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26 August 2010 SH-11-4-3-4 

Treasury Report: Cabinet Paper: Reducing costs under the Crown 
Retail Deposit Guarantee Scheme 

Executive Summary 

We previously provided you with advice about options to reduce fiscal costs under the Crown 
Retail Deposit Guarantee Scheme (DGS) in the event South Canterbury Finance Limited 
(SCF) defaults (T2010/1509 refers). You agreed that we pre-position to: 
 

• remove prior charge holders in the event SCF defaults; and  
 

• implement a “full payout”, thereby keeping your choice open to select either a full 
payout or standard payout when, and if, the time comes. 

 
We have drafted a Cabinet paper seeking the necessary approvals to be able to implement 
these options if, and when, they are needed.  In the absence of government support, we 
expect SCF to default on or before 31 August 2010.  Therefore to have these options 
available from the beginning of any receivership, this paper would need to be considered by 
Cabinet on or before Monday 30 August 2010.   
 
We understand your Office will draft a cover letter if necessary to explain why the paper 
needs to be submitted late and considered directly by Cabinet. 

Recommended Action 

We recommend that you: 
 
a note the attached Cabinet paper seeks agreement to proposals to reduce fiscal costs 

under the Crown Retail Deposit Guarantee Scheme (DGS) in the event South 
Canterbury Finance Limited (SCF) defaults; and 
 

b forward this report to the Prime Minister and Ministers Brownlee, Carter and Joyce for 
their information. 

 
 
 
 
 
 
Joanna Gordon 
Manager, Financial Markets 
for Secretary to the Treasury 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 



 

 
 

COMMERCIAL-SENSITIVE 
Office of the Minister of Finance 

 
 
 
 
 
 
Chair 
CABINET 
 
 
REDUCING COSTS UNDER THE CROWN RETAIL DEPOSIT GUARANTEE 
SCHEME 

Executive Summary 

1. South Canterbury Finance Limited (SCF) is in breach of its trust deed and is 
expected to default on or before 31 August 2010.  Default would trigger the Crown’s 
obligation to pay out under the Crown Retail Deposit Guarantee Scheme (DGS).  The 
Crown accounts currently have a $665 million provision as the expected net loss to the 
Crown from SCF defaulting. 
 
2. This paper seeks Cabinet approvals to implement options to reduce fiscal costs 
in the event SCF defaults. 
 
3. The first of these options (removing prior charge holders) is expected to result in 
an improved receivership process and some fiscal savings. 
 
4. The second of these options (full payout) is expected to result in fiscal savings of 
approximately $109 million relative to standard payout processes.  It also provides 
more certainty about what the actual costs will be. However, full payout does raise 
material policy issues including making whole debenture holders that are currently 
ineligible under the DGS (including related parties, financial institutions, holders of 
deposits over $1 million, trusts and non-tax residents/citizens). 
 
5. If a full payout approach is used for SCF, then I recommend it be used for the 
seven entities that have already defaulted and for any entities that default prior to 12 
October 2010.  The net fiscal costs of extending a full payout to other entities are 
expected to be nil.  Our ability to implement this approach would be subject to 
agreement of the relevant Trustees and receivers. However, given the very recent 
defaults it would be useful to indicate at the same time as any announcement to use 
full payout for SCF the government’s intension to pay out in full to the debenture 
holders in the seven entities already in default.  The details of how this would happen 
would be an administrative issue that Treasury would work through. 
 
6. The full payout option involves some difficult tradeoffs. This paper proposes the 
necessary Cabinet approvals be put in place keeping the Government’s choices open 
in the event of any SCF receivership. 
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Proposal 

7. This paper seeks Cabinet agreement to proposals to reduce fiscal costs under 
the Retail Deposit Guarantee Scheme (DGS) and the associated appropriations 
necessary to do this.  It seeks agreement to: 
 

• Remove prior charge holders in the event that SCF defaults. This would require 
an appropriation. 

