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BUDGET-SENSITIVE 

BUDGET-SENSITIVE 

Date:  13 October 2009 BM-2-1-2010 
 
 
To: Minister of Finance 
 
AIDE MEMOIRE: ADVANCING THE SAVINGS OPTIONS 

 
Below are the major savings areas which have been previously identified. Areas 1 – 5 extend government 
assistance to middle and even high income earners. In the context of taking prudent steps to improve the 
fiscal position, savings could be made by improving the targeting of these areas. 
 
Item  Potential savings 

($m pa)
1 Student Loans 200 – 300
2 Early Childhood Education 130 – 270
3 Primary Health Care 250 – 325
4 Working for Families 40 – 250
5 KiwiSaver 100 – 800
6 Earthquake Commission 100
Total 820 – 2,045
 
We propose separate processes for items 1 – 3 and items 4 – 6. 
 
Process for items 1 – 3 
 
Context: Changes to these items requires extensive consultation outside of Budget Ministers (i.e. with the 
Ministers of Education and Health). In addition, Votes Education and Health are facing the largest nominal 
reductions in Budget increases. 
 
Process:  

• We propose that, following consultation with Budget Ministers, the Minister of Finance discuss these 
options with the Ministers of Health and Education in second half of October. Budget Ministers and 
the affected Vote Ministers would agree the proportion of savings that will be retained within the 
Vote (we propose 1/3rd be retained by Vote Ministers).  

• This would allow these Ministers to factor potential savings from these areas into their feedback on 
the indicative shares on 16 November.  

• Treasury and the Ministries of Education and Health (respectively) would then work up options to 
improve the targeting of items 1 – 3, with resulting savings.  

• The Minister of Finance, jointly with the Vote Ministers, could then take a paper to Cabinet for 
preliminary decisions either before or in conjunction with finalising the shares of the operating 
allowance in early-mid December. 

 
 
Process for items 4 – 6 
 
Because these items do not have a strong link to Vote baselines, changes to these items can largely be 
advanced by Budget Ministers, informed by progress on the tax reform package as necessary (and with 
consultation with the Minister of Social Development on item 4 as required). This means that decisions are 
not required as quickly as with items 1 – 3. Accordingly, preliminary decisions could be taken either before 
the December Budget Policy Statement or in the New Year. 
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BUDGET-SENSITIVE 

BUDGET-SENSITIVE 2 

How does this relate to the Cabinet Paper on indicative shares? 
 
The approach proposed above is consistent with the wording we have included in the Cabinet paper on 
indicative shares of the operating allowance for Monday 19 October. The relevant paragraph reads: 
 
The paper proposes that Ministers are able to find savings within their Votes and apply the resulting funding to their 
priorities. This is a critical element of a Budget process with limited new money to distribute, so that Ministers are 
required to reprioritise their entire baselines to achieve their priorities. However, in one or two instances, I may bring a 
paper to Cabinet, in consultation with Budget Ministers and affected Vote Ministers, proposing a large savings item to 
be returned to the centre. In these cases, if it is appropriate that a proportion of the savings is retained within Vote; 
any such proportion will be agreed by Cabinet.  
 
We recommend that you: 
 

1. direct Treasury to prepare two documents for discussion with the Ministers of Education (items 1 – 
2) and Health (item 3) respectively; and 

yes/no 
 

2. agree to refer this aide memoire and the two documents in recommendation 1 to Budget Ministers. 
yes/no 

 
 
 

 Analyst, Fiscal Management, Macroeconomic Group,
Chris Bunny, Manager, Fiscal Management, Macroeconomic Group,
s9(2)(a) s9(2)(k)
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 IN-CONFIDENCE  

Treasury:1774107v2 IN-CONFIDENCE 

Treasury Report:  EQC - changes to the residential insurance scheme 

Date:  Report No:   

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Agree to recommendations 31 March 2010 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager, Sector Monitoring  

Juston Anderson Senior Analyst, Sector Monitoring  
 

Minister of Finance’s Office Actions (if required) 

None. 
 
 
 
 
Enclosure: Yes 

EQC: proposals to amend the residential insurance scheme (Treasury:1779744v1) 
 

s9(2)(k) s9(2)(a)
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IN-CONFIDENCE 

  

Treasury Report: EQC - changes to the residential insurance scheme 

Executive Summary 

1. This report seeks your agreement to a number of changes to the Earthquake 
Commission (EQC) residential insurance scheme, to improve its operational efficiency 
and workability. 

 
2. The changes have been proposed by the EQC. A copy of EQC’s report explaining their 

proposals is attached. We have worked with the EQC to refine the proposals, as well 
as consulting last year with the Insurance and Savings Ombudsman and the Insurance 
Council of New Zealand. 

 
3. We support the majority of EQC’s proposals as they appear sensible, if relatively minor, 

amendments to the EQC scheme. However, on balance, we do not support three of 
EQC’s proposals. These proposals and our reasons for not supporting them are 
discussed in the body of this report. The Insurance and Savings Ombudsman and the 
Insurance Council of New Zealand made similar comments on EQC’s proposals. 

 
4. We also have some concerns around the changes to the definition of residential land. 

The changes proposed by EQC seem sensible to us, but this is a complex area of 
policy and so there is a significant potential for unintended consequences. The Select 
Committee process would hopefully highlight any such issues so that they could be 
addressed. 

 
Other changes to the EQC 

5. As well as progressing the changes suggested by the EQC, there is an opportunity to 
consider if any other changes to the EQC’s legislation would be beneficial. The only 
change that we can think of is the potential to separate out the NDF from the EQC. 

 
6. At the moment, the EQC and the NDF are effectively one and the same – the EQC’s 

legislation states that the EQC, not the Crown, owns the NDF and that “all money in 
bank accounts established by the Commission, and all investments and other assets of 
the Commission, shall be deemed to form part of the Fund”. The EQC’s legislation also 
states that all of the EQC’s revenues and expenses are paid into and out of the NDF 
(i.e. into and out of the EQC’s bank accounts) without the need for an appropriation. 

 
7. An alternative structure, which we think would have several advantages, could involve: 
 

• an NDF that was separate from the EQC, owned by the Crown, but administered 
by the EQC (in the same way that the NZ Super Fund is owned by the Crown and 
administered by the Guardians); 

• disaster insurance premiums that were paid into the NDF, and claims paid out, 
without the need for an appropriation (as at present, except that the NDF would 
be separate from the EQC); 

• the EQC’s expenses, separate from the NDF’s expenses, funded by 
appropriations from the Crown (i.e. research, education, funds management, etc); 

 
8. Since the substance of what the EQC and NDF do would not be changed, this new 

structure would be fiscally neutral – the new appropriations for the EQC’s expenses 
would be funded by the premiums that the EQC collects on behalf of the Crown. 
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9. A new structure along these lines would be straightforward to develop and implement. 
However it would be a significant change to the way that the EQC and NDF are 
currently structured, and as such would require significant changes to the EQC’s 
legislation. We have not discussed this with the EQC. 

 
10. Similar proposals for a new structure for the EQC and NDF have been considered in 

the past (most recently in 2002) but have not been progressed. 
 
Next steps 

11. If you agree to the proposed changes to the EQC scheme proposed by the EQC, we 
will prepare a Cabinet paper for your signature. 

 
12. Most of the changes require amendments to the EQC Act. At the beginning of the year 

we submitted a bid to include the “Earthquake Commission Amendment Bill” in the 
government’s legislative programme (T2010/001 refers). The Bill has now been given a 
priority 5 on the legislative programme, “instructions to the Parliamentary Counsel 
Office to be provided in the year”. 

 
13. Please indicate if you are interested in investigating alternative structures for the EQC 

and the NDF – if so we will undertake further work on this and report back to you. 

Recommended Action 

We recommend that you: 
 
a indicate whether we should investigate alternative organisational structures that 

separate the EQC and the NDF and report back to you; 
 

Yes/No. 
 
b agree to take a paper to Cabinet proposing the following changes to the Earthquake 

Commission Act 1993: 
 

1. extending the time limit for notifying claims, if special circumstances apply, from 
90 days to either: 

 
- 6 months (Treasury preference); or 

 
  Agree/disagree. 

 
- 1 year (EQC preference) 

 
  Agree/disagree. 
   

2. removing the EQC schemes coverage for “long term accommodation for the 
elderly” (which will then be picked up by private insurers); 

 
  Agree/disagree. 
 

3. adopting a “dominant use” approach to the treatment of mixed commercial and 
residential buildings under the Act; 

 
  Agree/disagree. 
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4. amending the definition of “residential land” so that it refers only to land in relation 
to the primary dwelling, therefore excluding coverage for land and related 
services around ancillary structures; 
 

  Agree/disagree. 
 

5. changing the definition of “residential land” so that it covers the access way to a 
residential building of any length, provided it is the sole access way providing 
access to the occupiers of the residential building, as opposed to the “main 
access way” with a limit of 60 metres at present; 
 

  Agree/disagree. 
   

6. Including a definition of “retaining wall” in the Act; 
 

  Agree/disagree. 
 
c indicate whether the Cabinet paper should also include the following changes 

proposed by EQC, which Treasury does not support: 
 

7. replacing the EQC’s excesses provisions with a franchise (a disappearing 
excess); 

 
  Include in Cabinet paper/Do not include 
 

8. replacing the definition in section 19 of the Act relating to residential land with the 
following definition: 

 
the value, at the site of the damage, of: 
 
(i) the land holding on which the residential building is situated; or 
(ii) an area of land of 1,000 square metres 
 
whichever is the smaller 

 
  Include in Cabinet paper/Do not include 
 

9. introducing a franchise of $2,500 per claim for land cover under the Act 
 

  Include in Cabinet paper/Do not include 
 
 
 
 
 
 
 
Andrew Blazey 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 

20190453 Page 42 of 300

 

 

 



IN-CONFIDENCE 

  : EQC - changes to the residential insurance scheme Page 5 
 

IN-CONFIDENCE 

 

Treasury Report: EQC - changes to the residential insurance scheme 

Purpose of Report 

14. The purpose of this report is to seek your agreement to a number of changes to the 
Earthquake Commission (EQC) residential insurance scheme, to improve its 
operational efficiency and workability. 

Background 

15. On the 6 April 2009 you invited the Earthquake Commission to initiate a process for 
amending its residential insurance scheme covering natural disasters.  

 
16. EQC subsequently provided Treasury a detailed proposal with the amendments sought 

(copy attached to this report). We have worked with the EQC to refine these proposals, 
as well as consulting with the Insurance and Savings Ombudsman and the Insurance 
Council of New Zealand. 

Comment 

17. The attached document from EQC sets out in detail the proposed changes and EQC’s 
justification for them. Our comments on the EQC’s proposals are summarised in the 
table below: 

 
Proposal Treasury view
Extending time limit for claims with special 
circumstances to 2 years 

Agree, but we think 2 years is too long; we 
suggest 6 months instead. EQC now suggest 
a 1 year time limit rather than 2 

Remove long term accommodation for the 
elderly from EQC coverage 

Agree 

Adopt a “dominant use” test for mixed-use 
buildings 

Agree 

Replace the EQC’s excess provisions with 
a franchise (disappearing excess) 

Do not agree, because of the incentive 
effects on claimants with claims close to the 
franchise threshold 

Change definition of residential land to 
exclude EQC cover for land around 
ancillary buildings 

Agree 

Change definition for access ways by 
removing length restrictions, but covering 
only the sole access way 

Agree 

Change definitions for value of land 
coverage 

Do not agree with two of the three changes 
proposed by EQC 

Include a definition of retaining wall in the 
Act 

Agree 

Introduce a franchise for land coverage Do not agree because of the incentive effects

Analysis 

18. We support the majority of EQC’s proposals. They appear to be sensible, if relatively 
minor, amendments to the operation of the EQC scheme.  
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19. We suggest the time limit for claims (with special circumstances) is extended to 6 
months rather than the 2 years originally proposed by EQC (who have subsequently 
suggested 1 year). We think 2 years is too long, as a 2 year delay would make it very 
difficult to establish whether damage has occurred as a result of a natural disaster 
covered by the EQC, or from some other cause. 

 
20. We have concerns about two of EQC’s proposals and we recommend that you do not 

agree to these changes. 
 
Replacing the excess provisions with a franchise 

21. Virtually all insurance policies require the claimant to contribute to the loss by way of an 
excess. This relieves the company of the administrative burden of small claims, 
maintains the owner’s financial interest and encourages them to safeguard their 
property. The EQC’s current excess provisions are: 

 
“$200 times the number of dwellings in the building or 1% of the amount payable by 
EQC [current capped at $100,000, so this limit is $1,000], whichever is the greater and, 
for personal property, $200”. 

 
22. The effect of this is that EQC has an excess of $1,000 for residential property damage. 

This means that for a claim of $950, EQC pays nothing; for a claim of $1,050, EQC 
pays $50; and so on. 

 
23. EQC proposes replacing this with a franchise of $1,000 (or $200 for personal property). 

This means that once a claim exceeds the amount of the franchise, it is paid in full. So 
a claim of $950 above is unaffected – EQC pays nothing – but a claim of $1,050 would 
be paid in full. EQC states that this would ease its administration significantly.  

 
24. EQC also propose introducing a franchise of $2,500 for land cover. 
 
25. We understand EQC’s desire to simplify its administration by moving to a franchise 

system rather than the current excess arrangements. However, a franchise system has 
strong incentives for people with claims close to but below the threshold to increase the 
size of their claim – e.g. for a person with a claim of $950 to inflate it to $1,000. 

 
26. EQC states that it could address this by both exercising discretion in paying for claims 

that are just below to the threshold, and in closely scrutinising claims that are at or just 
above the threshold.  

 
27. Closely scrutinising claims close to the threshold would increase EQC’s administrative 

costs, undermining the benefits of the proposal. EQC exercising discretion in paying for 
claims that are just below to the threshold is effectively just moving the threshold 
downwards, in an arbitrary and non-transparent manner. EQC’s new discretionary 
threshold would likely become common knowledge over time, and claimants would 
adjust their behaviour accordingly. 

 
28. Therefore on balance, we do not support EQC’s proposal for a franchise system. 
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Value of land coverage 

29. The EQC Act sets the maximum that can be paid for land damage as: 
 

 the value, at the site of the damage, of: 
 
(i) if there is a district plan operative in respect of the residential land, an area of 

land equal to the minimum area allowable under a district plan for land used for 
the same purpose that the residential land was being used at the time of the 
damage; 

(ii) an area of land of 4,000 square metres; 
(iii) the area of land that is actually lost or damaged; 
 
 whichever is the smallest 
 

30. EQC state that the Finance and Expenditure Select Committee has drawn attention to 
the dependence on the “whim of district planners” for the amount of compensation 
available. Claimants in different parts of the country have different entitlements 
according to what may be seen as an irrelevant factor (the size of the minimum sized 
site allowed in the District Plan, if it makes provision for this). EQC’s observation is that 
the 4,000 square metre limit is rarely the smallest of the value criteria and the value of 
the land actually lost or damaged can be a disputatious figure. 

 
31. EQC proposes replacing the definition above with: 
 

 the value, at the site of the damage, of: 
 
(i) the land holding on which the residential building is situated; or 
(ii) an area of land of 1,000 square metres 
 
 whichever is the smaller 

 
32. We agree with EQC’s proposal to amend the Act to remove clause (i) which links the 

maximum that can be paid to the relevant district plan. 
 
33. However we do not support the proposals to amend the other two clauses of the 

current definition. Removing the clause stating that compensation be limited to the 
value of “the area of land that is actually lost or damaged” appears to de-link 
compensation paid from actual damage suffered. Nor do we support changing the 
provision that limits claims from a maximum of 4,000 square meters to 1,000 square 
meters. The justification for this is not clearly explained in EQC’s paper. 
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Consultation 

34. We have consulted with the Insurance Council of New Zealand and the New Zealand 
Insurance and Savings Ombudsman on the proposed change to the EQC scheme. 

 
35. Both organisations supported the majority of the changes proposed by EQC, but did 

not support: 
 

• increasing the time limit for claims to 2 years (they suggested 6-12 months); 
• introducing a franchise; 
• Change definition of residential land to exclude EQC cover for land around 

ancillary buildings, on the grounds that this would transfer costs to insurers. 
Private insurers do not insure for land, but this change would mean the EQC did 
not cover damage to electricity and sewerage connections to ancillary buildings; 
these costs would then fall to private insurers to cover. 

 
36. The New Zealand Insurance and Savings Ombudsman also questioned the need for 

removing long term accommodation for the elderly from EQC coverage. They asked 
whether this was a significant problem for EQC and therefore whether any change was 
justified. 
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IN-CONFIDENCE 

Treasury:1899646v2 IN-CONFIDENCE 1 

Date:  6 September 2010 CM-1-3-15-1 
 
To:  Minister of Finance 
 
AIDE MEMOIRE: EARTHQUAKE COMMISSION – NATURAL DISASTER FUND 

The Earthquake Commission’s (EQC) Natural Disaster Fund (NDF) consists of: 
 

NDF consists of ($billion):  
NZ Government bonds 3.99 
Reinsurance (with an excess of $1.5 billion) 2.50 
Marketable investments 1.73 
Cash 0.32 

Total NDF (including reinsurance) 8.54 
 
In meeting the costs to the NDF of the Canterbury earthquake, the EQC will: 
 
• initially use its cash reserves; and then 
• begin to sell down its marketable investments (overseas equities) and NZ 

Government bonds; and then 
• if total costs exceed $1.5 billion, claim payments from its reinsurers. 
 
If total costs exceeded $4.0 billion (the $1.5 billion excess plus the $2.5 billion 
reinsurance) then the EQC would need to further draw on marketable investments and 
NZ Government bonds. This seems unlikely. As the EQC have advised you, their 
modelling indicates the cost to the NDF of the Canterbury earthquake could be around 
$1.8 billion. At this level, the NDF would pay $1.5 billion and the reinsurers $0.3 billion. 
 
EQC cautions that this is only a rough estimate and that the actual costs to the NDF 
could be anywhere between $1 and $2 billion. There will also be additional costs to 
private insurers, Canterbury residents, local authorities and the Crown (e.g. as a 
property owner). 
 
The NDF’s NZ Government bonds are not tradable in the market and can only be 
redeemed by the Crown (DMO). In order to redeem them, the Crown would need to 
borrow to give the EQC cash. This morning EQC has indicated to us that its preference 
will be to sell down its marketable investments first, in preference to drawing on NZ 
Government bonds. We agree. 
 
EQC also indicated that it has sufficient cash for its immediate needs (next couple of 
weeks) and that it expects the major cash outflows from the NDF will happen in about 1 
month. This gives sufficient time to arrange an orderly sell-down of marketable 
investments and NZ Government bonds. 
 
We will provide further updates in the coming weeks, once the EQC has a more 
accurate estimate of its cash needs and timing requirements. 
 
 
 
Juston Anderson, Senior Analyst, Sector Monitoring,
Andrew Blazey, Manager, Sector Monitoring, 

s9(2)(k)
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 IN-CONFIDENCE  

Treasury:1901710v1 IN-CONFIDENCE 

Treasury Report:  Earthquake Commission - Cover for Land 

Date: 7 September 2010 Report No: T2010/1673 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Note contents Monday 13 September 2010 

Associate Minister of Finance 

 (Hon Simon Power) 

Note contents Monday 13 September 2010 

Associate Minister of Finance 

(Hon Steven Joyce) 

Note contents Monday 13 September 2010 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager, Sector Monitoring  

Juston Anderson Senior Analyst, Sector Monitoring  
 

Minister of Finance’s Office Actions (if required) 

None. 
 
 
 
 
Enclosure: No 
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7 September 2010 CM-1-3-15-1  

Treasury Report: Earthquake Commission - Cover for Land 
 
1. You requested information on what coverage the Earthquake Commission (EQC) 

provides for damage to land, and what the EQC’s exposure is in relation to the 
Canterbury earthquake. 

 
2. The EQC’s legislation does provide cover for damage to land. This cover is unique, as 

insurance companies do not insure land. This land cover was originally introduced into 
the EQC scheme in the 1980s following the Abbotsford landslip that affected 69 houses 
and caused the evacuation of 600 people. 

 
3. The EQC Act provisions dealing with land coverage and the financial limits on 

compensation for land damage are complex, and have been the subject of a number of 
complaints over the years. Not surprisingly, the complaints have mostly occurred when 
partial settlements are made. 

 
4. Claims for land loss or damage occur mostly because of landslips, storms and floods, 

rather than earthquakes. Payouts for land damage have been greater than for building 
damage for some past events covered by EQC. In the case of the Canterbury 
earthquake, while in some areas 100% of the claims will involve land, EQC estimates 
that about 15% of the total claims received will include a land component. 

 
Definition of “residential land” 

5. The EQC’s legislation defines “residential land”, in relation to any residential building, 
as: 

 
(a) the land on which the building is situated; and 
(b) all land within eight metres in a horizontal line of the building; and 
(c) that part of the land holding which 
 (i) is within 60 metres, in a horizontal line, of the building; and 
 (ii) constitutes the main access way or part of the main access way to the  

building from the boundary of the land holding or is land supporting such access 
way or part; and 

(d) all bridges and culverts situated within any area specified in paragraphs (a) to (c) 
of this definition; and 

(e) all retaining walls and their support systems within 60 metres, in a horizontal line, 
of the building which are necessary for the support or protection of the building or 
of any property referred to in paragraphs (a) to (c) of this definition. 
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Financial Limits to Coverage 
 
6. The EQC Act sets the maximum that can be paid for damage to residential land as: 
 

The sum of:  
 
(a) the value, at the site of the damage, of: 
 
 (i) if there is a district plan operative in respect of the residential land, an area 

of land equal to the minimum area allowable under a district plan for land used for 
the same purpose that the residential land was being used at the time of the 
damage; 

 (ii) an area of land of 4,000 square metres; 
 (iii) the area of land that is actually lost or damaged; 
 
 whichever is the smallest; and  
 
(b) the indemnity value of any property referred to in paragraphs (d) and (e) of the 

definition of the term “residential land” [i.e. bridges, culverts, retaining walls] … 
that is lost or damaged. 

 
7. EQC settles claims based on the cost of clearing debris and/or the cost of reinstating 

the land, provided this can be done within the financial limit from the definition above. If 
these costs exceed this limit, EQC pays out up to the limit. 
 

Issues 

8. EQC states that the fairness of the criteria for establishing the maximum payout on 
EQC’s land insurance (as described above) has been raised by the Finance and 
Expenditure Select Committee, Members of Parliament (on behalf of individual 
claimants) and the Ombudsman. Issues raised were: 

 
• the definition of a “residential building” encompasses virtually all structures on a 

residential section and therefore the land for eight metres around such structures 
is insured (EQC has fielded claims even on the land around clothes lines and 
letter boxes). Home owners with separate garages, garden sheds, sleep‐outs etc. 
can obtain a significantly higher payout from EQC than others. 

 
9. The inclusion of some pipes and cables in the definition of “residential building” in the 

Act, leads to the absurdity that land is covered eight metres either side of such 
underground services. Taken literally, EQC would have to excavate every section on 
which a land claim is made to locate underground services in order to assess the claim. 

 
• EQC has received complaints via Members of Parliament and the Ombudsman 

that the sixty metre limit on access ways, in paragraph (c) of the definition of 
“residential land” discriminates against rural properties. 

 
• The Finance and Expenditure Select Committee has drawn attention to the 

dependence on the “whim of district planners” for the amount of compensation 
available. 
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10. Claimants in different parts of the country have different entitlements according to what 
may be seen as an irrelevant factor (the size of the minimum sized site allowed in the 
District Plan, if it makes provision for this). EQC’s own observation is that the 4,000 
square metre limit is rarely the smallest of the value criteria and the value of the land 
actually lost or damaged can be a disputatious figure. 

 
• Property covered by paragraphs (d) and (e) of the Act quoted above (bridges, 

culverts and retaining walls) is insured by the scheme up to its indemnity value, 
not the replacement value that is the scheme’s usual basis of settlement.  

 
11. This is to avoid the scheme’s providing de facto maintenance cover, i.e. replacing old 

retaining walls when they inevitably fail. In general terms, the difference is that, for 
indemnity value, the age and condition of the damaged property must be taken into 
account. There is no standard definition of “indemnity value” in insurance and the Act 
has no definition, so criteria for valuing indemnity used by EQC are sometimes 
challenged. The Act does include a definition for “replacement value”. 

 
• There is no definition of a “retaining wall” provided by the Act and EQC’s 

conclusions about whether a structure is one or not, are sometimes queried. 

• Excess levels (the amount of a claim borne by the claimant) – are, as with the 
cover on residential buildings and contents, among the most complicated 
provisions of the insurance cover. 

12. The excess for land is “$500 times the number of dwellings in the residential building 
which is situated on the land, or 10% of the amount payable by EQC, whichever is 
greater, to a maximum of $5,000. 

 
Comment 

13. We expect that some of the issues above will be raised again in the context of the 
Canterbury earthquake. 

 
14. Last year, the EQC proposed a number of relatively minor changes to the EQC’s 

legislation, to improve its operational efficiency and workability. Several of these 
proposed changes related to the land coverage provisions. 

 
15. At the beginning of the year you submitted a bid to include the “Earthquake 

Commission Amendment Bill” in the government’s legislative programme (T2010/001 
refers). The Bill was given a priority 5 on the legislative programme, “instructions to the 
Parliamentary Counsel Office to be provided in the year”.  

 
16. We had anticipated submitting a Cabinet paper to you later this year to seek Cabinet’s 

approval to the policy changes. Given the Canterbury earthquake, we propose that this 
does not happen and that the “Earthquake Commission Amendment Bill” is not 
progressed any further this year because: 

 
• no doubt many lessons will be learnt as a result of the Canterbury earthquake, 

and these should be considered before making any changes to the Act; and 

• it would be unwise to change the provisions of the Act in the immediate aftermath 
of a major disaster, while a large volume of claims are being dealt with. This 
would risk either claims being dealt with differently, or EQC having to apply 
changes to the Act retrospectively, which would be very difficult if not impossible. 
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Consultation 

We consulted with the EQC in the preparation of this report. The majority of the report was 
drawn from the EQC’s paper from last year that set out its proposed changes to the EQC’s 
legislation. 

Recommended Action 

We recommend that you note the contents of this report. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Date:  8 September 2010 BM-3-0-6 
 
 
To: Minister of Finance and Prime Minister 
 
AIDE MEMOIRE: UPDATE ON ECONOMIC AND FISCAL IMPACTS OF 
CANTERBURY EARTHQUAKE 

Executive Summary 
 

• Estimates of the economic impact of the Canterbury earthquake are 
subject to considerable uncertainty and require a number of assumptions. 
 

• The impact of the earthquake on economic activity (GDP) will be 
considerably smaller than overall damage estimates.  Damage estimates 
reflect losses to a stock of wealth, whereas impacts on GDP reflect 
changes in levels of production.  
 

• The loss of real GDP in the September quarter is estimated to be 
equivalent to about 0.1% of annual GDP (or 0.4% of quarterly GDP).   

 
• Recovery work will then boost the level of GDP, this will more than offset 

the loss of output in the September quarter so that for the year to June 
2011 as a whole GDP will be about 0.5% higher than the Budget 
Forecasts.   
 

• While remaining positive over 2012, the boost to GDP from post 
earthquake construction will diminish as time goes by, so that over the 
long run real GDP will be similar to what it would have been in the 
absence of the earthquake.  

 
 
Introduction 
 
This note provides the latest estimates of the possible impact of the Canterbury 
earthquake on economic activity.  At this stage it is not possible to be precise about the 
magnitude of impacts given that it will be some time until reliable estimates of the value 
of damage are available.  Given the uncertainty around damage estimates there is a 
considerable range of views (even amongst the contributors to this note) on the impact 
the earthquake will have on economic activity in the September quarter and therefore  
the extent of recovery in the next couple of years.  
 
Short term impacts on GDP 

It is important to note that the impact on GDP will not be anywhere near as large as the 
overall asset damage.  Damage estimates reflect losses to a stock of wealth, whereas 
impacts on GDP reflect changes in levels of production.  The impact on GDP has also 
been minimised because essential services have either generally been restored or are 
close to being restored in all but the most affected areas, most businesses are open, 
and injuries have been minimal.    
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For the September quarter as a whole we expect that production in the Canterbury 
region will be down 1% to 5% relative to what it would have been in the absence of the 
earthquake.  This reduction will all occur in the September month when production will 
be down 3% to 15%.  This equates to a 0.2% to 0.8% negative impact on New 
Zealand’s overall GDP in the September quarter, given Canterbury accounts for around 
15% of the nation’s GDP.  Within this range we would consider a pick of around a 
negative 0.4% quarterly impact as being the most likely outcome. This equates to 
about 0.1% of annual GDP.   Our estimates are in line with estimates made by a couple 
of bank forecasters with Westpac estimating a 0.2% negative impact in the September 
quarter and ASB saying the negative impact could be up to 0.6%.  

Medium term impacts on GDP 

Over the next couple of years there will be a positive impact on economic output as 
repair and reconstruction work is undertaken.  However, there will also be a degree of 
displacement of other work; for example, some new houses and buildings that would 
have been built in the absence of the earthquake will be delayed, some infrastructure 
projects will also need to be delayed as more urgent repair work is focused on. 

