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31 March 2011 SH-11-4-3-3 

Treasury Report: Christchurch Insurance Update: Decisions for Joint 
Ministers 

Executive Summary 

On 28 March Cabinet agreed to provide the Prime Minister, Minister of Finance and Minister 
for Canterbury Earthquake Recovery (hereafter “Joint Ministers”) Power to Act regarding AMI 
Insurance Limited’s  (AMI) request for financial support from the Crown. There is an 
understanding that Cabinet would receive a report back covering how this power was 
exercised, including covering a number of contextual issues about how this problem arose in 
the first place and the options that have been considered.  
 
If Joint Ministers are persuaded by the recommended approach in this report to AMI’s 
financial difficulties, officials consider that the Government needs to act with urgency. In 
practical terms, it is likely to be later next week or the following week before legal 
documentation can be agreed and the company can complete the conditions precedent 
required for the support agreement to take effect. Officials recommend a public 
announcement about the support arrangements directly following this. It is possible that 
events could dictate that an announcement is required prior to the conditions precedent 
being met, but should be avoided if at all possible.  
     
Officials have considered a number of options to achieve the recommended objectives of 
ensuring an orderly and expeditious rebuild of Christchurch, and helping to maintain the on-
going soundness, efficiency, and confidence in New Zealand’s insurance sector.  In 
assessing the options, the risks (including fiscal), and the commercial and legal practicalities 
have been taken into account. This is particularly important to the issue over providing the 
Government the best combination of flexibility and control to manage its interests (including 
over exit). Given the context of the extraordinary circumstances created by the Christchurch 
earthquakes, officials consider that AMI requires support from the Crown to avoid a severe 
setback to the objectives. Company failure would significantly delay and constrain the 
rebuild, and create significant disruption in the insurance market, particularly in Christchurch, 
but also nationwide. This could be expected to have flow on effects on demand in the 
economy and medium-term tax revenue. It could also have contagion effects to other 
insurers and banks that rely on insurance to secure the value of collateral, although officials 
are not able to quantify the extent of this risk at this time. 
 
Officials have been working with AMI to develop support arrangements that meet AMI’s 
needs and the Governments objectives and constraints. The availability of Crown equity on 
the basis of detailed terms and conditions to maintain AMI’s business continuity is the 
preferred means of achieving support because: 
 

• it would preserve AMI’s ability to meet existing claims and access to reinsurance; 
 

• avoids the need for policyholders to switch provider at a difficult time especially in 
Christchurch; 
 

• preserves value in the business for exit reducing fiscal cost; and  
 

• prior to exit provides the Government considerable commercial controls           
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Key elements of equity support include: 
 

• Nature of support: AMI would pay the Crown a $15 million upfront establishment fee for 
a subscription to $500 million convertible called but unpaid preference shares, which 

would be redeemable at AMI’s option. Any investment actually made by the Crown in 
the preference shares may be  converted by the Crown to ordinary shares at any time  
on 30 business days prior written notice; 

 

• Control: From the date of a binding agreement being signed, the Treasury can appoint 
a director to AMI’s board and observers to key governance or management meetings. 
On actually making a cash contribution or if covenants are breached the Crown can 
replace the board. AMI will provide additional operational and management covenants 
covering a range of areas including speed of claim settlements, service standards and 
meeting Reserve Bank prudential requirements ahead of a licensing application.  
 

• Exit and dividend strategy: The Crown can choose at any time on 30 business days 
prior written notice to make a contribution of $100 million if it is in the public interest. 
Following that the Crown could convert its preference shares into ordinary shares and 
take a controlling shareholding interest. The Crown will then be in a position to exercise 
more control over exit arrangements. Contribution of any capital by the Crown may 
(subject to solvency) allow dividends which are to be paid preferentially to the Crown at 
the rate of OCR plus 5.5 percent prior to exit.  

 
Given the considerable uncertainty around AMI’s financial position, if $500 million is 
insufficient then separate decisions will be needed to consider whether further equity is 
justified.                                                                                    
                                                                                                
                                                                                              
                                                                                       
           The eventual impact on net debt depends on how much of the investment can be 
recovered on exit, which depends on AMI’s ability to retain customers.  Government support 
of AMI is expected to be viewed negatively by rating agencies, but if well managed, would be 
expected to have a minimal impact on New Zealand’s credit rating.  
 
                                                                                         
                                                                                        
                                                                                       
                                                                   
 
If Joint Ministers agree with the recommended approach, officials will be preparing the final 
legal documentation for execution by the Minister of Finance and communication material for 
announcement later next week or early the following week. Potential new directors are 
currently being canvassed.  

