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13 August 2010 SH-11-4-3-4 

Treasury Report: Reducing Post-Acceleration Interest Costs Under 
the Retail Deposit Guarantee Scheme 

Executive Summary 

This report provides you with advice on options to reduce post-acceleration interest (PAI) 
costs under the Retail Deposit Guarantee Scheme (DGS).  This report also asks whether you 
would like us to pre-position so these options are available if, and when, they are needed, or 
if you would like us to undertake no further work on these options.  
 
Treasury recommends pre-positioning to remove prior charges in the event South 
Canterbury Finance (SCF) defaults.  This is expected to result in fiscal savings to the Crown 
and not involve any significant policy trade-offs.  A new appropriation would be needed to 
provide the authority for a loan to remove the prior charges. 
 
Of the other options to reduce PAI, none of these options are attractive as they involve 
significant fiscal and broader policy trade-offs. This report asks if you would like us to pre-
position for the “full payout” option so it is available as an option if, and when, it is needed, or 
if you would like us to undertake no further work on this option.  
 
The options discussed in this report also have implications for the receivership process and 
asset realisations.  We will be reporting to you on receivership processes and asset 
realisation strategies in more detail within the next week. 
 
We will also keep you informed of developments with regard to entity-specific recapitalisation 
proposals.   
 

Recommended Action 

We recommend that you: 
 
a note the options to address post-acceleration interest costs under the Retail Deposit 

Guarantee Scheme (DGS) involve both fiscal and policy risks; 
 

b agree to pre-position to remove prior charges in the event South Canterbury Finance 
defaults (this will require a Cabinet paper to approve a new appropriation); 

 
agree/ disagree 
 

Either 
 

c agree to pre-position for the “full payout” option, thereby keeping open your choice to 
select either a full payout or standard payout when, and if, the time comes; 

 
agree/ disagree 

 
Or 
 
d agree that no further work be undertaken on full payout; 

 
agree/ disagree 
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e note these options have implications for the receivership process and asset realisation 

strategies; 
 

f note we will be reporting to you on receivership processes and asset realisation 
strategies in more detail within the next week;   
 

g note full payout and the removal of prior charges would provide fiscal benchmarks to 
compare any entity-specific recapitalisation proposals with; and   
 

h forward this report to the Prime Minister for his information.  
 
 

 
 
 
 
 
Joanna Gordon  
Manager - Financial Markets 
for Secretary to the Treasury 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury Report: Reducing Post-Acceleration Interest Costs Under 
the Retail Deposit Guarantee Scheme 

Purpose of Report 

1. This report: 
 

• provides you with advice about options to reduce post-acceleration interest (PAI) 
costs1 under the Retail Deposit Guarantee Scheme (DGS);  

 

• asks whether you would like Treasury to pre-position to remove prior charges in 
the event South Canterbury Finance (SCF) defaults; and 
 

• asks whether you would like Treasury to pre-position to implement the “full 
payout” option (keeping your options open), or cease work on this option. 

Analysis 

The problem  

2. The Court has ruled that under the original DGS in place until 12 October 2010 the 
Crown will generally be liable to pay interest to eligible creditors accrued during the 
period from when the entity defaults until the creditor’s claim is paid.                   
                                                                              
                                                              

 
3. The Crown has introduced a revised deed which limits PAI for all deposits made after 1 

January 2010.  However PAI costs are still expected to be substantial as the majority of 
deposits are still under the original deed.  For the case of South Canterbury Finance 
(SCF), PAI is expected to cost $170 million2.  If a larger proportion of depositors were 
to game the guarantee (e.g., if two-thirds gamed for half the time they could) PAI costs 
would be as high as $240 million. 

 
Options  

Pre-positioning to remove prior charges 

4. SCF have a class of creditors with prior charges that rank ahead of all other creditors in 
any receivership. These creditors will receive full repayment of all principal and interest 
before distributions are available to debenture holders or other creditors.  Prior charges 
amount to approximately $160 million3. While these creditors are not guaranteed under 
the DGS in the event of a receivership, the Government has an interest in removing 
prior charge holders because: 

 

• Prior charge holders would be accruing PAI, some at a rate of 15% per annum, 
which would reduce recoveries for other creditors, including the Crown. 