Natural disasters also tend to reduce the number of tourists arriving in affected regions.  
Next year the lead up to the Rugby World Cup, and the event itself, will provide a good 
opportunity to showcase to potential tourists that Canterbury (and New Zealand) is still 
a good destination to visit. 

Overall, over the medium term, the repair and reconstruction work should provide a 
significant boost to GDP.  The size of the boost will be dependent on the scale of loss, 
with the higher the actual level of loss experienced the greater the boost to activity.  
Based on a negative 0.4% impact on September quarter GDP and a $4 billion damage 
assumption, as discussed below, then the recovery phase will provide a boost to GDP 
growth of up to 0.5%, over the 2011 June year as a whole.  The boost to the level of 
GDP will diminish over time as recovery work is completed, but real GDP is likely to be 
around 0.3% higher in the June 2012 year than what it would have been in the absence 
of the earthquake.  

In effect what is likely to happen is that greater demand due to reconstruction activity 
will see the economy work a bit harder to offset a reasonable amount of the welfare 
loss caused by the earthquake, i.e. the stronger growth is required to get back some of 
what we already had. 

There is also likely to be a small impact on overall inflation given increased resource 
pressure, particularly in the Canterbury region.  We have not quantified this impact. 

Nominal GDP could be a cumulative $1.7 billion higher over the next two June years.  
This figure is below the $4 billion damage assumption as recovery work will displace 
some activity, not all buildings will be reconstructed, and the replacement of buildings 
and belongings will partly be met via higher imports.  The boost to GDP will also 
provide a boost to tax revenue, although nowhere near the magnitude of the costs the 
earthquake will impose on government.  A very crude estimate given the boost to 
nominal GDP would be additional tax revenue of around $500 million over the next 21 
months. There may be some upside to this revenue estimate once things such as the 
$15 million wage assistance package (adds to PAYE but not GDP) and depreciation 
clawback on insurance payments in respect of written-off buildings are included. 
Treasury and Inland Revenue officials are currently working through the full tax 
revenue implications of the earthquake. 
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Long run  

Beyond the next couple of years, the updating of the building stock in the Canterbury 
region is likely to see slightly less investment in new buildings and updating of home 
contents than would have been the case.  However, overall we expect that the level of 
potential should show no discernable impact as a result of the earthquake. 
 
Assumed damage to existing assets 
 
In order to provide even rough estimates of the impact that post earthquake 
reconstruction and replacement activity will have on the economy it is necessary to 
make some assumptions about the scale of damage experienced.  We have assumed 
$4 billion worth of overall damage to private property, commercial property and local 
and central government assets.  It is important to stress that these are 
assumptions only and are not based on any complete assessment of damage 
caused by the earthquake.   
 
Residential buildings and contents 
 
There is no definitive single estimate of the overall value of damage to residential 
building and property.  The Earthquake Commission (EQC) has estimated its exposure 
at around $1.8 billion, but given uncertainty associated with model estimates this could 
easily fall anywhere within the $1 billion to $2 billion range.  We have assumed total 
damage to residential property and contents of $2 billion.  The majority of this will be 
met by EQC, with most of the remainder covered by private insurance. 
 
Commercial buildings and capital stock 
 
For the purpose of this note we have assumed a total damage bill of around $1 billion 
for commercial buildings and capital but the final figure could well turn out to vary 
considerably from this.   

Local and Central Government 

The earthquake has caused substantial damage to infrastructure, the true cost of which 
will not be known for some time.  The value of fixed assets held by the Canterbury 
Regional, Christchurch City, Selwyn District and Waimakariri District Councils total $7.2 
billion (as at 30 June 2009).  Of this, approximately two thirds is classified as 
infrastructure assets.  This note assumes damage to local and central government 
assets of around $1 billion.  This represents just under 14% of the book value of assets 
held by the councils above or around 21% of the book value of their infrastructure 
assets.  There is little solid information to underpin this estimate. 

 

 
 
 
Peter Mawson, Senior Analyst, Forecasting and Monitoring,
Patrick Conway, Principal Advisor, Forecasting and Monitoring,
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Treasury Report:  Crown Financial Institutions Quarterly Monitoring Report 
- December 2008 

Date: 26 February 2009 Report No: T2009/385 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Note the contents of this report None 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Dominic Milicich Manager, Climate Change, 
Energy and Commercial 
Operations 

 

 

Minister of Finance’s Office Actions (if required) 

None. 
 
 
 
 
Enclosure: Yes
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26 February 2009 CM-1-2-2 

Treasury Report: Crown Financial Institutions Quarterly Monitoring 
Report - December 2008 

Executive Summary 

Treasury monitors the performance of the Crown Financial Institutions (CFIs).  Attached is 
our routine quarterly report, providing a current state of play of the CFI portfolio and includes 
comments on investment performance and current risks and issues.  
 
Key points 

• The December quarter saw further falls in stockmarkets with the MSCI World Index 
returning negative 10.6% 

• Fiscal year to date returns for the CFIs ranged from -23.1% for the NZSF to 1.6% for 
EQC. The returns were dependent on the level each fund has in growth assets (such 
as equities and property) and to what extent international exposures were hedged.  

• As previously advised, NPF will be calling on the Crown, under section 72 of its act, to 
meet the cost of providing a minimum return of 4% to three of its schemes. The decline 
in global markets has resulted in these schemes not achieving the minimum return, and 
there are also insufficient reserves to meet the shortfall. The estimated call on the 
Crown guarantee at 31 March 2009 is $33.5 million (based on financials to the end of 
January 2009). 

• During the next twelve months the terms of appointment of 21 CFI Board members will 
expire. We recently reported to you on the first round of Board appointments 
(T2009/365 refers). 

• We are preparing a Cabinet paper regarding your intention to issue the Guardians with 
a direction concerning investment in New Zealand assets. 

• We are working with the CFIs on the risk level undertaken by them with the goal of 
identifying the level of discretionary risk that is undertaken by each entity. This work will 
enhance the monitoring of the CFI portfolio and will be reflected in future quarterly 
reports.  

Recommended Action 

We recommend that you note the contents of the report. 
 
 
 
 
 
 
Dominic Milicich  
Acting Manager, Climate Change Energy  
and Commercial Operations 
for Secretary to the Treasury 
 
 
 
 Hon Bill English 
 Minister of Finance 
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CROWN FINANCIAL INSTITUTIONS – MONITORING REPORT 

Including investment data to 31 December 2008 

 
 
 
  Contents Page No 

   
1.0 CFI Portfolio 4 
2.0 New Zealand Superannuation Fund 7 
3.0 Earthquake Commission 8 
4.0 Government Superannuation Fund 8 
5.0 National Provident Fund 9 
6.0 Accident Compensation Corporation – Investment Funds 11 
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1.0 CFI PORTFOLIO  

 
31/12/2008 return 

EQC 2.1% 

 
• NPF is not included in the above table because it comprises a number of 

schemes with varying asset allocations.  
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1.3 Change in the value of CFI portfolios during current fiscal year 

 
• The above chart should not be used to infer investment performance as during 

the year the change in the value of each fund is a combination of investment 
returns as well as contributions and withdrawals. 

 
1.4 CFI’s Investments by asset class 
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Asset Allocation Tables   

31/12/2008 
$m EQC % 

      
NZ Equities - 6%
Overseas Equities 1,447 31%
NZ Bonds 3,829 28%
Overseas Bonds - 11%
Cash 403 7%
Property - 5%
Other Growth Assets - 3%
Other alternative assets 
(incl. derivatives) - 5%
Timber - 4%
Total 5,678 100%
 

31/12/2008 
  EQC 

%   
NZ Equities - 
Overseas Equities 25%
NZ Bonds 67%
Overseas Bonds - 
Cash 7%
Property - 
Other Growth Assets - 
Other alternative assets 
(incl. derivatives) - 
Timber - 
Total 100%
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3.0 EARTHQUAKE COMMISSION (EQC) 

3.1 Current Issues and Risks 

• EQC has provided your office with its BIM. We mentioned in our last report that 
our main issue with the BIM was EQCs proposal to increase the insurance caps. 
Current caps are $100,000 per dwelling and $20,000 on contents. We do not 
support changes to the caps because the private sector adequately covers the 
excess over these amounts. EQC admits that it is unlikely that the increase in 
premiums charged by EQC for any increase in cover would be offset by a 
reduction in premiums charged by the private sector. Accordingly homeowners 
would be charged more for essentially the same cover. We can provide further 
advice on this or other matters in the BIM if requested. 

 
3.2 Investment Performance 

• EQC has produced a 2.1% return for the fiscal year to date. Consistent with the 
first quarter, the second quarter benefited from an unhedged position in global 
equities and a high weighting in bonds.  

• EQC are mindful that its active managers have not produced adequate returns to 
date, and it is closely monitoring its investments in this area.  

 
31/12/2008 Market Value Fiscal ytd Rolling 4 years 

  $m % 
b'mark 

% return b'mark diff return b'mark diff 
                    
Global Equities - 
Passive 582 

25% 30%

-13.2% -13.7% 0.5% 1.6% 1.2% 0.4%
Global Equities - 
Active 865 -17.1% -13.7% -3.4% 0.7% 1.2%

-
0.5%

NZ Bonds 3,331 59% 53% 10.4% 10.5% -0.1% 7.6% 7.6% 0.0%
NZ Index-link Bonds 498 9% 10% 7.0% 7.0% 0.0% 6.5% 6.5% 0.0%

Cash 403 7% 7% 3.9% 4.0% -0.1% 7.7% 7.8%
-

0.1%
Total Fund 5,678 100% 100%             
Return v weighted average assets class 
benchmarks 

2.1% 
2.1% 0.0% 

5.9% 
5.8% 0.1%

Return v Fund objective (NZXNZGS plus 1%) 11.0% -8.9% -8.6%
-

2.7%
Returns are reported before tax (EQC is not subject to tax) and after the deduction of active 
investment manager fees. 
 
The EQC’s investment objective is to exceed NZX’s Government Stock Index by at least 1 percent per 
annum over a rolling 10 year period.   
 
deleted - Out of scope

pages 9-11 deleted - Out of scope
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 IN-CONFIDENCE  

Treasury:1944234v2 IN-CONFIDENCE 

Treasury Report:  Cost of the Canterbury Earthquake to EQC 

Date: 10 November 2010 Report No: T2010/2196 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Note contents and refer this report 
to the Minister for Canterbury 
Earthquake Recovery 

None 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager, Sector Monitoring  

Juston Anderson Senior Analyst, Sector Monitoring  
 

Minister of Finance’s Office Actions (if required) 

Forward the report to the Minister for Canterbury Earthquake Recovery 
 
 
 
 
Enclosure: No 

s9(2)(k) s9(2)(a)
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10 November 2010 CM-1-3-15-1  

Treasury Report: Cost of the Canterbury Earthquake to EQC 
 
1. We estimate that the gross cost of the Canterbury earthquake to the EQC is $3.3 

billion1. This is within the range of previous estimates, but towards the top end. Our 
estimate is: 

 
 Number

of claims
Average cost 
per claim2 ($) 

Total cost to 
EQC3 ($m)

Building claims over $100,000 10,000 100,000 990
Building claims from $10,000 to $100,000 62,000 30,000 1,840
Building claims under $10,000 32,000 6,500 200
Land damage n/a n/a 150
Contents claims 44,0004 3,000 130
Total 120,0005 n/a 3,310

 
2. The net cost to the EQC is capped at $1.5 billion (with some caveats) due to EQC’s 

reinsurance. Therefore if our estimate is correct, there is no additional fiscal cost to the 
Crown, but the EQC’s reinsurers face a bill of around $1.8 billion.  

 
3. Our estimate excludes: 

 
• damage to commercial property, infrastructure, and local and central government 

property, which is not covered by the EQC; 

• additional costs for residential property being borne by private sector insurers 
(e.g. damage for houses above the EQC cap of $100,000 plus GST);  

• the additional costs of land remediation above the standard required by the EQC 
Act; and 

• economic losses caused by the earthquake. 
 
4. Our estimate includes administration costs for the EQC, although these are not 

separately itemised as they are likely to be a small fraction of the total, and well within 
the margin of error of our estimate. 

 
5. Our estimate of $3.3 billion is uncertain and based on limited information. Therefore 

there is still a significant margin for error around it. However, based on the information 
we have, we cannot see any plausible set of assumptions that would result in a gross 
cost to the EQC that was less than $2 billion. 

 
6. The EQC is commissioning its actuarial advisor to prepare a more robust estimate its 

gross cost. This will not be available until the end of November 2010. 
 

7. The EQC needs to handle the relationship with its reinsurers sensitively. Therefore we 
recommend that you do not discuss Treasury’s estimate publicly until EQC has had a 
chance to brief its reinsurers. EQC’s intention is to brief its reinsurers (after briefing 
you) once its actuarial review has been completed at the end of the month. 

                                                
1  All figures in this report are GST exclusive. 
2  Before EQC’s excesses are applied. 
3  The cost to EQC, after the excesses are applied. Figures are rounded to the nearest $5 million. 
4  Of this figure, 12,000 are for contents only and 28,000 are for building and contents damage. To 

avoid double-counting, only 12,000 of these claims are included in the total number of claims. 
5  This is our estimate of the final number of claims to the EQC from the Canterbury earthquake. 

The total number of claims is 113,685 as at mid-day Tuesday 9 November. 

20190453 Page 178 of 300

 

 

 



IN-CONFIDENCE 

T2010/2196 : Cost of the Canterbury Earthquake to EQC Page 3 
 

IN-CONFIDENCE 

Previous cost estimates 

8. Shortly after the earthquake, a number of estimates of the potential cost of damage 
suffered in Canterbury were released. The EQC’s initial modelling, done immediately 
after the earthquake, produced a wide range of estimates. One model produced a 
range of between $1.2 billion and $2.0 billion, with a midpoint of $1.4 billion. Another 
model produced a range between $2.6 and $4.4 billion, with a midpoint of $3.4 billion – 
which is very close to our current estimate.  

 
9. Shortly after the quake, private sector commentators produced estimates of between 

$1 billion and $6 billion, although these figures were for total insured loss, not the 
EQC’s share of that loss. While the range in these estimates was very large, most of 
them converged on a total expected loss of around $2 to $3 billion. Our current 
estimate of the EQC’s loss suggests this understates the total insured loss. 

 
EQC’s reinsurance 

10. As you know, the EQC has $2.5 billion of reinsurance which provides cover to the EQC 
for costs greater than $1.5 billion from a single event. The reinsurance would only be 
fully used up if the total cost to the EQC of the Canterbury earthquake was greater than 
$4.0 billion, which is possible, but at the moment seems unlikely. 

 
11. The EQC’s reinsurance only provides cover for costs incurred under the EQC’s existing 

legislation and policy. The additional costs of the land remediation work to bring land 
up to a higher standard will not be covered by reinsurance. 

 
12. The reinsurance also provided cover for damage from aftershocks up to 720 hours (30 

days) after the initial event. This cover expired on 4 October. In theory, any additional 
damage from aftershocks after 4 October is not covered by the reinsurance and must 
be met by the EQC. This would increase the net cost to EQC above $1.5 billion.  

 
13. However in practice it is not clear how the EQC or the reinsurers would be able to 

separate out whether damage occurred before or after 4 October, and we assume that 
the damage from aftershocks after 4 October is relatively minor. 

 
Our cost estimate 

14. The EQC has taken the roughly 9% of claims it has assessed to date, and using this 
information has forecast possible house repair costs within broad cost bands. These 
9% of claims are not a random sample, as the EQC has been prioritising both 
high-value and low-value claims for settlement. However, this is the best information 
we have, and we have attempted to correct our estimate for the biased sample. 

 
15. We have used this information to produce an estimate of the total cost to the EQC, 

after scaling the total number of claims up to 120,000, and factoring in the estimated 
cost of contents claims, land remediation costs, and the EQC’s excesses. 

 
Claims over $100,000 

16. We know that for claims for house damage above the EQC cap, the EQC pays 
$100,000 plus GST, less a $1,000 excess. Therefore the total cost in this category 
depends only on the number of claims – the current estimate is around 10,000, but this 
is still relatively uncertain. 
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Claims between $10,000 and $100,000 

17. These are the claims that will be handled by the EQC’s project management office 
(PMO) with Fletcher Construction. We have assumed 62,000 houses would need 
repair at an average cost of around $30,000. Therefore we estimate house repair costs 
through the Fletcher Construction PMO will total around $1.84 billion. 

 
Land damage 

18. The figure we use is the EQC/Tonkin and Taylor’s estimate for the costs of land 
remediation to the standard required by the EQC Act, less our estimate of the excess 
to be paid by the landowners. Therefore this figure excludes the additional costs of 
remediating land to a higher standard (estimated to be an additional $140 million) 
which will be met by the Crown. 

 
Contents claims 

19. We have assumed the average contents claim to be $3,000. This is slightly higher than 
the average value of contents claims paid to date, which is $2,650. 

  
Sensitivity of our estimate 

20. The average cost of claims between $10,000 and $100,000 is the most important 
assumption in our estimate. It is also the assumption where we have the least 
information.  

 
21. We have assumed the average cost for house damage in this category is $30,000. As 

discussed above, this is based on an extrapolation of the around 9% of claims that the 
EQC has assessed to date. 

 
22. As a sensitivity test, if the average was actually $40,000 then our total EQC cost 

estimate would be $3.9 billion, with claims in the $10,000 to $100,000 category totalling 
around $2.5 billion. If the average cost of claims in this category was $10,000 – which 
is obviously not plausible – then our total EQC cost estimate would be just under $2.1 
billion. 

 
23. The EQC has received 113,685 claims as at mid-day on Tuesday 9 November, and 

this total is still increasing by around 600 to 700 per day. We estimate the final total of 
claims is likely to be somewhere between 120,000 and 130,000. We have assumed 
120,000 in our cost estimate, but if we also assume that the majority of claims received 
from now on will be for smaller amounts of damage, then our estimate is not 
particularly sensitive to the final number of claims received by the EQC. 

 
24. However, our estimate is sensitive to the allocation of the total number of claims to 

each sub-category. Confidence in our estimate is expected to increase significantly as 
more data becomes available within the next few weeks. 

 
Impact of EQC’s excess provisions 

25. We have factored the impact of the EQC’s excess provisions into our estimate. Based 
on our assumptions, the EQC is meeting over 98% of the cost of residential damage up 
to the EQC caps, with homeowners meeting less than 2% themselves via the EQC’s 
excesses. 

 
Private insurers 

26. Private insurers will be meeting the cost for house damage above the EQC cap of 
$100,000 (less any excesses that the private insurers charge).  
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27. If we assume the average cost of house damage above the EQC cap is $200,000 (i.e. 
$100,000 from the EQC and $100,000 from private insurers) then private insurers will 
incur costs related to residential property repairs of around $1 billion. Based on this 
assumption, which is not particularly robust, the total cost of damage to residential 
property and land in Canterbury would be around $4.3 billion, with EQC meeting 
around 77% of this amount, private insurers around 23% and homeowners around 1%. 

 
28. Private insurers will also be meeting other costs such as temporary accommodation, 

and also covering commercial property damage, central and local government 
infrastructure and property damage, and commercial business interruption. 

 
Consultation 

29. This report was prepared in consultation with the EQC. 

Recommended Action 

We recommend that you: 
 
a note the contents of this report;  
 
b note that our estimate has implications for the EQC’s relationship with its reinsurers, 

and therefore should not be discussed publicly until the EQC has had a chance to 
produce its own estimate and brief its reinsurers; and 

 
c refer this report to the Minister for Canterbury Earthquake Recovery. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury:1904784v1 IN-CONFIDENCE 

Treasury Report:  Earthquake Commission (EQC) - Modification of 
Ministerial Direction on Investment 

Date: 10 September 2010 Report No: T2010/1707 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Sign the attached letter to Michael Wintringham, 
Chair of the EQC 

Friday 10 September 2010 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager, Sector Monitoring  

Juston Anderson Senior Analyst, Sector Monitoring  
 

Minister of Finance’s Office Actions (if required) 

Send the letter once signed. Given the urgency, we suggest it is couriered to EQC’s head office and also 
emailed to Michael Wintringham, Ian Simpson and Phillip Jacques. 
 
 
 
 
Enclosure: Yes (attached)

s9(2)(k) s9(2)(a)
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10 September 2010 CM-1-3-15-1  

Treasury Report: Earthquake Commission (EQC) - Modification of 
Ministerial Direction on Investment 

Executive Summary 

Michael Wintringham, the Chair of the Earthquake Commission (EQC) has written to you 
requesting that you modify the current Ministerial direction on the EQC’s investment of the 
Natural Disaster Fund (NDF), in light of the Canterbury earthquake. 
 
The Current Direction 

The current direction on the investment of the NDF was issued by the previous Minister of 
Finance in 2001. The relevant provisions of the direction state that: 
 

2. The Earthquake Commission (the Commission) shall invest the Natural Disaster 
Fund (the Fund) in:  

 
1. NZ Government securities comprising Treasury bills and/or Government 

stock and/or Inflation-Indexed Bonds tradeable only through the NZ Debt 
Management Office;  

2. global equities; and  
3. New Zealand bank bills. 

 
9. The Commission must consult with the Minister if it intends to modify the portfolio 

composition from the following:  
 

1. NZ Government securities;  
2. up to a maximum of 35% of the market value of the Fund in global equities; 

and  
3. up to a maximum of $250 million of New Zealand bank bills. 
 

11. In the event of a major natural disaster likely to involve claims on the Commission 
in excess of $250 million the Commission must consult with the Minister before 
liquidating any part of the investment portfolio of the Fund apart from the holdings 
of New Zealand bank bills. 

 
Need for Change 

The EQC will need to make payments to claimants who suffered damage in the Canterbury 
earthquake that will be in excess of $1 billion. In order to do this, the EQC states that it will 
liquidate some of its holdings in global equities (which total $1.7 billion). Paragraph 11 of the 
current direction requires the EQC to consult with you before doing this. 
 
Liquidating some of the global equities will result in considerable short-term cash holdings, 
as the proceeds are held in bank bills and other short-term securities before being paid to 
claimants. Paragraph 2 of the current direction limits the NDF to investment only in New 
Zealand bank bills, not other bank securities. 
 
Paragraph 9 of the current direction requires the EQC to consult with you if it intends to hold 
more than $250 million of New Zealand bank bills. 
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Proposed Changes 

EQC has suggested that the previous Ministerial direction is modified for one year so that: 
 
• there are no set limits to the amount of New Zealand bank securities the EQC may hold 

during the process of meeting claims;  
• EQC has the flexibility to hold other bank securities, including deposits, over the same 

period; 
• the current conditions set out in EQC’s investment policies apply, i.e. proceeds held 

only in banks registered under the Reserve Bank of New Zealand Act and with 
appropriate credit ratings; and 

• the funds be spread across a range of banks. 
 
We agree with the EQC’s proposed changes. 
 
There is some urgency to agreeing to the changes, as EQC will begin liquidating its global 
equities from next week. 
 
Process for giving a direction 

Section 12 of the Earthquake Commission Act 1993 gives you, as responsible Minister, the 
power to issue a direction to the EQC regarding the investment of the Natural Disaster Fund. 
 
You must consult with the EQC before giving a direction, and as soon as practicable after 
giving the direction, you must publish it in the Gazette and present a copy of it to the House 
of Representatives. 
 
Attached is a draft direction to the EQC for your consideration, and for formal consultation 
with the EQC. We have already informally consulted with EQC management who are 
comfortable with the proposed direction. 
 
We will provide you with a copy of the direction for your signature after you have received the 
EQC’s formal feedback. 

Recommended Action 

We recommend that you sign the attached letter to Michael Wintringham, Chair of the EQC, 
consulting him on the proposed changes to the Ministerial direction on investment of the 
NDF. 
 
 
 
 
 
Andrew Blazey 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Mr Michael Wintringham 
Chair 
The Earthquake Commission 
PO Box 790 
WELLINGTON 6140 
 
 
Dear Mr Wintringham 
 
Thank you for your letter of 9 September 2010 regarding modifications to the Ministerial 
direction on the investment of the Natural Disaster Fund (NDF). I agree with the proposed 
changes set out in your letter. 
 
Attached is a draft Ministerial direction to the Earthquake Commission (EQC) to implement 
these changes. Under the Crown Entities Act I am required to consult with the EQC before 
giving the direction. Could you please provide me with any comments on the draft direction at 
your earliest convenience. 
 
I agree with your suggestion that the proposed new direction should be reviewed after six 
months. This review does not need to be specified in the direction. 
 
The current Ministerial direction, dated 30 October 2001, requires that in the event of a major 
natural disaster likely to involve claims on the EQC in excess of $250 million, the EQC must 
consult with me before liquidating any part of the investment portfolio of the NDF apart from 
the holdings of New Zealand bank bills, and must consult with me if it intends to modify the 
NDF’s portfolio composition to hold more than $250 million in New Zealand bank bills. 
 
I confirm that the EQC has consulted with me regarding your intention to liquidate some of 
the NDF’s holdings of global equities and as a result of this to hold more than $250 million of 
New Zealand bank bills, prior to using these funds to settle claims for earthquake damage. I 
agree with this intention. 
 
Yours sincerely 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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DRAFT FOR CONSULTATION 

DRAFT FOR CONSULTATION 

 
Direction to the Earthquake Commission pursuant to Section 12 of the Earthquake 
Commission Act 1993 

1. This direction comes into effect on [date]. 
 
2. As of [date], paragraph 2 of the direction dated 30 October 2001 is revoked and 

replaced with the following: 
 

2. The Earthquake Commission (the Commission) shall invest the Natural Disaster 
Fund (the Fund) in:  

 
1. NZ Government securities comprising Treasury bills and/or Government 

stock and/or Inflation-Indexed Bonds tradeable only through the NZ Debt 
Management Office;  

2. global equities; and  
3. New Zealand bank securities, including New Zealand bank bills and 

deposits, held only in Banks which are registered under the Reserve Bank 
of New Zealand Act and which have a short term credit rating of A-1 or 
higher; Prime 1 or higher; and if rated by both Moody’s and Standard and 
Poors, ratings from both which equal or exceed the foregoing ratings. 
Funds invested in New Zealand bank securities shall be held across a 
number of banks. 

 
3. As of [date] paragraph 9 of the direction dated 30 October 2001 is revoked and 

replaced with the following: 
 

9. The Commission must consult with the Minister if it intends to modify the portfolio 
composition from the following:  

 
1. NZ Government securities;  
2. up to a maximum of 35% of the market value of the Fund in global equities; 

and  
3. up to a maximum of $2,000 million of New Zealand bank securities. 

 
4. All other parts of the direction dated 30 October 2001 are unchanged and remain in 

effect. 
 
5. This direction is in effect from [date] to [date plus 1 year]. As of [date plus 1 year plus 1 

day] this direction is revoked. 
 
 
 

 
 
Hon Simon William English 
Minister of Finance 
 
[ DD / MM / 2010] 
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Treasury:1905277v1 IN-CONFIDENCE 

Treasury Report:  Earthquake Commission (EQC) - Ministerial Direction on 
Investment 

Date: 14 September 2010 Report No: T2010/1720 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Sign the attached direction and 
letter to Michael Wintringham 

Tuesday 14 September 2010 
(direction is to take effect from  
15 September 2010) 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager, Sector Monitoring  

Juston Anderson Senior Analyst, Sector Monitoring  
 

Minister of Finance’s Office Actions (if required) 

Send the letter to Michael Wintringham once signed by the Minister, and attach a copy of the direction. 

Send a copy of the direction to Treasury so that we can arrange publication in the Gazette. 

Arrange for the Minister to table the direction in the House “as soon as practicable”. 
 
 
 
 
Enclosure: Yes (attached)

s9(2)(k) s9(2)(a)
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14 September 2010 CM-1-3-15-1  

Treasury Report: Earthquake Commission (EQC) - Ministerial 
Direction on Investment 

Executive Summary 

Last week we provided you with a draft of the proposed new direction on the investment of 
the Natural Disaster Fund (T2010/1707 refers). The contents of the new direction were 
suggested by the Earthquake Commission (EQC), but the direction was drafted by Treasury. 
EQC was consulted on the direction and has no comments on it. We recommend that you 
now sign the direction. 
 
The direction is drafted to take effect from Wednesday 15 September 2010, and cannot be 
retrospective. Therefore you need to sign it by Tuesday 14 September 2010. 

Recommended Action 

We recommend that you: 
 
a sign and date the attached direction to EQC; 
 
b sign the attached letter to Michael Wintringham informing him of the new direction; 
 
c return a copy of the direction to Treasury so that we can arrange for it to be published 

in the Gazette; and 
 
d present a copy of the direction to the House of Representatives as soon as practical. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Mr Michael Wintringham 
Chair 
The Earthquake Commission 
PO Box 790 
Wellington 6140 
 
 
Dear Mr Wintringham 
 
Pursuant to section 12 of the Earthquake Commission Act 1993 I now issue a new Ministerial 
direction to The Earthquake Commission. The direction takes effect from Wednesday 15 
September 2010, and expires on 14 September 2011. I intend to publish the direction in the 
Gazette and present a copy of it to the House of Representatives as soon as practicable. 
 