Recommended Action 

We recommend that Joint Ministers:  
 
a. note that on 28 March Cabinet authorised the Prime Minister, Minister of Finance and 

Minister for Canterbury Earthquake Recovery (hereafter “Joint Ministers”) to have 
Power to Act to take decisions regarding: 
 

• whether to provide financial support to AMI Insurance Limited; 
 

• the nature, form and details of any such support;  
 

[Withheld under s9(2)(f)(iv)]

[Withheld under s9(2)(d) and (2)(f)(iv)]
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• the financial implications for the Crown of such support, including the 
establishment of appropriations and changes to appropriations necessary to 
establish, implement, manage and exit such financial support; and 
 

• any related matters. 
 
b. note that this report seeks Joint Ministers decisions regarding these matters, and Joint 

Minister’s decisions will be reported back to Cabinet; 
 
c. note there are significant risks from the Government waiting for a trigger point before 

responding to AMI’s request for financial support that could significantly increase 
eventual costs to the Crown as well as put the Government on the back foot in how it 
responds to this issue; 

 
d. agree that in considering the Government’s response to AMI the Government’s primary 

objectives should be to ensure that Christchurch is rebuilt in an orderly and expeditious 
manner, and that the New Zealand insurance market is kept sound, efficient, and 
confidence in it is maintained; 

 
agree/disagree   agree/disagree   agree/disagree 

 
e. note that in considering responses that target the Government’s objectives, the 

Minister of Finance has broadly directed officials that responses should as far as 
possible be commercial, practical, have manageable risks (including fiscal risks), and 
provide flexibility and control, including over exit options; 
 

f. note that officials have assessed the pros and cons of a number of possible responses 
to AMI’s financial position in light of the objectives and considerations in 
recommendations c and d, including: the Government not providing support, and a 
range of closed resolution and open resolution options (including equity support, 
Statutory Management, guarantees and a loan); 
 

g. note that this has led to discussions with AMI about possible support arrangements 
that would maintain AMI as a going concern to avoid large scale disruption to 
Christchurch’s rebuild and nationwide insurance markets; 
 

h. note pursuant to the discussions with AMI the key terms of the support arrangements 
that have been developed are as follows: 

 

• Nature of support: AMI would pay the Crown a $15 million upfront establishment 
fee for a subscription to $500 million convertible called but unpaid preference 
shares, which would be redeemable at AMI’s option. Any investment actually 
made by the Crown in the preference shares may be  converted by the Crown to 
ordinary shares at any time  on 30 business days prior written notice; 
 

• Control: From the date of a binding agreement being signed, the Treasury can 
appoint a director to AMI’s board and observers to key governance or 
management meetings. On actually making a cash contribution or if covenants 
are breached the Crown can replace the board. AMI will provide additional 
operational and management covenants covering a range of areas including 
speed of claim settlements, service standards and meeting Reserve Bank 
prudential requirements ahead of a licensing application.  

 

• Exit and dividend strategy: The Crown can choose at any time on 30 business 
days prior written notice to make a contribution of $100 million if it is in the public 
interest. Following that the Crown could convert its preference shares into 
ordinary shares and take a controlling shareholding interest. The Crown will then 
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be in a position to exercise more control over exit arrangements. Contribution of 
any capital by the Crown may (subject to solvency) allow dividends which are to 
be paid preferentially to the Crown at the rate of OCR plus 5.5 percent prior to 
exit.  

 
i. note given the uncertainty about the solvency position of AMI (current estimates are 

net assets of between negative $200 million and negative $1 billion), a subscription of 
$500 million shares is recommended; if this is found to be insufficient then a separate 
decision would need to be made by the Government about whether further equity 
should be extended to AMI, or whether an alternative resolution option should be 
adopted;  
 

j.                                                                                 
                                                                                  
                                                 
 

k. agree that subject to appropriate terms being agreed, AMI be supported as a going 
concern in accordance with recommendation h; 

 
agree/disagree   agree/disagree   agree/disagree 

 
l. agree to delegate final decisions about the detail of the legal documentation to support 

recommendations h and k above to the Minister of Finance; 
 

agree/disagree   agree/disagree   agree/disagree 
 

m. note officials recommend an announcement is made once legal documentation is 
signed (the target for this is later next week or early the following week), although there 
could be pressure for an announcement prior to this; 
 

n.                                                                                         
                                                                                 
                                                                                
                                                                                     
                                                                                    
                                                               

[Withheld under s9(2)(f)(iv)]

[Withheld unders9(2)(d) and s9(2)(f)(iv)]
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o. agree to increase expenditure for the all of the investment                            

    and for the costs to establish and monitor that investment with the following impact 
on the operating balance and debt: 

 
 $m – increase/(decrease) 

Vote Finance 
Minister of Finance 

2010/11 2011/12 2012/13 2013/14 2014/15 
& 

Outyears 

                         
                         
                    
 
Other operating balance 
impacts (with corresponding 
impact on net debt)  

 
        

 
 

1.650 

 
- 
 
 

0.950 

 
- 
 
 

0.950 

 
- 
 
 

0.950 

 
- 
 
 

0.950 

 
Capital impact from equity 
purchase (with corresponding 
impact on net debt) 

 
500.000 

 
- 

 
- 

 
- 

 
- 

Impact on the operating 
balance and net debt 

        0.950 0.950 0.950 0.950 

 
agree/disagree   agree/disagree   agree/disagree 
 

p. agree the detailed financial recommendations contained in Annex 1, to give effect to 
the recommendation above;  
 
agree/disagree   agree/disagree   agree/disagree 

 
q.                                                                                        

                                                                                       
                                                                              
                                         
 

r. note that if the terms of the preference share are deemed to give the Crown control of 
AMI that the Crown will be required to consolidate the financial statements of AMI into 
the Financial Statements of Government. 

