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26 August 2010 LA-7-24-1-6-4 

Treasury Report: South Canterbury Finance: Recapitalisation 
Proposal 

Executive Summary 

Note this report has not been through a full quality assurance process for spelling and 
grammar. 
 
We are seeking a decision from you in regard to a recapitalisation proposal that has been 
presented to Treasury by South Canterbury Finance Limited (SCF) involving           
                           
 
As indicated in our previous advice (TR2010/1586 refers) Treasury has been engaged in 
discussions with SCF in relation to a number of recapitalisation proposals, and this paper 
outlines the merits of a formal proposal received from SCF against the counterfactual, 
receivership. 
 
SCF is currently only operating with the benefit of a waiver from Trustee Executors Limited 
(TEL) in relation to a breach of its capital ratio.  The waiver expires on 31 August 2010.   
In the absence of agreement on a recapitalisation by 31 August 2010 it is expected that SCF 
will be placed into receivership by the Trustee, resulting in a call under the Crown Retail 
Deposit Guarantee Scheme (DGS). 
 
The Crown Accounts fully provide for the expected net cost of an SCF failure.  Should SCF 
fail the Crowns’ net fiscal cost (excluding the cost of delivering a payout) under receivership 
is provisioned at $665m. 
 
We have been working with our professional advisors (KordaMentha) to analyse in more 
detail the expected fiscal cost to the Crown associated with the recapitalisation proposal 
presented by SCF compared to receivership (with a full payout that is to eligible depositors 
as well as depositors deemed ineligible by the Trust Deed, as well as the removal of prior 
charge holders). 
 
Treasury proposes to decline SCF’s request for Crown support for a recapitalisation 
transaction as there is the uncertainty regarding: 
 
• the composition of the bad bank; and  

 
• the ultimate ownership of the equity assets. 
 
The fiscal cost of the recapitalisation transaction is analogous to that of receivership. 
However the recapitalisation transaction would increase the risk profile of the Crown when 
compared to receivership and the policy considerations of a recapitalisation transaction are 
more significant than under receivership. 

[Withheld under s.9(2)(b)(ii)]
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Recommended Action 

We recommend that you: 
 

a. note that compared to receivership, the SCF recapitalisation proposal does not offer a 
significant reduction, or immediate certainty, in relation to expected fiscal costs; 
 

b. note that Crown support to recapitalise SCF would also raise important policy risks 
including the potential to adversely influence business incentives; 
 

c. note that the fiscal costs under both recapitalisation and receivership are our “best 
estimates” given the level of information we have having taken independent advice on 
this proposal; 
 

d. decline support for the recapitalisation proposal as presented; and 
 
Agree/disagree 

 
e. 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: South Canterbury Finance: Recapitalisation 
Proposal 

Purpose of Report 

1. This report outlines of the fiscal and policy costs to the Crown associated with the 
recapitalisation proposal received from South Canterbury Finance (SCF) and compares 
this to a potential receivership. 

 
2. Treasury recommends you decline SCF’s request for Crown support for a 

recapitalisation transaction on the basis that there are no certain fiscal benefits in the 
proposal compared to the alternative of receivership.  The proposal also increases the 
Crown’s risk profile.  In addition there are also policy reasons associated with 
recapitalisation that support the transaction being declined.  Treasury will write to SCF 
conveying this decision (see draft letter attached) 

Situation facing South Canterbury Finance Limited 

3. SCF is currently only operating with the benefit of a waiver from Trustee Executors 
Limited (TEL) in relation to a breach of its capital ratio which expires on 31 August 
2010. 

 
4. In the absence of an agreed recapitalisation, TEL is expected to appoint receivers to 

SCF on 31 August 2010.  The preliminary full year results announcement is due on 30 
August 2010 is expected to show that SCF has no equity and in addition, SCF’s 
liquidity position is now extremely poor. 

 
5. The Crown has been working with professional advisors (KordaMentha) to analyse in 

more detail the expected fiscal cost to the Crown associated with the recapitalisation 
proposal presented by SCF and compare this to receivership with a full payout.  Both of 
these options are discussed in this report. 

Recapitalisation 

Assessment of the proposal 

6. The Treasury have been in discussion with SCF in relation to potential recapitalisation 
transactions and has received       indicative proposals.   

 
7. Treasury has received one proposal that has the support of the company. This is from 

                                   . 
 
8. Treasury has analysed the     proposal with the assistance of KordaMentha.  Our 

assessment is that the expected fiscal cost to the Crown of the recapitalisation 
transaction is between $400m - $500m. 

 
9. Key points of the recapitalisation transaction are:  
 

                                                                                
                                                                         
                                                                                  
                                                                                      
      

* [Withheld under s.9(2)(b)(ii)]
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10. The Crown would also be required to make a loan to enable the prior ranking charges 

to be removed. 
 
11. Because of the uncertainty regarding the composition of the bad bank, and ultimate 

ownership of the equity assets, there is no contractual certainty as to the ultimate fiscal 
outcome of the recapitalisation. 
 