Yours sincerely 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Direction to the Earthquake Commission pursuant to Section 12 of the Earthquake 
Commission Act 1993 

1. This direction comes into effect on 15 September 2010. 
 
2. As of 15 September 2010, paragraph 2 of the direction dated 30 October 2001 is 

revoked and replaced with the following: 
 

2. The Earthquake Commission (the Commission) shall invest the Natural Disaster 
Fund (the Fund) in:  

 
1. New Zealand Government securities comprising Treasury bills and/or 

Government stock and/or Inflation-Indexed Bonds tradeable only through 
the New Zealand Debt Management Office;  

2. global equities; and  
3. New Zealand bank securities, including New Zealand bank bills and 

deposits, held only in Banks which are registered under the Reserve Bank 
of New Zealand Act and which have a short term credit rating of A-1 or 
higher; Prime 1 or higher; and if rated by both Moody’s and Standard and 
Poors, ratings from both which equal or exceed the foregoing ratings. 
Funds invested in New Zealand bank securities shall be held across a 
number of banks. 

 
3. As of 15 September 2010, paragraph 9 of the direction dated 30 October 2001 is 

revoked and replaced with the following: 
 

9. The Commission must consult with the Minister if it intends to modify the portfolio 
composition of the Fund from the following:  

 
1. New Zealand Government securities;  
2. up to a maximum of 35% of the market value of the Fund in global equities; 

and  
3. up to a maximum of $2,000 million of New Zealand bank securities. 

 
4. All other parts of the direction dated 30 October 2001 are unchanged and remain in 

effect. 
 
5. This direction is in effect from 15 September 2010 to 14 September 2011. As of  

15 September 2011 this direction is revoked. 
 
 
 

 
 
Hon Simon William English 
Minister of Finance 
 
 
___ September 2010 

20190453 Page 190 of 300

 

 

 



IN-CONFIDENCE 

Treasury:1917711v1 IN-CONFIDENCE 1 

Date:  29 September 2010 CM-1-3-15-1 
 
To:  Minister of Finance 
 
AIDE-MEMOIRE: EQC - REINSURANCE 

The Ad Hoc Cabinet Committee on Canterbury Earthquake Recovery requested some 
advice around the details of EQC’s reinsurance arrangements. Based on advice from 
EQC our understanding is that: 
 
• EQC has purchased $2.5 billion of reinsurance from overseas reinsurers, with an 

excess (“attachment point”) of $1.5 billion; 

• in simple terms this means that any costs to EQC from the Canterbury 
earthquake that exceed $1.5 billion can be claimed by EQC from its reinsurers. 
This includes administration costs to EQC as well as the cost of settling claims.  

• the effect of this is that the cost to the EQC1 of the Canterbury earthquake is 
capped at $1.5 billion (unless the reinsurance were to be fully used up, which 
seems unlikely, or if there were costs to the EQC not covered by reinsurance); 

• the reinsurance covers damage from aftershocks that are within 250 kilometres 
and within 720 hours (30 days) of the original event – i.e. any aftershocks that 
occur until 5:35 a.m.2 on Monday 4 October, within a zone that stretches from 
north of Kaikoura down towards Oamaru, and across to the West Coast; 

• EQC’s reinsurance is automatically reinstated for future events (i.e. outside 250 
kilometres or 720 hours after the Canterbury earthquake). EQC advise that the 
reinstatement clause is a complicated provision but, generally speaking, EQC 
has such coverage for about another year, after which further reinsurance would 
need to be purchased. 

 
However the reinsurance cover is based on EQC’s existing policy and legislation. If 
the government was to decide to change aspects of EQC’s policy, and that resulted in 
increased costs to the EQC in settling claims from the Canterbury earthquake, those 
costs would probably not be covered by reinsurance. This includes claims payments 
and administration costs – the reinsurance is for the “reasonable” administration costs 
of settling claims under existing policy. 
 
This does not prevent the Government from making policy changes to the EQC if it 
wished to. However it does mean that the Government, rather than EQC’s reinsurers, 
would need to bear the costs of any policy changes. 
 
Any policy changes would need to be very carefully communicated to the reinsurers, to 
provide them with assurance that EQC’s contract with them was not being breached.  
 
Even so, there is a risk that policy changes would impact on future reinsurance 
premium levels. Depending on the details of any policy changes, it may be preferable 
for them to be delivered through a separate mechanism to the EQC to avoid any issues 
with EQC’s reinsurers. 

                                                
1  Since the EQC is a Crown entity, costs to the EQC are also costs to the Crown. 
2  The earthquake occurred at 4:35 a.m. on 4 September, but daylight saving begins on 

Sunday 26 September, so 720 hours after the earthquake is 5:35 a.m. on 4 October. 
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There may also be complications with the reinsurance cover if local authorities change 
their policies and this results in extra costs to the EQC. Any potential issues with local 
government policy changes will need to be managed as they arise. 
 
 
 
 
 
Juston Anderson, Senior Analyst, Sector Monitoring,
Colin Lynch, Deputy Secretary, ors9(2)(k) s9(2)(a)

s9(2)(k)
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Treasury:1919551v1 IN-CONFIDENCE 

Treasury Report:  EQC: Extension of Time Limit for Making Claims to 
Three Months 

Date: 28 September 2010 Report No: T2010/1841 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Sign the attached letter and advice sheet 
and submit to Cabinet Office for the 
Executive Council and sign the attached 
letter to the Deputy Chair of the EQC 

Friday 1 October 2010 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Juston Anderson Senior Analyst, Sector Monitoring  

Len Starling Manager, Sector Monitoring  

Minister of Finance’s Office Actions (if required) 

If agreed, submit paper and send signed letters.   
 
 
 
 
Enclosures: Yes (attached) 

 

s9(2)(k) s9(2)(a)
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28 September 2010 CM-1-3-15-1  

Treasury Report: EQC: Extension of Time Limit for Making Claims to 
Three Months 

 
1. On Thursday 23 September 2010 Keith Taylor, deputy Chair of the Earthquake 

Commission (EQC) wrote to you requesting an extension to the period for the reporting 
of claims to the EQC from 30 days to three months, as is permitted by sections 7(1)(a) 
and (2) of the Third Schedule of the Earthquake Commission Act 1993. 

 
2. Attached is a Cabinet paper seeking Cabinet’s agreement to the extension of the 

period for reporting claims to three months. Once agreed by Cabinet, the attached 
regulations need to be submitted to the Executive Council for signature. 

 
3. The current 30 day time limit for claims runs out on Monday 4 October. Therefore the 

regulations need to be signed on Monday so they can take effect the same day. 
 
The Earthquake Commission Act 1993 

4. Section 7(1) of Schedule 3 to the Earthquake Commission Act 1993 (the Act) provides 
that on the occurrence of any natural disaster damage to any property insured under 
the Act the insured person must within 30 days (or such longer time as may be 
prescribed by regulations under the Act) give notice of the claim to the Earthquake 
Commission (EQC).   

 
5. If natural disaster damage is not immediately apparent, or if the insured person is 

unable by his or her absence or incapacity, or other disability suffered by him or her or 
proved to the satisfaction of the Commission, notice can be given to the EQC within 
three months (or such longer time as may be prescribed by regulations made under the 
Act) after the natural disaster damage has taken place, if the Commission has not been 
prejudiced by the lapse of time. 

 
Need for change 

6. Immediately following the Canterbury earthquake the EQC announced that individuals 
had three months to make claims, and therefore that “people with non-structural 
damage can wait before lodging their claim”. 

 
7. The wording of the Act clearly shows that this statement was not correct – the three 

month deadline only applies in special circumstances. If individuals relied on EQC’s 
statement and waited longer than 30 days to lodge their claims, and special 
circumstances did not exist, the Act would require the claim to be denied. 

 
8. EQC quickly realised their mistake and changed their public statements. However EQC 

states there is still some public confusion as to the correct deadline for making a claim. 
To avoid the risk of someone being disadvantaged by EQC’s mistake, the time limit 
needs to be changed to three months. 

 
9. The 30 day time limit for claims expires on Monday 4 October 2010. EQC is still 

receiving around 1,800 to 2,000 new claims per weekday (it received 1,618 new claims 
between 8 a.m. and 6 p.m. on Monday 27 September). Given this it seems likely that 
not all claims will be lodged with the EQC by 4 October. 
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Fiscal impact 

10. EQC has advised that it has notified its reinsurers of its intention to seek an extension 
to three months for the reporting of claims. EQC states that no concerns have been 
raised at this point and EQC’s reinsurance brokers expectation is that the reinsurers 
will honour the extension.  If this is correct, the extension of the deadline will have no 
fiscal impact on the Crown, as any additional costs will be met by the reinsurers.  
 

11. We suggest you write to the EQC requesting that it informs you if the reinsurer’s 
position is likely to change. 

Recommended Action 

We recommend that you: 
 
a Submit the attached paper to Cabinet on Monday 4 October; 
 
 Agree/disagree. 
 
b Sign the attached advice sheet and submit the attached regulations to the Executive 

Council immediately following Cabinet; and 
 
 Agree/disagree. 
 
c sign the attached letter to the EQC. 
 
 Agree/disagree. 
 
 
 
 
 
 
Len Starling 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Mr Keith Taylor 
Deputy Chair 
Earthquake Commission 
PO Box 790 
Wellington 6140 
 
 
Dear Mr Taylor 
 
Thank you for your letter of 23 September 2010 requesting an extension by regulation 
to the period for the reporting of claims from 30 days to three months. My officials will 
advise you once the extended deadline is in effect. 
 
In your letter you stated that “EQC has notified its reinsurers of its intention to seek an 
extension to three months for the reporting of claims. No concerns have been raised at 
this point and the Commission’s reinsurance brokers expectation is that the reinsurers 
will honour the extension”. Please advise me as soon as possible if the reinsurers 
position on this matter is likely to change. 
 
Yours sincerely 
 
 
 
 
 
  
Hon Bill English 
Minister of Finance 
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Administrator of the Government 
Government House  
WELLINGTON  
 
 
EARTHQUAKE COMMISSION: EXTENSION OF TIME LIMIT FOR MAKING CLAIMS TO 
THREE MONTHS 

Section 7(1) of Schedule 3 to the Earthquake Commission Act 1993 (the Act) provides that 
on the occurrence of any natural disaster damage to any property insured under the Act the 
insured person must within 30 days (or such longer time as may be prescribed by regulations 
under the Act) give notice of the claim to the Earthquake Commission (EQC).  
 
If natural disaster damage is not immediately apparent, or if the insured person is unable by 
his or her absence or incapacity, or other disability suffered by him or her or proved to the 
satisfaction of the Commission, notice can be given to the EQC within three months (or such 
longer time as may be prescribed by regulations made under the Act) after the natural 
disaster damage has taken place, if the EQC has not been prejudiced by the lapse of time 
 
The Christchurch earthquake occurred on 4 September 2010.  Therefore the Act currently 
requires that all claims arising from the earthquake must be lodged with the EQC by  
4 October 2010, or alternatively by 4 December 2010 in the special circumstances described 
above.    
 
On 23 September 2010 EQC wrote to me seeking an extension of the standard 30 day 
period for lodging a claim to three months.  
 
Recommendations 

I respectfully advise you to sign the attached Earthquake Commission Amendment 
Regulations 2010, which extend the standard time limit for making a claim to the Earthquake 
Commission to three months. 
 
Yours sincerely  
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury:1936210v1 IN-CONFIDENCE 

Treasury Report:  Earthquake Commission - Project Manager Delegations 

Date: 22 October 2010 Report No: T2010/2083 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Agree to the Earthquake 
Commission’s delegation of powers 

Sign the attached letter  

Wednesday 27 October 2010 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

William More Senior Solicitor  

Jane Meares Treasury Solicitor  
 

Minister of Finance’s Office Actions (if required) 

Send the attached letter once it has been signed by the Minister. 

Refer copy of report and letter to Minister Brownlee 
 
 
 
 
Enclosure: Yes (attached) 

 

deleted - Out of scope s9(2)(a)
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22 October 2010  

Treasury Report: Earthquake Commission - Project Manager 
Delegations 

Purpose of Report 

The purpose of this report is to seek your approval to the Earthquake Commission (EQC) 
delegating certain functions to Fletcher Construction Company (FCC). 

Analysis 

1. In a written briefing dated 15 October 2010 EQC informed you that they had decided to 
contract FCC to project manage the repair of residential properties damaged during the 
Canterbury earthquake.  A Memorandum of Understanding has been entered into 
between EQC and FCC and it is intended that formal contractual arrangements will 
follow. 

 
2. FCC will establish a project management office which will: 
 

• Agree the programme of repairs with EQC and manage repair costs; 
• Procure and manage suitably skilled sub-contractors and trades people to repair 

properties; 
• Handle every aspect of repairs for householders; 
• Inspect the repairs to ensure quality and value.  

 
3. These are functions usually undertaken by EQC in accordance with the Earthquake 

Commission Act 1993 (the Act).  EQC has sought your approval under section 73(d) of 
the Crown Entities Act 2004 to delegate these functions to FCC.  Section 73 of the 
Crown Entities Act provides: 

 
Section 73 Ability to delegate 
 
(1)  The board of a statutory entity may delegate any of the functions or powers of the entity 

or the board, either generally or specifically, to any of the following persons by resolution 
and written notice to the person or persons: 

 
(a)  a member or members: 

 
(b) the chief executive or any other employee or employees, or office holder or 

holders, of the entity: 
 

(c)  a committee: 
 

(d)  any other person or persons approved by the entity's responsible Minister: 
 

(e) any class of persons comprised of any of the persons listed in paragraphs (a) to 
(d): 

 
(f) a Crown entity subsidiary of the statutory entity. 
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4. In the report of 15 October 2010 EQC sought your approval to delegating: 
 

a the functions and powers of EQC required in connection with the establishment of 
a project management office and the project management (in accordance with 
the MOU and any subsequent contract between EQC and FCC, and subject to 
any other direction of EQC) of certain reinstatement works approved by EQC for 
full or partial settlement in accordance with clause 9(1) of Schedule 3 of the 
Earthquake Commission Act of any claim relating to the Canterbury earthquake 
of 4 September 2010 and aftershock, including: 

 
i. entry into contracts as EQC’s agent: 

 
• with contractors, consultants, building suppliers or other persons 

approved by EQC or accredited against criteria notified by EQC; 
 
• at payment rates not exceeding rates notified by EQC (either for 

specific cases or generally); 
 
• on terms or in a manner approved by EQC; and 
 
• subject to any other constraint that EQC may notify to FCC, 
 
in relation to any of those reinstatement works; and 

   
ii. the management and direction of persons carrying out those reinstatement 

works; 
 

b the power to sub-delegate pursuant to section 74(1) of the Crown Entities Act 
2004 the functions and powers referred to in paragraph 1 to FCC’s officers, 
employees and representatives performing the project management role. 

 
5. The delegation is required for EQC to implement the agreed project management 

approach for repair of houses with damage between $10,000 and $100,000. Therefore, 
Treasury recommends that your consent is given to the delegation.  
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Recommended Action 

We recommend that you: 
 
a. agree, pursuant to sections 73(1)(d) and (e) of the Crown Entities Act 2004, to the 

delegation described in the attached letter to the Earthquake Commission.   
 

Agree/disagree. 
 
b. if you agree with the above then sign the attached letter to the Chair of the 

Earthquake Commission. 
 
 
 
 
 
Jane Meares 
Treasury Solicitor 
for Secretary to the Treasury 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Mr Michael Wintringham 
Chairman 
Earthquake Commission 
PO Box 790 
WELLINGTON 
 
 
Dear Michael 
 
Pursuant to sections 73(1)(d) and (e) of the Crown Entities Act 2004 I give my consent, as 
the responsible Minister for the Earthquake Commission, to the Commission delegating to 
Fletcher Construction Company:   
 
1. The functions and powers of the Commission required in connection with the 

establishment of a project management office and the project management (in 
accordance with the Memorandum of Understanding and any subsequent contract 
between the Commission and Fletcher Construction Company, and subject to any 
other direction of the Commission) of certain reinstatement works approved by the 
Commission for full or partial settlement in accordance with clause 9(1) of Schedule 3 
of the Earthquake Commission Act 1993 of any claim relating to the Canterbury 
earthquake of 4 September 2010 and aftershocks, including: 
 
a. entry into contracts as the Commission’s agent: 

 
i. with contractors, consultants, building suppliers or other persons approved 

by the Commission or accredited against criteria notified by the 
Commission; 

 
ii. at payment rates not exceeding rates notified by the Commission (either for 

specific cases or generally); 
 
iii. on terms or in a manner approved by the Commission; and 
 
iv. subject to any other constraint that the Commission may notify to Fletcher 

Construction Company, 
 
v. in relation to any of those reinstatement works; and 

   
b. the management and direction of persons carrying out those reinstatement 

works; 
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2. the power to sub-delegate pursuant to section 74(1) of the Crown Entities Act 2004 the 
functions and powers referred to in paragraph 1 to Fletcher Construction Company’s 
officers, employees and representatives performing the project management role. 

 
 
Yours sincerely 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury:1912622v1 COMMERCIAL-IN-CONFIDENCE 

Treasury Report:  Canterbury Earthquake: Insurance (non-insurance) 
Issues 

Date:  20 September 2010 Report No: T2010/1768 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Note Treasury’s advice on 
responses to the Canterbury 
earthquake 

Refer this report to the Prime 
Minister and  the Minister 
Responsible for Earthquake 
Recovery 

23 September 2010 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Joanna Gordon Manager, Financial Markets 
and Institutions 

 

Jeremy Corban Deputy Secretary  

 

Minister of Finance’s Office Actions (if required) 

Provide a copy of this report to the Prime Minister and to the Minister Responsible for Earthquake Recovery 
 
 
 
 
Enclosure: No 

s9(2)(k) s9(2)(a)
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20 September 2010          SH-11-4-3-3 

Treasury Report: Canterbury Earthquake: Insurance (non-insurance) 
Issues 

Executive Summary 

As the Canterbury earthquake situation is moving from a response phase to recovery and 
reconstruction it will be important, as far as possible, to move to decision-making through 
more regular relationships (e.g. between individuals and firms and their banks, insurance 
companies, local and regional councils and government agencies). 
 
Questions are arising about the uninsured. At this point we have limited information about the 
extent of un-insurance and the impact of the earthquake on them. We have included the best 
information we have available. However, it is very tentative and we would caution using the 
data either as a basis for decisions or in public comment.   
 
Government responses to this adverse event have the potential for significant moral hazard 
consequences that would affect not only those in Canterbury but also the rest of New 
Zealand and New Zealanders in the future. Poorly targeted government responses at this 
point are particularly at risk of exacerbating moral hazard problems (which runs the risk of 
people underinsuring in future) and preventing necessary adjustment from getting underway.  
 
Actions should move toward using existing strong and reliable institutions 

We understand Ministers may wish to respond to issues about insurance. New Zealand’s 
institutions are high quality, sound and generally well-functioning. In the main, they are able 
to respond to shocks and adjustments. As the immediate disaster response phase passes, 
our advice is that decisions taken now should be directed toward and supporting those 
institutions to manage the ongoing adjustment that is going to need to take place.  
 
We would, therefore, support starting with solutions that allow banking, insurance and other 
markets to work to the greatest extent possible: 
 

• to allocate capital and credit;  
 

• to price and allocate risk; and 
 

• to ensure that responsibility for risk mitigation and management remains with 
affected firms and individuals as far as possible.  

 
Care needs to be taken to ensure that decisions taken by the government now to address 
current need, do not weaken these institutions both now and in the future.  There is a risk 
that emergency decision-making modes carry over too long and/or ignore solutions that can 
be relied upon to deal with adverse shocks and adjustment to structural changes (even if 
they may seem be a bit clunky and invisible to begin with), as well as normal events. 
 
Adverse event policies exist and have been designed (and tested) to deal with this 
situation 

In addition to having strong and reliable market-based institutions, the Government also has 
in place a number of adverse event policies and responses as contingencies for this type of 
event , many of which have already been brought into action in response to the Canterbury 
earthquake. These include the EQC itself – including all its systems and processes - as well 
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as specific adverse event policies for agriculture and commerce.  Welfare and hardship 
policies (both general and specific to adverse events such as this) are also in place to deal 
with the effect on individuals and families. 
 
Given the information we have so far, we consider that these policies are still robust given 
the scale of the Canterbury earthquake. 
 
In the first instance, we would advise using these existing adverse event measures. They 
have been designed with just these sorts of events in mind, have considered the moral 
hazard issues, have been implemented in other adverse situations and have considered 
issues of affordability and cost. Our view is that these policies are comprehensive and well 
tested.  
 
The hurdle for introducing “new” solutions and changes to existing disaster relief and adverse 
events policies should, therefore, be high. Our starting point is that additional grants and 
subsidies, and any expansion of the existing polices should be adopted only where unique or 
unanticipated issues arise that cannot be accommodated within these existing frameworks. 
There is a real risk that extensions to current measures will disrupt and weaken, rather than 
assist the economic adjustment that needs to take place. 
 
Where additional measures are considered necessary, and to mitigate against the risks 
above, we would advise that they be timely (to provide assistance when it is in fact needed) 
temporary (specifically time limited); and targeted (addressing a clearly defined problem, 
have clear parameters for use, and be capped).  
 
Land issues are key: what happens here will be a necessary first step before other 
decisions are taken about reconstruction  

An important factor in terms of what happens next relates to land. Land is a key driver for any 
rebuild, repair, relocation or planning decisions, whether there is insurance in place or not. 
The first geotechnical survey of the region was due to be delivered to the EQC by Friday 17 
September 2010. Until these assessments have been made and studied, it is not possible to 
make well informed decisions as to rebuild and repair of any assets (homes, businesses or 
farms). As a result, there may need to be a pause while the implications are thought through 
and options assessed so the reconstruction is can be well considered. 
 
Other 
 
We have also included responses to a number of other insurance related issues including 
specific questions that have arisen on: wholesale land remediation, infrastructure estimates, 
land remediation formula (section sizes) and include an estimate of the fiscal costs.  
 
In terms of special recover measures, we understand Minister Carter is preparing a paper for 
ACE on Tuesday which seeks up to $15 million for a special recovery measure (SRM) 
relating to the Canterbury earthquake. Treasury does not support this proposal to fund the 
replacement of uninsured infrastructure for reasons associated with the moral hazard, scale 
and precedent effects, as well as these issues being well covered by the existing policy. 

Recommended Action 

We recommend that you: 
 
a note that Treasury’s starting point for its advice is to look, in the first instance, toward 

solutions that make use of, and support, our strong institutions and communities, and 
to utilise existing policies that have been specifically designed to manage adverse 
events -  like this earthquake - unless there is a compelling reason to do otherwise; 
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b note that Treasury’s view is that this approach will ensue appropriate assistance is 
provided, while minimising the risk that government intervention hampers rather than 
assists adjustment from getting underway and reduces incentives not to underinsure in 
the future; 

 
c note that, given the information we have so far, we consider that current adverse event 

policies continue to be robust for an event of the scale of the Canterbury earthquake;  
 

d note that good information and assessment of land issues is key to decisions about 
rebuild, repair, relocation or planning decisions (for homes, businesses or farms), 
whether or not there is insurance in place, and that once geotechnical information is 
available there may need to be a pause while the implications are worked through; 

 
e note that we consider that uninsured individuals have access to a range of welfare and 

hardship based measures, as well as benefiting from other more general programmes 
in place and that we do not see that there are any unanticipated situations arising that 
cannot already be taken care of under these policies;  

 
f agree that, in order to manage additional moral hazard risks, any additional grants and 

subsidies and any expansion of existing adverse event polices are temporary, timely 
and targeted; and 
 

 Agree/disagree 
 
 
g refer this report to the Prime Minister and the Minister for Earthquake Recovery for 

their information. 
 
 Agree/disagree 
 
 
 
 
 
 
 
Joanna Gordon 
Manager, Financial Markets 
for Secretary to the Treasury 
 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury Report: Canterbury Earthquake: Insurance (non-insurance) 
Issues 

Purpose of Report 

1. This report outlines Treasury’s starting advice on insurance (non-insurance) issues 
arising from the Canterbury earthquake. Our advice is intended to help guide decisions 
that you are likely to be facing in the next weeks.  

 
2. Treasury considers it important that decisions taken now move from emergency 

management toward more normal processes and allow, as far as possible, adjustment 
to take place that supports the institutions that are recognised as sound, strong and 
reliable. These institutions need to continue to be able to function in this way in the 
future and across the rest of New Zealand.  For example, the financial impact on the 
insurance sector appears to be well covered from the industry’s current resources and 
reinsurance arrangements 

 
3. As such, Treasury would advise starting with solutions that allow banking, insurance 

and other markets to work to the greatest extent possible to allocate capital and credit; 
to price and allocate risk; and to ensure that responsibility for risk mitigation and 
management remains with affected firms and individuals as far as possible.  

 
4. There are many well established policies that have been developed as contingencies to 

manage adverse events such as the Canterbury earthquake. These include the EQC 
itself, and welfare and hardship policies (general policies as well as specific policies) 
and other policies targeted at adverse events that affect business and agriculture.  

 
5. In the first instance, we would advise to rely upon these existing policies. These 

policies have already considered moral hazard issues and are comprehensive. Given 
the information we have so far, we also consider that these policies are still robust 
given the scale of the Canterbury earthquake. 
 

6. Additional grants and subsidies and expansions of existing adverse event polices can 
pose significant risk of disrupting the economic adjustment that needs to take place as 
well as presenting the real risk that people underinsure (that is, they fail  to take 
precautionary action as well as failing to purchase specific insurance) for such events 
in the future. Given this, the hurdle for use of additional policies can be expected to be 
high.  

 
7. Where this is not possible, policy actions should be: 

 
• timely  - to provide assistance when it is in fact needed; 

 
• temporary  - time limited; and 

 
• targeted  - addressing a clear problem definition have clear parameters for use, 

have a clear exit path into use of normal arrangements and be fiscally capped.   
 
8. The Canterbury earthquake situation is moving from a rapid response to the shock 

phase to recovery, reconstruction and resumption of decision-making through more 
regular relationships (e.g. between individuals and firms and their banks, insurance 
companies, local and regional councils and government agencies).  
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9. There is a significant risk that the government takes decisions that, while well 
intentioned in terms of addressing current need, weaken these institutions both now 
and in the future.  As a result of “unusual” decision-making being essential in the days 
immediately after a crisis, there is a risk that emergency decision-making modes carry 
forward over periods where more normal mechanisms can be relied upon (even if they 
may be a bit clunky to begin with). Establishment of Ministerial and Officials groups 
should help with coordination and with identifying situations where normal mechanisms 
are not able to address the issues, in which case there may be temporary interventions 
that are essential as the loss to New Zealanders would be significant.  

Insurance (uninsured) issues   

10. We have considered the issues affecting individuals, land and other assets (mainly 
businesses).  

 
Any decisions where land is involved  

11. EQC’s early assessment was that perhaps 15% of claims would involve a land 
component.  A key driver for any rebuild, repair, relocation or planning decisions, 
whether there is insurance in place or not, is the condition of the land: 

 
•  geotechnical surveys need to assess the condition of the land; then 

 
• assessments need to be then made as to whether it is possible to remediate that 

land and how that remediation may have to be undertaken (by section, by suburb 
or by geographic feature. 

 
12. The first geotechnical survey of the region was due to delivered to EQC by last Friday 

(17 September 2010). Until these assessments have been made and studied, it will be 
difficult to make well informed decisions as to rebuild and repair of any assets (homes, 
businesses or farms). 

 
13. Even where remediation is possible: 
 

• it needs to be worth the expense i.e. the business supports remediation. For 
those repairs that are not worthwhile now, it is possible that, overtime, issues 
such as the engineering costs or the benefits of using the land are such that 
future business cases make remediation worthwhile.  
 

• Planners need to determine the plans for the city or region. This will take time 
and will determine what activities can take place on the land.  

 
14. We are also aware that people, understandably, will be seeking certainty and 

decisions. However, there are risks in moving too quickly into decisions, with the risk 
that repairs or rebuilds may need to be redone in light of improved information or 
revised local and regional government planning decisions (that are also yet to be fully 
informed).  

 
Uninsured individuals 

15. We currently have an insurance-based EQC regime that ties into private sector 
insurance markets which exist for insurance of dwellings and contents. A component of 
coverage for land is included via the EQC. Where individuals have not taken up 
insurance, they will be suffering real loss. Either implicitly or explicitly, people who 
chose to go without insurance have taken on some very big risks and assumptions 
about their ability to recover if the risk eventuates (e.g. reliance upon on their own 
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income, family/friends, charity, social welfare or a change in government policy to make 
any losses right). 

 
16. The information on the potential size of the problem is still unclear and we are 

attempting to find out how many people are uninsured and what sort of damage they 
might have incurred (non-structural: cosmetic, contents; structural: minor; significant 
and under the EQC $100k cap: or significant and more than the EQC $100k cap).   The 
Insurance Council have no precise data but think that perhaps 7 – 8% of houses and 
20% of contents are uninsured overall, but also suggest that socio-economic factors 
may mean that this is less of an issue in Canterbury than in New Zealand as a whole. 

