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18 January 2010 SH-11-4-3-4 

Treasury Report: Asset Management: Triggers and Governance 
Arrangements 

Executive Summary 

 

At the Financial System Issues meeting in November the Minister of Finance asked for 
Treasury to do further preparatory work on the idea of an Asset Recovery Fund, in order to 
ensure we are best placed to be able to implement such a contingency option, should it ever 
be required. Specifically, further work was required on the likely triggers for intervention, and 
the operational and governance arrangements of such a fund.  

This report summarises the previous analysis and discussions, identifies the trigger points for 
initiating such a Fund, and assesses the broad structure and governance arrangements that 
could be used. 

The Asset Recovery Fund is being developed as a contingency option in the unlikely event 
that, following the failure of firms under the DGS, there is evidence that normal receivership 
processes are likely to lead to a higher than expected loss and that the Crown may be able 
to realise lower losses by managing assets itself. Our central expectation remains that, in the 
event of firm failures, established commercial receivership processes are likely to lead to the 
best overall outcome for the Crown.  
 
The report concludes that there may be advantages in considering using               as 
the asset manager in the event such a contingency option is required. The main advantages 
are that it has established governance arrangements and already has the role of managing 
assets for long-term Crown benefit. There would be a number of technical and policy issues 
to be considered if this were to be developed as a contingency fund model, on which we 
would need to engage with               to resolve. 

Recommended Action 

We recommend that you agree that, if circumstances require, Treasury initiates confidential 
discussions with                and potentially                   on the feasibility of 
managing any potential Asset Recovery Fund. 
  
Agree / disagree / further information 
 
 
 
 
 
 
Joanna Gordon 
Manager, Financial Markets and Institutions 
for Secretary to the Treasury 
 
 

Hon Bill English 
Minister of Finance 

*

*

* *
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Treasury Report: Asset Management: Triggers and Governance 
Arrangements 

Purpose of Report 

1. At the Financial System Issues meeting in November the Minister of Finance asked for 
Treasury to undertake further preparatory work on the idea of an Asset Recovery Fund, 
in order to ensure we are best placed to be able to implement such a contingency 
option, should it ever be required. Specifically, further work was required on the likely 
triggers for intervention, and the operational and governance arrangements of such a 
fund. 

2. This report summarises the previous analysis and discussions, identifies the trigger 
points for initiating such a Fund, and assesses the broad structure and governance 
arrangements which could be used. 

Analysis 

Purpose of intervention:   

3. The Asset Recovery Fund is a fund to purchase undervalued assets out of 
receiverships to minimise realised loss for the Crown. 

 
What it can do:  

4. This intervention could be successful where either: 

• due to adverse market conditions1 assets are likely to be sold for below par 
values, but may recover some value in the longer term (beyond the time horizon 
of a receiver); and 
 

• where there are many receivers unable to sell assets for value and electing to 
continue to run them themselves, at potential high cost. There may be significant 
economies of scale through bringing the assets together under one management 
vehicle. 

5. In such situations the Crown would have the opportunity to potentially improve 
recoveries and reduce the overall costs of the DGS through acquiring and managing 
assets itself. However, such an activity would be a speculative gamble with an 
uncertain outcome: the assets may further deteriorate in value. The kind of assets that 
may be involved – for example, second mortgages, postponed and subordinated loans 
– may legitimately sell for low values as it may be challenging for any asset manager to 
realise value from them. 

                                                
1
  For example, a lack of buyers due to lack of market confidence or access to finance, or a glut of similar 

financial assets reaching the market at the same time overwhelming demand. 
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What it can’t do:  

6. An asset management vehicle such as this would not act to reduce the expected loss 
to the Crown under the DGS. Rather, it would provide a mechanism for allowing the 
Crown to prevent excessive upfront losses (from undervalued assets) and to potentially 
recover more value over time as asset prices recover (i.e. potentially reduce losses in 
excess of the current expected loss). 

 

7. As previously discussed, if we want to act to try to reduce the expected loss, we would 
have to intervene earlier and prevent failures, thus avoiding post acceleration interest 
costs and liquidation costs. However, in addition to the significant negative incentives 
this would have on New Zealand enterprise, in the absence of credible private sector 
led proposals which would avoid potential calls on the guarantee, this option is not 
currently available for consideration. 

Triggers for intervention: 

Size and significance 

8. The trigger for considering a Fund of this type would be the failure of a very large 
NBDT – as there would need to be a sufficient value of assets under receivership for 
there to be a reasonable expectation that there would be sufficient target assets to 
make the Fund worthwhile. There would need to be significant potential benefits to the 
Crown to overwhelm the effects of the intervention on other behaviour. 

Will normal workout processes fail? 