 
 
 
 
 
Dr Brian McCulloch     Toby Fiennes 
Director       Head of Prudential Supervision 
for Secretary to the Treasury   Reserve Bank of New Zealand 
 
 
 
 
 
 
Rt Hon John Key Hon Bill English Hon Gerry Brownlee 
Prime Minister  Minister of Finance Minister for Canterbury 
  Earthquake Recovery 

[Withheld under s9(2)(f)(iv)]

[Withheld under s9(2)(f)(iv)]

[Withheld under s9(2)(f)(iv)]

[Withheld under s9(2)(f)(iv)]
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Treasury Report: Christchurch Insurance Update: Decisions for Joint 
Ministers 

Purpose of Report 

1. On 28 March Cabinet authorised the Joint Ministers to have Power to Act to take 
decisions regarding: 
 
a. whether to provide financial support to AMI; 
 
b. the nature, form and details of any such support;  
 
c. the financial implications for the Crown of such support, including the 

establishment of appropriations and changes to appropriations necessary to 
establish, implement, manage and exit such financial support; and 

 
d. any related matters. 

 
2. This report seeks Joint Ministers decisions regarding these matters. Joint Minister’s 

decisions will be reported back to Cabinet. 
 

3. Officials consider there would be significant risks from the Crown waiting for a trigger 
point before responding to AMI’s request for financial support.  A delay in responding 
raises the real risks that: 
 

• AMI’s directors may choose to go into voluntary liquidation at any time should 
they consider AMI to be at material risk of trading while insolvent; and 

 

• at any time policyholders may take fright as speculation mounts as to AMI’s 
financial position (this is a risk after AMI’s recent two notch credit rating 
downgrade and in light of the potential failure of a smaller insurer – Western 
Pacific Insurance Limited discussed below – which may raise questions about the 
position of other insurers). 
 

4. Both of these eventualities would significantly increase eventual costs to the Crown as 
well as put the Government on the back foot in how to it is able to shape and respond 
to the reactions of policyholders and insurance market participants.  Accordingly 
Ministers should be in a position to make an announcement once legal documentation 
is signed (the target for this is later next week or early the following week), although 
there could be pressure for an announcement prior to this. 

Analysis 

A. Whether to provide financial support to AMI  
 
Background 
 
AMI’s financial position 
 
5. AMI have approached the Government for financial support following the recent 

Christchurch earthquakes.  AMI is New Zealand’s second largest residential insurer 
with 450,000 policyholders and 1.2 million policies across the country, including 50,000 
policyholders and 140,000 policies in Christchurch. There is uncertainty about AMI’s 
solvency at present given uncertainty over the extent of claims resulting from the 
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Christchurch earthquakes.  Officials have previously estimated that AMI has net assets 
of between $200 million and negative $500 million. Based on further RBNZ modelling, 
current estimates are of net assets of between negative $200 million and negative $1 
billion, but there is still a lot of uncertainty around these figures. Liquidity is not an 
immediate problem, as AMI holds over $500 million of cash or high quality marketable 
securities.   
 

6. AMI recently increased its reinsurance coverage for a third earthquake to $1 billion. Its 
tender for reinsurance was oversubscribed by 11%. This coverage lasts until 30 June 
2011. AMI has had consistent before tax profits for the last 8 years of around $30 
million. 

 
7. While AMI does not have any immediate liquidity problems, AMI is concerned about the 

risk of policy holder flight to other insurance companies if there are concerns about the 
ability of AMI to meet all of its obligations. This concern has been heightened by the 
announcement on 24 March that AMI’s financial strength has been downgraded two 
notches from A+ to A- and has been placed on negative watch due to the negative 
impact of the Christchurch earthquakes on its capitalisation, as well as concerns about 
its risk management practices.                                                       
                                                      There is a real risk that AMI’s 
directors may choose to go into voluntary liquidation at any time should they consider 
AMI to be at material risk of trading while insolvent. 

 
8. Officials are monitoring the insurance industry and other insurers that may be at risk.  

The insurance industry is considered to be generally sound with sufficient reinsurance 
to meet obligations.  The recent Japanese calamity is not expected to have a 
significant impact on reinsurers’ financial capability to meet their Christchurch 
earthquake obligations, but it could add pressure on future New Zealand reinsurance 
pricing and terms of cover.                                                           
                                                                     

 
AMI ownership structure 
 
9. Diagram 1 shows AMI’s corporate structure.  AMI is incorporated in New Zealand and 

is owned by AMI Insurance Holdings Ltd. New Zealand Permanent Trustees Ltd, the 
trustee of the AMI Members Trust, holds the shares of AMI Insurance Holdings Ltd in 
trust for the benefit of AMI policyholders. The AMI Members Trust is domiciled and 
operates entirely in New Zealand. It therefore has no shareholders and no parent to 
request additional funds from – it stands alone.  

 

[Withheld under s9(2)(b)(ii)]

[Withheld under s9(2)(d)]
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− requirement for the RBNZ’s approval for transfers of insurance portfolios; 
 

− provision for the RBNZ to issue solvency standards which, among other 
things, specify reporting requirements and the calculation of a solvency 
margin that insurers must maintain;2 
 

− requirement for insurers to have financial strength ratings; 
  

− all insurers to have a risk management programme approved by the RBNZ; 
 

− enhanced financial reporting requirements upon insurers and a requirement 
to appoint an actuary; and 
 

− specific conditions of licence imposed by the RBNZ. 
 