 
Houses 
 
17. By process of elimination, we think uninsured houses are likely to have the following 

characteristics:  
 

• if banks require insurance as part of mortgage conditions and people continue to 
meet their bank’s mortgage conditions, then that suggests we are looking largely 
at freehold properties;  
 

• freeholders who have deliberately chosen to self insured using a portfolio or 
“size” approach  (noting that it might be difficult to identify this group separately 
from those who took less conscious decisions); 

 
• a small proportion of these dwellings nay not have been eligible for private 

insurance cover as the owners may not have maintained the property– i.e. they 
were on route to being derelict or important maintenance was not undertaken or 
problems were left unattended.   

 
Contents 

 
18. In respect to contents insurance, there will be a number of individuals who did not get 

cover. There will also be those who may not have content cover for other reasons (e.g. 
very high risk individuals) that would make them ineligible for private insurance cover.   
  

19. From previous disaster experiences, low-income renters can tend to be over-
represented in the group without content insurance. Existing hardship grants are 
available to people who have been affected by an adverse event that enables them to 
obtain basic items.  

 
20. Currently there are social welfare mechanisms (general and specific policies and 

hardship grants) that put a floor under people who have suffered loss.  Some of these 
take the form of loans that do not have to be repaid by uninsured people. Given 
significant moral hazard, fairness issues with currently insured people who have paid 
premiums to obtain the cover they have (including taking on the potential risk of being 
underinsured) and because there are substantial and effective systems already in 
place to support people via general and specific welfare and hardship policies, 
Treasury would not see a strong case for further assistance in this area.  

 
  
Businesses 

21.  We are still trying to get better information on what businesses are affected, to what 
extent.  Our understanding at this stage is that damage in the central business district 
is largely related to the quality and age of buildings rather than the condition of the 
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land. We also understand that retail businesses appear to have been the most 
adversely affected1.   
 

22.  Christchurch Earthquake Recovery Task Group call centre activity and surveys from a 
total of 380 businesses revealed: 
 

• 40% of businesses report that cash flow remains a key issue; 
 

• 32% report a loss of customer base as being a key issue;  
 

• 62% report they expect to be back to a similar level as before the quake in four 
weeks. However, 10% of respondents have experienced more significant 
disruption and said it would take longer than 6 months to return to normal trading; 
 

• Business owners are most commonly seeking financial assistance, with many 
also waiting for structural assessment of their business premises. However, the 
majority of businesses in this survey said they did not require any assistance;  
 

• The majority of respondents (89%) said they were fully insured. Only about half of 
the respondents had income protection insurance or business continuity 
insurance; 
 

• About half of the respondents in this survey did not think that their insurance 
would cover their expected costs.  

 
23. While EQC does not cover businesses, businesses are able to insure their physical 

property as well as purchase business continuity insurance. However, the above might 
suggest that some businesses may consider that they have underinsured (i.e. they may 
only have covered buildings and contents).   

 
24.  Some business assistance initiatives are already underway or are ready to be 

implemented. Of these, some do weaken the incentives for businesses to obtain 
relevant business insurance cover in the longer term, but some also have positive short 
term affects on the welfare of others, such as employees. The $350 per employee 
wage subsidy is an intervention that addresses the effects of business disruption on 
others.  

 
25.  Experience from overseas jurisdictions who have experienced similar natural disasters 

suggests a large proportion of small businesses do not survive the costs and business 
interruptions from these events.  In this context, there will be pressure for government 
provide additional financial assistance to businesses in the coming weeks.  

 
26. Options for assisting businesses are being developed through MED and by a 

Canterbury economic taskforce which has been established in the region. Options are 
partially based on government assistance provided following the Victorian bushfires. 
Our assessment is that those options that help link businesses to opportunities and 
skills are likely to be low risk in terms of moral hazard issues. High risk interventions 
involve grants and subsidies as these particularly erode incentives to insure and/or 
manage risk. Our preference is to rely on allowing banking, insurance and other 

                                                
1  On the number of affected businesses from CCEC: Of the 1601 commercial or Industrial premises so far inspected in 
Christchurch, 402 are currently "Yellow or Red" stickered and therefore cannot currently open for business. This doesn't mean 
that they won't be able to open, just that they currently cannot and may need a further structural assessment. In addition, the 
number of affected businesses is probably different as this does not list tenancies just individual buildings which are used as 
primarily commercial or industrial premises, so use this data with some care. 
 
Commercial: ‘survey carried out by the Economic Recovery Group tells us that over 90% of you are still trading’  (From 
Chamber of Commerce) 
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markets to work to the greatest extent possible and to ensure that responsibility for risk 
mitigation and management remains with affected firms and individuals as far as 
possible.  

 
27. The principles identified earlier in this report apply to business assistance: these 

interventions need to be targeted, timely and temporary apply in the case of business 
assistance.  

 
Farms  

28. MAF responds to major natural disasters through the Adverse Events Framework, 
which categorises events into three categories (small, medium and large) and provides 
for Government assistance scaled to the category of the event. MAF has classified the 
Canterbury earthquake as a “medium” level event (with regard to the rural community 
only) for the following reasons:  

 
• Most of the damage is concentrated within one district. 

 
• The number of farmers affected is relatively low - 300-400, with 100-150 severely 

affected. 
 

• The overall integrity of the farms, and farming systems, is relatively undamaged. 
 

• There have been power outages, difficulties with milking cows (due to damage to 
dairy sheds and grain silos), and problems with the quality of stock drinking 
water. However, most of these problems have been resolved relatively quickly, 
and the farms themselves are relatively intact and still operating. 
 

• Most of the severe damage is insurable, e.g. buildings, produce stored on farms, 
water supply systems, and irrigation equipment. 

 
29. The assistance available under a medium level event is: 

 
• Welfare support – much of which is already in place. 

 
• Tax assistance measures – measures are already in place. 

 
• Labour assistance for clean-up via Enhanced Taskforce Green. This has been 

triggered for clean-up within the city. However discussions to date with rural 
organisations does not indicate there is a need for this measure on-farm. This 
assessment can be quickly revised if required. 
 

• Funding to Rural Trusts – measures are already in place. 
 

• Technology Transfer funding – this issue is under discussion. 
 

• Agricultural Recovery Facilitators - an overall Rural Coordinator has been 
appointed, and further assistance in this area will be approved if required. 

 
30. There is a question as to whether the Government should provide additional assistance 

with regard to non-insurable items. Under the Adverse Events Framework there is 
provision for a Special Recovery Measure (SRM) for large scale events, which is at the 
discretion of Government.  The broad features of an SRM involve reimbursement of a 
share of costs for: 

 
• Restoration of uninsurable on-farm infrastructure. 
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• Re-establishment of uninsurable pasture, crops and forestry (excluding slips). 
 

• Initial clean-up of silt and debris. 
 

31. Minister Carter is preparing a paper for ACE on Tuesday which seeks up to $15 million 
for an SRM relating to the Canterbury earthquake. Treasury does not support the 
proposal to approve an SRM to fund the replacement of uninsured infrastructure. There 
are three reasons for our position outlined as follows: 

 
32. Moral hazard. Although farmers may not have been able to insure some assets 

damaged by the earthquake, there are still measures that could have been taken to 
reduce and manage the risk. Such measures may include: 

 
• decisions about the level of cash reserves farmers provision to manage the risk 

of rare, unpredictable and sizeable events such as natural disasters; and 
 
• decisions about the location and intensity of agricultural activities. 

 
33. If the Government provides assistance now, it reduces the incentive for farmers to take 

business decisions that minimise these risks for the future because they will expect 
similar types of assistance in future events. This would shift further costs on to the 
Government. 

 
34. The scale of the event and the sufficiency of existing measures. MAF has 

classified the earthquake as a medium-level adverse event for farmers, so there is no 
apparent reason to provide extraordinary additional assistance for farmers in particular. 
We would also note that there is already substantial assistance available to farmers 
through the core Adverse Events Framework. 

 
35. Precedent effects. Providing assistance in this case generates two precedent risks: 

firstly, that the Government will feel compelled to provide extra assistance during other 
medium-level adverse events for farmers; and secondly, that the Government will feel 
compelled to provide similar assistance to urban interests as well. 

 
36. Although the issues related to uninsured property have emerged in the rural sector first, 

they are likely to arise in urban areas as well. 

Other issues   

 
37. A number of related issues have arisen. These are covered in this section and relate to 

wholesale land remediation, infrastructure estimate, land remediation formulas and 
estimates of fiscal costs. 

 
Wholesale land remediation questions 

38. You have requested information on how public works might proceed if a situation arose 
in which a whole street or suburb needs extensive rebuilding (including land 
remediation, infrastructure and housing).  Specifically, you have asked: 
 
Whether the Public Works Act 1981 could be used to enable this rebuilding? If 
the land in question had to be cleared to fix infrastructure, this might fall within the 
definition of ‘public work’ in the Public Works Act 1981.  In this case, the land could be 
acquired compulsorily, or by agreement with the owner/s; 
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39. What liability would be created, and what compensation might be required? The 
Act sets out a formula for paying compensation to land owners whose land is 
acquired. 

 
40.  If property with only moderate damage was acquired compulsorily under the Act to 

make extensive rebuilding easier, this would create a risk of litigation against the 
Crown, and might generate a negative public perception that homeowners are losing 
their houses. 

 
41. Are there any other issues that should be considered? The Public Works Act 1981 

is intended to provide for the construction of enduring public works, such as roads, 
schools or airports.  It does not have a mechanism for returning any acquired land back 
to its original owners when construction is completed. 

 
It is therefore unlikely that the Act would be suitable for restoring business or residential 
areas.   

 
Infrastructure estimates 

42.  The Crown, based on expectations under the CDEM guide, will pick up 60% of the 
cost of infrastructure repair of key infrastructure assets.  These include water, waste 
water, storm water and stop banks. 

 
43.  Local and regional councils have relied on this guide, with Christchurch City Council 

and Waimakariri Council insuring the remaining 40%.  However, Selwyn Council and 
Environment Canterbury are not insured.   

 
44.  Government assistance for local roads is set out in the National Land Transport 

Programme.  There is a funding formula for the Crown’s share of assistance following 
natural disasters which has been in existence for many years and is well known by 
local governments.  

 
45.  At this stage there is no accurate assessment of the damage done to infrastructure 

assets. Waimakariri have estimated 15% of the value of their infrastructure assets are 
damaged.  We understand that Selwyn and Christchurch City are thought to have 
greater damage generally than Waimakariri.   

 
46. The depreciated replacement cost of these infrastructure assets is approximately $4.7 

billion broken down as follows: 
 
 

$millions
Christchurch City Selwyn Waimakariri

Environment 
Canterbury Total

Roads 1,530                   378                  517              -                    2,425                      
Water 328                      49                    57                -                    434                         
Wastewater 702                      57                    94                -                    852                         
Stormwater 335                      72                    30                -                    437                         
Stopbanks -                       -                   -               361                   361                         
WIP 182                      -                   -               -                    182                         

Total 3,077                   556                 698            361                  4,691                       
 
47. Using a 15% damage rate this would equate to $705 million of infrastructure assets.  

The Crown’s 60% share would be $423 million. 
 

48. There are huge risks to these numbers. The $4.7 billion underestimates the actual 
replacement costs.  At the same time we understand that the 15% probably 
overestimates the amount of damage.  
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49. The Crown, based on expectations under the CDEM plans, will pick up 60% of the cost 

of infrastructure repair, with local or regional government picking up the remaining 
40%.  

 
EQC land remediation formula issues  

50. We understand there may have been an issue relating to the formula for ECQ 
calculations of land remediation based on minimum section size (which can vary 
between councils). We understand from the EQC that there are no issues relating to 
section size at this stage. 

 
Estimates of fiscal costs  
  
51. Updated estimates of earthquake costs to the Crown are appended to this report. 

20190453 Page 215 of 300

 

 

 



COMMERCIAL-IN-CONFIDENCE 

T2010/1768 : Canterbury Earthquake: Insurance (non-insurance) Issues 
 Page 13 
 

COMMERCIAL-IN-CONFIDENCE 

 
 

 
 

 

20190453 Page 216 of 300

 

 

 



COMMERCIAL-IN-CONFIDENCE 

T2010/1768 : Canterbury Earthquake: Insurance (non-insurance) Issues 
 Page 14 
 

COMMERCIAL-IN-CONFIDENCE 

 
 
Schedule of Costs 

             

                
This spreadsheet has been created to track funding amounts committed to relief initiatives relating to the Canterbury earthquake.        
         Nature?       
 Last     Funding Amount  One-Off or Periods Treasury  New Since    

Entity Update Funding Purpose    Unconfirmed Confirmed Source Ongoing Impacted Contact  Last 
Report 

  

                 
                 

Historic 
Places 

Trust(?) 

16-Sep Cabinet have discussed contributing funding for heritage buildings.   Up to $10m Between Budget-Contingency One-off 2010/11 Tim Roper     

 Proposal: The Govt make an initial contribution to the fund of an amount matching 
dollar-for-dollar the donations made to the fund, up to a max of $10m.  The Govt's 
contribution be used towards the cost of repair, restoration and strengthening of 
heritage buildings in the Canterbury region. 

            
             

               
               
               
                            

MSD/MED 10-Sep Community Response Fund $7.5m (tagged contingency) to support non-government 
organisations delivering crucial community-based social services in Canterbury that 
are facing earthquake-related service pressures. 

        Ben McBride     
             
   $10m Community Response Fund Tagged Contingency 

[SOC Min (10) 21/6 refers]  
One-off 2010/11       

   Trauma support $2.5m             
                  
   Wage subsidies: $350pw per employee for 4 weeks (est cost $15m)   $15m Between-Budget Contingency One-off 2010/11      
                   

  16-Sep Draft Paula Bennett memo to Cabinet:     $10m Between Budget-Contingency One-off 2010/11       
    I propose Cabinet delegate authority to a group of Joint Ministers to make decisions 

on spending up to $10 million on further assistance in Canterbury, in the following 
areas: 

            
               
               
   ·        Enhanced Task Force Green for clean-up operations             
   ·        Quake Counselling support services               
   ·        the Earthquake Support Subsidy.               
                   
   Civil Defence Payments: MSD is working on possible changes to the criteria for Civil 

Defence Payments to support relocation and reestablishment, and will present their 
advice to delegated Ministers for approval.  The proposals have not been costed, and 
the level of demand for such a support is unknown.  The Civil Defence Payments are a 
demand driven benefit, with the fiscal impact being treated as a forecast change. 

Unclear $0.3m Special Circumstance Assistance appropriation         
              
               

               

               

               

                   

   Other social welfare assistance: Expenditure under existing benefits that meet legal 
requirements are expected to increase as a result of the Earthquake. Appropriations 
affected include Special Circumstance Assistance, the Special Needs Grants 
component of Hardship Assistance, and Emergency Benefit.  The fiscal impact of these 
benefits are unknown.  As these are demand driven appropriations the impact will be 
treated as a forecast change. 

  Unclear          
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EQC   Insurance payouts         $1,500m?   EQC resources and reinsurance     Juston Anderson     
  13-Sep Per Aide Memoire (9 Sep) "…the potential expense (net of reinsurance) is capped at 

$1.5b, provided claims do not exceed $4.0b" 
            

               
   Per Treasury input to MCDEM Cabinet paper for 13 September "Earthquake 

Commission (EQC) estimates their exposure, which relates only to insured private 
dwellings and their contents, to be in the $1-2 billion range." 

            
               
               

                   
   Excesses                
  16-Sep We understand Minister Brownlee has expressed interest in EQC’s excess provisions, 

and may be looking at whether changes need to be made to them. Our first-best 
advice is to not make any changes to EQC’s excess provisions. An aide-memoire with 
further detail on this will be sent shortly. 

$25m?  Between Budget-Contingency         
               
            
            
            
                            

DIA 10-Sep On 6 September 2010, Cabinet agreed to make a $5 million contribution to the Joint 
Mayoral Relief Fund being established by the Selwyn District, Waimakariri District and 
Christchurch City Councils.   

  $5m Vote emergency management (CAB Min 
(10)32/7 refers) 

One-off 2010/11 Tim Roper     

               
                            

MOEd 14-Sep Interim surveys $0.5m - up to $2m, alternative accommodation $0.800m, capital 
works not covered by insurance $10m, operating costs $1m (possibly covered by 
insurance)   

$13m?         Fraser Liggett     
               

    Estimates for Capital are not able to be made reliably, range between $150-$200m, of 
which all or some will be covered by insurance 

Unclear               

IRD 13-Sep Forgiveness of use of money interest:     Unclear   No impact on baselines     Mike Nutsford     
   IR is in the process of having a regulation made that will allow for the remission of use 

of money interest charged if taxpayers are late in paying tax due to the earthquake.  
While the remission of such interest will reduce revenue to govt (as it will not be 
compensated for the time value of money in not receiving the tax on time) it will not 
have an impact on the baselines.  This is because use of money interest is not 
included in the revenue forecasts. 

            
               
               
               
               
               
               
                   
  16-Sep Potential proposal to offer a tax credit to recipients of redundancy payments (arising 

from the earthquake) 
Up to $9m  To be determined One-off 2010/11 Ben Gaukrodger     

               
                   
  16-Sep There is a paper coming outlining a potential tax exemption for certain non-resident 

contractors (insurance loss assessors/adjusters working for EQC).  Potential cost $5m.  
Our recommendation is to not offer an exemption. 

  $0 Proposal scrapped   Ben Gaukrodger     
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Health  Tba          Nathan Penny     
                   
                   
                   
                   

MoT 13-Sep Transport costs:                  Emma Quigley      
   Rail damage repair     $2m?  Re-prioritisation of Turn-Around Plan funding, 

this will be factored into long term funding 
requests for the Turn-Around plan. 

        

   Repair to the State highway network   $6m-$10m  NZTA's emergency works contingency          
   Repair to Local Roads    Unclear  There is a contingency for funding this and a 

system for ascertaining the costs between local 
and central council for these costs.  

        

                            

DBH 16-Sep Minister Heatley is lodging a late paper for SOC this week seeking $1.075 million from 
contingency, with delegated authority to Ministers to increase that up to $2.5 million 
max if demand is high.  The paper is currently called ‘Response to Christchurch 
Earthquake- Housing Emergency Lease Programme (HELP)‘. 

$1.1m to $2.0m   Between-Budget Contingency One-off 2010/11 Nicky Lynch     

               
               
               
                            

NZTE 16-Sep Waiving $100 administration fee for registration with Business Mentors New Zealand.     $0.03m NZTE baselines One-off 2010/11 Kirsty Flannagan     
               
   Disaster Recovery Workshops for businesses     $0.1m NZTE baselines One-off 2010/11       
                            

MAF 13-Sep Various initiatives         $0.1m?   MAF’s Adverse Events contingency fund          
  17-Sep Special recovery measure to restore uninsured on-farm infrastructure $10m  Between-Budget Contingency One-off 2010/11 $7m  New proposal 
            2011/12 $3m    
                            

      ???? $50.43m         
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Treasury Report:  Crown Financial Institutions Quarterly Monitoring Report 
- September 2010 

Date: 9 December 2010 Report No: T2010/2566 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Note the contents of the report and 
agree to COMU publishing the 
investment performance section on 
its website 

Friday 17 December 2010 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Investment Advisor  

Andrew Blazey Manager  
 

Minister of Finance’s Office Actions (if required) 

None. 
 
 
 
 
Enclosure: Yes  

(CFI Quarterly September 2010 - All CFIs v3:1974662)  
(CFI Quarterly September 2010 - NZSF v3:1974664)  
(CFI Quarterly September 2010 - ACC v3:1974665)  
(CFI Quarterly September 2010 - EQC v3:1974667)  
(CFI Quarterly September 2010 - GSF v3:1974669)  
(CFI Quarterly September 2010 - NPF v3:1974670)  
(CFI Quarterly September 2010 - Interpretation Guide v3:1972101)  

s9(2)(k) s9(2)(a)s9(2)(a)
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9 December 2010 CM-3-6-3  

Treasury Report: Crown Financial Institutions Quarterly Monitoring 
Report - September 2010 

Executive Summary 

Returns across most asset classes were positive despite fears of a double-dip recession and 
the sovereign debt crisis. Quarterly returns for the Crown Financial Institutions (CFIs) ranged 
from 3.5% for the Earthquake Commission to 9.6% for the New Zealand Superannuation 
Fund (NZSF). 
 

 
 
 
 
 
 
 
 

deleted - Out of scope
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Recommended Action 

We recommend that you: 
 
a note the contents of the report; and 

 
b agree to COMU releasing the investment performance section on its website, subject 

to consultation with the CFIs 
 

Agree/disagree. 
 
 
 
 
 
 
Andrew Blazey        
Manager, Sector Monitoring     
for Secretary to the Treasury 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury Report: Crown Financial Institutions Quarterly Monitoring 
Report - September 2010 

Board Appointments 

 
3. In late October the process to appoint two additional members to the Earthquake 

Commission (EQC) board commenced.  The appointments respond to the extra 
capacity and capability required by the EQC Board due to the Christchurch earthquake. 
The recommended appointments were also covered in the APH meeting of 16 
November.   

 

Current Issues and Risks 

 
7. Matters regarding EQC have been reported to you separately [T2010/1637, 

T2010/1707, T2010/1720, T2010/1841, T2010/2196, T2010/2322 and T2010/2324 all 
refer].  

Special Topic: Reference Portfolios 

 

deleted - Out of scope

deleted - Out of scope

deleted - Out of scope

deleted - Out of scope

pages 5-6 deleted - Out of scope
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Earthquake Commission (EQC)
HEADLINE INFORMATION

Return 3.5% 5.2 %

Passive benchmark 3.5% 5.2 %

Fund objective(1)
2.8% 8.1 %

% growth assets 22.1% N/A

Beta 0.11 N/A

Opening funds under management (FUM) $5,980m $4,777m

+/- Investment returns $206m $1,560m

-     Tax $0m $0m

+/- Cash inflows/outflows $(124)m $(275)m

Closing funds under management $6,062m $6,062m

RETURNS

RISK & ASSET ALLOCATION

Beta 0.11

Value at risk based on 50% peak to trough $348m

30-Sep-10
YTD 5-year p.a.
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This section of the report only concerns investment 

performance. We have reported to Ministers on the 

Canterbury earthquake seperately. 

The EQC has underperformed New Zealand 

Government Stock and its objective due to low 

returns on its equity portfolio. 

The EQC has not materially outperformed its 

passive benchmark over the last five years. We 

would expect no outperformance given that 

approximately half of its equities are managed 

passively and its bond portfolio is managed 

passively by the Debt Management Office.

The EQC sold active equities to raise funds for the 

Canterbury earthquake reconstruction. The Natural 

Disaster Fund's cash levels are temporarily elevated 

while the equity exposure is below its strategic 

asset allocation.

(1) NZGS + 1.0%

(2) New Zealand Government Stock

(3) Hedged to the New Zealand dollar

(4) Before tax and after investment management fees
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Property
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New Zealand bonds
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Growth - 22.1%
Income - 77.9%
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Date:  13 September 2010 CM-1-3-15-1 
 
 
To:  Minister of Finance 
 
cc: Associate Minister of Finance (Hon Simon Power) 
 Associate Minister of Finance (Hon Steven Joyce) 
 
AIDE MEMOIRE: EQC EXCESS PROVISIONS 

We understand Minister Brownlee has expressed interest in EQC’s excess provisions, 
and may be looking at whether changes need to be made to them. 
 
EQC provides cover for residential property (i.e. houses), contents and land. Each of 
these three items has a separate excess: 
 
• for property “$200 times the number of dwellings in the building or 1% of the 

amount payable by EQC, whichever is the greater”, i.e. a maximum excess of 
$1,000 plus GST; 

• for contents, $200 plus GST; 
• for land: “$500 times the number of dwellings in the residential building which is 

situated on the land, or 10% of the amount payable by EQC, whichever is 
greater, to a maximum of $5,000” plus GST. 

 
Comment 

Excesses are a common feature of insurance and are designed to: 
 
• minimise the administrative burden for insurance agencies in dealing with small 

claims; and 
• provide appropriate incentives on the insured, by maintaining their financial 

interest in the insured property and encouraging them to safeguard the property. 
 
These reasons apply equally to EQC’s cover, and so we would not support any 
changes to EQC’s excess provisions. 
 
Any potential changes to excess provisions would also need to consider: 
 
• issues of fairness with previous natural disasters where the excess provisions 

have applied; and 
• the potential fiscal cost in relation to future earthquakes, which could be much 

larger and more damaging. 
 
Potential fiscal cost of removing the excess provisions 

EQC has told us that its back of the envelope rough estimate for the cost of removing 
the excess provisions is around $25 million. This seems plausible. 
 
EQC has stated that it expects to receive around 100,000 claims from the Canterbury 
earthquake. Presumably all of these will involve claims for contents damage above the 
current excess.  
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If the excess for residential contents was removed, the potential fiscal cost could 
therefore be 100,000 times $200 = $20 million. Removing the excess may also 
encourage further claims for minor contents damage below $200. 
 
It is much harder to estimate the potential cost of removing the excess for residential 
property or residential land, as we do not know how many of the 100,000 estimated 
claims will involve damage to houses rather than just contents (presumably a large 
fraction) or damage to land (presumably a much smaller fraction). 
 
EQC has said that it estimates between 2,000 and 4,000 houses will have claims 
above the maximum payout of $100,000. If the $1,000 excess for just these houses 
was removed the fiscal cost could be $2 million to $4 million. Obviously many more 
houses will have damage less than the maximum of $100,000, and so the total fiscal 
cost could be significantly higher. 
 
We do not have any figures on the number of properties with land damage, but given 
that this excess can be as much as $5,000 the fiscal impact of removing it for even a 
small number of properties could be significant. 
 
Issues with reinsurance 

EQC’s reinsurers will only provide cover on the basis of the EQC’s current policy 
settings. They will not pay out on the basis of any additional costs over and above this, 
such as removing the excesses. At a minimum, any EQC policy changes such as 
removing excesses would require careful communication with the reinsurers. 
 
Replacing the excess with a “franchise” 

EQC has in the past proposed replacing the excess provisions with a “franchise”, which 
is a disappearing excess.  
 
In the case of residential contents, a franchise of say $200 would mean that EQC 
would not pay out for any contents damage below $200, but that for any claim above 
$200 EQC would pay out in full (i.e. without deducting any excess). In other words 
under a franchise system a claim of $199 receives nothing from the EQC (the same as 
at present), while a claim of $201 is paid in full (versus a payment of $1 under current 
policy settings). 
 
A franchise system has problems with claims that are close to but just below the 
threshold – the claimant has a significant incentive to inflate their claim so that it is just 
above the threshold. Given the number of claims to be dealt with for the Canterbury 
earthquake, a franchise system could significantly increase the potential for fraud, and 
increase the administrative burden on the EQC. 
 
Potential options 

As Minister responsible for the EQC, you have the power to change the EQC’s excess 
provisions should you wish to do so. 
 
Our first-best advice is to not make any changes to EQC’s excess provisions.  
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However, if the government did wish to make some changes to EQC’s excess 
provisions, we would want to take further time to consider the options. In particular we 
would want to define the problem – i.e. what issues with the current excess provisions 
did Ministers wish to address? As a starting point for discussion we would suggest: 
 
• not making any changes to the excess for household contents, as this excess 

should have the least likelihood of causing hardship to individuals, and changing 
this excess would have the greatest potential for fraud and the greatest risk of 
additional administrative burden for EQC; 

• limit any changes to the excess for land damage, which can be up to $5,000, and 
where private insurance is not available so the potential for significant losses to 
landowners is greater; 

• limit any changes to either introducing some form of franchise, or waiving the 
excess for high-value claims; 

• consider making any changes outside of the EQC, e.g. through ex-gratia 
payments by the Crown to reimburse claimants for the EQC excess, in specific 
circumstances, to avoid complicating the situation with EQC’s reinsurers. 

 
 
 
 
 
Juston Anderson, Senior Analyst, Sector Monitoring,
Andrew Blazey, Manager, Sector Monitoring
 

s9(2)(k)
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Treasury Report:  Letter to EQC - Additional Land Remediation Work 

Date: 18 November 2010 Report No: T2010/2324 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Sign the attached letter to Michael 
Wintringham, Chair of the EQC 

Tuesday 23 November 2010 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager, Sector Monitoring  

Juston Anderson Senior Analyst, Sector Monitoring  
 

Minister of Finance’s Office Actions (if required) 

Once signed, send letter. 
 
