
 
The NAIC’s Capital Markets Bureau monitors developments in the capital markets globally 
and analyzes their potential impact on the investment portfolios of US insurance companies. A 
list of archived Capital Markets Bureau Special Reports is available via the index 

 

European Bailout Mechanisms: What They Are, the Agencies Involved and Affected 
Exposure within the U.S. Insurance Industry 
Distress among Eurozone countries persists with no long-term solution on the horizon, despite 
the various efforts of European agencies, including the European Central Bank, the International 
Monetary Fund, the European Financial Stability Fund and other programs established by the 
European Commission. The definition and purpose of these institutions and programs are 
discussed in more detail in this article. 
Note that, on a daily basis, new ideas and proposals are being developed as European 
government leaders continue their discussions to devise a plan for a long-term solution to this 
sovereign debt crisis. As a result, new and more updated information to what is contained in this 
report may be available at the time of publication. 
The insurance industry’s exposure to euro-member nations (that is, those European Union 
countries that have adopted the euro as currency), as well as those countries that are part of the 
European Union but have not adopted the euro as currency, are shown in the table below. 
Additionally, the table includes a breakdown of the exposure with regard to finance-related 
investments and sovereign debt. 

https://www.naic.org/members_capital_markets_bureau.htm
https://www.naic.org/capital_markets_archive_index.htm


 
Overall, direct insurance industry exposure to both the financial-sector and sovereign debt of the 
European Union (EU) was almost $229 billion as of June 30, 2011. Only 3% of this amount was 
sovereign debt exposure. To lend further comfort, exposure to countries that have received 
bailout assistance (such as Greece, Ireland and Portugal), as well as to those that may need 
assistance in the near term (such as Italy), was minimal. 
The insurance industry is also indirectly exposed to these countries through counterparty risk 
from European financial institutions associated with derivatives. As discussed in an Oct. 14, 
2011, Capital Markets Bureau Special Report titled, “Foreign Exposure in the Insurance 
Industry,” because of market concerns about the stability of certain European Union financial 
institutions, it is prudent to have a good understanding of the exposure that counterparty risk 
creates. The table below, which was previously published in the aforementioned Special Report, 
shows the insurance industry’s top ten foreign derivatives counterparty exposure as of June 30, 
2011. The positive book/adjusted carrying values (BACV) represent transactions where the 
counterparty “owes” the insurer, and the negative BACVs represent transactions where the 
insurer “owes” the counterparty. 



 
The table below shows the total amount of EU bond and equity acquisitions and dispositions in 
the third quarter of 2011. Overall, exposure increased by $2 billion; however, this was primarily 
due to a net increase in United Kingdom (UK) investments of $2.3 billion.  Eliminating the UK, 
there was a $333 million decrease in exposure. 

 
U.S. insurers decreased their exposure to EU sovereign debt by US$127 million. More 
significantly, U.S. insurers decreased exposure to EU financial institutions by US$1.8 billion. 
Sovereign exposure to Portugal, Ireland, Italy, Greece and Spain was reduced by US$241 
million, while exposure to the financial institutions debt of these countries was increased 
modestly, by US$102 million.  This is attributed to an increase in exposure to the Irish subsidiary 
of XL Capital (US$198 million). 
European Central Bank (ECB) 