• Failings to date - As far as officials are aware, AMI is in compliance with its 
statutory requirements, and its catastrophe reinsurance cover of $600 million for 
the second earthquake can be considered to be in line with best practice for New 
Zealand-based insurers. With hindsight, and given its concentration in the 
Christchurch market, it could be argued that AMI should have increased its 
catastrophe reinsurance cover following the first Christchurch earthquake. 
However, its reinsurance cover was on the conservative side based on best-
practice catastrophe models and compared favourably to other insurers. Given 
the adherence to industry best practice with its catastrophe reinsurance cover 
and meeting its requirements under other Acts, then it is hard to say that any 
issues should have been picked up earlier by its monitors.  

 
• Accelerating the application (to AMI) of the new regulatory and monitoring regime 

- We understand that AMI is close to submitting an application to the RBNZ for a 
provisional licence. The licence application will receive the RBNZ’s urgent 
consideration and response and, subject to there being nothing unexpected in 
the information provided to RBNZ, a provisional licence can be issued within a 
matter of days which will render AMI subject to the requirements of IPSA. 
However, given AMI’s current financial situation, of particular relevance to a 
successful licence application would be its ability to maintain a solvency margin, 
which without Crown support may not be possible.  

 
Government intervention framework 

 
Objectives 
 
11. The Government’s primary objectives when considering requests for financial support 

for insurers in the current context should be to: 
 

• ensure that the rebuild of Christchurch proceeds in an orderly and expeditious 
manner; and 

 

• help to maintain the soundness and efficiency of, and confidence in, the New 
Zealand insurance sector. 

 

                                                
2
 This is a marked change from the current position where no mandatory solvency standard applies 

and AMI is subject to a relatively simple solvency requirement as part of its voluntary membership of 
the Insurance Council of New Zealand. 
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Intervene or not?  

 

12. In the absence of Government support, total claims3 may exceed AMI’s capacity to pay 
leading to insolvency and a shortfall in payments to claimants. A full assessment of 
claims may take a year or so. However, it may well turn out that AMI is unable to 
remain a going concern well ahead of determining with some accuracy the extent of 
claims, if directors were to consider their position untenable at any stage given the 
serious questions that have been raised now regarding AMI’s solvency position. 
Officials do not consider private sector capital raising solutions to be realistic in the 
near term because of the level of insurance business uncertainty, especially in 
Christchurch.  

 
13. If AMI was wound up it could be expected that there would be: 

 

• significant delay in the claims process, holding up the rebuild in Christchurch 
possibly for years with flow on effects to demand in the economy and medium-
term tax revenue (AMI has approximately 35% market share in Christchurch); 
 

• claims only being partially met (e.g., something in the order of a 50% payout 
could be possible), thereby preventing rebuilding for those who cannot source 
alternative finance as well as potentially leaving some with a residual mortgage 
debt to banks;  

 

• policyholders of many of AMI’s 140,000 Christchurch policies not having 
insurance cover for future risks for an extended period of time due to the 
unwillingness of other insurers to assume new risks in Christchurch (this could be 
anything from several months to over a year) and being fully exposed to any 
losses from events after the date of insolvency; and 
 

• cash resources requiring to be diverted to pay for insolvency and ongoing 
operational expenses rather than meeting policy holder claims. 

 

14. Given AMI’s scale the winding up of AMI is also likely to have serious adverse impacts 
on the nationwide insurance market, including: 
 

• AMI’s 400,000 policyholders outside of Christchurch needing to find new 
insurance providers (this may be difficult, at least in the short term, given current 
market conditions); and 

 

• contagion effects to other insurers and banks that rely on insurance to secure the 
value of collateral, although officials are not able to quantify the extent of this risk 
at this time. 

 
In summary, in the absence of intervention, it is unlikely that the recommended 
Government objectives could be achieved.  
 

15. In considering intervention options, consistent with the Minister of Finance’s broad 
directions to officials, the following constraints or principles should also be taken into 
account: 

 

• Government support is targeted at meeting the proposed objectives while fiscal 
risks are appropriately managed; 
 

                                                
3
 Residential claims on AMI regarding the Christchurch earthquakes will generally only be to the extent 

that a household makes a total claim exceeding the level of cover provided by EQC ($100,000 + GST 
for the dwelling and $20,000 + GST for contents). 
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• the incentives on insurance companies and their policyholders to continue to 
focus on and manage risk are not unduly diminished; 

 

• solutions are commercially-oriented as far as possible;  
 

• the government’s interests are appropriately recognised and aligned in any 
resolution process, including through the degree of control it has over decision 
making; 

 

• the government has options and flexibility regarding the exit strategy;  
 

• implications for perceptions of New Zealand’s sovereign risk profile (both directly 
and indirectly through what it signals about government’s likelihood of 
intervention in future); and 

 

• resolution options will need to reflect administrative, legal and commercial 
practicalities. 

 
16. In the absence of a major disaster, such as the Canterbury earthquakes, the failure of a 

large a insurance company like AMI may not warrant Government intervention. This 
would be consistent with the Government’s general principle that insurance companies 
and their policyholders should continue to focus on and manage risk, and should not 
rely on Government intervention to mitigate private risks. If the Government does 
decide to intervene to support AMI the communications messages will need to 
differentiate between the AMI situation – where intervention is warranted – and general 
circumstances when it may not be. 
 

Closed or open resolution options 
 
17. Given the case for the Government intervening described above, there are two broad 

families of solutions; closed or open resolutions. Closed resolution would involve the 
Government not intervening until AMI failed, but then taking steps to ensure that the 
insolvency process worked towards its objectives. Open resolution would see the 
Government intervening to allow the business to continue trading so it can meet claims 
and maintain insurance cover against future events.   
 