 

• Repayment would remove any short term pressure on the receiver to realise 
assets quickly to repay prior charge holders. 

                                                
1
  An explanation of post-acceleration interest is included in Annex 1. 

2
  Depositors could “game” the guarantee by delaying making claims in order to continue to 

 receive high interest payments.  This figure assumes one-third of depositors hold off making 
 claims. 
3
  This includes the principal, interest and exit fees. 

[Withheld under s.9(2)(g)(i)]
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5. Removing the prior charge holders would not transfer any benefit to these creditors that 

they would not otherwise be receiving, given they would be expected to receive all their 
principal plus interest back through the receivership.  

 
6. The mechanics of removing prior charge holders would involve the Crown making a 

secured loan to the receiver, as agent of the guaranteed entity, to enable repayment of 
existing prior charges (secured such that the Crown receives principal plus interest 
back via the receivership). Cabinet approval would be required for an appropriation to 
make this loan as it would not be a payment made under the Crown guarantee. 

 
7. We have discussed repayment of prior charge holders as part of discussions with 

SCF’s Trustee in relation to repayment options for debenture holders.  The Trustee 
understands and agrees with the benefits of doing this and we would anticipate their 
support for this option, including on a standalone basis if other repayment options did 
not proceed. The proposed approach to repayment of prior charge holders has not 
been discussed with potential receivers but we anticipate that with Trustee support, 
they will be agreeable to the proposal. 
 

8. If you agree to this option, a paper will be prepared for you to take to Cabinet to obtain 
approval for this expenditure. 

 
Pre-positioning for a full payout  

9. The other options (fully explained in Annex 2) that the Crown has to mitigate PAI costs 
are: 

 
A. Status quo. Ensuring standard payout processes run as efficiently as possible 

and enforcing the provisions under the revised deed to limit PAI. 
 
B. Full payout. Enabling repayment of all creditors, including those that are currently 

ineligible, on day one of the receivership (subject to agreement from the trustee). 
This would stop PAI at that point.  

 
10. Neither of these options is attractive and all involve difficult fiscal and broader policy 

trade-offs.   
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Fiscal comparison 

11. The below table summarises our current estimates of how these options would 
compare fiscally in the event South Canterbury Finance (SCF) defaulted.   

 

          

  SCF A. Status quo B. Full payout   

      

  Total comparative cost $130m $021m   

  Post-acceleration interest  $105m $0-6m   

  Administration costs $010m $001m   

  Interest gained (via slower payout) ($050m) ($0-6m)   

  Ineligibles paid $0-6m $020m   

  “Gaming” $065m $0-6m   
Positioning for receivership Not quantified Not quantified 

 

Assumptions: 

• Credit loss figures are not included in the above table, as they do not impact on the analysis.  

• The figures assume for the status quo option that: payout commences after two months; payout 
takes four years; 30% of depositors are on the revised deed; 33% of depositors game for half 
the time they are able to (6 years).  

• The administrative costs of the status quo option are higher than for full payout as most of the 
administrative cost is associated with determining the eligibility of depositors and the payout 
process is expected to take a number of years. 

 

12. These estimates do not include the costs of the precedent which is likely to mean the 
same approach would be applied to all completed, current and future defaults up until 
12 October 2010. This is discussed further under other policy considerations below. 
The table also does not quantify the effect of these options on how the Crown is 
positioned in a receivership. However, the full payout option is notable in that it would 
involve the Crown becoming the sole effective beneficiary of the receivership from the 
date of payment.  Under the status quo, the Crown’s claim would be cumulative and 
the Crown would not become the majority interest in the receivership until it has paid 
out over half of the depositors.  The full payout option would provide the Crown more 
control in how the receivership is run and remove potential concerns or constraints on 
receivers in relation to how they consider the Crown’s interests relative to other 
creditors.  
 