 

• Repay all debenture holders, both eligible and ineligible, under the DGS to 
reduce interest costs and better position the Crown in any SCF receivership. An 
appropriation is sought to pay currently ineligible debenture holders.  A 
Permanent Legislative Authority would be used, as is currently the case, to pay 
eligible debenture holders. 

 

• Delegate to the Minister of Finance final decisions about the removal of prior 
charge holders and repayment of debenture holders. 

 
Background 

8. The original Retail Deposit Guarantee Scheme (DGS) was put in place on 12 
October 2008 to maintain depositor confidence during a period of extreme international 
financial market stress. The original DGS is due to expire on 12 October 2010.  An 
extended DGS has been put in place on more limited terms from the expiry of the 
original DGS until 31 December 2011 in order to achieve a less disruptive and 
potentially less costly exit from the scheme. 
 
9. We expect SCF to default on or before 31 August 2010. Default is expected to 
be triggered by the Trustee of SCF appointing a receiver due to SCF’s failure to rectify 
the breach of its trust deed.  
 
10. $665 million has been provisioned for in the Crown accounts for the expected net 
cost to the Crown of SCF defaulting under the DGS.  The main options available to the 
government to mitigate fiscal costs under any SCF receivership are to: 
 

• Make a loan to the receiver to remove prior charge holders. 
 

• Pay out both eligible and ineligible debenture holders in full to minimise interest 
costs and better position the Crown in receivership. 

 
11. These options have been assessed against the following objectives: 

 

• fiscal and legal costs/benefits and risks; 
 

• effect upon business incentives, precedent effects and other policy risks; and 
 

• implementation implications. 
 

12. An assessment of the options is provided below. 
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Option Analysis 

Removing prior charge holders 
 
13. SCF have a class of creditors with prior charges that would rank ahead of all 
other creditors in any receivership. These creditors will receive full repayment of all 
principal, interest and exit fees before distributions are available to debenture holders 
or other creditors.  Prior charges are estimated to amount to no more than $175 
million.  
 
Fiscal and implementation benefits 
 
14. 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: 
 

• they have the ability to appoint a receiver in their own right and such action may 
expose the Crown to increased loss in the event assets are sold quickly to 
enable repayment of the prior charge holder; 
 

• prior charge holders may be accruing interest, some at a rate of 15% per annum, 
which would reduce recoveries for other creditors, including the Crown; and 

 

• the appointment of two separate sets of receivers may adversely impact on the 
overall conduct of the receivership during its early stages to the ultimate 
detriment of the Crown. 

 
Business incentives and precedent effects 
 
15. Removing the prior charge holders would not transfer any benefit to these 
creditors that they would not otherwise receive, given they would be expected to 
receive all their principal, interest and exit fees through the receivership.  
 
Implementation requirements 
 
16. The removal of prior charge holders would be implemented by the Crown lending 
sufficient funds to the receivers (with the consent of the Trustee) to enable full 
repayment of all prior charge holders.  The loan would be secured such that the Crown 
would receive its principal plus interest back as funds become available from the sale 
of assets through the receivership. 
 
17. A new appropriation would be required to make the loan to the receiver as it 
would not be a payment made under the Crown guarantee. This paper seeks Cabinet 
agreement to a new appropriation to make this loan. 
 
18. Treasury 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 is supportive 
of this option. The proposed approach to repayment of prior charge holders has been 
discussed with potential receivers and they are agreeable to the proposal. 
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Reducing interest costs through full payout  
 
19. Under the DGS the Crown is generally liable to pay interest to eligible creditors at 
the rate they were earning with the institution accrued during the period from when the 
entity defaults until the creditor’s claim is paid  (Judgment of High Court 27 August 
2009, Munro vs Perpetual Trust). This could involve the Crown being required to pay 
interest at over 10% per annum for a number of years.   
 