18. Pursuant to a closed resolution, the Government could foster in part the recommended 
rebuild objectives through assisting AMI to meet its claims so that households have the 
financial resources to rebuild. However, failure of AMI is unlikely to be consistent with 
the recommended insurance objectives. All 450,000 policyholders across the country 
would need to quickly switch insurance providers because they would not be covered 
for future events with AMI ceasing to operate. This would be occurring at time when the 
insurance industry will be reassessing its New Zealand exposure.  

 
19. This assessment is complicated by the potentially tighter international insurance market 

in the future as the result of a number of recent catastrophes, which is likely to impact 
the ability of insurers to access reinsurance and the pricing thereof. Moreover, 
Christchurch policyholders would find switching particularly problematic until 
outstanding claims are settled, thus delaying the rebuild. Delays in AMI’s policyholders 
obtaining new cover would have additional consequences for the rebuild if they are 
relying on residential property to secure mortgage finance (lenders require insurance to 
protect their collateral).   

 
20. Open resolution, by maintaining the business in operation, would avoid the problems 

associated with a large proportion of New Zealand insurance policyholders needing to 
switch at a difficult time, provide Christchurch policyholders in AMI the certainty of 
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future cover necessary for rebuilding, and allow for more timely processing of claims. It 
would also: 

 

• preserve AMI’s existing contractual relationships (including, critically, their 
reinsurance arrangements); 
 

• preserve existing premium revenue and avoid the costs associated with AMI 
running at an operating loss if the Government was supporting AMI in closed 
resolution; 
 

• allow the Crown the ability to include direct control mechanisms in the direct 
support arrangements; 
 

• avoid destroying the potential remaining value in the company; and  
 

•                                                                                    
                                                                         
                             

 
21. On balance, officials recommend an open resolution approach be pursued.        

                                                                                
                                       A further consideration, other than the benefit of 
avoiding insurance market disruption from large scale switching, is that it is likely to be 
less expensive than a wind-down solution in the long run.                           
                                                                                  

 
Open resolution options 
 
22. There are several ways of achieving an open resolution that officials have examined 

including: 
 

• possible private solutions (although these are not considered possible in the 
short term but are more likely to be achieved over a longer time frame); 
 

• the Crown subscribing for new capital on a “just in case of need” basis; 
 

• a general guarantee in favour of the business sufficient to ensure its continuity; or  
 

• appointing a statutory manager ahead of insolvency with a mandate to continue 
trading with Crown financial support.  

 
23. A loan would not solve AMI’s problem as providing AMI with more debt will not resolve 

a solvency issue. Similarly, a guarantee would create a debt due to the Crown and 
would not resolve the solvency issue. Table 1 sets out the pro and cons of Government 
supported open resolution options against the criteria of: 

 

• operational and commercial feasibility; 
 

• fiscal implications; 
 

• degree of control – to manage risk and avoid unintended consequences; 
 

• commercial orientation – so that well understood existing commercial and legal 
frameworks can be utilised as far as possible; and 
 

[Withheld under s9(2)(d) and s9(2)(f)(iv)]

[Withheld under s9(2)(d) and s9(2)(f)(iv)]

[Withheld under s9(2)(f)(iv)]
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• exit options -  so the Crown can recoup some of its investment, and exit an 
industry in which officials consider that there is no public policy rationale to 
maintain a long-term presence. 

 
Table 1: Open resolution options 
 Crown subscription for 

new Capital  
Statutory management, 
with Crown financial 
support  

Guarantee in favour of 
the business 

Operational 
and 
commercial 
feasibility 

This option is considered 
operational and 
commercially feasible. 

This option is considered 
operationally feasible, but 
would likely require 
bespoke arrangements as 
existing Statutory 
Management under CIMA 
or IPSA are not considered 
feasible at present (there is 
likely to be the grounds 
under CIMA to place AMI in 
Statutory Management, but 
it may not provide the 
control needed; there may 
not be the grounds under 
IPSA to place AMI into 
Statutory Management). 

A guarantee is not 
considered commercially 
feasible as it would 
create a debt due to the 
Crown and thus not 
address AMI’s solvency 
issues. If the debt was 
forgiven then it would 
effectively be a grant that 
would be open-ended. 

Fiscal 
implications 

Equity support of between 
$200 million to $1 billion 
could be required based on 
current estimates. 
More likely to preserve 
reinsurance contracts and 
value in the company on 
exit (e.g., reduces risk of 
policyholders outside of 
company shifting insurance 
providers). 

Would be expected to be 
more costly than the equity 
support option due to loss 
of revenue as customers 
exit while costs of 
administering claims 
remain and additional costs 
associated with Statutory 
Management. 
Risks rapid loss of value in 
the company from 
policyholders shifting 
companies and disrupting 
reinsurance contracts 
currently in place. 

n/a 

Control Allows for considerable 
control through the 
agreement for capital 
subscription, including 
putting in place business 
observers and Board 
members.    