Since Jan. 1, 1999, the ECB has been responsible for monetary policy for the euro area, which 
is the second-largest economy after the U.S. economy. Today, the euro area (that is, those 
countries that have adopted the euro as a currency) includes 17 EU states; however, in 1999, 
there were only 11 (Greece, Slovenia, Cyprus, Malta, Slovakia and Estonia joined in the years 
between 2001 and 2011). The EU includes the 17 euro-member states, plus an additional 10 
member states that have not adopted the euro as currency. 
Prior to 1999, the national banks of the euro area had been responsible for conducting 
monetary policy within their respective countries. According to its website, the creation of the 
ECB was considered a “milestone in the long and complex process of European integration.” 
Since then, most (if not all) of the member countries’ national banks have become part of the 
European System of Central Banks (ESCB) and are responsible for varying mandates that may 
include controlling the money supply and formulating credit and monetary policies. 
A treaty effective June 1, 1998, established the ECB and the ESCB, with the ECB as the core of 
the Eurosystem and the ESCB. The Eurosystem comprises the ECB and national central banks 
of euro-area member states; the ESCB comprises the ECB and the national central banks 
of all EU member states. The Eurosystem’s primary mandate is to maintain price stability, serve 
as a leading financial authority, safeguard European financial stability and promote European 
financial integration. 
The ECB’s top priority is fighting inflation; i.e., managing money supply and supporting a stable 
currency. When the financial crisis emerged in late 2007, spreading globally by 2008, the ECB’s 
role was highlighted. The ECB functions similarly to the U.S. Federal Reserve, except — in 
addition to fighting inflation — the Federal Reserve also serves to promote employment. Like 
the Federal Reserve, when the financial crisis set in, the ECB reduced interest rates to near 
zero in an attempt to boost the economy. However, by April 2011, it raised its benchmark 
interest rate, while the Federal Reserve did not. 
As the financial crisis evolved, and in an effort to maintain liquidity, the ECB had been lending 
euro-area banks as much money as it wanted (within its treaty limits), except to countries such 
as Italy, which (especially lately) has needed the funding perhaps more so than some others. As 
a result, its efforts have not been too helpful. While the ECB has been unwilling to expand its 
lending, critics argue that doing so would increase the supply of liquidity that is necessary to 
stimulate the economy. According to Jens Weidmann, president of the German Bundesbank 
and a member of the ECB’s governing council: “By assuming the role of lender of last resort for 
highly indebted member states, the bank would overextend its mandate and shed doubt on the 
legitimacy of its independence.” While only having two out of 23 votes on the governing council 
that determines ECB policy, Germany is the largest capital contributor to the ECB. In addition, 
its central bank, the Bundesbank, is the largest institution within the network of central banks. 
The ECB’s charter does not permit it to buy bonds directly from national treasuries (as the 
Federal Reserve was able to do through its Quantitative Easing (QE) programs), though it can 
and does buy government bonds in the open market. Since 2010, the ECB’s bond borrowing 
has been relatively small, at about €200 billion (US$269 billion) so far through November 2011. 
In comparison, the Federal Reserve has purchased $2 trillion in government bonds and 
mortgage-backed securities through the QE programs. As of the end of November 2011, the 
ECB’s new president, Mario Draghi, suggested that he would consider, under certain 
circumstances, expanding the scope of the central bank’s bond purchase program, but the 
Eurozone governments would have to strengthen their budget rules. The ECB has been 
purchasing Spanish and Italian bonds in the open market in an attempt to suppress their 
borrowing costs. However, this has not achieved the desired outcome, as global investors are 
concerned that either (or both) of these countries could be the next to request bailout funding. 
European Financial Stability Facility (EFSF) 
The EFSF was created in May 2010 to provide financial assistance to euro-member states. It is 
currently backed by guaranteed commitments from the 17 member states for €780 billion and, 



as of October 2011, had a lending capacity of €440 billion. The EFSF has been rated ‘AAA’ by 
Standard & Poor’s and Fitch Ratings and ‘Aaa’ by Moody’s Investors Service. The EFSF is not 
to be confused with theEuropean Financial Stabilization Mechanism (EFSM), which is discussed 
in more detail below. 
The EFSF is considered to be insufficient by many market participants. As of November 2011, it 
had €250–€350 billion available after deducting current and expected commitments to Greece, 
Portugal and Ireland, which is not enough to help Italy or Spain, should either (or both) require 
bailout assistance. Investor confidence in the EFSF has waned, due in part to concerns over the 
structure of the fund, as well as over France as the second-largest capital contributor to the fund 
(perhaps due in part to the status of France’s highest credit quality, long-term sovereign debt 
rating being on credit watch negative by at least one rating agency). While EU finance ministers 
have agreed on a way to increase the EFSF to €1 trillion, it would require contribution from the 
International Monetary Fund, likely through bilateral loans. As it stands currently, the combined 
amount of Italian and Spanish debt totals US$3.3 trillion. 
International Monetary Fund (IMF) 
The IMF consists of 187 member countries and is a specialized agency of the United Nations, 
but has its own charter, governing structure and finances. The IMF’s objective is to ensure 
international monetary stability by tracking the global economy, as well as the economies of its 
member countries; lending to countries with balance of payment difficulties; and providing policy 
advice to members. The IMF generally lends to low- to middle-income countries that are unable 
to access financing elsewhere, with the intention of restoring macroeconomic stability. It also 
provides loans to countries to assist with developing their economies and reducing poverty. IMF 
loans are generally subject to strict conditions. 
With the onset of the financial crisis, the IMF took several steps to assist struggling economies 
of its member states. The IMF restructured its lending policies, including creating a flexible 
credit line for those countries exhibiting strong economic fundamentals. Other reforms include 
tailored loans to low-income countries so that funds could be disbursed quickly and 
unconstrained by quotas as they had been in the past. In October 2008, the IMF created a new 
short-term liquidity facility that provided “large, upfront quick-disbursing, short-term financing to 
countries with strong policies and a good track record [to] address temporary liquidity problems 
in capital markets.” 
In March 2009, the IMF announced it would be restructuring how it lent money by offering higher 
amounts and configuring loan terms based on a country’s strengths and circumstances. In 
addition, through support from creditor countries, including a US$100 billion contribution from 
Japan and €75 billion from the EU, the IMF increased its lending capacity from US$250 billion. 
In a 2010 meeting of the Group of Twenty Finance Ministers and Central Bank Governors (G-
20), the IMF’s lending capacity was increased three-fold to $750 billion. In addition, it doubled its 
concessional lending to the world’s poorest countries, and had lent more than $50 billion to 
emerging market countries affected by the crisis, such as Belarus, Hungary, Iceland, Latvia, 
Pakistan, Serbia and Ukraine. Concessional lending for low-income countries is funded through 
separate contribution-based trust funds. 
For the most part, the IMF obtains its funding from member countries through designated 
quotas that are reviewed every five years. The most recent review was in January 2008. Since 
early 2009, the IMF established approximately 17 new bilateral loan and two new bilateral note 
purchase agreements for a total amount of US$206 billion and US$61 billion, respectively (as of 
September 2011), to increase its capacity in support of member countries that have been 
negatively impacted by the sovereign debt crisis. The IMF is also the world’s third-largest holder 
of gold, which it may sell or accept as payment, though such use is strictly limited, if it receives 
85% of the member countries’ vote of approval. 
European Commission (EC) 



