes state ownership in companies, state 

ownership of assets (whether income producing such as toll roads or ones than can be 

converted into tollable assets without riots breaking out and which can subsequently be sold), 

state ownership of rights that can auctioned ( for example ownership of telecom spectrum 

rights, mining rights, real estate development rights etc) and the present value of taxes that can 

be raised from now till the end of time.  Obviously you can’t include on the asset side a 

submarine which can be sold to China  as such a sale could involve breaking a defence pact with 

a third country.   The last item on the asset side, the present value of tax collection, is not 

straight forward and we will handle it together with present value of government spending.  
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Obviously it is not easy to assess the assets of a government sitting in Brasilia, Moscow, Mumbai 

or Beijing and hence it is foolish for investors located there to jump and invest in the EFSF 

without “ground zero” analysis.  What can be tolled and what can’t be cannot be estimated 

through long distance analysis.  Analysis far from the epicentre of an investment opportunity 

can be very powerful because the analyst is free from the influence of local prejudices.   But it 

just does not work here.   

5) The liability side includes debt, and more importantly, present value of unfunded liabilities.  In 

the debate on the orgy of government debt analysts are ignoring how much worse the situation 

would be if one incorporated the unfunded/underfunded pension and health care liabilities. 

One can’t airily assume that these unfunded obligations can be cut easily (keep in mind a 

dissatisfied populace can vote to prioritize these liabilities over debt repayment in a referendum 

organized by politicians looking for a place to hide).  Even if these are cut, it will have a 

debilitating impact on current demand (as households save a greater proportion of their income 

to fund their own health care and retirement requirements) and severely dent current 

government tax collection as corporate profits fall and unemployment payouts increase.   The 

task for the analyst is to assess to what extent the unfunded liabilities can be cut without 

trouble breaking out and creditor interests being threatened.

6) Coming back to the present value of government tax collection and government spending- 

one should calculate the present value of the primary surplus (i.e. present value of tax minus 

spending before considering interest payments).    Now the government is not in the business of 

storing societal wealth- hence the PV (tax receipts) minus the PV (spending), when one 

considers till the end of time, has to be zero.  This might seem like nonsense in an environment 

of sovereign wealth funds set up by various governments across the world.  Consider an oil rich 

country like Norway.  Every year it ploughs receipts from oil sales into its sovereign wealth fund. 



Is not the government then storing up societal wealth from cash receipts?  The answer is no, 

because when the oil is drilled, all that happens is societal assets change from one form (oil) into 

another form (forex reserves).  

This does not mean that over the next few years (say under an IMF program) a country cannot 

have higher PV(tax receipts) than PV (spending).  But for filling up the asset side and liability side 

of a society’s consolidated financials, one has to sum the present value of the primary surplus till 

the end of time and that value is zero.

We are not saying that a society’s assets and hence wealth will remain same for all times- a 

society’s innovation ability, increased efficiency in capital usage and ploughing back of savings 

into productive avenues will increase assets and wealth.  But a creditor testing if a society is 

solvent at any point in time should not ascribe a value to it.  That is the domain of the venture 

capitalist.

7) At the next step, to the asset side of a government’s balance sheet add the capital of the 

banking system (or the capital of the 10 top banks by assets if there is a concentration of 

bank assets) and to the liability side add net loan assets.  Net loan assets are defined as 

non governmental loans minus borrowings of the banks.   Obviously, it is critical that all 

loan assets are valued correctly, i.e. assets of questionable quality are written down in 

value. (See http://crediteye.wordpress.com/2010/11/12/chapter-4-valuation-of-assets-

and-liabilities/ for a discussion on how bank lending and trading assets must be 

handled)

If the disclosures are poor and assets cannot be correctly valued with the information revealed, 

the credit analyst must be aggressive with his loan write down assumptions, particularly if the 

country’s SDR is high.  For some banks, it might turn out that the net loan assets have a negative 
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value, implying capital has to be infused by the government to protect depositors and other 

creditors.  And loans by a bank to its own government must be deducted from capital when 

using this framework. 

Bank asset quality will definitely fall in the Eurozone with the austerity measures and 

concomitant fall in demand and corporate earnings profile.  Also bank asset values would fall 

when many banks simultaneously resort to asset sales to shore up their capital ratios.  This 

would require further capital to write off losses in asset valuation.  And for shoring up the 

capital base, they will reduce further lending, impacting the economic growth and credit quality. 

It is well known that the countries of Europe got leveraged on the back of the silly Basel- I norm 

that assigned 0% risk weight to OECD sovereign debt.  And in the Basel II environment, the 

insanely high ratings assigned by the rating agencies ensured that most sovereign debt either 

continued to have 0% risk weight or some asininely low risk weight.   However, if you had used 

our methodology of “Consolidated Societal Financials” on European sovereign debt in 2003, you 

would have realized all was not hunky dory with sovereign credit quality, irrespective of what 

the rating agencies said.  And if you had used our method of valuation of bank assets as 

described in “Valuation of Assets and Liabilities”, you would have known that bank asset quality 

would soon deteriorate.  Any credit analyst who writes down loans after a crisis has struck is not 

earning his keep.  The task of the analyst is to forecast losses before they occur.

8) After the adjustment to the government balance sheet has been done to take into 

account the banking system’s assets and liabilities, check if the assets are higher than 

the liabilities.  If they are not, the government is in no position to provide guarantees- 

au contraire it might itself need a bailout.  That might be the outcome if you did an 

assessment of Belgium, Spain and Italy- three countries which together provide almost 



36% of the EFSF’s guarantees.  And the analysis for France, which contributes almost 

22% of the guarantee might throw some shocking results. 

9) Carry out step 8 for the seven large Eurozone countries providing the EFSF guarantee. 

Sum the net asset value (after subtracting the liabilities from the assets) for the seven 

countries.  If the amount turns out to be positive and is higher than the amount 

guaranteed by the EFSF, an investment in an unleveraged EFSF makes sense.

Concluding Thoughts        

We think it is only a matter of time before the rating agencies downgrade the EFSF.   The 

downgrade will happen not because the rating agencies realize the folly of their methods- it will 

happen because they realize that France is not a AAA country and hence even their own 

methodology will call for the downgrade.    And if the EFSF leverages itself by providing first loss 

cover to SPVs that can borrow, any investor in such debt must have his head examined.   

The Chinese wealth fund which had a bad experience investing in western assets such as 

Blackstone prior to the credit crisis might find it even more difficult to explain to the Central 

Committee if the value of the EFSF bonds plunges.  The Politburo Central Committee might 

enquire of the wealth fund managers why they did not instead use the funds more productively 

to buy a copper mine in a country run by an unsavoury dictator with a fondness for shooting 

down his own people.  And the Singapore wealth fund which saw its investments in UBS go up in 

smoke might be less enthusiastic this time around and might not even bother to go through the 

motion of credit analysis.  
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