13. In terms of the receivership process, the full payout approach could, for example, allow 
the Crown to agree a clear communications strategy as to how the receivership would 
be conducted (such as clear messages to existing borrowers and prospective buyers of 
assets that loans will be tightly managed and that assets will be realised in an orderly 
fashion).  These factors would be positive in terms of management of the receivership 
although the precise benefits are difficult to quantify.  Treasury will report to your 
separately about receivership and asset management options within the next week. 

 
Policy considerations 

A. Status quo 

14. The DGS have been improving payout processes.  Once claims are lodged it has 
reduced the period it takes before payout is auctioned.  However, aside from using 
revised deed provisions for deposits received after 1 January 2010 it can do little to 
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reduce aggressive individual gaming against the Crown in order to maximise PAI 
payouts.  It does not involve any difficult policy tradeoffs, but is the most costly option. 

 
B. Full payout 

15. The full payout option could be implemented in two ways which would be equivalent in 
substance, but could have different optics. The Crown could either pay out eligible and 
ineligible creditors via the Trustee in return for their share of the security. This stops 
PAI once the Trustee is paid. Alternatively, having made payment to the Trustee, the 
Crown could acquire the assets with consideration being forgiveness of the Crown’s 
indemnity claim. The Crown could then contract the management of the assets back to 
the receiver in the first instance until a permanent arrangements were determined.  

 
16. Regardless of how this option was implemented, it would be expected to raise 

concerns that parties were benefiting from the guarantee that were never intended to 
do so, including related parties, trusts, financial institutions, non-citizens/ tax residents 
and deposits over $1 million. It would also raise precedent and fairness issues as well 
as potential legal challenge as ineligibles in SCF would be treated preferably to 
ineligibles in other entities (both those that have already defaulted and those that 
default prior to 12 October 2010). Our judgement is that the extension of the guarantee 
to ineligibles is unlikely to result in much gaming, given the time left until the end of the 
original guarantee period.  It is unlikely to have much effect on the existing incentives of 
trustees to precipitate defaults prior to 12 October 2010 as approximately 95% of 
depositors in most non-bank deposit takers would be covered by the scheme under 
standard payout processes. 

 

17. A decision does not need to be taken now, but if the full payout option was to be 
chosen, then to manage issues of fairness and possibly to avoid legal challenge, the 
government could make whole other ineligibles in current, future or completed payout 
processes.  For the entities that have already defaulted under the DGS this is not 
expected to cost no more than $5 million. However, aside from SCF, for future defaults 
(e.g., Allied Nationwide Finance) this option may not be able to be implemented 
immediately given the operational pre-positioning required with the relevant trustee and 
receiver, in addition to documentation and other requirements.  In the case of Allied 
Nationwide Finance, if the Trustee was agreeable then we would be expected to be 
able to deliver this option two to three weeks of any default.  However, despite potential 
delays this option is still expected to deliver small fiscal savings relative to the status 
quo. 
 

18. If the full payout strategy was adopted then the public interest in taking this approach 
would need to be clearly communicated.  A full payout approach would be an about 
turn in terms of the existing policy and how it has been implemented.  However, it 
would, overall be expected to save taxpayer funds.  Implications for depositors in other 
entities (already defaulted, defaults before 12 October 2010 and defaults during DGS 
extension period) would also need to be clearly communicated.  We can discuss this 
further with you office if you wish us to further progress this option.  
 

19. Similar fairness issues to those discussed above would also be expected to be raised 
in any recapitalisation of SCF as in effect a recapitalisation would also make ineligible 
creditors whole. 

 
Next steps 

20. The next steps are to: 
 

• Pre-position for the remove prior charges in the event SCF defaults.  This will 
require a new appropriation to be approved by Cabinet. 
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• Either pre-position for the full payout option or take this option of the table. 
 

• The payout option that is chosen has implications for the receivership process as 
outlined in this report. We have commissioned work about receivership 
processes and will report to you on receivership processes and asset realisation 
strategies in due course. 
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ANNEX 1: POST ACCELERATION INTEREST COSTS – EXPLANATION 

Under the original Retail Deposit Guarantee Scheme (DGS) in place until 12 October 2010 
the Crown will generally be liable to pay interest to eligible creditors accrued during the 
period from default until the payment of the claim (we refer to this as post-acceleration 
interest).  Similarly ineligible creditors are able to claim through the receivership for interest 
accrued from the date of default until they receive disbursements through the receivership 
(although in most cases it would be unlikely that depositors would be able to recover unpaid 
interest)4. Under the extended DGS the Crown is not required to pay PAI. 
 