20. The Crown has introduced a revised deed which limits interest for all deposits 
made after 1 January 2010.  However interest costs are still expected to be substantial 
as the majority of deposits are still under the original deed.  This has not been a 
material issue to date given the relatively small size of the seven entities that have 
defaulted so far. However, in the SCF case post-default interest is expected to cost 
$170 million. If a larger proportion of depositors were to “game” the guarantee interest, 
then costs could $240 million or more

1
. 

 
21. To limit post-default interest costs the Crown could move to repay all debenture 
holders, both eligible and ineligible, in full on day one of the receivership. This would 
stop post-default interest at that point. Depositors would be expected to receive 
payment within 2-3 weeks of this, and would not be accruing interest over that period.  
If a full payout approach was used for SCF then for precedent and fairness reasons I 
recommend that this approach also be used for the seven entities that have already 
defaulted, and any entities that default prior to 12 October 2010.  
 
Fiscal benefits 
 
22. A comparison of the fiscal costs of fully paying out all debenture holders early in 
the receivership relative to the standard process is summarised in the below table. The 
table includes figures for both SCF as well as other entities (those that have already 
defaulted, as well as the one other entity that has been provisioned to default prior to 
12 October 2010). 
 

Costs of standard versus full payout ($ million) 
 Standard payout Full Payout Difference 

South Canterbury 
Finance Limited 
(SCF) 

   

Post default interest 105 - 105 
Administration costs 10 1 9 
Interest gained 
(through slower 
payout)* 

(50) - (50) 

Ineligibles paid (net 
cost) 

- 20 (20) 

Gaming 65 - 65 

                                                
1
  Depositors could “game” the guarantee by delaying making claims in order to continue to 

receive high interest payments.  The $170 million figure assumes one-third of depositors hold 
off making a claim for half the time they could do so. The $240 million figure assumes two-
third of depositors hold off making a claim for half the time they could do so. Both of these 
figures assume the Crown uses provisions under the revised deed to limit post-default 
interest payments. 
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Total SCF 130 21 109 

    

Entities in 
receivership and 
provisioned for  

   

Post-default interest 6 1 5 
Ineligibles paid (net 
cost)* 

- 5 (5) 

Total entities in 
receivership and 
provisioned for  

6 6 (0) 

    

Total 136 27 109 

* The table reflects the net cost of payments to ineligibles.  An appropriation is sought for the 
gross cost of paying ineligibles of $40 million and $10 million respectively. 

 
Business incentives and precedent effects 
 
23. The full payout option would be expected to raise the following issues: 
 

• parties would be benefiting from the guarantee that were not intended to do so, 
including related parties, trusts, financial institutions, non-citizens/tax residents 
and holders of deposits over $1 million; 

 

• 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; and 
 

• full payout 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. 

 
24. The full payout option involves the Crown becoming the significant party with 
rights to the assets under receivership.  It would have removed all parties with a claim.  
This would bring the Crown into a “control” position more fully and earlier than under 
standard payout processes.  To formalise the Crown’s interest in the receivership the 
Treasury have purchased a nominal amount ($100) of debenture stock in SCF.  The 
investment would not be repaid by the Trustee under a full payout leaving the Crown 
as the sole creditor for the purposes of the Trust Deed. 
 
Implementation requirements 
 
25. This option would be implemented by the Crown nominating the Trustee of the 
company as a creditor under the guarantee. This would enable the Trustee to make a 
claim on behalf of all depositors under the Trust Deed (both those that are eligible and 
ineligible under the DGS).  The Crown would then make payment in full to the Trustee 
under the Crown Deed of Guarantee.  Depositors would cease to accrue interest on 
the date the Trustee is paid.   The Trustee would then hold the funds on deposit with 
the Crown (effectively via a loan) until they are subsequently released at the time the 
underlying deposits are repaid.   Any interest earned on those funds would be returned 
to the Crown.  I seek Cabinet approval for an appropriation for payments made to 
ineligible creditors in case the authority under the existing Permanent Legislative 
Authority is not considered sufficient as well as to allow for a contingency to ensure the 
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total amount paid to the Trustee is sufficient to cover the final payment to debenture 
holders. 
 