9. At the point of failure (or near term expectation of) it would be necessary to make an 
assessment of the position of the firm’s assets, the likely outcome from receivership 
and the likely impacts on the wider sector and market. It may also depend on whether 
the approach of the receiver (and demands of other creditors) would imply that the 
receivership process (or multiple receiverships) may not offer the best balance of risk 
for the Crown. The best case may be where there are multiple concurrent 
receiverships, where a single asset manager may be able to deliver a better overall 
return. We would appoint an external valuation specialist to conduct the analysis. This 
would need to be detailed analysis for large individual loans and portfolio analysis of 
books of smaller loans to provide an assessment of realistic recovery potential.  Only 
following this analysis would we propose looking at the establishment of a fund and for 
purchases to begin. 

 
What does our provisioning tell us?  

10. The Crown has currently provisioned for a net loss of $899m. This loss stems from the 
more than 50% expectation of failure of 9 companies covered by the RDGS. The 
$899m comprises the expected net recovery to the Crown after administration and 
liquidation of ove         of assets plus post acceleration interest liabilities.  

 

11. Of the institutions provisioned for, there is only one which by itself would represent a 
potential trigger for further expenditure on valuation. Any of the other provisioned for 
firms would not be sufficient in size or significance, or extent of potential gain from 
recovering more through an asset management vehicle, to warrant the costs of 
establishing and running a fund. Even in the case of the one firm, as noted above, it is 
not the size of the loss that is the first consideration, it is whether the Crown could do 
any better in minimizing losses than a normal work out process. Therefore, currently 

 *
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we would only consider the possibility of recommending the initiation of valuation work 
to advise the establishment of a fund if a significantly large NBDT were to fail.  

 

12. If a decision was then taken to establish a fund, then we would also recommend that 
valuation work is carried out on (selected, if not all) other failed guaranteed firms for 
which it appears that the receivership process may not provide the best return to the 
Crown, given the additional costs of adding firms to the target list for an established 
fund would be relatively small.  

13. The more that financial and commercial markets recover, the less likely it is that an 
asset management intervention is likely to offer best value to the Crown as the 
additional upside potential from buying and managing the assets versus the likely 
recovery from a normal receivership would be increasingly small.  

 
Operational and governance issues: 

14. We propose that the Crown should have the following broad objectives for the 
governance arrangements of an asset management intervention: 

• Transparent decision making: the Fund will need a structure that provides clear 
decision making, including the role (or lack) of Treasury and Ministers within any 
decision making. 
 

• Commercial disciplines: the scheme should be designed to maximise return for 
the Crown from the assets it acquires, in order to achieve “best value” for the 
taxpayer. This will require a commercial approach – to both the structure and 
operation. 

 
• Closely related to the above, it requires clear, non conflicting objectives. That is, it 

should not be set other non-commercial objectives to satisfy.  
 

• Sufficient checks and balances for Crown: the Fund must have effective means 
of minimising the risks of fraudulent activity; must have transparency to the 
Crown (and market) on its activities and should include suitable performance / 
other checks for review. 

 

15. We have considered a number of models for operating such a fund, including: 

•  a new stand-alone entity (a Crown Company); 
 

•  as part of an existing government entity (         ); and 
 

• as part of a private sector initiative.  
 

16. We have assessed the implications for decision-making, commerciality, Crown control 
and fiscal implications of each model.2 We have also considered other factors unique to 
the different models such as establishment costs (money and time) and the degree to 
which we can be sure the Fund will perform. For example, new entities have no track 
record in asset management.  

 

                                                
2
  Though clearly there is a variety of arrangements possible within each model. 

*
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A: Crown Company 

17. This would involve the establishment of a new Crown Company with the role of 
acquiring and divesting assets from failed guaranteed deposit taking institutions to 
maximise the return / minimise the loss to the Crown.  

Decision making 

18. The most important decisions the Fund will make are around valuation and purchasing 
decisions (when and what to buy) and managing and extracting value from assets 
(when and what to hold or sell and how to manage the assets to maximise returns). 
These should be commercial decisions for the Fund within a framework agreed on its 
establishment. 

19. Consistent with this model, we would propose a structure whereby the Board of the 
Fund independently determines both the specific assets and price at which purchases 
will be made; key asset management decisions; and divestment decisions, within a 
framework agreed upon establishment. For obvious reasons, Ministers should not be 
involved in decisions about individual purchases, management of assets and sales, as 
these could become politically charged (e.g. foreclosures; completion or termination of 
projects etc).  

20. The Board would also need to be able to make strategic and timely decisions around 
purchases and realisation strategies. We would propose a small board (3 or 5 
persons). 

Commercial disciplines 

21. The primary means to achieve this is through empowering the Board to make the 
purchase and divestment decisions and, crucially, not interfering with those decisions. 