Partial control achieved 
through instructions to the 
statutory manager, who 
nonetheless has 
considerable operational 
flexibility that may not be in 
the Crown’s interest. 

n/a 

Commercial  Utilises commercial law and 
processes (negotiation)  

Statutory management is a 
feature of the commercial 
framework, but it is used 
infrequently as it suspends 
creditors rights. 

n/a 

Exit Term Sheet can cover 
triggers for sale, and the 
Crown’s holding can be 
easily identified and valued.  
However, the prospect of 
extracting full or even part 
value for any equity 
provided by the Crown in 
any exit is uncertain. 

Once the Statutory 
Manager is finished, exit 
could involve selling the 
residual business interests 
or liquidation. However, this 
would take time. 

n/a 
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24. Given the Government’s objectives, officials recommend that subject to appropriate 
terms being agreed, direct Crown equity support is the preferred means of keeping 
AMI’s business on foot to achieve the Government’s objectives. This is because 
compared to statutory management with Crown financial support, equity provides the 
strongest mechanism to control AMI to work towards the Government’s objectives. This 
applies while the Crown has a beneficial ownership interest in AMI, and for exit.  Direct 
Crown equity support is expected to be the less costly of the two options. 

 
B. Nature, form and details of support 

 
Discussions with AMI 

 
25. Officials have entered into discussions with AMI about possible support arrangements 

that would meet the proposed objectives and provide comfort to AMI’s directors that the 
company’s operations can remain on foot for an appropriate period. 

 
26. The key terms of the support arrangements that have been developed are as follows: 

 

• Nature of support: Subscription for $500 million of convertible called but unpaid 
preference shares, that would be redeemable at AMI’s option, and that could be 
converted by the Crown to ordinary shares at any time with 30 business days 
prior written notice to AMI. 

 

• Assumption of control: The Crown may at any time make a capital contribution of 
$100 million, convert the redeemable preference shares into ordinary shares, and 
thereby take a controlling shareholding interest in AMI, if it considers it is in the 
public interest to do so.4  
 

• Directors: The Treasury will have the right to immediately appoint a director to 
AMI’s board and appoint observers to AMI. In addition, if the Crown makes a 
capital contribution or AMI breaches specified covenants, the Crown will have the 
ability to replace all of AMI’s directors 

 

• Other mechanisms of control:  AMI will provide additional covenants in relation to 
their operation and management, including agreeing to meet RBNZ prudential 
requirements as if it were already a licensed insurer, and agreeing to settle 
claims at least as quickly as other insurers and agreed service standards. Breach 
of these covenants triggers the right on the part of the Crown to replace the 
board. 

 

• Exit strategy: Either the Crown will not be required to make a capital contribution 
to AMI, or if it makes the minimum contribution of $100 million then it will take a 
controlling interest in AMI and will then be in a position to exercise more control 
over how it exits this arrangement. 

 

• Fees: There will be a $15 million upfront establishment fee to be paid by AMI to 
the Crown. 
 

• Dividend: If the Crown makes a capital contribution Treasury proposes that the 
dividend be payable at the rate of OCR plus 5.5 percent.  AMI will not pay any 
dividends to any other of its shareholders while the Crown retains a shareholding.  

                                                
4
 At this stage the support arrangements that have been developed with AMI refer to at least a 75% 

holding, but given recent analysis from the RBNZ about AMI’s solvency position a more significant 
holding may be appropriate. 
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• Conditions precedent: There are several conditions that AMI needs to fulfil prior 
to the agreement being executed, including obtaining consents from reinsurers to 
the arrangement (because of the material change in control provisions in 
reinsurance contracts) and making the necessary changes to the AMI 
constitution. 

 
27. Given the uncertainty about the solvency position of AMI, a subscription of $500 million 

shares is recommended.  If this is found to be insufficient then a separate decisions 
would need to be made by the Government about whether further equity should be 
extended to AMI or whether another resolution option should be adopted. 
 

28. Officials did consider the option of providing ordinary equity and taking control of the 
company from the outset.  The above arrangement was considered preferable because 
it provides the Crown with the option of taking control of the company at any stage at 
its discretion.  It also helps to manage the potential disadvantages of the Crown taking 
over the company immediately, including: 
 

• the potential this could send negative signals about the position of AMI (resulting 
in a loss of non-Christchurch policyholders and reducing the potential value of 
AMI) and the insurance market more generally; and  
 

• business continuity risks, including critically, the risk of losing reinsurance 
coverage going forward. 

 
                              
 
                                                                                          

                                                                                     
                                                                                         
                                                                                     
                                                                              
                                                                    

 

                                                                                 
                                                                                  
 

                                                                         
 

                                                                              
                                                                                
      

 
                                                                                              

                                                                                        
                                  
 

                                                                                     
                                                            

 

[Withheld under s9(2)(b)(ii) and s9(2)(d)]
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Exit options  
 
32.                                                                                    

                                                                                
                                                                                       
                                                                                          
                                                                                             
                                                                                   
                                                                                        
                                                                                       
                                                    
 

                                                                               
 

                                                  
 

33.                                                                                       
                                                                                       

 
34.                                                                           

                                                                                         
                                                                                         
                                                                                 
                                                                                          
                                                                                              
                                                                                        
                                                          
 

35.                                                                                        
                                                                                       
                                                              

 
Directors 
 
36. The support agreement that is being drafted with AMI would enable the Treasury to 

appoint a director to the board of AMI Insurance Limited.  Potential candidates are 
currently being canvassed and we would expect to be in a position to appointment a 
director soon after the support agreement is in place if this was required.  Events could 
develop to the stage that the Crown is required to contribute cash and take control of 
the company.  In that case, the appropriateness of the incumbent board members to 
the company’s continued operation would need to be reviewed.  Treasury is sounding 
out potential individuals who might be able to join the board and build a new team to 
direct the company, should that be required. 