12. Alongside the commercial assessment of the SCF recapitalisation proposals, Ministers 
need to be aware of the broader policy tradeoffs that entertaining such a proposal 
would raise.  These include: 

 

• impact on the economy, where we have assessed (and the RBNZ would concur) 
that there is no economic reason to prevent an SCF failure; 
 

• precedent and business incentive effects including recapitalisation potentially 
weakening the use of normal corporate failure resolution provisions particularly 
for non-economically significant entities; and 

[Withheld under s.9(2)(b)(ii)]
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• issues of fairness in relation to other failures particularly in this part of the non-

bank sector. 
 

Other issues 

Regulatory 

13. There are particular regulatory risks around the recapitalisation options, primarily in 
regard to the Overseas Investment Office (OIO) consent (due to the large land holdings 
in Scales Corporation and Dairy Holdings) and obtaining the Reserve Bank consent for 
SCF to be exempted from the capital adequacy and related party guidelines 
requirements.  If the potential purchasers were prepared to inject sufficient capital, 
together with a restructuring of the business, then capital adequacy could be resolved.  
Compliance with the non-bank deposit taker related party regulations would also 
require a very significant capital injection and / or restructure by the potential 
purchasers. However, failure to gain OIO consent is expected to result in the Crown 
being required to acquire the affected assets (Scales and Dairy Holdings). 

 
14. A range of other regulatory and other consents would be required for the transaction to 

proceed including from the Takeovers Panel, the Trustee, NZDX listed bondholders 
and shareholder.  

 
Full payout Implications 

15. As noted in our report on options to reduce post-default interest, there are policy and 
fiscal issues associated with full payout which would occur alongside a receivership 
(TR2010/1509 refers). 

 
Timing 

16. The     recapitalisation proposal has been progressed within a short time frame and 
as such, involves a range of uncertainties in relation to the fiscal outcome.  This has 
meant that      ave not undertaken thorough due diligence on all aspects of SCF, and 
as a result are looking to pass off the majority of the fiscal risk of this transaction to the 
Crown. 

Receivership 

17. Treasury is pre positioning to mitigate the fiscal costs associated with the failure of SCF 
should it enter receivership. A number of measures are underway to enable a full 
payout and receivership to proceed. 

 
18. The expected fiscal cost to the Crown of receivership is $500m. The Crown remains 

exposed to fiscal risk on the recovery of all SCF assets.  However the significant risk is 
concentrated around the                                             

 
19. A full payout of debenture holders on day one of the receivership to mitigate the fiscal 

cost of post-default interest are being actioned now.  This includes: 
 

• Payment on day one represents the ideal.  However the actual timing would be 
subject to agreement from the Trustee which is being progressed now; 

 
• A loan to the receiver will be provided to payout the prior ranking charges, which 

would ensure that the prior ranking charges do not accrue default interest or 
appoint a receiver over the top of the Trustee appointed receiver to “liquidate” 
assts at below market value to repay their lending facilities; and 

*

*

[Withheld under s.9(2)(b)(ii)]
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• Arranging for Cabinet decisions, appropriations and legal instruments to give 

effect to the full payout option.   
 
20. The Crown has subscribed for $100 worth of debenture stock in SCF.  This will not be 

repaid, thereby leaving the Crown as the last debenture holder and providing the 
Crown voting rights. With full payout this positions the Crown as the sole voting 
debenture stockholder. 

 
21. Any receivership is anticipated to be run on a commercial basis, involving consultation 

with the Crown as the major beneficial creditor of the receivership.  As a receivership 
evolves, the Crown will be able to exercise options around the management of the 
assets should it be of net budget for it to do so.  At this point, full payout and a normal 
receivership would be expected. 

Key Fiscal Differences between Recapitalisation and Receivership 

22. There is little fiscal risk associated with the recovery of good bank assets in 
receivership and none under the recapitalisation.  
 

23. The fiscal cost of the recapitalisation transaction looks analogous to that of 
receivership.  The expected fiscal cost of the recapitalisation transaction is $400m to 
$500m, while the receivership has an expected cost to the Crown of $500m. However, 
this is not the full extent of the actual fiscal risks involved. 

 
24. There is considerable fiscal risk associated with the recovery of          assets in 

both receivership, and under the recapitalisation proposal. The recapitalisation 
proposal has a cap of        These numbers need to be balanced with a number of 
factors including the possibility we are gamed under the          where the Crown 
would have limited control over this process. 

 
25. It our view that is it probable that the Crown is at risk for the majority of the investment 

assets as Overseas Investment Act (OIA) approval may not be achieved.  If this is the 
case, further value may be eroded from these assets as they require immediate strong 
decisive management in addition to additional capital to preserve and enhance value.  

 
26. Our general risk profile associated with the resolution of the issue surrounding SCF is 

increased under the recapitalisation option due to the two loans we provide to      and 
the added complexity that a recapitalisation transaction would bring. 

*

*
 [ * ]

 [ * ]
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Attachment 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Chief Executive Officer 
South Canterbury Finance 
 
 
Dear Sandy 
 
I am responding to your request on 26 August 2010, in which you sought Crown support to 
for a recapitalisation proposal involvin                                 
 
In regards to your request, we have considered your proposal and have consulted with the 
Minister of Finance. We can confirm that we are unable to provide the support you have 
requested. 
 
Yours sincerely 
 
 
 
 
 
 
 
 
Phil Combes 
Deputy Secretary Financial Operations and Head of DMO 

 

[Withheld under s.9(2)(b)(ii)]
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