22. The membership of the Board will be key – it needs to have the right skills to make 
decisions on what the Crown should and should not purchase to improve long-run 
returns. This points to a professional, commercially experienced Board. 

23. We would recommend that the main recruitment focus (once a decision to establish 
such a fund has been made) be on finding the right person to chair the Board and task 
them to lead recruiting additional Board members. The key skills and experience the 
Board would need would be around asset management and realisation, with 
experience of the kind of assets the fund may target (primarily property / development 
related financial assets, including non-performing assets).  

24. The Board collectively could then be charged with developing the framework they 
would use to make purchase decisions and to undertake management of the assets. 
The advantage of this approach would be that the Board would own the strategy for 
delivering value from the Fund, and therefore would be accountable for it. As asset 
purchases would not have to be made immediately (we would anticipate there would 
be at least a couple of months before there would be pressure to make purchases, 
given the usual receivership processes) there should be sufficient time for this. 

25. Whilst we would leave it to the Board to determine, giving the potential for the workload 
to fluctuate, we would recommend that as much as possible functions are outsourced 
(e.g. valuation work), with only a small core asset management team. This could 
include outsourcing to public sector providers (e.g. for monitoring work / loan tracking 
etc.) but on commercial terms. It is likely that we would choose to provide a secretariat 
seconded from Treasury to provide an initial staff to work with the Board on 
establishing the entity (as was done for the establishment of                  *
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26. The Fund would be financed by the Crown on a ‘pay as you go’ basis for asset 
purchases (rather than having a pool of money to invest). Whilst an overall expenditure 
limit would be set through the initial appropriation to establish the fund (e.g. $1bn), this 
would not represent a ‘target’ for purchases by the Fund. Rather, the total value of 
asset purchases would be determined by commercial desirability. The Board would be 
responsible for a small operating budget, to be agreed on establishment of the fund. 

27. We would need to consider the appropriate arrangements to promote the right 
incentives for management. If the purpose of the fund is to maximise return for the 
Crown (or minimise the overall loss) the management incentives should seek to reflect 
this.  We would anticipate appointing a Board on a fee basis, with their own 
reputational incentives providing the drive for good performance. This would follow the 
approach taken with                      Incentives below Board level could be 
determined by the Board. As these would be commercial management appointments 
we would anticipate the Board making use of appropriate commercial management 
incentives. 

28. As with any new entity, there may be implicit incentives to expand the business and 
become enduring which may cease to be fully aligned with the objective of managing 
the Crown’s loss from failures under the DGS. 

Crown checks and balances 

29. While we would recommend establishing an Fund separate from government, it would 
be desirable to maintain some oversight of the entity. While it is desirable to keep 
government / Treasury out of purchase and management decisions, the Crown would 
want to maintain a monitoring function and the ability to make changes to the Board if 
necessary. This could be achieved through the governing constitution of the Company 
including a Crown observer on the Board; an agreed process for measuring 
performance of the Fund (regular financial reporting; assessment of performance 
against the Board’s objectives / strategy etc); and as ultimate owner of the Fund the 
Crown would maintain appointment/termination rights to the Board. 

30. The Crown could also undertake an independent review of the Fund after a period of 
operation as part of monitoring and assessing performance. 

31. Alongside normal corporate reporting requirements (as for any Crown Company), this 
should provide the right balance between Crown control (as protector of taxpayer 
funds) and commercial decision making (necessary for returning value to taxpayers). 
The Crown would have all the performance information it needed, but the hurdle for 
interference would be high (i.e. stepping in to change the Board), allowing as 
commercial as possible decision making in the Fund.  

32. Regardless of the quality of checks and balances, a newly established entity would 
have no track record and therefore would not be without risk of institutional failure. 

Fiscal implications 

33. Under this model the Crown pays out to depositors and then provides additional capital 
to the Fund to purchase assets. The Crown would then recover its share of the 
purchase price of the assets from the receivership of the failed firm. Therefore, this 
intervention has higher upfront costs than simply paying out. However, any subsequent 
increase in asset prices and asset realisation from the Fund are returned to the Crown 
over time, in theory reducing the losses to the Crown versus simple payout. 

*



                     

T2010/29 : Asset Management: Triggers and Governance Arrangements Page 8 
 

                     

34. There would also be establishment costs involved in setting up a new entity, as well as 
ongoing running costs (which could be for 5-10+ years) which would have to be set off 
against any assessment of potential gains. 

Inclusion of private funds: 

35. A variant of this model would be to include the option for private sector investment in 
the Fund. This would reduce the Crown financing requirements in the Fund, thereby 
reducing funding costs and fiscal exposure. However, if the Fund was successful, it 
would also reduce the Crown’s upside from the Fund (as this would be shared with 
private sector participants). Equally, in a worst case scenario (further asset price 
deterioration) private sector involvement could provide a limit to the potential further 
downside the Crown could face (i.e. downside limited to the amount of equity the 
Crown has invested, rather than the full fund size). 