26. For other entities that default under the DGS, this approach could be used for 
any future or current payouts that are underway, subject to agreement from the firm’s 
Trustee and receiver. Where payouts have already been completed, the Government 
will work the receiver to make payments to ineligible creditors. 
 
Consultation 

27. These proposals were developed by the Treasury.  The Trustee and potential 
receiver of SCF has been consulted about these proposals. The approach has been 
signalled to the Companies Office, the Department of Prime Minister and Cabinet 
(DPMC) and the Reserve Bank of New Zealand (RBNZ). 
 
Financial Implications  

28. The removal of prior charge holders referred to in paragraphs 13 to 18 above will 
translate into the actual impacts on the following appropriation: 
 
  $m – increase/(decrease) 

Vote Finance 
Minister of Finance 

2010/11 2011/12 2012/13 2013/14 and 
outyears 

 

Non-Departmental Capital 
Expenditure: 
Loan in Respect to 
Guarantees and 
Indemnities for the Crown 
Retail Deposit Guarantee 
Scheme 175.000 - - 

 
 
 
- 

 
29. As outlined in paragraph 16, Treasury expect the loan to be repaid in full, plus 
interest in 2010/11 or 2011/12. 
 
30. The net financial benefit to the Crown of fully paying out all debenture holders 
early in the receivership relative to the standard process of only paying out eligible 
depositors upon the receipt and verification of a claim is estimated at $109 million as 
outlined above.   
 
31. The full payout to debenture holders will translate into actual impacts on the 
following appropriation: 
 
  $m – increase/(decrease) 

Vote Finance 
 
Minister of Finance 

2010/11 2011/12 2012/13 2013/14  
and 

outyears 
 

Non-Departmental Other 
Expense: 
Additional Payments to 
Facilitate Full Payout under 
the Crown Retail Deposit 

200.000 
 
 

- - - 
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Guarantee Scheme 

 
32. The $200 million in the above table is made up of: the gross cost of paying out 
ineligible debenture holders in SCF ($40 million) and entities in receivership or 
provisioned for ($10 million); and a contingency to ensure the payment to the Trustee 
referred to in paragraph 25 above is sufficient to cover all debenture holders ($150 
million).  The contingency is required to implement this transaction and Treasury 
expect the full contingency to be returned to the Crown in 2010/11. 
 
33. The Crown accounts currently include a provision of $111 million for post-default 
interest. Under a full payout approach this cost would be reduced to $1 million, 
resulting in an immediate beneficial impact on the Crown accounts of $110 million. 
 
Human Rights 

34. These proposals do not have implications for the Human Rights Act 1993. 
 
Legislative Implications 

35. These proposals do not have legislative implications. 
 
Regulatory Impact Analysis 

36. The Cabinet’s Regulatory Impact Analysis (RIA) requirements do not apply to 
these proposals. 
 
Financial Implications and other Recommendations 

37. It is recommended that Cabinet: 
 

Removal of prior charge holders  
 
1. agree in the event South Canterbury Finance Limited (SCF) defaults that 

the Crown make a secured loan to the receiver to remove prior charge 
holders;  
 

2. agree to delegate final decisions about the detail of the loan in 
recommendation 1 above to the Minister of Finance; 

 
3. agree to establish a new Non-Departmental Capital Expenditure 

appropriation “Loan in Respect to Guarantees and Indemnities for the 
Crown Retail Deposit Guarantee Scheme” in Vote Finance; 

 
4. agree that the scope of this appropriation in recommendation 3 above be 

“This appropriation is limited to a loan in respect to guarantees and 
indemnities for the Crown Retail Deposit Guarantee Scheme in Vote 
Finance”;  
 