 
 
 
Enclosure: Yes (attached) 

 
CAB MINUTE: Delivery Agent for Additional Land Remediation in Canterbury (Treasury:1948946)

s9(2)(k) s9(2)(a)

Cabinet Minute deleted - Out of scope
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18 November 2010 CM-1-3-15-1  

Treasury Report: Letter to EQC - Additional Land Remediation Work 
 
1. On 11 October 2010 Cabinet (CAB Min (10) 36/11 refers): 
 

4 agreed that, in order to give confidence to affected communities, banks and 
insurers to rebuild, the level of remediation adopted for badly damaged land 
should be set at level 4 in the Tonkin & Taylor report to the EQC, as representing 
a cautious and prudent level of remediation (in many cases this will be more than 
the level of remediation required of EQC under the EQC Act); 

 
2. And on 1 November 2010 Cabinet (CAB Min (10) 39/9 refers): 
 

4.1 agreed in principle, subject to the further work referred to in paragraph 6 below, 
that an arrangement involving councils and EQC (to be established through a 
Memorandum of Understanding), monitored by the Canterbury Earthquake 
Recovery Commission, be progressed to manage land remediation activities in 
Canterbury; 

 
5 directed officials from the Canterbury Earthquake Response Policy Team of the 

Department of the Prime Minister and Cabinet, in consultation with other relevant 
agencies, to work with the Canterbury Earthquake Recovery Commission, 
councils and EQC to advance an arrangement to manage land remediation 
activities in Canterbury 

 
6 directed officials from the Canterbury Earthquake Response Policy Team of the 

Department of the Prime Minister and Cabinet, in consultation with other relevant 
agencies, to report back to ACE seeking confirmation of the in-principle decisions 
referred to in paragraph 4 above following the outcome of the further work, and 
outlining plans for implementation 

 
3. You will need to issue a direction to the Earthquake Commission (EQC) under section 

112 of the Crown Entities Act to enable it to carry out the additional land remediation, 
as this work is currently outside the EQC’s functions under the EQC Act. 

 
4. Attached is a letter for you to send to the EQC Board, formally advising it of the Cabinet 

decisions above, and requesting that the EQC work closely with the Canterbury 
Earthquake Response Policy Team of the Department of the Prime Minister and 
Cabinet and Treasury on the development of the draft direction on land remediation, 
and on the Memorandum of Understanding (MOU) with councils. 

 
5. The EQC is already aware of the need for a direction, and is working with officials to 

scope out the land remediation work and the MOU with councils, so that a direction can 
be drafted for your consideration. 

 
6. A critical component of both the direction and the MOU with councils will be ensuring 

appropriate arrangements are put in place to manage the Crown’s funding. We are 
working closely with the EQC on this. 
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Recommended Action 

We recommend that you sign the attached letter to Michael Wintringham, Chair of the 
Earthquake Commission. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Michael Wintringham 
Chair 
Earthquake Commission 
PO Box 790 
WELLINGTON 6140 
 
 
Dear Mr Wintringham 
 
As you know, Cabinet has agreed that, in order to give confidence to affected 
communities, banks and insurers to rebuild, the level of remediation adopted for badly 
damaged land from the Canterbury earthquake should be set at level 4 in the Tonkin & 
Taylor report to the EQC, as representing a cautious and prudent level of remediation. 
 
On 1 November Cabinet also agreed in principle that this additional land remediation 
activity would be progressed through an arrangement involving councils and the EQC 
(to be established through a Memorandum of Understanding), monitored by the 
Canterbury Earthquake Recovery Commission. I have attached the relevant Cabinet 
minute to this letter. 
 
As you are aware, I will need to issue a direction to the EQC under section 112 of the 
Crown Entities Act to enable the EQC to carry out this additional land remediation 
work. As this direction will significantly expand the EQC’s responsibilities, and involve 
the EQC spending a significant sum of Crown money, it will need to be carefully 
drafted. For example I am concerned, as I am sure the EQC Board is, to ensure that 
the Crown money is managed prudently. I would expect suitable arrangements to 
manage the Crown funding to be put in place by the EQC and to be reflected, as 
appropriate, in my direction to the Board. 
 
Please work closely with officials from Treasury and the Canterbury Earthquake 
Response Policy Team of the Department of the Prime Minister and Cabinet on a draft 
direction on land remediation for my consideration. I understand the EQC is already 
working with officials on developing a draft Memorandum of Understanding with 
councils. 
 
Yours sincerely 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Date:  8 October 2010 SH-12-2-2-0 
 
 
To: Acting Minister of Finance 
 
AIDE MEMOIRE: LAND REMEDIATION IN CANTERBURY 

This aide memoire briefs you on a paper prepared by the Minister for Canterbury 
Earthquake Recovery on land remediation issues in Canterbury. The key decision 
facing the Government in the paper is whether to remediate land damaged by the 
earthquake to its pre-earthquake condition or to a higher standard. This is a critical 
decision with significant economic and fiscal implications for the future. 
 
Land remediation 
 
The Earthquake Commission (EQC) is only required to remediate land to its pre-
earthquake condition. However, local authorities are likely to tighten building standards 
in the Canterbury region as a result of lessons learned from the earthquake 
experience. Under any new standards, property owners may not be able to rebuild 
structures because the remediated state of the land does not meet the new standards. 
Some property owners may therefore feel that the land has not been ‘fully’ remediated. 
 
At one level, the issue boils down to a question of who should face the cost from 
regulatory change – i.e. the change in building standards following the earthquake. As 
a matter of general policy, the Government does not compensate citizens when it 
creates or changes regulation because the costs of doing so would be prohibitive. In 
this case, a decision to remediate land to a higher standard will have significant direct 
and indirect costs. The paper estimates a one-off fiscal cost of $200-$400 million, but 
this decision will generate higher costs over time as it establishes a policy precedent 
for the treatment of land remediation in future natural disasters and, more importantly, 
potentially a precedent for land standards for all new houses built on land at risk of 
liquefaction in an earthquake. The indirect costs are likely to be higher still. The 
Government’s decision may incentivise local authorities to raise building standards in 
the region, driving construction costs and therefore the cost of housing higher. 
 
We recognise there is a difficult trade-off between the need to manage financial and 
economic risk, and the need to address public concerns about the completeness of 
land remediation policy. Nevertheless, the scale of costs and risks involved in this 
decision justifies a cautious approach on the part of the Government. 
 
Delivery agent 
 
The paper invites the Ministers of Finance and Canterbury Earthquake Recovery to 
develop advice on the most appropriate entity to deliver the land remediation work. The 
EQC is the most likely candidate to deliver this work, but it will require a major 
expansion of the Commission’s resources and capabilities at a time when the 
organisation is already stretched. The EQC has already expanded by a factor of 30 as 
a result of its initial response to the Earthquake (from 22 staff to over 600). 
 
The EQC’s relationship with its reinsurers will also need to be carefully managed. The 
reinsurers are only liable to pay the EQC for costs incurred based on existing 
legislation and policy. This does not prevent the Government from asking the EQC to 
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incur additional costs, but the additional costs will need to be carefully ring-fenced so 
that the reinsurers can be confident their rights are not being undermined. This is 
critical not only in relation to the reinsurance payments due to the EQC for the 
Canterbury earthquake, but also for the EQC’s purchase of reinsurance cover in the 
future. These risks should be manageable, and the EQC is well aware of them. 
 
Land purchase 
 
The Minister for Earthquake Recovery also proposes to investigate the possibility of 
purchasing land that has been remediated but has not sold on the open market. We do 
not advise taking this approach because the EQC will pay out what is needed to 
restore the property to its pre-earthquake condition (and even to a higher standard than 
this if the Government so decides). We understand, however, that the Minister for 
Earthquake Recovery proposes to impose the following constraints, which we largely 
support as an alternative option: 
 

• The Crown will only purchase severely-damaged (red zone) properties where 
remediation has taken place. 

• The Crown will only purchase land (i.e. not where a new or repaired dwelling 
has been added). 

• The Crown will make an offer at the pre-earthquake value (we would prefer the 
post-earthquake value). 

• The Crown will only make an offer if the land has not sold within a two year 
period after remediation. 

 
We would also suggest that the offer should be limited to a short time period (e.g. four 
months). 
 
More work will need to be done on the land purchase option before it is ready to be 
announced, as the Cabinet paper recognises. We would note, in particular, that once 
holding costs, interest costs and other costs are taken into account, the Crown may not 
be better placed than any other landowner to hold and then dispose of a property. 
 
 

 Analyst, Natural Resources,  
Joanna Gordon, Manager, Financial Markets,

s9(2)(k)s9(2)(a)
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Date:  24 November 2010 SH-12-2-2-0 
 
 
To: Minister of Finance 
 
 
AIDE MEMOIRE: ACCOUNTABILITY ARRANGEMENTS FOR EXPENDITURE ON 
LAND REMEDIATION 

Cabinet has agreed to provide $140 million to the Earthquake Commission (EQC) to 
remediate damaged land in Canterbury to a higher standard than required by the EQC 
Act (CAB Min (10) 36/11 refers). This note sets out our thinking on the accountability 
arrangements necessary to manage the Crown’s interest in this expenditure. 
 
Approach proposed by EQC 
 
EQC is proposing the following approach for the delivery of the land remediation works: 
 
• EQC will prepare the concept design and obtain resource consents. 
• The Councils will prepare the detailed design, conduct the procurement process, 

then contract with and supervise the contractors. EQC will have a review/oversight 
role over the detailed design and procurement processes. 

• EQC and the Councils will split the responsibility for risks and liabilities on a pre-
agreed basis. 

 
We support this approach because it will generate the right incentives for EQC and the 
Councils to manage costs and mitigate risks. Clearly, however, the most difficult part of 
the approach will be deciding on the split of risks and liabilities between EQC and the 
Councils. EQC will be clarifying this and other matters in a Memorandum of 
Understanding (MoU) with the relevant councils. 
 
Direction from the Minister of Finance 
 
While EQC is already planning how to deliver the land remediation works, it will require 
a formal Ministerial Direction before it can actually start work. We see the Direction as 
the key lever for clarifying the accountability arrangements for the expenditure, and will 
be working closely with EQC in the next week to draft the Direction. In our view, the 
Direction must include: 
 
• A statement of the Crown’s objectives for the land remediation works – in particular 

how to balance the key objectives of speed, value for money and quality. 
• Definitions and measurements of success. 
• Guidance relating to our expectations for cost-sharing with local authorities. 
 
Our particular concern is to ensure that the Direction establishes an appropriate 
framework for cost-sharing with local authorities, which can then be translated into the 
MoU for the delivery of the works. A firm Direction on this matter will ensure that EQC 
can negotiate on a robust basis with the Councils in developing the MoU. 
 
It may be necessary to supplement the Direction with a Letter of Expectations, in case 
a greater level of detail is necessary to support EQC in its negotiations with the 
Councils. 
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Monitoring 
 
EQC’s Board will be accountable for the delivery and performance of the land 
remediation works after it has received the Direction. Treasury will monitor EQC’s 
performance against the agreed benchmarks and will report to you quarterly on 
progress. You possess remedies against the Board if it does not comply with the terms 
of the Direction. 
 
 

 Analyst, Natural Resources,
Joanna Gordon, Manager, Financial Markets,

s9(2)(k)s9(2)(a)
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Treasury Report:  EQC's response to proposed changes to the NDF 

Date: 23 March 2010 Report No: T2010/446 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Discuss with Michael Wintringham, 
Chair of the EQC 

Meeting scheduled for 12.00 noon, 
Wednesday 31 March 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager, Sector Monitoring  

Juston Anderson Senior Analyst, Sector Monitoring  
 

Minister of Finance’s Office Actions (if required) 

None 
 
 
 
Enclosure: Yes 

 
Letter from EQC - capital structure of the NDF, 12 March 2010 (Treasury:1789659v1) 
 
 

s9(2)(k) s9(2)(a)
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23 March 2010  

Treasury Report: EQC's response to proposed changes to the NDF 
 
On 11 March 2010 we provided you with a draft proposal for changes to the Natural Disaster 
Fund (NDF) (T2010/382 refers). The EQC Chair has now written to you with the EQC board’s 
comments on the proposal.  Our comments on the EQC’s letter are covered in detail in the 
body of this report. The key points are: 
 
• We think you should meet with the EQC Chair, Michael Wintringham, to discuss the 

Crown’s risk preference for the NDF before making a decision. A meeting with Mr 
Wintringham has been scheduled for 12 p.m. on Wednesday 31 March. 

• Pending further work by EQC on the issue of reinsurance, we think that our proposed 
Crown risk preference of a 1 in 500 chance of the NDF calling on the Crown guarantee 
is appropriate. We do not agree with the EQC’s arguments in favour of a 1 in 1,000 risk 
preference (which is the status quo established by the EQC without the benefit of 
guidance from the Crown).  The Crown’s risk preference is a decision for you to take. 

• We will work with the EQC to determine the appropriate level of reinsurance within the 
NDF for a given Crown risk preference. Our original proposal assumed the amount of 
reinsurance would not change. We will aim to have this work completed in time for your 
meeting with the EQC Chair, so that a decision can be taken on the NDF capital 
structure in time for inclusion in the Budget. 

• We do not agree with EQC’s arguments around the possible public perception of the 
Government withdrawing capital from the NDF, because the government guarantee 
means that the amount of capital in the NDF has no impact on the level of coverage 
provided to homeowners. 

• You can make some decisions on second-order issues and communicate these to the 
EQC, so they can be incorporated into the EQC’s draft Statement of Intent: 

 
- the NDF should be invested in non-growth assets when at its target size; 
- the NDF should be passively invested, regardless of where decisions on the 

other issues around the NDF end up; and 
- the NDF will continue to invest in non-tradable government bonds, i.e. it will not 

be fully invested in “real” assets. 
 
• Decisions are required by 28 April 2010 at the latest if changes to the NDF’s capital 

structure are to be incorporated in the Budget. 
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Recommended Action 

We recommend that you: 

 
a note the contents of this report ahead of your meeting with Michael Wintringham, Chair 

of the EQC; and 
 
b note that we will provide you with further advice closer to the meeting with Mr 

Wintringham. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury Report: EQC's response to proposed changes to the NDF 
 
1. The EQC’s letter to you is a comprehensive response to our proposed changes to the 

NDF’s capital structure.  As such it raises a large number of issues.  In the paragraphs 
below we have attempted to respond to these issues in some detail.  We have also met 
with Ian Simpson, the new Chief Executive of the EQC, and had a good discussion with 
him on the letter.  This cleared up a number of small misunderstandings between 
ourselves and the EQC over the details of the proposal. 

 
2. At a high level the main issue requiring decision is “what should the Crown’s risk 

preference for the NDF be?”.  We suggest you answer this question after meeting with 
the EQC Chair on Wednesday 31 March 2010. 

 
3. Once this question is answered, the optimal size of the NDF (including reinsurance) 

can be determined – and from that, the amount of capital that can be returned from the 
NDF to the Crown (assuming the NDF is currently above its optimal size). 

 
4. There are also some second and third-order issues, which can be decided now: 
 

• What assets should the NDF be invested in – growth or non-growth? 
• Should the EQC manage the NDF’s investments passively or actively? 
• Should the NDF be fully invested in “real” assets, i.e. should its New Zealand 

government bonds be tradable? 
 
The Crown’s risk preference for the NDF 

5. The most important issue to be decided is the Crown’s overall risk preference for the 
NDF.  The Crown’s risk preference is clearly a decision for you to take. 

 
6. For a number of years, Crown Financial Institutions (CFIs) have commented that the 

Crown has not clearly stated what risks it wishes them to take in managing their 
investments, and that this leaves the Board of each CFI to make its own decisions with 
limited guidance. 

 
7. Treasury has suggested a Crown risk preference for the NDF: a 1 in 500 chance of the 

Crown guarantee being called on. EQC’s response is effectively that it does not agree 
with this risk preference; it prefers a 1 in 1,000 chance of the guarantee being called on 
(which coincides with the status quo position). 

 
8. The EQC’s letter puts significant weight on “a sustainable size for the NDF” and the 

board’s “acceptance of a $7 billion fund” as being the appropriate “sustainable size”. 
The letter also says “the Board decided in 2009 … that a prudent position to adopt was 
an objective of $7.0 billion in total in the NDF” (consistent with the 1 in 1,000 chance of 
calling on the Crown guarantee). 

 
9. This Board decision was made in the absence of a clearly expressed Crown risk 

preference.  We understand the EQC accepts that the level of Crown risk preference is 
your decision.  However, understandably, having taken a position in the absence of 
Crown guidance, the EQC feels attached to this position and so feels the need to 
defend it. 
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An appropriate measure for the Crown’s risk preference 

10. We have suggested that the measure for the Crown’s risk preference should be the 
probability of the EQC calling on the Crown’s guarantee.  EQC’s letter appears to 
agree when it says “the government should hold EQC accountable in terms of the 
overall risk, most simply expressed as a ‘Probability of Ruin’1, i.e. calling on the Crown 
guarantee” and then later on saying “the Board’s recommendation is that this 
[probability of call on the Crown guarantee] be 1 in 1,000”. 

 
11. However, in other parts of the letter EQC says “[probability of call on the Crown 

guarantee] is more suited to a normal insurance company than a fund such as the NDF 
which mainly covers very large but very infrequent events. It should not therefore be 
the sole basis for making a judgement on the size of the NDF”. 

 
12. Treasury’s view is that the probability of calling on the Crown guarantee is an 

appropriate measure for determining the Crown’s risk preference for the NDF.  In our 
view EQC has not provided a compelling case that this risk preference should be in 1 in 
1,000 rather than 1 in 500.  

 
13. Instead, EQC has chosen a risk preference that coincides with the status quo for the 

NDF, and EQC’s preferences in the absence of Crown guidance on risk. 
 
14. EQC’s letter also makes a number of comments which in our view demonstrate some 

misunderstanding of the purpose of the NDF: 
 

• “The Board’s deliberations recognise that the NDF must be sustainable, i.e. it 
should be capable of surviving the impact of a large event”. 

 
15. This depends on what “sustainable” means. By definition the NDF is “sustainable” 

since the Crown will provide it with whatever capital it requires to make payments to 
claimants. The only threat to the NDF’s “sustainability” is the sustainability of the Crown 
itself, which is not an issue the EQC needs to concern itself with  - although the EQC’s 
letter refers to the costs that the Crown would face in the case of a major Wellington 
earthquake, separate to the EQC costs (e.g. need to replace roads and other 
infrastructure). 

 
16. The existence and “sustainability” of the NDF is a tool to achieve the Crown’s 

objectives – not an end in itself. The NDF exists so that the Crown can set aside capital 
to help cover the costs of very large but infrequent natural disasters.  However, setting 
aside this capital is costly for the Crown, and therefore a tradeoff has to be made. This 
means that saying the NDF “should be capable of surviving the impact of a large 
event”, e.g. a major Wellington earthquake, is not appropriate – the cost of doing this 
might be high, particularly if the risk of the event is low.  

 
 
 
 
 
 
 
 
 

                                                
1  “Probability of Ruin” is a concept from the insurance industry, referring to the probability of an insurance company 

becoming insolvent. While the concept is appropriate for the NDF, the terminology is probably not; there is no “ruin” 
suffered if the NDF is exhausted. 
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17. As discussed above, you are in the best position to make the trade-off between Crown 
capital invested in the NDF (and the associated cost), and the probability of calling on 
the Crown guarantee – not the EQC Board. 

 
• “The Board commissioned its investment consultants … to provide an analysis 

designed to find the income required to keep EQC solvent as an individual entity”. 
 
18. The NDF is part of the Crown, and has an explicit government guarantee. Therefore its 

solvency “as an individual entity” is not an issue. If the NDF is exhausted by a large 
disaster, the Crown will provide whatever funds are required for payments to claimants. 
The Crown can also choose to provide a capital injection into the NDF following a 
major natural disaster to build it up again.  Therefore the issue is an acceptable level of 
risk of the NDF calling on the Crown guarantee. 

 
• “The Board has taken its statutory responsibility to ‘administer the Fund and, so 

far as is reasonably practical, protect its value’ as requiring it to ensure the 
Fund continues in existence through a series of adverse events [emphasis 
added]. This is an important public policy matter which warrants both thorough 
consideration and an explicit decision”. 

 
19. The statutory responsibility of the EQC is to protect the value of the capital provided by 

the Crown to the NDF. In our view it is not the EQC’s responsibility to decide what that 
level of capital should be, or to make the decision that “the Fund [needs to continue] in 
existence through a series of adverse events”.  In doing so the EQC is attempting to 
answer questions that are the Crown’s responsibility, and that the EQC is not well 
positioned to answer. 

 
Public perception of taking funds from NDF 

20. EQC raises the issue of public perception around the Crown taking a significant 
payment from the NDF.  EQC states that “there is a public perception that the NDF is 
not the government’s to use”.  EQC also say this perception would be strengthened “if 
it was apparent that the Fund could no longer meet the cost of [a] major Wellington 
earthquake”. 

 
21. We do not agree. The EQC scheme provides residential homeowners with insurance 

against earthquake and other related natural disasters, backed up by a Crown 
guarantee.  The level of capital in the NDF has no impact on the level of coverage 
provided to homeowners. The assertion that the NDF could not meet the cost of a 
specific low-probability but high-cost event (e.g. large Wellington earthquake) is 
irrelevant, given the existence of the Crown guarantee. 

 
22. The NDF is simply a Crown tool for managing its fiscal risk in relation to the EQC 

scheme. The Crown can quite legitimately say that, given its risk preferences, it can 
withdraw capital from the NDF to use elsewhere.  Homeowners would still be fully 
covered for natural disaster damage, because the Crown guarantee still exists. The 
Crown is capable of meeting the cost of a major Wellington earthquake even if the NDF 
is fully exhausted, and even taking account of the non-EQC scheme costs that the 
government would face in such an earthquake. 

 
Reinsurance 

23. EQC raise the issue of the approach to reinsurance.  EQC appear to have taken the 
implication from our proposal that “management and control of EQC’s reinsurance 
programme [would be] effectively placed outside the Board” which they say “raises 
some accountability and governance issues”. 
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24. This was not our intention, and have clarified this with the EQC. Our intention was and 
is for the Crown to determine its overall risk preference, which in turn determines the 
overall size of the NDF (including reinsurance).  It should be the EQC Board’s 
responsibility, in consultation with you, to determine the appropriate mix of assets and 
reinsurance within this overall size. 

 
25. The treatment of reinsurance in our original proposal was flawed, as Paul Dyer pointed 

out in his briefing to you on our earlier report.  Our proposal assumed for simplicity that 
reinsurance levels would remain unchanged within the new NDF capital structure. 

 
26. Reinsurance is an alternative to tying up Crown capital in the NDF.  Arguably having 

the NDF consist solely of reinsurance would be the minimum risk position for the EQC. 
However reinsurance comes at a cost, which is significantly affected by the details of 
the reinsurance (e.g. the excess).  Therefore within the NDF, there will be an optimal 
mix of assets and reinsurance.  Assuming the EQC correctly takes into account the 
costs of the Crown capital in the NDF, then the EQC can determine the optimal 
balance between Crown capital and reinsurance. 

 
27. We are working with the EQC on the issue of the optimal level of reinsurance for given 

Crown risk preferences, and will aim to have answers on this in time for your meeting 
with the EQC Chair. 

 
28. As the EQC’s letter points out, the optimal level of reinsurance is likely to change over 

time. This will in turn, for a given NDF size, change the amount of Crown capital 
required. The risk is that in the future, if reinsurance becomes more expensive, the 
Crown might need to put more capital into the NDF. 

 
Growth versus non-growth assets 

29. Once the NDF reaches its target level (determined by the Crown’s risk preference) 
Treasury’s view is that investment of the NDF should switch from growth to non-growth 
assets, i.e. from global equities to global sovereign bonds.  

 
30. The reason for this is that once the NDF is at its appropriate size, any EQC investment 

in growth assets is effectively the Crown undertaking riskier investments solely to gain 
the higher returns associated with that risk - since those higher returns will be paid to 
the Crown as income from the NDF, to keep the NDF at its target size. However: 

 
• investing in global equities (not linked to any specific Crown liability) is unlikely to 

be the best use of scarce Crown capital; 
• investing in global equities increases the Crown’s risk; and 
• even if the Crown did wish to invest in equities there are other entities which are 

better placed to undertake this.  There is no reason to believe that the EQC 
would outperform these other entities, and there are costs involved in having the 
EQC duplicate their functions. 

 
Passive versus active investment 

31. This issue is unrelated to the size of the NDF or the assets it should invest in.  As you 
know, we are sceptical that active management, across all of the CFIs, adds value to 
the Crown relative to a low-cost passive strategy. 

 
32. EQC defend active management by referring to its advisers and “most conventional 

wisdom”, and portraying the argument as “your expert versus my expert”. However, 
investment advisers are not unbiased experts; they have strong incentives to advocate 
in favour of active management, as do the CFIs themselves. 
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33. Regardless of your decision on the Crown’s risk preference for the NDF and growth 
versus non-growth assets, we think that you should direct the EQC to carry out its 
investment management passively.  

 
34. The EQC is a Crown Agent, and you have specific powers of direction related to its 

investment functions, given the Crown’s guarantee of the NDF. Therefore in issuing a 
direction to invest passively you would not be cutting across the accountabilities or 
independence of the Board.  However, before issuing a direction you will need to 
consult with the EQC board, and the direction will need to be tabled in Parliament (but 
the direction on passive investment can be part of the broader direction on the NDF’s 
capital structure, rather than a separate direction). 

 
35. This issue is timely because the EQC is currently drafting its Statement of Intent (SoI) 

for 2010 to 2013.  A draft of the SOI given to us last week refers to EQC undertaking 
active management of its global equities, on the grounds that this will “in the long run 
add value (after costs)”. 

 
Real versus non-real assets 

36. The EQC suggest that if the preference is for the NDF to be invested in “real” assets, 
the NDF should all be invested outside government, and this could be accomplished if 
the NDF’s New Zealand Government bonds were fully tradable. 

 
37. There are a number of practical concerns with the EQC holding tradable New Zealand 

government bonds. EQC currently hold $3.5 billion of bonds (about 12% of the 
marketable bond market in New Zealand).  At that level of holding, they would have 
real market power (i.e. an ability to influence bond pricing by their actions).  Our 
concern is that EQC could use that market power in ways that are detrimental to the 
Crown’s interests as an issuer (i.e. reduce the volume and increase the yields of bonds 
to be issued in future by NZDMO).  In extreme cases, their actions could potentially 
result in the failure of a scheduled bond tender, if they were selling bonds into the 
market at the same time as we were holding a tender. 

 
38. The real issue to focus on is how the Crown raises cash. If EQC’s bonds were tradable, 

EQC would sell marketable bonds to raise cash, but potentially in a way that could 
easily push up the cost of future borrowing by the Crown.  Under the status quo, EQC 
can only sell its non-marketable bonds to NZDMO, which NZDMO funds by issuing 
(selling) marketable bonds (consistent with our debt management strategy and with 
less impact on future borrowing costs). 

 
39. Under either option, exactly the same amount of cash can be raised. The only 

difference is that NZDMO can raise cash more efficiently than any other agent of the 
Crown. 

 
EQC core business 

40. EQC’s letter stated that it “disagrees with the Treasury proposal on fact” in three areas: 
 

• The suggestion that EQC’s investment resources could be re-focussed on “core 
business”. EQC state that “managing the NDF is our core business and the 
current investment team of two people would likely be needed under either 
proposal”. 

• “The assertion that the claims settlement business is in need of reinforcement. 
This is not necessary other than the continuous improvement activity which is 
already under way”.  

• The “considerable transitional costs inherent in such a major change to EQC’s 
investment strategy”. 
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41. We have clarified these misunderstandings with EQC. Our proposal actually said 
“EQC’s other core functions”; we did not say that managing the NDF was outside the 
EQC’s core business. There was no implication intended in our proposal that EQC’s 
claims settlement business was in need of reinforcement.  

 
42. We cannot see why there would be considerable transition costs involved in our 

proposal, assuming it was implemented over a reasonable timeframe.  The EQC has 
not provided any details as to what these transition costs might be. We will discuss this 
further with the EQC. 

 
EQC’s alternative proposal 

43. EQC has proposed an alternative, which is based on the Crown accepting the NDF 
should be set at a “sustainable” level of $7 billion excluding reinsurance, with the 
associated probability of calling on the Crown guarantee of 1 in 1,000. 

 
44. EQC’s proposal involves it paying 30% of its net surplus to the Crown in lieu of tax. The 

payment each year would vary depending on actual claims in that year. 
 

45. EQC believes that this would still allow the NDF to grow towards its target of $7 billion, 
albeit at a slower rate.  EQC states that once its target NDF size is reached “there may 
be justification for paying over any surplus to the Government”. 

 
46. EQC also states that “as the Fund reaches its sustainable balance of $7 billion, the 

reinsurance may be adjusted to maintain” the probability of calling on the Crown 
guarantee. This seems to imply that the EQC would reduce its level of reinsurance, 
rather than return NDF capital to the Crown. We do not believe this would be an 
efficient approach – there is no reason why reinsurance should reduce because the 
NDF’s assets are growing. 

 
47. We note that a large portion of the EQC’s net surplus is interest earned on the 

non-tradable Government bonds. Since the Crown is effectively paying this interest to 
itself, it is not a real return. 

 
The EQC’s government bonds 

48. The EQC cancelling its non-tradable government bonds does not result in capital being 
freed up for return to the Crown. These bonds are effectively a promise by the Crown 
to pay itself, and therefore they are not real assets or liabilities at a consolidated Crown 
level.  Both the “asset” (the NDF’s bond holdings) and the “liability” (the Crown’s liability 
to pay the NDF on redemption of the bonds) are held within the Crown and therefore 
cancel each other out.  This is a reflection of the fact that the Crown cannot create real 
assets by borrowing from or lending to itself. 