 
Next steps 

 
37. Subject to Joint Minister’s decisions, officials are targeting the following timeframe: 

 

• By Monday: Approach agreed by Joint Ministers and appropriations approved to 
enable the Crown (under the delegated authority of the Minister of Finance) to 
enter into the investment. 
 

• Monday-Wednesday: Final legal document signed by AMI.  
 

• By Friday or early the following week: Conditions precedent met (including 
critically ensuring continuity of reinsurance coverage); legal documentation 
signed by the Crown; Government announcement of support arrangements. 

[Withheld under s9(2)(d) and s9(2)(f)(iv)]
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38. While a second best option, it is possible that there could be pressure to make a public 

announcement about the support arrangements earlier than proposed in the above 
timeline, e.g., prior to the conditions precedent being met.  

 
39. A communication strategy is being developed between the Treasury, RBNZ and 

Minister’s offices, which will include the possibility of an early announcement.  
 

Sovereign credit rating implications 
 
40. Any Government support of AMI will have implications for New Zealand’s sovereign 

credit rating.  The provision of financial support to AMI is likely to be viewed negatively 
by all three of the major international credit rating agencies.   

 
41. While it is considered unlikely to trigger an immediate downgrade in New Zealand’s 

sovereign credit rating, the rating agencies will be particularly interested in: 
 

• the expected fiscal cost of supporting AMI; 
 

• the expected timing of net cash payments to AMI; 
 

• potential support arrangements for other New Zealand insurers; and 
 

• the extent of contingent risk faced by the Crown as a result of supporting AMI and 
potentially supporting other New Zealand insurers. 

 
42. At this stage there is considerable uncertainty surrounding these issues.  Nevertheless, 

the negative impact on New Zealand’s credit rating can be minimal by providing as 
much clarity as possible to the major rating agencies immediately following any public 
announcement of support for AMI. 
 

C. Financial implications for the Crown of such support 
 
Appropriations 

 
43. An appropriation is required for the Crown to agree to the support arrangements 

outlined in section B.  An appropriation is required for up to $500 million for the 
payments to AMI arising from the investment in $500 million of called unpaid 
convertible preference shares.   

 
44. There is legal authority under section 65I of the Public Finance Act (PFA) for the Crown 

investment in shares of AMI, subject to the approval of the Minister of Finance. For 
reasons of full transparency and accountability to Parliament, officials recommend 
appropriations are also sought for the costs of the investment and related expenses.  

 
45. Following the preference share purchase, the market value of that investment will then 

need to be determined and any impairment provided for in the Government accounts.  
                                                                                        
                                                                                          
                                                                                        
                                                                                     
                                                                                        
                                                                             
                                                                                         
                                                                

[Withheld under s9(2)(f)(iv)]
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46. It is estimated that $1.65 million will be required in 2010/11 to implement the 

investment arrangements, develop and implement monitoring mechanisms and 
undertake a full actuarial review to 30 June 2011.   A further $0.950 million annual 
appropriation will be required for 5 years from 2011/12 to fund the monitoring activities.   

 

47. Treasury have proposed that a commitment fee of $15 million will be charged to AMI 
on agreement which will be recognized as Crown non-tax revenue from fees. 

 

48. AMI have agreed to reimburse the Crown for the costs incurred in the development and 
implementation of this support arrangement. The reimbursement of costs will be 
recognised as Departmental Other Revenue and will be included in forecasts once 
there is more certainty regarding the likely level of recoveries. 

 
49. Further work is underway regarding the accounting treatment for the investment.  

There is a possibility that if the terms of the preference shares are deemed to give the 
Crown control of AMI as defined under International Financial Reporting Standards 
(IFRS), that the Crown will be required to consolidate the financial statements of AMI 
into the Financial Statements of Government. 
 

Implications for fiscal strategy 
 
50.                                                                                    

                                                                                  
                                                                                         
                                                                                         
                            The eventual impact on net debt depends on how much of 
the investment can be recovered on exit, which depends on AMI’s ability to retain 
customers.   

Other Relevant Information 

Western Pacific Insurance Limited (WPI) 

 
51. WPI is at high risk of failure in a comparatively short timeframe, at the outside shortly 

after 30 March when the company is due to pay a reinsurance premium.  The 
underlying cause of WPI’s probable failure is not considered to be the Christchurch 
earthquakes, but more its undercapitalisation and its cash-flow business model which 
has now been exposed through the failure of an insurance broker. On 27 March WPI 
announced publicly that it has stopped accepting any new business or renewing 
existing policies nationwide. 

 
52. The failure of WPI will have significant implications on the 180 firms and households 

with outstanding claims.  However, officials do not recommend providing WPI with the 
support it has requested because compared to a wind-down solution: 
 

•  its impact on the overall recovery of Christchurch is likely to be small; 
 

• it is expected to have a very limited impact on insurance markets more generally 
due to its size;  

 

• it is not a well-capitalised insurer; 
 

• officials’ assessment is that WPI does not have a sound business model and 
there are not reasonable prospects for the business to continue as an un-
supported going concern in future;  

[Withheld under s9(2)(f)(iv)]
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• in these circumstances, support would send a poor signal about the 
government’s willingness to support weak insurance companies; 

 

• moreover, given the points above, it is unlikely to be legally possible for the 
Reserve Bank to grant WPI a licence; and 

 

• given WPI will not be licensed, its deposit with the Public Trust will be available 
for policyholders in the event of a business failure. 