36. It would potentially add a degree of complexity to the model, but could bring some 
benefits in terms of monitoring and commercial disciplines to the extent these would be 
demanded of the Board by private sector investors. However, this would critically 
depend on private sector demand for such a fund. If such demand existed it is likely 
that private funds would exist and would be bidding for such assets – thereby implying 
the case for establishing a government fund would be diminished. 

B: Part of               

37. This model would involve contracting the Asset Recovery Fund and its management to 
               Note that                  is possible alternative but its potential 
suitability has not yet been investigated. 

38. This model would involve in essence making a contribution to               by way of 
a range of assets.               would then manage the assets to deliver maximum 
return to the Crown. The Asset Recovery Fund assets could be maintained in a 
                                              

Decision making: 

39.               could determine the asset purchases and divestment strategies for the 
Recovery Fund under an agreed overall framework – as envisaged for the Crown 
Company model. We could reasonably expect that               would need to 
acquire some additional specialist expertise to undertake this role, given the types of 
assets involved (non performing assets, subordinated loans / second mortgages etc.) 
                                                                                  

Commercial disciplines & Crown checks and balanced: 

40. We would not need to consider additional governance arrangements around 
commercial incentives or monitoring the arrangements which already exist for     
          should be sufficiently robust. 

41.                                                                                    
       Equally               has been set up to take a long-term view and maximise 
value                                  – consistent with the objectives of an asset 
recovery fund. 

42. There may be less strong commercial incentives for               to maximise 
recoveries than a bespoke Crown company                                       
                                                                               The 
Crown company would solely be focused on the Asset Recovery Fund.  

*

*

*

*

*

*

*

*

*

*

*

*

*

*

*

*
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Fiscal implications:  

43. By purchasing assets and transferring them to               the Crown would have 
certainty of the loss to the Crown budget. This would be the cost of paying out 
depositors plus the cost of any subsequent asset purchases. The potential upside 
return on those assets would fall to               – and therefore benefit taxpayers 
when                                                   Overall, the Crown balance 
sheet would therefore be the same as for the Crown company model, but the cash-flow 
timings would be different. 

Other considerations: 

Legal obstacles: 

44.                                                                                      
                                                                                
                                                                                   
                                   

45.                                                                                       
                                                                               
                      

46.                                                                                      
                                                                                      
                                                

47.                                                                                   
                                                                                   
                                                                                
                                                                                  
                                                                                    
                                                                                      
                                                                                       
                                                                           
                                   

C: Investment in a Private Fund 

48. Investment in a private distressed asset fund would be the simplest way to enable the 
Crown to benefit from potential upside from purchasing distressed assets out of 
receiverships. It would simply involve providing cash to a private fund, alongside (and 
on the same terms as) private sector investors, and leaving the fund management to 
work to maximise returns. Whilst it would avoid the set up and running costs of a 
Crown company, it would not avoid management costs as these would be covered by 
fees or reduced investment returns from the private fund. 

49. However, as set out in Treasury Report TR2009/2430, we consider there to be 
considerable draw backs in investing in a private fund. The Crown would not have 
control over the types of assets being purchased – and indeed the target assets of the 
fund may not directly correspond with the assets of failed DGS firms. Investment by the 
Government in one private sector fund may distort private sector incentives (funds may 
only come forward on the basis of seeking government investment). The returns to 
investors in a private fund may also be limited, compared to the potential returns for the 
fund owners – i.e. the Crown may not receive the full upside potential. 

*

*

*

*

*

*

*

* *

* *

*

VickeryJ
[Withheld under s.9(2)(b)(ii)]
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50. In TR 2009/2430 we concluded that if there were considered merit in making 
speculative purchases of assets from failed finance companies as a means of reducing 
overall Crown loss, there may be a stronger case for the Crown making such 
investments itself.  

Conclusion 

51. Our central expectation is that normal commercial receivership processes are most 
likely to provide the best workout of failed firms under the DGS. We would only 
contemplate an asset management intervention in the event that market conditions and 
valuation assessment of the assets of failed firms indicated that the government could 
improve overall returns by managing the assets itself. 

52. As a contingency measure, we favour exploring the option of using               as 
the governance structure to manage any such asset purchases. The main advantages 
of               are that it has established governance arrangements and already has 
                                                         However, there would be a 
number of technical issues to resolve in pursuing such an approach, as well as 
securing the support of               to such a model. If you agree that this model 
could be worth pursuing as a contingency measure, we can initiate exploratory work 
                                                                          

53. We do not advise undertaking any commercial or legal work around establishing a 
Crown Company fund as this is an established commercial form and investment on the 
specific details of a Fund could be at the time if required. 

 

*

*

*

*

*
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