 
49. This is different from bonds issued to a party outside the Crown.  In that case the 

Crown has a real liability to the bond owner, offset by a real asset (the cash it received 
for issuing the bonds).  When the Crown issues non-tradable bonds to the NDF it does 
not receive cash in return, unless the NDF sells a real asset of its own.  When 
cancelling the bonds the Crown does not need to give cash or some other equivalent to 
the NDF, as it would with a party outside the Crown (although the Crown can choose to 
give cash to the NDF, if it wants to). 

 
50. The Crown could allow the NDF to sell its existing bonds to a private party, and this 

would raise cash that could be returned to the Crown. However this is equivalent to the 
Crown raising new debt via DMO, and as such it would increase the Crown’s liabilities. 
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 IN-CONFIDENCE  

Treasury:1287255v1 IN-CONFIDENCE 

Treasury Report:  Earthquake Commission Statement of Intent 2009-2012 

Date: 4 June 2009 Report No: T2009/1375 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Sign the attached letter to the Chair 
of the Earthquake Commission 

12 June 2008 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Analyst  

Andrew Blazey Manager  (res)   
 

Minister of Finance’s Office Actions (if required) 

Post letter, if signed by Minister of Finance.  Send copy of signed letter to David Middleton at EQC 
 
 
 
 
Enclosure: Yes

s9(2)(a) s9(2)(k) s9(2)(k)
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4 June 2009   

Treasury Report: Earthquake Commission Statement of Intent 2009-
2012 

Purpose of Report 

1. The purpose of this report is to discuss the Earthquake Commission’s (EQC) 
Statement of Intent (SOI) and provide you with a letter to send to the Chair of EQC 
requesting a final version to be tabled in the House. 

Analysis 

2. On 25 May 2009 you received a draft copy of the EQC SOI for 1 July 2009 to 30 June 
2012.  The Treasury was consulted on an earlier version of the draft SOI and we 
consider that the copy you received is suitable for tabling. 

 
3. On 2 April 2009 you advised EQC against increasing the maximum caps on their 

insurance scheme, and instructed EQC to work with Treasury in relation to other 
changes to the scheme.  The Board has taken into account this advice in preparing the 
SOI and EQC is currently developing a work plan for these changes. 

 
Budget 

4. The following table summarises key items from the budget: 
 

Annual Report Projected 
Actuals* SOI 

Revenue 2005/06 2006/07 2007/08 2008/09 2009/10 

Premiums 82,401 83,750 85,658 86,918 87,842

Investment Income+ 691,012 46,682 188,350 247,771 326,351

Total Revenue 773,413 130,432 274,008 334,689 414,193
EQC's Budgeted Expenditure        

Reinsurance and Crown underwriting 30,804 31,022 37,000 37,600 38,750

Crown underwriting fee 10,000 10,000 10,000 10,000 10,000

Investment and Custodial Expenses 7,080 6,799 7,074 6,343 13,972

Operations expenses 18,083 20,392 20,527 24,558 22,756

Total Expenditure 65,967 68,213 74,601 78,501 85,478

Net Operating Surplus 707,446 62,219 199,407 256,188 328,715

I&C expenses: rise from previous year   -4.0% 4.0% -10.3% 120.3%

Operations: rise from previous year   13% 1% 20% -7%

Total expenditure: rise from previous year   3.4% 9.4% 5.2% 8.9%

*as at February 2009 
+fluctuations caused by changes in market conditions 
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5. EQC has budgeted a total increase in expenditure of 8.9% for the 2009/10 year.  The 

main component of this increase is a 120% increase in investment and custodial 
expenses from an estimated $6.3 million in 2008/09 to $14 million in 2009/10.  This 
increase is due to EQC shifting from passive to active management of its overseas 
equity portfolio.  The 7% decrease in operations expenses comes from a decrease in 
the amount budgeted for the catastrophe response programme, as well as a reduction 
in consultants fees. 

 
6. The net operating surplus is retained in the Natural Disaster Fund (NDF), bringing the 

forecast level of the fund to $5.7 billion in June 2009 and $6.1 billion in June 2010. 
 
Active Management of Overseas Equities 

7. EQC holds forty percent of its overseas equity portfolio passively, but its Board decided 
to transfer this to active management at a time judged optimal in relation to market 
conditions.  EQC considers that active management of its offshore equities will in the 
long run add value (after costs), and will contract seven investment managers to cover 
investment activity once its offshore portfolio is fully actively invested.  

 
8. We question the rationale for active management of the Fund in respect of stock 

selection, especially in highly developed asset classes like the large capitalisation 
equity assets.  We think you should indicate your concern over the shift to active 
management, and the need for EQC to continually review its strategy in this respect. 

 
Optimal size of the Natural Disaster Fund 

9. In the draft SOI, EQC estimates the optimal size of the NDF at about $7 billion if the 
current reinsurance programme (of $2.5 billion) is maintained.  With a present NDF 
value of $5.6 billion, EQC estimates that the NDF could reach its optimal size within 
six to ten years. 

 
10. Currently the Treasury is examining savings options for 2010/11.  Capping the NDF 

and the corresponding optimal level at which this would occur may be considered 
within this work.  

 
Crown Underwriting Fee 

11. We recommend you request EQC to pay $10 million for the 2008/09 Crown 
underwriting fee.  The Crown has charged EQC an underwriting fee since 1986.  
The fee represents a premium-like charge on EQC for the Crown’s role as insurer 
of last resort in the event that a natural disaster results in losses greater than those 
that can be met from the NDF and from reinsurance. 

 
Financial Asset Mix 

12. In a letter to you from the Chair of EQC on 21 April 2009, the Board indicated that 
there was the possibility of providing the government with an amount of cash (circa 
$200 million) by changing the mix of EQC’s financial asset holdings, without 
adversely affecting the consolidated Crown balance sheet.  On this basis the 
current SOI allows for a transfer of $100m from Bank Bills to Treasury Bills within its 
projections.    
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Recommended Action 

We recommend that you sign the attached letter to the Chair of the EQC Board requesting 
the payment of a $10 million Crown underwriting fee, and arranging for the SOI to be printed 
and forwarded to you for tabling in the House. 
 

Agree/disagree. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Climate Change, Energy and Commercial Operations 
for Secretary to the Treasury 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Michael Wintringham 
Chair 
Earthquake Commission 
PO Box 790 
WELLINGTON 
 
 

Dear Michael 
 
Thank you for the Earthquake Commission’s (EQC’s) Draft Statement of Intent (SOI) for 1 
July 2009 to 30 June 2012.  I have no comments for changes to the current SOI.  I therefore 
ask EQC to provide 2 copies of the final printed SOI to my office and 80 copies to the Office 
of the Clerk (attention to the Bills Office) as soon as possible for tabling in the House. 
 
I note that EQC’s investment related expenses are forecast to increase by over 120%, and 
that this is attributable to a shift from passive to active management for 40% of EQC’s 
overseas equity portfolio at a time judged optimal for market conditions.  I am conscious 
however, that literature indicates that the long-run expected additional return from active 
management is zero.  
 
Although I appreciate that the board is responsible for EQC’s investment strategy, my 
officials are currently investigating the optimal investment strategy for the Crown’s overall 
holding of financial assets during the course of the year.  That investigation will include 
consideration of active versus passive management approaches.  I would therefore 
encourage you to have ongoing discussions with officials on this matter, in particular the 
reasons why your board supports an active approach and the likely performance result it will 
achieve. 
 
I also request that EQC pay $10 million to the Crown for the Crown underwriting fee for 
2008/09 on or before 30 June 2009, as has been done in previous years.  
 
In addition, I thank you for your letter dated 21 April 2009.  I appreciate the review of the 
structure of your balance sheet that was undertaken, and note that the SOI currently allows 
for a transfer of $100m from Bank Bills to Treasury Bills following this analysis.   
 
I would like to take this opportunity to thank you and your colleagues for your work and wish 
EQC all the best in the year ahead. 
 
Yours sincerely 
 
 
 
 
Hon. Bill English 
Minister of Finance 
 
 
cc:  David Middleton; Chief Executive, EQC 
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 IN-CONFIDENCE  

Treasury:1297466v4 IN-CONFIDENCE 

Treasury Report:  Earthquake Commission Investments 

Date: 3 July 2009 Report No: T2009/1625 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Indicate if you would like to discuss 
the options within this report with 
officials at one of your Tuesday 
meetings with the Treasury. 

Indicate if you would like Treasury 
to discuss these options with the 
EQC. 

 

10 July 2009 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Analyst, Climate Change 
Energy & Commercial 
Operations 

 

Andrew Blazey Manager, Climate Change 
Energy & Commercial 
Operations 

 

 

Minister of Finance’s Office Actions (if required) 

None. 
 
 
 
 
Enclosure: No

s9(2)(a) s9(2)(k) s9(2)(a)
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3 July 2009 CM-1-3-15-0  

Treasury Report: Earthquake Commission Investments 

Executive Summary 

You requested information on the Earthquake Commission’s (EQC) investments.  Depending 
on the government’s objectives, there are several options for directing investments by EQC. 
This paper covers some options which officials could discuss further with you. 

 
• Maintain status quo: The Natural Disaster Fund (NDF) continues to grow, with up to 

35% invested in overseas equities. 
 
• Cap the NDF and draw dividends: The fund could be capped at some level, with the 

Crown drawing excess returns through dividends. In the event of a disaster with costs 
greater than the cap, the Crown guarantee would be called upon.  There are some 
issues to manage around this option including: 

 
− setting and reviewing the level of the cap (multiple approaches could be taken); 
− managing the raising of cash through the sale of assets to pay dividends; 
− public perception of drawing on the fund; and 
− an expectation that EQC’s premiums should be adjusted. 

 
• Tax EQC: EQC is currently exempt from the payment of income tax.  The government 

could choose to tax EQC, though this would require legislative change.  
 
• Change Asset Mix: EQC’s investment in tradable assets could be altered.  For 

example, managing an international bond portfolio rather than international equities 
could free up EQC resources and allow EQC to focus more on its other functions.  

 
• Change EQC Functions: It may be timely to assess the extent to which EQC retains 

its investment functions, as these are specialised skills in relation to its other functions. 
Contracting out EQC’s investment management to other parties, or centralising the 
government’s overall investments could be considered.  

 
The value of the NDF is $5.6 billion1 and is forecast to grow to $6.1 billion by June 2010.  
EQC estimates the optimal size of the NDF at $7 billion if its current reinsurance programme 
of $2.5 billion is maintained.  This is 25% higher than the NDF’s current balance, and EQC 
estimates that the NDF will reach this level within the next six to ten years. 
 
The optimal NDF size is a trade off between the level of risk to the Crown if the fund is too 
small, and the efficiency losses that come from setting aside large amounts of capital for an 
event that is unlikely to occur.  Treasury considers that EQC’s estimate of funds required in a 
disaster is conservative, and has reservations about the planned growth of the NDF.  
 
The above options generally maintain the principle that the NDF’s assets match its projected 
liabilities. The options alter the time period over which this is achieved, the degree of 
efficiency in the use of funds and the risk to the Crown.  
 

                                                
1 As at 31 March 2009 
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Recommended Action 

We recommend that you: 
 
a indicate if you would like to discuss the options in this report with officials at one of 

your Tuesday meetings; and  
 

Yes/no. 
 
b indicate if you would like Treasury to discuss these options with the EQC. 
 

Yes/no. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Climate Change, Energy and Commercial Operations 
for Secretary to the Treasury 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury Report: Earthquake Commission Investments 

Purpose of Report 

1. You requested information on the Earthquake Commission’s (EQC) investments.  This 
paper discusses possible options for the government in directing the investments by 
EQC.  

Analysis 

Background 
 
2. EQC is a Crown Agent with the following functions under its Act: 
 

• managing the insurance of residential property (building, contents and land) 
against damage by specified natural disasters, including collecting premiums 
through insurance companies;  
 

• funding and influencing research into natural hazards and their mitigation; 
 

• informing New Zealanders about how they can make their homes safer and 
protect their possessions from the effects of natural disasters; and 

 
• managing the Natural Disaster Fund (NDF), including investment of the NDF in 

accordance with policies agreed with the Minister of Finance. 
 
3. In the event of a major natural disaster, EQC claims will be met by the NDF and the 

reinsurance programme.  These claims are limited by EQC’s insurance programme 
‘caps’ of $100,000 per dwelling and $20,000 on contents.  Any costs in excess of the 
available funds are met by the Crown, as the ‘reinsurer of last resort’. 

 
4. Overall, EQC aims to match its assets to its projected liabilities.  Its main decisions are:  
 

• Funds available - the ability to meet an extreme loss and recover to some level 
thereafter; and 

 
• Asset mix – composition of the NDF and how the costs of a disaster will be met. 

 
Funds Available 
 
5. Currently EQC uses the criteria that the funds available should be large enough to 

cover a 1 in 600 year Wellington quake, estimated at a cost of $5.9 billion, with 
sufficient residual assets to meet this loss again within ten years.  
 

6. The balance of the NDF is $5.6 billion2 and is forecast to grow to $6.1 billion by June 
2010.  In addition to this, EQC purchases a reinsurance program worth $2.5 billion with 
an excess of $1.5 billion for an annual premium of $38.8 million.  

 
7. In its 2009-2012 SOI, EQC estimated the optimal size of the NDF at $7 billion if its 

current reinsurance programme is maintained.  This is 25% higher than the current 
NDF balance, and EQC estimates that the NDF will reach this level within the next six 
to ten years. 

 
 
                                                
2 As at 31 March 2009 
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8. This target level for the NDF and reinsurance is not set according to the ‘expected cost’ 
of a disaster weighted by its probability of occurring, but rather a more conservative 
estimate based on the assumption that a major disaster will occur.  

 
9. The optimal NDF size is a trade off between the level of risk that the Crown is exposed 

to if the fund is too small, and the efficiency losses that come from setting aside large 
amounts of capital for an event that is unlikely to occur.  If the NDF and reinsurance are 
too small to cover the costs of an event, the government would need to meet any 
additional costs through the Crown guarantee, and this would reduce the operating 
balance accordingly. 

 
Asset Mix 
 
10. A Ministerial direction given in 2001 allows a maximum of 35% of the NDF to be 

invested in overseas equities and the rest in government stock and bank bills.  The 
EQC is exempt from the payment of income tax so net income is retained in the NDF. 
Currently the funds available in a disaster are as follows:  

 

Available Funds* $ billion % NDF % total 

Cash 0.26 5% 

Government Bonds 3.81 69% 

Global Equities 1.48 27%   

NDF Total 5.56 100% 69%

Reinsurance 2.50   31%

Total funds available without Crown Guarantee 8.06   100%
*As at 30 March 2009 

 
11. For the portion of the NDF that is held in government bonds, in a major disaster, the 

government may be required to raise cash to redeem these assets (replace the bond 
held by EQC with another bond issued).  Altering the allocation of government bonds 
within the NDF would increase the risk of the Crown having to provide EQC with cash 
to cover the reinsurance excess in the event of a disaster. 

 
Directing EQC Investments 
 
12. Under the Earthquake Commission Act, you are able to issue directions to the Board of 

EQC.  If the Crown were to direct EQC to invest differently, to be effective it would only 
direct that part that is tradable, ie $0.26 billion cash and $1.48 billion equities.  If 
directing non-tradable government bonds, the Crown would need to raise money 
through a bond tender.  

 
13. It is important for EQC’s assets to remain highly liquid, as in the event of a disaster 

EQC will need to liquidate its assets within a short time.  If the government were 
interested in directing EQC’s investments into infrastructure, we would caution such an 
approach because these assets tend to be relatively illiquid. 

  
The Government’s Options 
 
14. There are several options open to the government which, if you are interested, officials 

could discuss further with you. 
 

Maintain status quo 
 
15. The NDF continues to grow, with up to 35% of the fund invested in overseas equities. 
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Cap the NDF and draw dividends 
 
16. Treasury considers that EQC’s estimates of funds required in a disaster are 

conservative, and has reservations about the planned growth of the NDF.  Determining 
the funds required in a disaster is technically complex and open to interpretation, 
however an option is to cap the NDF at some level, with excess returns returning to the 
Crown through dividends.  In the event of a disaster with costs greater than the cap, 
the Crown guarantee would be called upon, with a corresponding impact on the 
government’s operating balance.  There are some issues to manage around this option 
including: 

 
• setting and reviewing the level of the cap (multiple approaches could be taken); 
• managing the raising of cash through the sale of assets to pay dividends; 
• public perception of drawing on the fund; and 
• an expectation that EQC’s premiums should be adjusted. 

 
17. The Earthquake Commission Act provides for you to take dividends from EQC and 

therefore the decision to cap the NDF does not require new legislation. 
 
Tax EQC 
 
18. EQC is exempt from the payment of income tax.  The government could choose to tax 

EQC, though this would require legislative change.  With a projected net income of 
$330 million for 2009/10, this would amount to revenue to the Crown of around $110 
million for this period.  Investment returns tend to be volatile however, and this would 
have an impact on revenue streams to the Crown. 

 
Change Asset Mix  
 
19. Dependent on the objectives of the government, EQC’s investment in tradable assets 

could be altered.  In a letter to you on the 21 April 2009, the Board of EQC indicated 
that it may be possible to change the mix of EQC’s cash asset holdings from Bank Bills 
to Treasury Bills, in order to provide the government with an amount of cash (circa 
$200 million).  EQC is currently investigating this matter.  

 
20. Further to this, the current international equity holdings could be replaced with 

international bonds, thereby reducing the volatility of the NDF.  Passively managing an 
international bond portfolio would free up EQC resources (reduce fund management 
costs in the order of $10 million in the current year) and allow EQC, including the 
Board, to focus more on its other functions.  Shifting to international bonds could have 
a lower return, and the differences in cost and risk would need to be assessed. 

 
Change EQC Functions 
 
21. EQC has a range of functions and altering the asset mix is likely to have resource 

implications for EQC.  It may be timely to assess the extent to which EQC retains its 
investment functions, as these are specialised skills in relation to its other functions. 
Contracting out EQC’s investment management to other parties, or centralising the 
government’s overall investments could be considered.  
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 COMMERCIAL-IN-CONFIDENCE  

Treasury:1315009v1 COMMERCIAL-IN-CONFIDENCE 

Treasury Report:  Earthquake Commission Options 

Date: 23 July 2009 Report No: T2009/1735 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Note that we are scheduled to 
discuss these issues with you at a 
Tuesday meeting with the Treasury 
within the next two weeks, unless 
you indicate to the contrary. 

 

31 July 2009 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Analyst, Climate Change 
Energy & Commercial 
Operations 

 

Andrew Blazey Manager, Climate Change 
Energy & Commercial 
Operations 

 

 

Minister of Finance’s Office Actions (if required) 

None. 
 
 
 
 
Enclosure: No 

 

s9(2)(k) s9(2)(a)s9(2)(a)
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23 July 2009 CM-1-3-15-0  

Treasury Report: Earthquake Commission Options 

Executive Summary 

This report progresses analysis on the Earthquake Commission (EQC) in the report sent to 
you on 3 July 2009 [T2009/1625 refers].  It narrows down options that are applicable, and 
sets out a potential package for lump sum payments to the Crown for the risk it bears and 
some refinement to the functions of the EQC. 
 
We have yet to discuss with you the objectives you would like to achieve through these 
options.  The EQC Act is specific in its definition of what constitutes a natural disaster, and 
for now we have worked on the basis of extracting funds from the EQC, not assessing how 
the functions of the EQC could be changed to administer a new purpose. 
 
The three mechanisms for drawing on the Natural Disaster Fund (NDF) are: dividends, tax 
and the Crown guarantee fee.  You could theoretically choose to draw a dividend of any sum 
from the NDF, and this would be the most effective mechanism for extracting a large one-off 
payment (from $100 to $1,000 million).  Taxing EQC could provide income (in the order of 
$75 million p.a.) on a regular basis.  The Crown guarantee fee is an annual payment to the 
Crown for its underwriting services.  Though it cannot make a large amount of funds 
available, adjusting the calculus of the fee could make the payment more in line with the 
market price of risk.  
 
Treasury considers that the effectiveness of EQC and the Crown in meeting a given level of 
disaster risk and cost should not be compromised.  Bringing options together, the NDF could 
be capped at some level lower than its current target of $7 billion.  A sum in line with this 
change in target could therefore be drawn from the NDF through a dividend and/or tax.  Such 
an option would not prevent the EQC from setting a target based on the cost of a major 
disaster, as the difference between that target and the cap is the risk that the Crown is taking 
on. 
 
The increased risk from reducing the NDF could be offset through the Crown taking on the 
risk through the Crown guarantee, with the Crown guarantee fee subsequently adjusted to 
reflect this increased risk.  Part or all of this risk could alternatively be offset by increasing 
external reinsurance. 

 
At the same time that changes to the NDF are considered, if the investment function of the 
EQC was to be separated from its other functions this may: 
 
• improve investment performance of the NDF; and 
• improve performance results for the EQC in its remaining functions, as greater 

specialisation is enabled. 
 
The EQC has previously been sensitive to proposals similar to those above, and similar 
reactions could result in public concern about the adequacy of the NDF.  If you are interested 
in the above options, further design work and a communications strategy have yet to be 
considered. 
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Recommended Action 

We recommend that you: 
 
note that we are scheduled to discuss these issues with you at a Tuesday meeting with the 
Treasury within the next two weeks, unless you indicate to the contrary. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Climate Change, Energy and Commercial Operations 
for Secretary to the Treasury 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury Report: Earthquake Commission Options 

Purpose of Report 

1. This report progresses analysis on the Earthquake Commission in the report sent to 
you on 3 July 2009 [T2009/1625 refers]. 

Analysis 

Background 
  
2. The underlying principle of Earthquake Commission’s (EQC) fund management is to 

match assets to projected liabilities in terms of the costs of a disaster.  The current 
investment performance target for the Natural Disaster Fund (NDF) is to achieve an 
average rate of return of at least 1% p.a. above the Crown’s cost of borrowing. 

 
3. Alongside its investment functions, EQC has a number of other roles in managing its 

insurance scheme, education, public awareness and research.  The recent 
earthquakes in Southland and Hawkes Bay have highlighted the unpredictability of 
events that EQC should be adequately resourced to respond to, and the continued 
need for an organisation to coordinate settlement of claims in the event of a natural 
disaster. 

 
EQC income and expenditure 
 
4. EQC’s income is generated from premiums (approx $85 million p.a.) and investment 

income from the NDF.  Expenses of the EQC are shown below, not including claims 
expenses.  
 

 
 
5. Over time, the proportion of premium income spent on reinsurance and the Crown fee 

have decreased.  Expenditure on investment functions has gradually increased since 
2001, when EQC was allowed to invest in global equities. 
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Level of the NDF and Risk to the Crown 
 
6. Currently the sum of the funds available in a disaster, before the Crown guarantee 

would be called upon, is $8.1 billion, comprising $5.6 billion in the NDF and $2.5 billion 
reinsurance.  EQC estimates the target level of the NDF at about $7.0 billion with the 
current reinsurance programme, i.e. a total of $9.5 billion.  This target is set at a level 
that could cover the costs of a 1 in 600 year disaster, estimated at $5.9 billion, with 
sufficient residual assets to meet this loss again within ten years.  
 

7. The diagram below shows the current composition of the Fund, and the order in which 
funds and reinsurance could be used in a major disaster.  These costs would be 
spread over several years following a disaster because the management of claims 
payment would be likely to take some time.  
 

 
 
 
8. As a fundamental alternative, the Crown could potentially cover the costs of the 

disaster directly and solely through the Crown guarantee.  The target level for the NDF 
and reinsurance therefore reflects the Crown’s desire to reduce its exposure to risks 
and costs of natural disasters. 

 
9. Lower levels of the NDF in the past have led to public concern about the ability or 

willingness of the Crown to meet its guarantee in the event of a disaster.  However as 
the NDF grows in value relative to the cost of a disaster, the risk of calling on the 
Crown guarantee reduces.  

 
Options for the NDF 
 
10. This analysis builds on our earlier report [T2009/1625 refers].  It narrows down options 

that are applicable, and sets out a potential package for changes. 
 

• Reinsurance is 
$2.5 billion, with 
an excess of 
$1.5 billion.  
 

• In a major 
disaster, cash 
and global 
equities could 
be liquidated up 
to $1.5 billion 
excess
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11. We have yet to discuss with you the objectives you would like to achieve through these 
options.  The EQC Act is specific in its definition of what constitutes a natural disaster, 
and for now we have worked on the basis of extracting funds from the EQC, not 
assessing how the functions of the EQC could be changed to administer a new 
purpose. 

 
12. There are three mechanisms for drawing from the NDF that could be used together or 

independently: 
 

• Draw dividends; 
• Tax; and 
• Crown guarantee fee. 
 

13. In addition, changing the functions of EQC could achieve further efficiencies. 
 
Draw dividends 
 
14. Historically EQC dividends to the Crown have been up to $100 million p.a. in the early 

1990’s, but have not been drawn since 1995.  You could theoretically choose to draw a 
dividend of any sum from the NDF, and this would be the most effective mechanism 
under its Act for extracting a large one-off payment.  Treasury estimates that an 
amount from $100 - $1,000 million could be drawn through this mechanism. 
 

15. If a large sum is drawn however, some mechanism to counter the impact on the NDF 
and for recognising the increased risk to the Crown may be desirable.  There are also 
issues to manage including: 

 
• raising cash through the sale of bonds or equities to pay dividends; 
• public perception of drawing on the fund; 
• an expectation that premiums should be adjusted. 

Tax 
 
16. You could choose to tax EQC, either through legislative change or notionally through 

the payment of ‘sums in lieu of income tax’, which are currently provided for under the 
EQC Act.  Such sums have not been paid to the Crown since 1995, and were at that 
time approx 30% of investment income.  Over the last 5 years, if EQC had been taxed, 
payments would have been approximately $380 million, or $75 million p.a.  Based on 
EQC’s most recent SOI, income tax for 2009/10 would be approx $100 million. 

 
17. The amount of funds able to be drawn is limited under this approach, but could 

establish a regular income stream. 
 
Crown guarantee fee 
 
18. EQC currently pays $10 million p.a. for the Crown’s underwriting services, and this fee 

has not changed since 1998.  To send a more effective risk pricing signal to EQC, the 
calculation of this fee could be modified in line with a fair market price for the risk that 
the Crown bears.  

 
19. Though such an adjustment would not make a large amount of funds available, it would 

better align the fee to its purpose, and would remove the potential for an arbitrary 
increase or decrease in the fee 
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Change investment functions 
 
20. Though changing EQC’s investment functions is not likely to directly provide cash to 

the Crown, it may improve investment results for lower costs so should therefore be 
considered at the same time as options for drawing from the EQC.   

 
Bringing these options together 
 
21. The options discussed above could form a package of improvements to the EQC.  In 

forming any package, Treasury considers that the effectiveness of EQC and the Crown 
in meeting a given level of disaster risk and cost should not be compromised. 

  
22. If the NDF target were capped at a level lower than its current target of $7 billion, a 

sum in line with this change in target could be drawn from the NDF through a dividend 
and/or tax.  A suitable cap would need to be based on risk analysis and the Crown’s 
uptake of that risk, and could be indexed over time.  

 
23. The increased risk from reducing the NDF is offset through the Crown taking on the risk 

through the Crown guarantee, with the Crown guarantee fee subsequently adjusting to 
reflect this increased risk.  Part of this risk could also be offset by increasing external 
reinsurance, e.g. increasing reinsurance to $3 billion, with an excess of $1.5 billion 
would cost approximately an additional $10 million p.a, and could be paid from within 
current premium income.  
 

24. The ability of EQC to assess the risks and costs of natural disasters and perform its 
education and public awareness roles, depends on the resources available to it.  If the 
investment function of the EQC were to be separated from its other functions at the 
same time as changes to the NDF are considered, this may: 

 
• improve investment performance of the NDF; and 
• improve performance results for the EQC in its remaining functions, as greater 

specialisation is enabled. 

Risks 

25. The EQC has previously been sensitive to proposals similar to those above, and similar 
reactions could result in public concern about the adequacy of the NDF.  If you are 
interested in the above options, further design work and a communications strategy 
have  yet to be considered. 
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Treasury:1337258v3 COMMERCIAL-SENSITIVE 

Treasury Report:  Earthquake Commission - Integrated Analysis of Options 

Date: 4 September 2009 Report No: T2009/2077 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Agree, subject to consultation with 
EQC, a proposal for changes to the 
NDF 

Sign the attached letter to the Chair 
of EQC outlining the key 
components of the proposal and 
requesting a meeting to discuss the 
proposal 

Direct officials to engage with EQC 
on the details of this proposal 

Or 
Direct officials to prepare further 
analysis on alternative options:  

Indicate whether you would like to 
meet with Treasury officials to 
discuss the proposal or alternative 
options. 

18 September 2009 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Analyst, Climate Change 
Energy & Commercial 
Operations 

 

Andrew Blazey Manager, Climate Change 
Energy & Commercial 
Operations 

 

 

Minister of Finance’s Office Actions (if required) 

None. 
 