The EC is the executive body of the EU. It operates through three programs whereby it may 
grant or loan funds to the EU as a borrower. The EC obtains funds via issuing debt instruments 
in the capital markets. EU assistance tends to be medium-term, with maturity dates ranging 
between five and 10 years, though it can be as short as three years and as long as 15 years. 
The three programs include: 

• European Financial Stabilization Mechanism (EFSM): Provides support to euro-area member 
states, up to €60 billion. Committed for Ireland and Portugal: €48.5 billion, with an aggregate 
€28 billion disbursed as of October 2011. 

• Balance-of-Payments (BoP) Assistance: Provides support for member states that have not 
adopted the euro, up to €50 (€13.4 billion disbursed to Hungary, Latvia and Romania as of 
October 2011). 

• Macro-Financial Assistance (MFA): Financial aid program for non-member states (€497 million 
outstanding as of October 2011). 

The EC also manages the package of pooled bilateral loans from euro-area member states to 
Greece, also known as the Greek Loan Facility, for a total amount of €80 billion, of which €47.1 
billion has been disbursed as of October 2011. EU borrowings are unconditional obligations of 
the EU and guaranteed by the 27 member states. In addition, in July 2011, the euro-area heads 
of state decided to extend Greece a second funding program that was to be provided by the 
euro member states, but using the EFSF along with the IMF and an expected voluntary 
contribution by the private sector. More detail on aid to Greece is discussed in the section 
below. 
Aid to Greece 
The Greek government first approached the IMF for financial support in April 2010. In May 
2010, the IMF approved a three-year €30 billion stand-by arrangement, with €5.5 billion 
immediately disbursable, for fiscal policy and pro-growth measures. In addition, as part of a joint 
financing with the EU, Greece received an additional €80 billion from euro-area member states 
in bilateral loans, with €20 billion immediately disbursable. On a combined basis, therefore, 
Greece was eligible for €110 billion in financial support over three years. The intent was for 
Greece to not need to access international financial markets until 2012. 
After an initial status review in September 2010, another €2.57 billion was disbursed by the IMF, 
followed by €4.1 billion in March 2011 and €3.2 billion in July 2011. Upon its fifth review in 
October 2011, it was clear the situation in Greece had not improved, and the sovereign debt 
crisis had since spread to other peripheral Eurozone countries. Greece’s fiscal target for 2011 is 
not expected to be met, not only because of a drop in gross domestic product (GDP), but also 
because of missteps with regard to implementation of some of the agreed-upon measures. 
The timing for the next disbursement by the IMF — this time for €8 billion — was originally held 
by the IMF and EU until Greece responded to their calls for making deeper budget cuts. This 
sixth installment had also been subject to Greece raising money in the private sector. However, 
as of Nov. 30, 2011, Eurozone finance ministers agreed to grant Greece €5.8 billion of the €8 
billion, while the IMF approved an additional €2.2 billion on Dec. 5, 2011. 
Next to Receive Aid: Ireland and Portugal 
While the Eurozone sovereign debt crisis essentially began with Greece, not long after, it spread 
to both Ireland and Portugal, which requested financial assistance due to the spread of 
sovereign debt distress within their respective countries. As a result, according to the EC 
website, a program was established for each country as follows: 
Ireland 
A total of €85 billion in financial support has been granted to Ireland; €35 billion of which is to be 
used to overhaul its banking sector, with the remainder to be used to restore its fiscal deficit by 
2015. A joint package of funds, which was agreed upon at the end of November 2010, includes 



contributions from the EU; euro-area member states; bilateral contributions from the UK, 
Sweden and Denmark; the IMF; and funds from Ireland’s treasury: 