5. note the loan referred to in recommendations 1 to 4 above is expected to 
be repaid in full in either 2010/11 or 2011/12; 
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6. approve the following changes to appropriations to implement decisions in 
recommendations 1 to 4 above: 

 
  $m – increase/(decrease) 

Vote Finance 
Minister of Finance 

2010/11 2011/12 2012/13 2013/14 and 
outyears 

 

Non-Departmental Capital 
Expenditure: 
Loan in Respect to 
Guarantees and 
Indemnities for the Crown 
Retail Deposit Guarantee 
Scheme 175.000 - - 

 
 
 
- 

 
7. agree that the proposed changes to appropriations for 2010/11 above be 

included in the 2010/11 Supplementary Estimates and that, in the interim, 
the increases be met from Imprest Supply; 

 
Full payout to all debenture holders 
 
8. note full payout is expected to reduce fiscal costs of the Crown Retail 

Deposit Guarantee Scheme (DGS) by approximately $109 million relative 
to the standard payout process, and as a result no charge against the 
between Budget contingency is required for this proposal; 
 

9. note The Crown accounts currently include a provision of $111 million for 
post-default interest. Under a full payout approach this cost would be 
reduced to $1 million, resulting in an immediate beneficial impact on the 
Crown accounts of $110 million; 
 

10. note there will be additional savings of $9 million against the estimates for 
the cost of administering the full payout to debenture holders in respect of 
Department Output Expenses “Administration of Guarantees and 
Indemnities given by the Crown PLA” in Vote Finance; 
 

11. note the Crown paying out both eligible and ineligible creditors would 
extend the benefits of the guarantee to those that were not intended to 
benefit from it (including related parties, trusts, financial institutions, non-
citizens/tax residents and holders of deposits over $1 million); 
 

12. note that the Crown would  make payments to eligible depositors under the 
Non-Departmental Other Expense “Payments in respect of Guarantees and 
Indemnities PLA”; 
 

13. note that it may be possible to also make payments to ineligible depositors 
under the authority in recommendation 12, but in case it is not, an 
appropriation is sought to make these payments; 

 
14. agree to establish a new Non-Departmental Other Expense appropriation 

“Additional Payments to Facilitate Full Payout under the Crown Retail 
Deposit Guarantee Scheme” in Vote Finance; 
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15. agree that the scope of the appropriation in recommendation 14 be “This 

appropriation is limited to payments under the Crown Retail Deposit 
Guarantee Scheme additional to those covered by the PLA required to 
facilitate full payout. This includes payments to ineligible investors in 
entities which default under the Deed of Guarantee up to 12 October 2010 
plus a contingency to ensure that payment to the Trustee covers the full 
costs of paying out all debenture holders”;  
 

16. note the contingency referred to in recommendation 15 above is expected 
to be repaid in full in 2010/11; 

 
17. approve the following changes to appropriations to implement decisions in 

recommendations 14 and 15 above: 
 
  $m – increase/(decrease) 

Vote Finance 
 
Minister of Finance 

2010/11 2011/12 2012/13 2013/14  
and 

outyears 
 

Non-Departmental Other 
Expense: 
Additional Payments to 
Facilitate Full Payout under 
the Crown Retail Deposit 
Guarantee Scheme 

200.000 
 
 

- - - 

 
18. agree that the proposed changes to appropriations for 2010/11 above be 

included in the 2010/11 Supplementary Estimates and that, in the interim, 
the increases be met from Imprest Supply; 

 
19. agree that in the event SCF defaults the Minister of Finance has the option 

of paying out both eligible and ineligible depositors, and extending this to 
creditors in other entities that default under the DGS to address any 
possible fairness and legal issues; and 
 

20. note that the Minister of Finance would approve the Crown borrowing back 
the payment to the Trustee until payment is made out to individual 
debenture holders. 

 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
 
Date:  
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