The implication of how PAI is treated under the original guarantee scheme this is that by 
accelerating payments to creditors (both eligible and ineligible) the Crown can reduce post-
acceleration interest (PAI) payments and net costs to the Crown. Currently our central 
assumption of PAI costs for South Canterbury Finance (SCF) is $170 million.  Costs would 
be higher if there was more gaming behaviour, such as depositors or bond holders delaying 
submitting a claim in order to continue to accrue PAI with Crown risk.   
 
PAI is not an issue that we had anticipated when the DGS was set up. It was tested in Court 
as part of the Mascot Finance receivership. PAI has not been a material issue to date given 
the relatively small size of the six entities that have defaulted so far. Going forward PAI costs 
would be a material issue if SCF were to default prior to 12 October 2010.  The same issue 
could apply, albeit on a smaller scale, to other entities that default prior to 12 October 2010. 
 
The main steps the Crown has taken to date to accelerate payments to eligible depositors is 
by: 
 

• using an efficient paying agent; and 
 

• undertaking a review of the company’s register of creditors in advance of the 
receivership to expedite payout. 

 
More active steps the Crown could take to accelerate payments hinge on relaxing the DGS 
eligibility criteria as outlined in the report.  
 
 

                                                
4
  This assumes that the Trustee will use its discretion under the Trust Deed to mandate that the 

 proceeds of recovery will be paid out first as to principal and then only in relation to interest. 
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ANNEX 2: OPTIONS TO REDUCE POST-ACCELERATION INTEREST – THE 
MECHANICS 

This annex describes the mechanics of the options to reduce post-acceleration interest in 
relation to debenture holders.  Alongside these options the Crown could also choose to take 
steps to remove any prior charge holders.  How and why the Crown would remove prior 
charges is described in the body of the report. 
 

A. Status quo  

The status quo option is to ensure standard payout processes are run as efficiently as 
possible and provisions under the revised deed to limit PAI are enforced.  Under the revised 
deed the Crown can limit PAI for deposits received after 1 January 2010.  In the case of 
SCF, approximately 38% of deposits are under the revised deed.  
 
Under this process eligibility of depositors is determined before claims are paid.  Based on 
past experience the payout process is expected to take a number of months given the time it 
would take to contact depositors, authenticate their claims and make the payments. We are 
working on the assumption that in the case of SCF it would take 2 months to begin making 
payments; payments would be fully completed in 48 months and there would be a front-
loaded payment profile.  Payments to eligible depositors would be made under the existing 
Permanent Legislative Authority (PLA). 
 

B. Full payout 

The full payout option could be implemented in one of two ways: 
 

• The Crown could nominate the Trustee of the entity as creditor and make a payment to 
the Trustee under the terms of the Crown deeds of guarantee. This early payment would 
extinguish the Crown’s obligations under the DGS and extinguish the requirement to pay 
PAI, once that payment is received by the trustee.  The funds would then be disbursed to 
fully repay all trust deed creditors (including creditors that are ineligible for the purposes of 
the Crown deeds of guarantee) pursuant to the terms of the trust deed.   

 
Payout to the trustee would be made under the Crown guarantees and the relevant 
trustee nomination. We are suggesting to the trustee that it may wish to use the same 
paying agency as the Crown is currently utilising for the Crown Retail Deposit Guarantee 
Scheme. The payment to the Trustee would be made under the existing Permanent 
Legislative Authority (PLA) and would not require a new appropriation. 

 

• Having made payment to the trustee the Crown could acquire the assets with 
consideration being given forgiveness of the Crown’s indemnity claim.  The Crown could 
then contract the management of the assets back to the receiver in the first instance until 
a permanent asset realisation strategy is determined. 
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