• €17.5 billion from Ireland’s treasury and National Pension Reserve Fund. 
• €67.5 billion in external support: €22.5 billion each from EFSM, the IMF and EFSF, plus bilateral 

loans from the UK (€3.8 billion), Denmark (€0.4 billion) and Sweden (€0.6 billion). 

Assistance to Ireland includes a contribution from its treasury’s “cash buffer,” as well as from 
investments of its National Pension Reserve Fund, which was established in 2001 to cover the 
costs of Ireland’s social welfare and public service pensions from 2025 onwards. Additional 
disbursements will be determined by Ireland’s need, in conjunction with a quarterly review by 
the EC in cooperation with the IMF and ECB. Program disbursements are to occur quarterly 
over three years and depend on compliance reviews. 
Portugal 
Effective in May 2011, a total of €78 billion in loans has been granted to Portugal in part for the 
purpose of reforms to boost growth, create employment and improve competitiveness, as well 
as to develop a fiscal strategy and financial sector strategy that includes recapitalization and 
deleveraging. Portugal’s aid includes a €26 billion disbursement from each of EFSM, EFSF and 
the IMF. Similar to Ireland, additional disbursements are to be made quarterly upon a 
compliance review. 
As of October 2011 an aggregate of €30.3 billion of the EFSM had been disbursed to both 
Ireland and Portugal. Another €10 billion is expected to be funded in 2012, followed by 
approximately €8 billion in 2013–2014. 
Italy: On Watch for Potential Bailout Assistance 
Italy has become the next Eurozone country to watch. Concern over Italy’s increasing borrowing 
costs, combined with slow economic growth, has increased the likelihood of it requiring a 
bailout. The most recent auction of Italian bonds (Nov. 27, 2011) attracted more buyers than 
anticipated (mostly domestic banks), but yields were at record high levels as investors 
demanded high return for the relative risk. As a result, the country’s borrowing costs have 
become worrisome. The recent change in Italian government leadership was hoped to mitigate 
concern related to borrowing from the country; however, the reverse effect occurred during this 
latest auction. While the ECB has been buying Italian government bonds in the open market, it 
has only been doing so on a limited basis, and, therefore, not sufficiently enough to keep 
borrowing costs down. Thus far, ECB officials have limited the central bank’s role in bond 
repurchasing citing reasons such as moral hazard, fear of losing political independence and 
limitations of its legal mandate. 
Italy has approximately €400 billion in debt coming due in 2012. Despite a possible €100 billion 
it could receive from the IMF, it would still need to raise the remainder elsewhere. However, 
Italy’s Prime Minister Mario Monti announced that he intends to propose a new package of fiscal 
and structural measures that are aimed at balancing Italy’s budget by 2013, despite slow 
economic growth. As of the beginning of December 2011, Italy’s total outstanding debt was 
approximately €1.9 trillion (US$2.0 trillion). 
Current Events and Proposals 
Eurobond 
Given that the bailouts do not seem to be rectifying the sovereign debt crisis, the EU has 
derived a proposal to issue a “eurobond,” or a common bond across the member national 
governments. The EC has suggested three different approaches; however, Germany, the 
strongest economy within the union, opposes the idea completely. Germany’s concern is that it 
would be responsible for guaranteeing the debt of other countries that may not, in its opinion, be 
spending wisely. 