Enclosure: No 

 

s9(2)(a) s9(2)(k) s9(2)(a)
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4 September 2009 CM-1-3-15-0 

Treasury Report: Earthquake Commission - Integrated Analysis of 
Options 

Executive Summary 

This report considers what is optimal for the Crown in relation to the Earthquake 
Commission’s (EQC) Natural Disaster Fund (NDF).  The principles underlying the analysis 
have been to:  
 
• retain the institutional value of EQC in a sustainable way; 

 
• ensure efficient use of the Crown’s capital; and 
 
• manage the government’s natural disaster risk effectively. 
 
A proposal that takes into account these principles is outlined below for further refinement 
with EQC.   Alternative approaches are also introduced, should you wish to receive further 
advice on them. 
 
Proposal 

The proposal in this report is to retain the general structure of the current NDF, but place 
limits on it in order to utilise the Crown’s capital more effectively.  The proposal is to: 
 
• Cap the NDF and reinsurance at an indicative level of risk that the Crown is willing to 

bear. We propose the NDF and reinsurance should be sufficient to meet the expected 
mean cost of a 1 in 600 year event (approx $6 billion); 
 

• Set reinsurance at $2.5 billion, with an excess of $1.5 billion; 
 
• Review the NDF cap and reinsurance every five years; and 
 
• Direct approx $3.5 billion to be held in the NDF, comprising up to $1.4 billion in offshore 

bonds, up to $0.25 billion in cash, and the rest in non-tradable NZ government bonds. 
 
Under these settings, the NDF assets would reduce from $5.6 billion to $3.5 billion. The $2.1 
billion difference would be transferred to the Core Crown through a dividend by: 
 
• Reducing equities by $0.2 billion and returning cash to the Crown; and 

 
• Reducing NZ government bonds held by EQC by $1.9 billion and returning those bonds 

to the Crown. 
 
It is important to note that this proposal does not release $2.1 billion of cash to the Core 
Crown, rather only $0.2 billion of cash would be provided through the liquidation of real 
assets. The remaining $1.9 billion equates to the return and cancellation of EQC’s non-
market NZ government bonds. This return and cancellation of debt would not change the 
Government’s cash balance.  
 
The implications of these transactions on the operating balance are likely to be relatively 
immaterial, and for the liquidation of NZ government bonds any fluctuations would net out 
across the Crown at an aggregate level. 
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This proposal would decrease gross sovereign issued debt and net debt by $2.1 billion. EQC 
currently accounts for 12% of government stock on issue, so reducing EQC’s bond holdings 
by $1.9 billion and receiving $0.2 billion of cash dividends would reduce debt by approx 7%.  
 
If the government wished to apply the bond component of the proposed reduction in gross 
sovereign issued debt to other expenditure, it would need to raise $1.9 billion additional 
market debt through the Debt Management Office.  This would increase the proportion of 
market debt held by the Crown. 
 
Because of the cap on the NDF and reinsurance, excess returns from investment can return 
to the Crown annually.  This income could be up to $200 million per annum, paid through a 
dividend.  
 
Alternative options 

An alternative form of the NDF would be for the Crown to hold all the assets required to meet 
large natural disasters centrally.  The corresponding options for the NDF would then be to 
either: 
 
• Remove the NDF completely and manage all reserves required for large disasters 

within the Core Crown; or  
 

• Direct the NDF to be held 100% in non-tradable NZ government bonds, while 
continuing to be managed by EQC. 
 

A small amount of cash (circa $250 million) could be retained to cover claims and expenses 
in normal years.  The real assets currently held in the NDF would be liquidated, resulting in 
$1.6 billion of cash returning to the Core Crown.  
 
This approach is theoretically a more efficient and low cost use of the Crown’s capital over 
time, relative to the main proposal.  However with consideration given to the assets required 
in a disaster, we have placed greater emphasis on retaining an amount of real assets in the 
NDF.  Removing real assets altogether creates liquidity risk in the event of a disaster.  
 
Further, the NDF is an asset that has been built up by collecting premiums from owners of 
residential property.  We have recognised that this makes the NDF different to a fund built 
from general tax revenue, though changing the composition of the NDF does not alter the 
service that homeowners receive through EQC’s insurance cover. 
 
Consultation and risks 

Analysis of the NDF is not new, and many parts of the proposal, including the optimal level of 
the NDF and asset mix, have been discussed in the past.  There may be opposition to some 
of the changes from EQC.  However this proposal addresses an ongoing concern of EQC’s 
that the Crown has yet to explicitly state the level of risk that it is willing to bear. 
 
During previous policy debates in the 1990’s EQC raised the issue of the NDF level in the 
public arena, causing public concern over the ability of the Crown to meet its liabilities in the 
event of a disaster.  Public communication will need to be managed carefully to convey the 
risk management aspects of the proposal.  
 
Attached is a letter for you to send to the Chair of EQC to commence consultation on the 
proposal. Feedback from EQC is likely to help refine the design and identify any obstacles. 
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Recommended Action 

 
We recommend that you: 
 

Either 
 
a Agree, subject to consultation with EQC, the following proposal for the NDF: 

• Cap the NDF and reinsurance at an indicative level of risk that the Crown is 
willing to bear. We propose the NDF and reinsurance should be sufficient to meet 
the expected mean cost of a 1 in 600 year event (approx $6 billion); 

• Set reinsurance at $2.5 billion, with an excess of $1.5 billion 
• Review the NDF cap and reinsurance every five years 
• Direct approx $3.5 billion to be held in the NDF, comprising up to $1.4 billion in 

offshore bonds, up to $0.25 billion in cash, and the rest in non-tradable NZ 
government bonds. 

 
Agree/disagree 
 

b sign the attached letter to the Chair of EQC outlining the key components of the 
proposal and requesting a meeting to discuss the proposal 
 
Yes/no. 

 
c direct officials to engage with EQC on the details of this proposal 

 
Yes/no. 

 
Or 
 

d direct officials to prepare further analysis on alternative options:  
 

Yes/no. 
 
e indicate whether you would like to meet with Treasury officials to discuss the proposal 

or alternative options 
 
 Yes/no. 
 
 
 
 
 
 
Andrew Blazey  
Manager, Climate Change Energy and Commercial Operations 
for Secretary to the Treasury 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury Report: Earthquake Commission - Integrated Analysis of 
Options 

Purpose of Report 

1. We have previously written two reports to you on specific options for the Earthquake 
Commission (EQC)’s Natural Disaster Fund (NDF) [T2009/1625 and T2009/1735 
refer]. This report considers what is optimal for the Crown in relation to the NDF and 
suggests a proposal for moving forward. 

Analysis 

2. The scope of this report has been limited to potential changes to the NDF and its 
management. The principles underlying the analysis have been to: 

 
• retain the institutional value of EQC in a sustainable way; 

 
• ensure efficient use of the Crown’s capital; and 

 
• manage the government’s natural disaster risk effectively. 

 
3. A proposal to meet these objectives is outlined below, for further refinement with EQC. 

Alternative approaches are also introduced, should you wish to receive further advice 
on them.  

 
Status Quo 

4. EQC currently operates within the following parameters, which are a mixture of 
directions under legislation, and guidelines determined by EQC or the Crown:  

 
• Assets approximately match liabilities – EQC selected the criteria that the fund 

and reinsurance should be sufficient to cover the cost of a 1 in 600 year event, 
and rebuild to a level able to meet this cost again within 10 years; 

 
• Asset mix – A Ministerial direction in 2001 allows the NDF to be invested in up to 

35% equities.  The overall target return rate is government stock+1%; 
 
• Fixed insurance scheme – Regulations set household premiums at 5 cents for 

every $100 insurance cover purchased, with claims limited to $100,000 and 
$20,000 on dwellings and contents respectively; and 

 
• Operational costs are met by premium income - Annual expenses including 

operations, investment costs and reinsurance are broadly kept within premium 
income.  This acts as an informal constraint on expenditure for EQC. 

 
5. Currently the NDF has assets of $5.6 billion comprising 67% NZ government bonds, 

29% offshore equities and 5% cash1.  The NZ government bonds are non-tradable 
government securities, meaning EQC can only sell these securities back to the 
Crown. 

 

                                                
1 As at 30 June 2009 
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Optimal level of the NDF 

6. In portfolio risk terms, there is no ‘optimal’ level of the NDF.  This is because the Crown 
bears all of the residual risk (up to the value of the insurance caps) in the event of a 
disaster.  In particular, for any amount of reinsurance, the cost of meeting claims in the 
event of a disaster will be met either from the NDF or, if the NDF is depleted, by calling 
on the Crown guarantee. 

 
7. The level of liability for the NDF and reinsurance should therefore ultimately be 

specified by the Crown, with consideration given to the Crown’s overall risk profile. In 
line with the criteria that the fund and reinsurance should be sufficient to cover the cost 
of a 1 in 600 year event, and rebuild to a level able to meet this cost again within 10 
years, EQC has set the target NDF level at about $7.0 billion with reinsurance of $2.5 
billion, i.e. total funds of $9.5 billion. We consider this level to be overly conservative, 
though the appropriate level of the NDF is subjective. 

 
8. The costs of disasters, once they actually occur, are highly unpredictable.  Therefore 

setting a fund target based on having sufficient residual capital to rebuild in a given 
timeframe becomes arbitrary, as the amount of funds remaining after a major disaster 
will depend on the costs of the disaster.  Following a major disaster it is also likely that 
EQC’s response would be reviewed, and any deficiencies in the NDF could be 
considered at that stage. 

Proposal 

9. This proposal retains the general structure of the current NDF, but places limits on it in 
order to utilise the Crown’s capital more effectively. The proposal is: 

 
• Cap the NDF and reinsurance at an indicative level of risk that the Crown is 

willing to bear. We propose the NDF and reinsurance should be sufficient to meet 
the expected mean cost of a 1 in 600 year event (approx $6 billion); 

 
• Set reinsurance at $2.5 billion, with an excess of $1.5 billion  

 
• Review the NDF cap and reinsurance every five years 

 
• Direct approx $3.5 billion to be held in the NDF, comprising up to $1.4 billion in 

offshore bonds, up to $0.25 billion in cash2, and the rest in non-tradable NZ 
government bonds. 

 
Capping the NDF 

10. Ultimately it is the Crown that takes on residual disaster risk and therefore the Crown 
should set the size of the NDF including reinsurance.  Previously EQC has also 
requested that the Crown be explicit about its risk tolerance.  

 
11. Treasury proposes that the target level of the NDF and reinsurance combined be set at 

the level required to cover the expected mean cost of EQC’s ‘Probable Maximum Loss’ 
event, that is, a 1 in 600 year earthquake with expected cost of approximately $6 
billion3, without the need to rebuild the fund within a pre-specified time frame.  Thus the 
Crown would bear any costs in excess of $6 billion through the Crown guarantee.  With 
reinsurance of $2.5 billion, the NDF would be $3.5 billion.  

                                                
2 Excluding cash held for dividends 
3 EQC’s “Probable Maximum Loss” event is an event along the Wellington fault of magnitude 7.4. For 
any given event there is a distribution of possible loss. We propose to fund the 50th percentile “mean” 
loss. 
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12. Treasury considers that reducing the target level of funds from $9.5 billion to $6 billion 

would still maintain an appropriate level of cover, and would manage the government’s 
natural disaster risk more effectively.  This level could be revised every five years, 
based on estimates of the cost of a 1 in 600 year event, or after any significant 
reduction to the NDF. 

 
Reinsurance and the Crown guarantee fee 

13. Currently the Crown guarantee fee is not risk based but is simply a nominal charge of 
$10 million per annum.  If the NDF is capped, the Crown’s liability would not change 
significantly over time so shifting to a risk based guarantee fee would not necessarily 
give more accurate price signals to EQC for reinsurance purchase.  Further, all income 
in excess of the NDF cap would be returned to the Crown so it would be meaningless 
for the Crown to charge a ‘cost of capital’. 

 
14. Treasury proposes specifying an appropriate reinsurance level, subject to analysis of 

market prices and consultation with EQC.  This could be reviewed every five years in 
conjunction with the fund level.  At this stage Treasury proposes retaining the 
reinsurance at its current level of $2.5 billion, with an excess of $1.5 billion. 

 
15. We propose discussing with EQC, the reinsurance arrangements in light the proposed 

NDF cap.  When engaging EQC, we also propose exploring other options for meeting 
the Crown’s risk preference besides the use of reinsurance, e.g. the use of catastrophe 
bonds. 

 
Asset Mix: Replacing offshore equities with offshore bonds  

16. In the past EQC has advocated holding real assets hedged against New Zealand 
dollars within the NDF.  There are some arguments in favour of holding real assets in 
the NDF, and these are described further in ‘Alternative options’.  

 
17. EQC is currently making plans to shift a greater proportion of its equity portfolio into 

active management.  In our June quarterly report to you, we reported on the lack of 
evidence of increased returns from active management [T2009/2051 refers].  In 
contrast, switching the NDF’s equities to passively managed assets would: 
 
• reduce the volatility of the returns from the NDF (long term volatility for EQC 

equities is 19%, compared to 5% for a bond portfolio); 
 

• allow the NDF to be managed passively, reducing portfolio and active 
management fees by up to $11 million per year4; 

 
• be consistent with the objective of holding assets in the NDF rather than growing 

the fund – i.e. expected return and risk is reduced; and 
 

• allow EQC to focus on its operational functions. 
 
18. Treasury therefore proposes shifting the composition of the fund from ‘up to 35% of the 

NDF in overseas equities’, to ‘up to $1.4 billion in offshore bonds’5, i.e. EQC would no 
longer hold equities.  This change in asset mix would have implications for the target 
rate of return, which could be adjusted to match bond indices.  

                                                
4 Estimate based on EQC 2009-12 SOI 
5 The $1.4 billion approximates the level of the reinsurance excess required, so provides real assets to 
cover the excess following a disaster. The bonds would likely be of short duration, as EQC’s assets 
need to remain relatively liquid to meet its liabilities in a disaster, and would be passively held and 
hedged to New Zealand dollars. 
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Initial financial implications 

19. Under the proposed settings, the NDF would reduce from $5.6 billion to $3.5 billion. 
The $2.1 billion difference would be transferred to the Crown through a dividend by: 

 
• Reducing equities by $0.2 billion and returning cash to the Crown (the remaining 

$1.4 billion of equities would be converted to offshore bonds); and 
 

• Reducing NZ government bonds by $1.9 billion and returning those bonds to the 
Crown. 

 
20. It is important to note that this proposal does not release $2.1 billion of cash to the 

Core Crown, rather only $0.2 billion of cash would be provided through the liquidation 
of real assets.  The remaining $1.9 billion equates the return and cancellation of EQC’s 
non-market NZ government bonds.  This return and cancellation of debt would not 
change the Government’s cash balance.  

 
21. Though the value of the NDF would be reduced by $2.1 billion, this proposal does not 

significantly alter the way in which the costs of a large disaster would be met.  This is 
because the majority of the assets to be released are non-tradable NZ government 
bonds.  In a disaster, redeeming these bonds or meeting costs through the Crown 
guarantee would have identical cash requirements.  

 
22. The new NDF level and composition could be: 
 

($ billion) Current Structure Possible Structure Difference 
Offshore Equities 1.61 - -1.61 
Offshore Bonds - 1.40 +1.40 
Cash 0.25 0.25 - 
NZ Government Bonds 3.75 1.85 -1.90 
Total NDF 5.61 3.50 -2.11 
Reinsurance 2.50 2.50 - 
Total funds available 8.11 6.00 -2.11 

 
23. This proposal would decrease gross sovereign issued debt and net debt by $2.1 billion. 

EQC currently accounts for 12% of government stock on issue, so reducing EQC’s 
bond holdings by $1.9 billion and receiving $0.2 billion of cash dividends would reduce 
debt by approx 7%.  

 
24. If the government wished to apply the bond component of the proposed reduction in 

gross sovereign issued debt to other expenditure, it would need to raise $1.9 billion 
additional market debt through the Debt Management Office. This would increase the 
proportion of market debt held by the Crown. 

 
25. The implications of these transactions on the operating balance are likely to be 

relatively immaterial, and for the liquidation of NZ government bonds any fluctuations 
would net out across the Crown at an aggregate level. 

 
Ongoing financial implications 

26. Because of the cap on the NDF and reinsurance, after claims are paid, excess returns 
from investment can return to the Crown annually.  As shown below this income could 
be approx $200 million per annum, paid through a dividend.  
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27. The constraint of expenditure remaining within premium income would still apply, to 
ensure that spending remains sustainable within the operational income of EQC. The 
table below illustrates possible annual income and expenditure: 

 
Income Statement 2009/10 SOI Possible structure 

 Income: Premiums 88 88 
  Investment income 326 2006 

Total income   414 288 
 Expenses: Crown Guarantee 10 10 
  Reinsurance 39 39 

  Operations expenses 14 14 
  Investment costs 14 3 

Total expenses (without Claims) 77 66 
Estimated Claims7 9 9 

Total expenses (with Claims) 86 75 
Net Income   328 213 
Dividend   0 213 

Alternative options 

28. Treasury considers that the above proposal would lead to more effective management 
of the NDF, and could be modified in terms of the fund level, reinsurance level and 
asset mix. There are however more significant changes to the NDF that could be 
considered. 

 
29. EQC has a role as an independent entity, as it has a wide range of functions and its 

operations are funded through household insurance premiums.  However the 
independence of EQC does not translate into a need for the NDF to be held 
independently. 

 
30. The Crown effectively insures New Zealand against a variety of risks of equal or 

greater magnitude than most natural disasters, including agricultural crises, terms of 
trade shocks and other economic crises.  Pooling contingent risks and financing them 
centrally allows the Crown to hold fewer reserves to finance contingent risks than if it 
financed each risk separately, at lower cost.  

  
31. For these reasons an alternative form of the NDF could be for the Crown to hold all the 

assets required to meet large natural disasters itself.  The corresponding options for 
the NDF would then be to either: 

 
• Remove the NDF completely and manage all reserves required for large 

disasters within the Core Crown; or  
 

• Direct the NDF to be held 100% in non-tradable NZ government bonds, while 
continuing to be managed by EQC. 

 
32. A small amount of cash (circa $250 million) could be retained to cover claims and 

expenses in normal years.  It should be noted that from a cashflow perspective, the two 

                                                
6 Based on estimated return of 6% p.a. 
7 This estimate is from the 2009-2012 SOI, though claims could be higher in 2009 due to recent 
earthquake activity. 
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options above are identical.  In the event of a disaster the Crown would be required to 
raise cash in the market, either to pay the costs directly (if there is no NDF), or to 
redeem bonds (if the NDF is held in non-tradable government bonds).  

 
Implications 

33. This approach is a substantial shift from the current NDF. If the real assets currently 
held in the NDF are completely liquidated, $1.6 billion of cash would return to the Core 
Crown.  

 
34. This approach is theoretically a more efficient and low cost use of the Crown’s capital 

over time, relative to the main proposal.  However with consideration given to the 
assets required in a disaster, we have placed greater emphasis on retaining an amount 
of real assets in the NDF.  This is because holding real assets up to the value of the 
reinsurance excess can: 

 
• Provide increased liquidity in the event of a disaster; 

 
• Reduce the Crown’s risk of increased costs of funds due to interest rate changes 

following a disaster; 
 

• Provide the Crown with real asset reserves to liquidate initially in the event of a 
disaster (the majority of costs will be borne over the first year following a disaster, 
and the real assets and reinsurance could be used to cover these costs. The 
need to liquidate government bonds could be subsequently spread over several 
years); and 

 
• Potentially reduce the cost of reinsurance if the real assets in the NDF are 

enough to meet the cost of the excess. 
  
35. Further, the NDF is an asset that has been built up by collecting premiums from owners 

of residential property. We have recognised that this makes the NDF different to a fund 
built from general tax revenue, though changing the composition of the NDF does not 
alter the service that homeowners receive through EQC’s insurance cover. 

 
36. If you wish to consider these options further, we can provide further advice to you. 

Risks 

37. Analysis of the NDF is not new, and many parts of the proposal, including the optimal 
level of the NDF and asset mix, have been discussed in the past.  There may be 
significant opposition to the changes from the EQC. Arguments could include: 

 
38. The NDF level proposed is insufficient to meet the costs of a large event, or 

consecutive events.   As discussed above, Treasury considers that the proposed level 
of risk is appropriate.  Further, the proposed change does not significantly change the 
way in which costs would be met in a disaster, due to the retention of real assets in the 
NDF.  During policy debates in the 1990’s however, EQC raised the issue of the NDF 
level in the public arena, causing public concern over the ability of the Crown to meet 
its liabilities in the event of a disaster.  Since this time, no substantial dividends or taxes 
have been drawn from EQC.  Public communication will need to be managed carefully 
when implementing these proposals.  

 
39. One of EQC’s functions under its Act is to protect the value of the NDF. EQC may 

argue that its role is to prevent the NDF from being reduced.  Treasury considers that 
the legislation simply directs EQC to minimise investment losses. 
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40. Holding an NDF of predominantly NZ government bonds equates to a paper asset, 

overlaying a real and large contingent risk for the Crown.  Ultimately however it is the 
Crown who takes on the residual risk and under this proposal the Crown is still the 
guarantor for EQC’s liabilities. 
 

41. Offshore bonds limit the rate of return of the real assets in the NDF. With the NDF level 
capped, the objective is not to grow the fund.  Therefore EQC’s appropriate portfolio 
would be one largely invested in low volatility securities. 

 
42. EQC may also wish to revisit premium levels and the ‘caps’ on the insurance scheme, 

as a part of a wider review of its operations.  We provided advice to you earlier this 
year that there is no evidence of a need to increase the caps on the insurance scheme 
[T2009/778 refers].  

Consultation and Implementation 

43. EQC is yet to be consulted on the principles in this proposal, but this consultation will 
allow the proposal to be refined. In communicating with EQC, it may be useful to 
highlight that this proposal allows the Crown to be more transparent with the level of 
residual risk that it is willing to take on.  The changes will also be made in conjunction 
with some minor changes to the EQC Act that EQC proposed earlier in the year, and 
which you gave in principle support for. 

 
44. It would be worthwhile for you to meet with the Chair of EQC, to discuss the proposal. 

Attached is a letter to the Chair outlining the features of the proposal and requesting a 
meeting.  

 
45. Treasury legal staff have been consulted and for the proposal outlined, no legislative 

changes would be required.  Once details of the proposal are agreed, you may be 
required to issue a direction to EQC.  
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Michael Wintringham 
Chair 
Earthquake Commission 
PO Box 790 
WELLINGTON 
 
Dear Michael, 
 
Thank you for your letter on 21 August discussing the review of EQC’s operational capability. 
I look forward to hearing more in the future about the further analysis of the findings. 
 
Recently I have been considering the role of the NDF within EQC’s operations. I have 
received a proposal from Treasury regarding potential changes to the NDF which I would like 
to consult you on.  
 
The principles that have been considered when developing this proposal have been to: 
 
• retain the institutional value of EQC in a sustainable way; 

 
• ensure efficient use of the Crown’s capital; and 
 
• manage the government’s natural disaster risk effectively. 
 
The main components of the proposal are that: 
 
• EQC should remain a Crown Entity, with its basic mission and structure unchanged.  
 
• The NDF and reinsurance should be set at an indicative level of risk that the Crown is 

willing to bear. For example, the NDF and reinsurance should be sufficient to meet the 
expected mean cost of a 1 in 600 year event; 

 
• Optimal reinsurance levels, or alternatives to reinsurance are to be determined and 

reviewed periodically, alongside the combined level of the NDF and reinsurance; 
 
• NDF equities should be shifted into NZ government bonds or offshore bonds, allowing 

EQC to focus on its operational functions. 
 
• Dividends would be drawn from returns on the NDF, to retain the NDF at a stable level.  
 
I would like an opportunity to discuss this proposal with you. In the interim I will direct officials 
to engage with you on the details of the proposal. I would appreciate if these initial 
discussions could be kept confidential to the EQC Board and senior management.  
 
Yours sincerely 
 
 
 
 
 
Hon. Bill English 
Minister of Finance     cc:  David Middleton; Chief Executive, EQC 
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Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Note contents 22 March 2010 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager  

Juston Anderson Senior Analyst  
 

Minister of Finance’s Office Actions (if required) 

None. 
 
 
 
 
Enclosure: Yes 

 
 
 

s9(2)(k) s9(2)(a)

20190453 Page 281 of 300

 

 

 



COMMERCIAL-SENSITIVE 

T2010/382 : EQC - capital structure of the Natural Disaster Fund Page 2 
 

COMMERCIAL-SENSITIVE 

11 March 2010  

Treasury Report: EQC - capital structure of the Natural Disaster Fund 
 
1. Attached is a discussion document from Treasury proposing changes to the capital 

structure of Natural Disaster Fund (NDF) administered by the Earthquake Commission. 
 
2. The paper proposes that: 
 

• the Crown specify the level of risk it is willing to take in relation to the NDF, by 
specifying the probability of the NDF calling on the Crown guarantee in any one 
year. The NDF would call on the Crown guarantee if a large natural disaster or 
series of disasters occurred and the EQC needed to pay out on claims that in 
total exceeded the funds in the NDF (including reinsurance); 

• this Crown risk preference will then determine the target fund size for the NDF 
(the lower the risk the Crown is willing to take, the larger the NDF needs to be); 

• the Crown risk level (desired probability of the NDF calling on the Crown 
guarantee) should be re-assessed every 5 years; 

• the target NDF size for the specified Crown risk level should be re-assessed 
annually, based on updated information from EQC; 

• if the NDF is below the target size, it should be allowed to grow over time through 
retaining its investment returns; 

• once the NDF reaches the target size, the Crown should draw on any excess 
income through annual payments from the NDF to the Crown; 

• once the NDF reaches the target size it should be invested in non-growth assets. 
 
3. The paper recommends that the Crown’s level of risk be set at a 1 in 500 (0.2%) 

chance of the NDF calling on the Crown guarantee in any one year. EQC’s current 
estimate is that a fund size of approximately $6.1 billion (including reinsurance of $2.5 
billion) would be required to achieve this level of risk. 

 
4. Given that the NDF (including reinsurance) is currently at $8.36 billion, if these 

proposals are accepted by Ministers, then the NDF would reduce to $6.1 billion by: 
 

• over time selling its current holdings of growth assets (global equities, $1.77 
billion) and replacing them with non-growth assets (global sovereign bonds, $1.4 
billion); 

• cancelling approximately $1.8 billion of the non-tradable New Zealand 
government bonds that it currently holds; and 

• reducing its current cash holdings from $0.31 billion to $0.25 billion. 
 
5. The cancellation of the New Zealand government bonds has no fiscal impact on the 

Crown – the bonds are effectively promises by the Crown to pay itself, so are 
eliminated in the Crown’s consolidated financial statements. 

 
6. The conversion of global equities to a smaller holding of global bonds and the reduction 

in cash would together free up around $400 million of capital, which could be returned 
to the Crown for other expenditure or debt priorities. 
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7. In future years excess returns from the NDF’s investments would also be paid to the 
Crown, to keep the NDF at its target level. The excess returns would depend on claims 
levels, investment returns and on the annual reassessment of the required NDF level, 
but for an “average” claims year the payment to the Crown could be in the order of $69 
million. 

 
EQC’s views on the proposal 

8. The proposal for changes to the NDF capital structure has been developed over 
several months in consultation with the EQC, and the attached discussion document 
includes EQC’s views on the proposal up to December 2009. 

 
9. This week EQC management has advised us that the EQC board has “strong and 

different views” to Treasury on some aspects of the proposal. EQC has not informed us 
what those views are (they are to be finalised at an EQC board meeting today); and the 
EQC board prefers to write to you directly instead. 

 
10. EQC management advises that a letter setting out the EQC board’s views will be sent 

to you either on Friday or early next week. 
 
Next steps 

11. Once we have seen EQC’s letter to you with EQC’s comments on the proposal, we will 
meet EQC management, and then provide you with further advice. 

 
12. If you agree with the proposal, after it is revised to take account of EQC’s feedback, 

then we suggest that you: 
 

• take a paper to Cabinet consulting your colleagues on the proposed changes 

• following Cabinet consideration, issue a direction to EQC under section 12 of the 
Earthquake Commission Act to the EQC to implement the new NDF capital 
structure (replacing a direction given by the previous Minister of Finance in 2001). 

 
13. If you agree with the proposal, we suggest that the changes to the NDF capital 

structure be agreed in time for inclusion in the 2010 Budget. Achieving this will be 
difficult, particularly if additional time is required to engage with EQC on its views of the 
proposal. We anticipate that you may need to meet Michael Wintringham, the Chair of 
the EQC, to discuss the board’s views. 

 
14. We have not discussed implementation options for the proposal with EQC. However 

we think that a 12 month implementation period would be appropriate. This would give 
sufficient time for EQC to sell its $1.77 billion of global equities and begin investing in 
global bonds.  

 
15. Therefore, if the proposal is accepted and agreed in time for inclusion in the 2010 

Budget, EQC should be able to return around $400 million of capital to the Crown by 30 
June 2011, and should make annual capital payments to the Crown from 2011/12 
onwards. 