 
53. Officials replied to WPI on Friday 25 March stating that the Government was not willing 

to provide WPI with the support requested, but that the Government and officials will 
stay in touch with the company in respect to the position of policyholders with 
outstanding claims, particularly in Christchurch.  

 
54.                                                                                      

                                                                                       
                                                                                          
                                                                                      
                                                                                             
                                                                               
                                                                                       
                                                                                      
                                                                                  
                                                                        

 
55.                                                                               

                                                                                          
                                                                                       
           

 
                       
 
                                                                                      

                                                                                
                                                                                         
                                                                                    
                                                                                            
                                       
 

                                                                                          
                                                                                    
                                                                                    
       

[Withheld under s9(2)(f)(iv)]
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Annex 1: Financial recommendations 

We recommend that Joint Ministers:  
 
1. note that Ministers have agreed a new appropriation structure for Vote Finance from 

2011/12 onwards, subject to Cabinet approval of the 2011 Budget package on 11 April; 

 
2. agree to establish the following new appropriations in Vote Finance, all of which will be 

the responsibility of the Minister of Finance, with the following scopes and periods for 

which the appropriations apply: 

Appropriation 
type 

Name of 
appropriation 

Scope Period for which 
the appropriation 
applies 

Departmental 
output expense 

Establishment and 
Monitoring Crown 
Investment in AMI 

This appropriation is limited to 
the negotiation and 
establishment of the Crown’s 
investment in AMI and the 
ongoing monitoring of that 
investment. 

2010/11 only 

Departmental 
output expense 

Management and 
Administration of 
Financial Operation on 
Behalf of the Crown 

This appropriation is limited to 
expenses incurred in connection 
with the implementation of the 
Government’s Export 
Guarantees policy and the 
operation of the New Zealand 
Export Credit Office; it also 
includes providing advice to the 
Government in regard to and 
managing Crown Guarantee 
Schemes, Crown lending, 
Crown Bank Accounts and 
Crown Investments. 

2011/12 onwards 

Non-departmental 
capital expenditure 

AMI Equity Injection This appropriation is limited to 
the purchase of equity in AMI 

2010/11 only 

                 
               

                      
                

                                 
                         
                   

             

 

[Withheld under s9(2)(f)(iv)]
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3. approve the following changes to appropriations to provide for making and monitoring 

of the Crown’s investment in AMI (to implement recommendations k and l in the main 

body of the report): 

 

 $m - increase/(decrease) 

Vote Finance 
Minister of Finance 
 

2010/11 2011/12 2012/13 2013/14 2014/15 & 

Outyears 

 
Departmental Output Expense 

     

      

Establishment and Monitoring 
Crown Investment in AMI 
(Funded by Revenue Crown) 
 
Management and Administration of 
Financial Operations on behalf of 
the Crown 
(Funded by Revenue Crown) 
 

                                
                                      

       

1.650 
 
 
 
 
 
 
 
 
 

        

- 
 
 
 

0.950 
 
 
 
 
 
- 

- 
 
 
 

0.950 
 
 
 
 
 
- 

- 
 
 
 

0.950 
 
 
 
 
 
- 

- 
 
 
 

0.950 
 
 
 
 
 
- 

Vote Finance 
Minister of Finance 
 
Non Departmental Capital 
Expenditure 
 
AMI Equity Injection 

 
 
 
 
 
 
 

500.000 

 
 
 
 
 
 
 
- 

 
 
 
 
 
 
 
- 

 
 
 
 
 
 
 
- 

 
 
 
 
 
 
 
- 

Total Operating         0.950 0.950 0.950 0.950 

Total Capital 500.000 - - - - 

 
4. agree that the proposed changes to appropriations for 2010/11 above be included in 

the 2010/11 Supplementary Estimates and that, in the interim, the increases be met 

from imprest supply; 

 

5.                                                                                    

                                                                                     

                                                                                           

                                                          

 
6.                                                                              

                                                                                 

                                          

 

7. note that new departmental expenses are an additional pressure on Treasury’s 

resources that have not been anticipated in planning for 2011/12 and cannot be 

absorbed within existing departmental baselines;  

 
8. note that if funding is not required it will be returned to the Government; 

 

[Withheld under s9(2)(f)(iv)]

[Withheld under s9(2)(f)(iv)]

[Withheld under s9(2)(f)(iv)]

[Withheld under s9(2)(f)(iv)]
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9. note that AMI have agreed to reimburse the Crown for the costs incurred in the 

development and implementation of this support arrangement which will be recognised 

as departmental revenue other; 

 
10. note that a commitment fee will be received from AMI if the Crown enters into the 

support arrangements outlined in recommendation h in the main body of the report; 

 
11. note that the commitment fee in recommendation 10 above will be recognised as Non 

Department Revenue “Other fees”: 

 $m - increase/(decrease) 

 2010/11 2011/12 2012/13 2013/14 2014/15 & 

Outyears 

Vote Finance 
Minister of Finance 
Non Departmental Revenue 

     

      

Other Fees 
 

15 
 

    

Total 15 0 0 0 0 

 