The first option would terminate bond issuance on the national level. Rather, the Eurozone 
governments would raise new capital in euro bonds that are jointly guaranteed by the 17 
member states. Any existing national bonds would be converted into eurobonds. Effectively, 
credit risk would be pooled across the euro members and each government would agree to 
guarantee the debt of every other government. 
The second option calls for the national governments of the euro members to raise capital via 
eurobonds up to a certain limit, such as 60% of a country’s GDP. These bonds would benefit 
from a joint guarantee by all of the member states, and, beyond the limit, the countries would 
issue bonds in their national currencies. These first two options, however, would require 
changes to the treaty that governs the EU — something that would not be accomplished quickly, 
because it requires approval by the 27 EU countries. 
The last option, which would not require a treaty revision, involves having the national 
governments issue eurobonds up to a specified limit. These eurobonds would be guaranteed 
jointly by the euro members only up to the specified limit. The quality of these bonds could be 
improved by providing collateral. 
Proposal for a New Eurozone Member Pact 
Typically, in times of financial crisis, a country’s central bank can utilize monetary policy to 
devalue the national currency. However, individual euro member countries do not have the 
power or ability to devalue the euro because it is a common currency. As a result, the political 
leaders of Germany and France are leading efforts in negotiating a pact among the Eurozone 
members in an attempt to avoid a break-up of the euro currency bloc. While the proposal has 
not yet been agreed upon, it essentially creates a centralized fiscal-enforcement authority that 
has the power to seize control of national budgets of euro member states that are viewed as 
excessive. That is, there would be more centralized oversight of national fiscal and budget 
policies with penalties to those countries that violate the rules of discipline. While it appears that 
the ECB is supportive of this plan, it is hoped that this new pact would also encourage the ECB 
to be more aggressive in its actions in terms of intervening in the bond markets. This pact was 
devised, in part, because amending the EU treaty — which involves consensus of the 10-non 
euro currency nations, in addition to the 17 existing members — would be too time-consuming 
given the urgent circumstances. It is considered a “…a pact of euro-zone members for a new 
governance…” by France’s budget minister, Valerie Pecresse. While Germany has expressed 
concern over a fiscal union among the Eurozone countries creating tension with the non-euro 
members, the worsening debt crisis, along with the amount of time it would take to make an EU 
treaty change, somewhat mitigates its concern regarding a “two-tiered” Europe. 
Central Banks to Provide Funding 
On Dec. 1, 2011, six central banks — including the Federal Reserve Bank (the Fed), the Bank 
of Canada, the Bank of England, the Bank of Japan, the Swiss National Bank and the ECB — 
announced that they have joined together to increase liquidity in Europe by providing “…cheap, 
emergency U.S. dollar loans to banks in Europe and elsewhere..” through February 2013. 
Effectively, the Fed will lend dollars to other central banks that will, in turn, make the dollars 
available to banks under their jurisdiction. This action is due in part to foreign banks’ difficulties 
borrowing dollars, which they need to finance existing obligations and to make new loans. 
While this is not a solution to the Eurozone debt crisis, it perhaps will provide some additional 
time for European finance ministers to persuade the IMF and ECB to intervene further in the 
bond markets, as well as give European banks some interim lending power. According to a 
statement by the six central banks: “The purpose of these actions is to ease strains in financial 
markets and thereby mitigate the effects of such strains on the supply of credit to households 
and businesses and to help foster economic activity.” Coincidentally, ECB President Mario 
Draghi has hinted that he might consider being more aggressive with the central bank’s bond 
purchasing program (without violating its treaty), provided that member countries take action to 
become more disciplined with regard to fiscal spending: “What I believe our economic and 



monetary union needs is a new fiscal compact. It is time to adapt the euro area design with a 
set of institutions, rules and processes that is commensurate with the requirements of monetary 
union.” 
Summary 
While the Eurozone debt crisis is not anywhere near being solved, new measures are being 
proposed, meetings are being held and funds are slowly being disbursed in an attempt to 
prevent the crisis from worsening and to finally devise a long-term solution. Contributions made 
by European agencies such as the IMF, ECB and EFSF have, thus far, not been adequate to 
solve the spreading crisis; perhaps due in part to confinement by political constraints and treaty 
limitations, but also because of a lack of fiscal discipline by the affected countries. 
Consequently, there have been changes in government leaderships among some of the 
affected countries, such as with new prime ministers in Greece and Italy. Perhaps these 
changes, along with the creation and implementation of more effective measures, will eventually 
restore global investor confidence. On Dec. 9, 2011, there will be an EU summit whereby 
additional discussions will take place regarding the crisis and suggested remedies. 
As euro area members have sought, and continue to seek, financial assistance, the NAIC has 
been monitoring the insurance industry’s exposure to the affected countries (both directly and 
indirectly through derivative exposure). The NAIC will continue to monitor this situation closely. 



 



 



 

 

Questions and comments are always welcome. Please contact the Capital Markets Bureau 
at CapitalMarkets@naic.org. 
The views expressed in this publication do not necessarily represent the views of NAIC, its 
officers or members. NO WARRANTY IS MADE, EXPRESS OR IMPLIED, AS TO THE 
ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY 
PARTICULAR PURPOSE OF ANY OPINION OR INFORMATION GIVEN OR MADE IN THIS 
PUBLICATION. 
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