 
Background 

16. Options on the capital structure for the NDF have been under consideration since mid-
2009. In September 2009 you wrote to the Chair of the EQC outlining at a high level 
the principles to be followed and the elements of a proposal to potentially change the 
capital structure of the NDF (T2009/2077 refers). Your letter directed Treasury to work 
with the EQC to develop the details of the proposal before reporting back to you. 
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17. Treasury provided EQC with a draft proposal in October, and then met the Board to 
discuss it in November. EQC subsequently responded to us in writing in mid-December 
with detailed and mostly constructive comments. 

 
18. We revised the proposal in light of these comments and sent it to EQC again last 

month. We advised EQC that we planned to report to you on the proposal in the week 
of 15 March. We offered EQC the opportunity to include a comment to reflect the 
Commission’s views. EQC prefers to provide its comments directly to you. 

Recommended Action 

We recommend that you: 
 
a note the attached proposal for a new NDF capital structure, which would free up 

around $400 million of capital and result in annual payments from EQC to the Crown; 
 
b note that the EQC board will write to you early next week with its views on the 

proposal; 
 

c note that EQC has submitted views on the proposal to Treasury in December 2009; 
 
d note that EQC has not advised us of its current views, other than saying the board has 

“strong and different views” to Treasury on some aspects of the proposal; 
 
e note that we will provide you with further advice on the proposal once you have 

received EQC’s letter and once we have met with the EQC to discuss its views. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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**DRAFT** 

 

Capital Structure of the Natural Disaster Fund 
February 2010 

Prepared by the Treasury after consultation with the Earthquake Commission (EQC) 
 

 

 

 

 

 

 

 

 

 

 

 

Treasury Contacts:  
 
Juston Anderson, Senior Analyst, Crown Ownership Monitoring Unit 
juston.anderson@treasury.govt.nz ,

Analyst, Natural Resources 
 

Andrew Blazey, Manager, Crown Ownership Monitoring Unit 
andrew.blazey@treasury.govt.nz ,
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Executive Summary 

This paper sets out a proposal to amend the composition of the Natural Disaster Fund 
(NDF) to enable the NDF to better meet the Government’s objectives of an efficient use 
of capital for a given level of risk. The proposal is to: 
 

- characterise the target NDF and reinsurance level using a probability of ruin 
measure of 1 in 500, leading to an NDF level of approximately $3.6 billion (with 
reinsurance of $2.5 billion for total available funds of $6.1 billion); 

- cap the NDF at the target level and draw excess funds above this level through 
payments to the Crown on an annual basis, to recognise the risk borne by the 
Crown; 

- set the NDF asset mix at up to $1.65 billion in real assets, with up to $1.4 billion 
in offshore bonds once the target level of the fund has been reached. 

 
This proposal increases the clarity of the Crown’s risk through the Crown guarantee, 
and increases the transparency of the NDF’s asset holdings. Further, altering the asset 
structure and shifting to a more passively managed investment portfolio would allow 
EQC to focus on its other core functions. 
 
The proposal has been developed by the Treasury. EQC was consulted on the 
proposal, but it does not represent the views of the EQC. 
 
The next step is for the Minister of Finance to consider the proposal. 
 
Following a decision by the Minister, implementation of the proposal would be led by 
EQC in conjunction with the Treasury. 

1. Background  

In 2009 Treasury analysed the Natural Disaster Fund (NDF), with the objective of 
ensuring efficient use of the Crown’s capital while managing transparency and 
understanding of the Crown’s natural disaster liabilities. The Treasury developed a 
proposal1 to alter the asset allocation of the NDF, to address the questions: 
 

- What level of funds should be available; and 
- How should these funds be comprised? 

 
This proposal was presented to the Minister of Finance who sought to consult the 
Board of EQC in October 2009. In December 2009 the EQC responded to the Treasury 
by giving feedback on the proposal. A second draft of the proposal was prepared to 
take account of EQC’s feedback and was supplied to the EQC in February 2010. 

                                                
1  Refer T2009/2077 
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2. Overview of response from EQC to initial draft of the proposal 

Overall EQC agreed with the broad objectives of the NDF proposal, and had comments 
on the characterisation of risk and corresponding asset structure including: 
 

- the characterisation of the Crown’s specified risk level should take into account 
a wider range of risks than a one-off large event; 

- if the NDF is capped in line with a specified risk level, the disposal of surplus 
funds and Crown guarantee fee would need to be considered; and 

- the asset mix of the NDF should reflect the growth cycle of the fund 
 
EQC also noted that a more comprehensive exercise for managing the Government’s 
natural disaster risk effectively would include more than an assessment of the NDF, 
and that a broader review could include: 
 

- whether the EQC scheme is the most effective vehicle for meeting the 
expectations and needs of households; 

- to what extent the Crown is accepting the risk that could be handled by the 
private sector or by households themselves; and 

- alignment of government expectations with EQC capability. 
 

These are issues which could be addressed in a separate study. The scope of the 
proposal was to examine specific aspects of the NDF. 
 
This document discusses EQC’s overall comments in the following sections and 
concludes by using the EQC’s comments to refine the proposal. 

3. Crown specifies a risk level 

The proposal submitted to the EQC recommended that the funds available through the 
NDF and reinsurance be sufficient to meet the expected costs on a 1 in 600 year 
Wellington earthquake, or EQC’s ‘probable maximum loss’ event. In the event that 
EQC’s costs exceeded the available funds, remaining costs would be covered by the 
Crown through the Crown guarantee. 
 
EQC response to the initial proposal 
 
EQC considered that the acceptable level of risk exposure created by the Crown’s 
liability to meet costs in excess of the NDF and reinsurance needs to be established 
with a broader approach than the one presented in the proposal document. This risk 
exposure has two levels – where EQC needs to liquidate NZ government stock and 
where the Crown must meet its guarantee.  
 
EQC considered that using only the ‘probable maximum loss’ event cost to set the level 
of the NDF does not take into account a range of risks (earthquake and non-
earthquake) that the EQC and wider government faces. EQC prefers a broader 
measure of risk, and proposed a “Probability of Ruin” (P(ruin)) measure. In the case of 
the NDF, the measure corresponds to the probability of calling on the Crown 
guarantee.  
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In addition, EQC highlighted that the Crown Entities Act assumes EQC is an ongoing 
entity and that the risk of the NDF being exhausted would compromise that 
assumption. We note however, that the NDF and the EQC’s existence as an entity are 
separate, and exhaustion of the NDF would not in of itself alter the ongoing existence 
of the EQC. 
 
Discussion 
 
EQC stated that a P(ruin) risk measure should be used, on the basis that it is a more 
comprehensive indicator of risk than the currently proposed ‘probably maximum loss’ 
measure, for assessing the overall risk to the NDF. 
 
When setting an appropriate P(ruin) level, it is important to consider the cost of ruin. In 
the NDF’s case ‘ruin’ (calling on the Crown guarantee) does not inherently have a high 
additional cost to the Crown, because until the Crown guarantee is called, the costs are 
met by a combination of Crown reserves held in the NDF, as well as cash raised 
through redemption of government bonds held in the NDF.  An assessment of the 
P(ruin) therefore may not need to be as stringent as industry insurance standards, 
where the implication of ruin is often bankruptcy.  
 
In setting this risk level, the risk of calling on Crown non-tradable bonds is considered. 
The chart below shows the probability in one year of calling on the Crown guarantee, 
as well as NZ government bond holdings, with increasing NDF levels.  
 
Chart 1: Probability of calling on Crown guarantee and NZ govt bonds, for different fund 

sizes2 

 
 
This shows that the change in P(ruin) decreases at a decreasing rate with increasing 
fund size, and at $3.5 billion the probability of calling on the Crown guarantee is  
approx 1 in 472 (0.21%) and the probability of liquidating the government’s bond 
holdings is approx 1 in 110 (0.9%) in any year.  
 
 
 
 

                                                
2 Analysis by Aon Benfield for the EQC, using EQC assumptions and current reinsurance 
settings of $2.5b, with an excess of $1.5b. Assumes up to 35% of NDF in equities, 7% of NDF 
in liquid assets and EQC planning assumptions for expenditure and income. 
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In using the P(ruin) measure, a conservative estimate of a risk level for the Crown 
would be a 1 in 500 (0.2%) probability of calling on the Crown guarantee in one year.3 
Using EQC estimates of income and expenditure, the combined NDF and reinsurance 
level corresponding to a 1 in 500 probability of calling on the Crown guarantee is 
approximately $6.1 billion. With an assumed reinsurance level of $2.5 billion, this would 
equate to an NDF level of approx $3.6 billion. 
 
There is sensitivity around the setting of any risk level, as the underlying assumptions 
drive any changes in the target NDF level. Any significant changes in assumptions will 
need to be checked against the government’s overall strategy each time this risk level 
is readjusted or reviewed. 
 
Conclusions 
 
We propose using EQC’s suggested P(ruin) measure as the indexed benchmark at 
which to target the NDF and reinsurance level, at a risk level of 1 in 500 (0.2%) 
probability of calling on the Crown guarantee in one year. This will be a fund target, 
rather than a fixed level. If the level of the NDF is less than the target, the NDF will be 
allowed to grow over time to achieve the target level. It is proposed that current 
reinsurance settings would remain until the 5 year review of risk settings. 
 
It is proposed that a review of the NDF level corresponding to a 1 in 500 probability risk 
level occur on a yearly basis, with reviews of the basis of risk and reinsurance settings 
occur every five years. 

4. The funds available on EQC’s balance sheet be capped, in line 
with specific risk level 

The proposal for consultation recommended that once the target risk level is reached 
by the NDF and reinsurance, the fund would be capped and excess funds returned to 
the Crown. There was no proposal to alter the Crown guarantee fee, currently paid at a 
rate of $10 million per annum. 
 
EQC response to the initial proposal 
 
EQC agreed that when the NDF reaches a target Crown risk level, the fund could be 
capped. EQC raised points around how the surplus would be utilised, and whether the 
Crown guarantee fee is required if the Crown were to receive surplus funds, and the 
fee has no impact on EQC’s investment or reinsurance decisions.  
 
The EQC raised the matter that the fund is built up from the levy income of home 
owners, and that in managing surplus funds, consideration should be given to providing 
additional benefits to homeowners, reducing the levy, or investing in assets associated 
with disaster mitigation.   
 
 
 
 
 

                                                
3 Based on information from EQC, this is in the range of industry measures, with consideration 
given to the NDF’s cost of ruin.  
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Discussion 
 
EQC highlighted that the NDF is perceived to carry an element of ownership by those 
who have contributed to it, and therefore a proposal to use the NDF funds for any other 
purpose may face public opposition. 
 
This is not the intention for the NDF within EQC’s legislation.  
 
The income generated by insurance holders is not held in policy holder accounts, i.e. it 
is not vested in any particular owners. Rather, the liability that EQC has is to current 
holders of household insurance policies in natural disasters. Regardless of the NDF 
size, policy holders will receive the same level of cover when their policies are 
triggered. 
 
The Crown may draw excess funds, dividends or tax from its funds like the NDF, and 
until 1995 the government drew approx $200-$300 million per annum from the NDF in 
dividends, payments in lieu of tax and the Crown guarantee fee. 
 
EQC suggested that if the NDF reaches the target level, levies could be reduced. This 
option risks inequity across past and present policy holders, as present policy holders 
have the full benefit of the EQC insurance scheme without payment. It would also be 
difficult to manage for varying levy rates over time, as following a reduction in levy 
there may be opposition if the levy were required to increase again to rebuild the NDF 
after a significant reduction. 
 
EQC suggested using excess funds towards expenditure on disaster mitigation. This 
suggestion would dedicate funding to disaster mitigation expenditure which could 
potentially be better allocated to other expenditure. Pre-determining government 
expenditure based on the source of revenue can lead to inefficient spending. It would 
be more efficient and transparent for revenue to be returned to the centre, to be 
expended on government’s priorities. The Government would remain liable for the cost 
of a disaster from the risk incurred by the Crown guarantee.  
 
Because the proposed policy of the NDF is to grow the fund toward a target risk level, 
the current Crown guarantee fee would have no impact on the risk management 
decisions of the EQC. Though there is no incentive-based reason to continue this fee, 
provisions in legislation require a fee to be paid on a yearly basis.4 
 
Conclusions 
 
Once the targeted risk level of the NDF is reached, the Crown should draw on any 
excess income through annual payments, with no change to the insurance premium 
rate. The Crown guarantee fee should continue to be determined and paid year to year 
in accordance with the EQC Act. 
 
The issue of ownership of the NDF has the potential to be misunderstood by members 
of the public. Coordinated public communication may be required to demonstrate that 
the NDF is a part of overall Crown assets, and that any NDF policy would not have a 
direct impact on individuals’ insurance coverage under EQC.  

                                                
4 Refer S.17 Earthquake Commission Act 1993 
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5. Asset mix altered to match objectives of the Board 

The original proposal suggested an NDF asset mix of up to $0.25 billion cash and bills, 
up to $1.4 billion in hedged offshore bonds, with the remainder of the NDF held in NZ 
government bonds.   
 
EQC response to the initial proposal 
 
The EQC considered that although the NDF needs to grow, it should be 35% to 40% 
invested in unhedged offshore equities following a “weak active style”. EQC further 
considers that the duration of the NDF’s investment portfolio should be as long as 
possible, to match the long term nature of the liabilities. Any asset management 
strategy would also depend upon an assumed priority of asset liquidation in an event. 
EQC’s view was that when growth can defer to maintenance as an objective, a shift to 
some investment in offshore bonds can be considered. 
 
Discussion 
 
A key factor to consider in the asset composition is the value of the fund in relation to 
the target risk level. Under the proposed risk level, since the NDF would have already 
met the Government’s target risk level, a non-growth asset mix would be appropriate. 
 
Treasury does not consider that a ‘weak active style’ of asset management is 
necessary, as financial literature has found that active management provides no 
evidence of higher expected returns than diversified passive management strategies. 
Active management would also increase administrative resource requirements from 
EQC management and the Board, where resources could alternatively be focused on 
EQC’s other core functions.   
 
Conclusions 
 
Because the NDF has reached the proposed target level, it is appropriate for the real 
assets in the NDF to be held as offshore bonds rather than equities. At a level of up to 
$1.4 billion, this would be sufficient to cover the reinsurance excess in conjunction with 
up to $0.25 billion of liquid asset (cash and bills). We propose that the conditions for 
the asset holdings in the NDF are: 
 

- A maximum of $1.65 billion in offshore bonds and cash and bills (real assets), 
transferred from offshore equities and existing cash holdings over a period to be 
determined in implementation 

- A maximum of $1.4 billion of this total amount held in offshore bonds 
 
The proposed $1.65 billion provides a 10 percent margin of safety above the 
reinsurance excess of $1.5 billion. 
 
EQC can manage the duration of the offshore bonds and its overall assets, in line with 
its liabilities and any corresponding hedging strategy. Any assets held would be 
managed passively to reduce management costs. 
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6. Financial Analysis 

Based on the conclusions in the earlier sections of this document, Treasury has refined 
the proposal to take into account the feedback from the EQC. As such, Table 1 shows 
the proposed NDF composition and the changes from the current structure. 
 
Table 1: Proposed changes for the NDF5 
 
$ billion Current Structure Proposed Structure Difference 
Offshore Equities 1.77   -1.77
Offshore Bonds   1.40 +1.40
Cash/Bills 0.31 0.25 -0.06 
NZ government bonds 3.78 1.95 -1.83
Total NDF 5.86 3.60 -2.26
Reinsurance 2.50 2.50 
Total funds available 8.36 6.10   

 
Table 1 shows the change in the NDF to reach the level of $6.1 billion including 
reinsurance, corresponding to the 1 in 500 probability of calling on the Crown 
guarantee in one year. Under this proposal, $1.83 billion in NZ government bonds 
would be cancelled and returned to the Crown. This would have no impact on cash, 
and would increase the transparency of EQC’s holdings and the Crown’s liabilities by 
setting the level of the NDF at the level at which the Crown’s specified risk preference 
is met by both real assets and non-tradable NZ government bonds. The NDF will not 
exceed this level unless the assessment of the risk that the government wishes to bear 
through the Crown guarantee alters. There is the potential for approximately $400 
million to return to the Crown, from liquidation of EQC’s offshore equities and some 
cash and bill holdings.  

In 2010/11, under the proposed settings of the NDF the income statement for the EQC 
could be as below. The proposed structure in Table 2 is not necessarily intended to 
apply for the coming financial year, as implementation depends on the maturity and 
value of existing assets.  

                                                
5 Based on accounts as at 31 December 2009 
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Table 2: Income statement 2010/11 ($ million) 

Income Statement   2009/10 SOI 
Proposed 
structure 

Income Statement Premiums 88 88
  Investment Income 326 2006

Total income   414 288
Expenses Crown Guarantee 10 17

  Reinsurance 39 39
  Operations expenses 14 14
  Investment costs 14 3
Total expenses (excl. Claims)   77 57
Estimated Claims   45 45
Total expenses (incl. Claims)   122 102
Net Income   292 186
Dividend (total) 186

Net income (NZ govt bond growth component) 117
Excess funds (excl Government bonds) 69

 
Table 2 shows that in an average year, the costs of the EQC should be able to be met 
by premium income, with some investment income to cover claim costs. Because of 
the proposed cap on the NDF and reinsurance, after claims are paid, excess returns 
from investment would return to the Crown annually. Part of these returns would be 
growth on NZ non-tradable bonds, with part of the returns from real assets. With the 
assumptions above, the real component of a dividend would be approx $69 million in 
the next financial year, if fully implemented. 
 
These figures are subject to uncertainty from year to year, predominantly from 
variations in the cost of claims, any reinsurance fees and the return on investments. 
Setting a target level for the NDF gives a degree of flexibility in that if in a year no 
excess funds were available, a dividend would not need to be drawn. 

                                                
6  Based on estimated return of 6% per annum. 
7  Notional entry 
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7. Consultation and next steps 

The EQC has been consulted on the proposal. The proposal has been refined to take 
into account views expressed by EQC. 
 
However we understand the EQC board has further comments on the proposal that 
they will make directly to the Minister of Finance. 
 
The next step is for the Minister of Finance to consider the proposal, taking into 
account the pending comments from the EQC, and the relevant provisions of the 
Earthquake Commission Act.  
 
Following a decision by the Minister, he would issue a letter to EQC, outlining his 
decision8. Legislative changes would not be required to give effect to the proposals in 
this paper. 
 
If accepted by the Minister, Treasury would initiate discussions with EQC on how EQC 
can best implement the proposal.  

                                                
8 Sections 9 and 12 of the Earthquake Commission Act 1993, and section 103 of the 

Crown Entities Act 2004. A direction by the Minister is to be published in the Gazette 
and a copy presented to the House. 
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Treasury Report:  Changes to the Natural Disaster Fund (NDF) - meeting 
with Michael Wintringham 

Date: 30 March 2010 Report No: T2010/496 

Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Discuss with Michael Wintringham 

Agree to recommendations for 
changes to the NDF’s capital 
structure 

Meeting with Mr Wintringham is 
12.00pm on Wednesday  
31 March  

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager, Sector Monitoring  

Juston Anderson Senior Analyst, Sector Monitoring  
 

Minister of Finance’s Office Actions (if required) 

None. 
 
 
 
 
Enclosure: No 

 

s9(2)(k) s9(2)(a)
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30 March 2010  

Treasury Report: Changes to the Natural Disaster Fund (NDF) - 
meeting with Michael Wintringham 

 
1. You are meeting with Michael Wintringham, Chair of the Earthquake Commission 

(EQC), at 12 p.m. on Wednesday 31 March to discuss the proposed changes to the 
Natural Disaster Fund (NDF). 

 
Crown risk preference 

2. The main issue for discussion is the Crown’s risk preference for the NDF.  
 
3. Based on the funds currently in the NDF and the reinsurance purchased by the EQC, 

there is currently roughly a 1 in 1,000 chance, in any one year, of a major natural 
disaster (or series of disasters) of a size that would exhaust the funds in the NDF and 
require the Crown to provide further capital.  The 1 in 1,000 figure is the result of 
decisions by the EQC Board, in the absence of a clearly expressed risk preference 
from the Crown. 

 
4. Treasury recommends that you specify the Crown’s risk preference for the NDF as a  

1 in 500 chance of requiring further Crown capital.  This risk preference would mean a 
smaller NDF than at present, and therefore the NDF could return capital to the Crown. 

 
5. A Crown risk preference of 1 in 500 would also result in annual dividend payments to 

the Crown to maintain the NDF at its desired size.  The size of these payments would 
vary depending on investment returns and the cost of claims against the NDF. 

 
6. The EQC’s position, as set out to you in the Chair’s letter of 12 March, is that the 

Crown risk preference for the NDF should be 1 in 1,000.  Even with this risk preference 
it is possible for the NDF to return capital to the Crown. 

 
 Current NDF Crown risk preference 
  1 in 500 1 in 750 1 in 1,000 
Size of NDF ($b, including 
reinsurance) 

8.36 6.35 7.55 8.50 

Excess for reinsurance ($b) 1.50 1.13 1.38 1.50 
NDF consists of ($b):     

NZ government bonds 3.78 3.26 3.99 4.35 
Reinsurance 2.50 1.85 2.05 2.50 
Marketable investments 1.77 0.99 1.26 1.40 
Cash 0.31 0.25 0.25 0.25 

     
Capital returned to the Crown n/a 0.84 0.57 0.29 

 
7. The capital to be returned to the Crown is the difference between the NDF’s current 

holdings of marketable investments and cash ($2.08 billion) and the proposed holdings, 
less any Crown capital that would need to be injected into the NDF to increase its size 
above the current $8.36 billion (only required in the 1 in 1,000 scenario where the NDF 
increases by $0.14 billion to $8.50 billion). 

 
8. The methodology behind the table above is: 
 

• the size of the NDF (including reinsurance) is calculated to give the desired 
Crown risk preference, i.e. the chance of the NDF requiring further Crown capital; 
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• the size of the reinsurance and the excess is set so the premium paid by EQC is 
approximately $40 million (roughly equivalent to current reinsurance premium 
levels).  A smaller NDF (higher Crown risk preference) means less reinsurance is 
required and so, at a given premium level, the excess can also be reduced; 
 

• marketable investments and cash are equal to the reinsurance excess plus a 
margin of 10%.  The rationale is that the NDF needs marketable investments to 
cover the costs of a natural disaster up to the level at which the reinsurance 
starts to pay out; and 

 
• New Zealand government bonds are the amount necessary to bring the NDF 

(including reinsurance) up to the desired size given the Crown’s risk preference. 
 
9. This has the effect of maximising the return of capital to the Crown for a given Crown 

risk preference, and given that reinsurance premiums are fixed at $40 million. 
Alternative approaches are possible that would return less capital to the Crown (by 
increasing the NDF’s holdings of marketable investments and reducing its holdings of 
New Zealand government bonds). 

 
10. Instead of fixing the reinsurance premiums at $40 million, a more sophisticated 

treatment would consider the cost of the reinsurance purchased (which depends on 
both the amount of reinsurance and the excess) against the opportunity cost to the 
Crown of holding capital in the NDF.  In the time available it has not been possible to 
carry out this analysis, which is complex due to the number of variables involved.  This 
is something that we can work on with the EQC in the future. 

 
11. The methodology we have used does not consider the risk of the Crown being required 

to repurchase the NDF’s New Zealand government bonds (which would happen if there 
was a natural disaster that cost more than the EQC’s marketable investments, cash 
and reinsurance).  In this case, the Crown would have to fund the repurchase of the 
bonds from the EQC by increasing its borrowing from the market. 

 
12. The size of this risk depends on the portion of the NDF that is held in New Zealand 

government bonds.  This risk is not new; the EQC has held government bonds for 
many years now. We are not proposing any changes in this regard. 

 
Growth versus non-growth 

13. Treasury recommends that you direct the EQC to invest in non-growth assets once the 
NDF reaches a size that is consistent with the Crown’s risk preference.  

 
14. In all of the scenarios above, the NDF would be at its target size.  Therefore the NDF 

should, as soon as practical, exit from its current growth assets (global equities) and 
move into global sovereign bonds. 

 
Passive versus active 

15. Treasury recommends that you direct the EQC to invest passively, rather than using 
the “weak active” style that EQC prefers.  Apart from ACC, active management by the 
CFIs does not appear to have added value for the Crown (after the fees paid to the 
active managers). 

 
16. We have previously advised that savings in the order of 0.5% per year on active equity 

mandates would be likely.  In EQC’s case it currently has approximately $1 billion of 
equities under active management, so that would mean a saving of $5 million per year. 
EQC also plans to put all of its equity holdings under active management, meaning 
approximately another $4 million of costs could be avoided. 
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Tradable NZ government bonds versus non-tradable 

17. The NDF’s New Zealand Government bonds are currently only tradable through 
NZDMO.  EQC has suggested that these be converted into fully tradable bonds,  
i.e. the NDF is allowed to sell them on the open market.  We have a number of 
practical concerns with the EQC holding tradable New Zealand government bonds, as 
discussed in our previous report.  Therefore we recommend that the NDF’s  
New Zealand government bonds remain tradable only through NZDMO. 

 
Process and timing 

18. Implementing changes to the NDF will require you to issue a direction to the EQC 
under section 12 of the EQC Act, to replace a direction given by the previous  
Minister of Finance in November 2001.  The direction will need to be published in the 
Gazette and tabled in Parliament.  EQC will also put a copy of the direction on its 
website. 

 
19. We will work with the EQC to draft a direction for your signature.  We will aim to have 

the direction ready for your signature so that it can take effect from 1 July 2010. 
 
20. You may wish to take a paper to Cabinet outlining the introduction of a Crown risk 

preference for the NDF, and the impacts this will have on the NDF’s capital structure. 
 
21. We will also work with the EQC on the timing for implementing the new NDF capital 

structure.  If you were to choose a Crown risk preference of 1 in 500, we anticipate that 
the transition to the new structure (selling down global equities, buying global bonds 
and returning capital to the Crown) can be completed by 30 June 2011. 

 
22. EQC may seek a longer time period to transition to the new structure.  A deadline in 

terms of your expectations would therefore be helpful. 
 

23. EQC is aware of the recommendations in this report. 
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Recommended Action 

We recommend that you: 
 
a note that we have shared the recommendations of this report with the EQC; 
 
b discuss the contents of this report with the Chair of the EQC; 
 
c agree that the Crown specify its risk preference for the NDF as the chance of the 

Crown being required to make a payment under section 16 of the Earthquake 
Commission Act in any one year; 

 
 Agree/disagree. 
 
d note that there is also the risk that in the event of a major natural disaster, the Crown 

would have to fund the repurchase of New Zealand government bonds from the EQC 
by increasing its borrowing from the market, and the size of this risk depends on the 
proportion of the NDF that is held in New Zealand government bonds; 

 
e agree that the Crown’s risk preference for the NDF should be either: 
 

i.a 1 in 500 chance of the Crown being required to make a payment under section 16 of 
the Earthquake Commission Act in any one year (Treasury preference); or 

 
  Agree/disagree. 
 

ii.a 1 in 750 chance; or 
 
  Agree/disagree. 
 

iii.a 1 in 1,000 chance (EQC preference);  
 
  Agree/disagree. 
 
f note that some possible capital structures for the NDF under different Crown risk 

preferences are shown in the table below: 
 
 Current NDF Crown risk preference 
  1 in 500 1 in 750 1 in 1,000 
Size of NDF ($b, including 
reinsurance) 

8.36 6.35 7.55 8.50 

Excess for reinsurance ($b) 1.50 1.13 1.38 1.50 
NDF consists of ($b):     

NZ government bonds 3.78 3.26 3.99 4.35 
Reinsurance 2.50 1.85 2.05 2.50 
Marketable investments 1.77 0.99 1.26 1.40 
Cash 0.31 0.25 0.25 0.25 

     
Capital returned to the Crown n/a 0.84 0.57 0.29 
 
g note that alternative capital structures are possible that would result in the NDF holding 

more marketable investments and less New Zealand government bonds, and therefore 
returning less capital to the Crown; 
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h agree that the Crown risk preference for the NDF should be reviewed every five years; 
 
 Agree/disagree. 
 
i agree that once the NDF reaches the capital structure consistent with the Crown’s risk 

preference, the EQC should pay an annual dividend to the Crown under section 9 of 
the EQC Act, to keep the NDF at its target level; 

 
 Agree/disagree. 
 
j agree that once the NDF reaches the capital structure consistent with the Crown’s risk 

preference, it should be invested in non-growth assets (global sovereign bonds); 
 
 Agree/disagree. 
 
k agree that the NDF should be invested passively; 
 
 Agree/disagree. 
  
l direct Treasury to draft a Cabinet paper for your signature on the Crown’s risk 

preference and new NDF capital structure; and 
 
 Directed/not directed. 
 
m direct Treasury to work with the EQC to prepare a draft direction to the EQC for your 

signature, to implement the Crown’s risk preference and new NDF capital structure 
from 1 July 2010. 

 
 Directed/not directed. 
 
 
 
 
 
 
 
 
 
Andrew Blazey 
Manger, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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