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Date:  25 February 2011 CM-1-3-15-1 
 
 
To:  Prime Minister  
 Minister of Finance 
  
 
AIDE-MEMOIRE: REBUILDING THE NATURAL DISASTER FUND 

Executive Summary 

This note provides some initial advice on the Earthquake Commission’s (EQC’s) 
Natural Disaster Fund (NDF).  
 
The specific question we have been asked is how long it would take to build the NDF 
back to its previous size (approximately $6.0 billion) with current policy settings (e.g. 
the current EQC levy). 
 
The answer to this question is approximately 15 years (i.e. by around 2025), but this is 
heavily dependent on a number of assumptions. For example it assumes no further 
significant natural disasters over that period. 
 
One of the EQC’s sustainability criteria for the NDF is that, following a major natural 
disaster, it can be rebuilt within 20 years within current policy settings. Our calculation 
suggest that following the Canterbury earthquakes, this criteria will be met. 
 
We have not been asked for advice on EQC premiums, but hypothetically, if those 
premiums were doubled, then the NDF would grow to $6.0 billion in approximately 12 
years (i.e. by around 2022). This is because EQC premium income is relatively small 
compared to the size of the NDF.  
 
Therefore, increasing EQC premiums is not an effective way of rapidly increasing the 
size of the NDF. 
 
Further, EQC premiums should in theory be set at a level where they, over time, match 
the level of risk being taken on by the Crown in providing disaster insurance via the 
EQC. In other words, on average and over a long period (given the nature of 
earthquake risks) EQC premiums plus the income from the NDF investing those 
premiums should match the EQC’s claims payments.  
 
It is not clear that the level of risk the Crown is taking on has increased as a result of 
the two Canterbury earthquakes (but on the other hand, it is also not clear that the 
current EQC premiums are set at the correct theoretical level, given there are few 
sizeable natural disasters). 
 
Finally, it is not clear whether the previous size of the NDF is in fact the right size for 
the NDF to be in the future. This is a very complex issue. Prior to the September 
earthquake, Treasury and EQC had been discussing the optimal size of the NDF for 
some time, without reaching firm conclusions. 
 
Based on the above, and assuming no further major natural disasters, our view is that 
no immediate action needs to be taken to increase the size of the NDF. 
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Likely size of the NDF following the September and February earthquakes 

Prior to the September 2010 Canterbury earthquake the NDF had assets of around $6 
billion, plus $2.5 billion of reinsurance with an excess of $1.5 billion. 
 
At this stage, we don’t know the size of claims from the February 2011 earthquake, and 
we only have an estimate of the size of claims from the September 2010 earthquake.  
Therefore we don’t know what size the NDF will be once all claims from September 
and February have been paid out.  
 
For simplicity, the rest of this note assumes that the February 2011 earthquake has a 
cost to EQC (not a total cost) of less than $4.0 billion. If this assumption holds, the NDF 
will have assets of $3.1 billion available to meet claims from future natural disasters. 
 
The NDF’s income and expenses 

The NDF receives income from premiums paid by homeowners and income on its 
investments. Its expenses are EQC’s operating costs, claims costs, reinsurance 
premiums and the Crown underwriting fee. The figures for 2009/10, the last full year, 
are shown in the table below. 
 
 

EQC 2009/10 $m 
Premium income 86.0 
Net investment income 376.8 
Total income 462.8 
  
Reinsurance 38.8 
Claims costs 45.6 
Operating costs 13.2 
Crown underwriting fee 10.0 
Total expenses 107.6 
  
Net surplus 355.1 

 
As the table shows, EQC had a net surplus of $355.2 million in 2009/10, which was 
reinvested in the NDF – increasing its size by 6.4%, from $5,571 million at the end of 
2008/09 to $5,926 million at the end of 2009/10 (the NDF further grew to around $6 
billion by September 2010). 
 
How fast will the NDF grow in the future? 

To know how fast the NDF will grow in the future requires assumptions around future 
investment income and claims costs. In preparing this note we have assumed that: 
 
• EQC premium income and operating costs remain at their 2009/10 levels (i.e. for 

simplicity, we have not allowed for any inflationary growth – in any case this 
would make little difference to our results);  
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• investment income is based on an assumed average rate of return for the NDF of 
around 6.5%1 and an NDF which holds around $3.1 billion of assets, which as 
noted above is its assumed size following the impact of the Canterbury 
earthquakes; 

• claims costs are $60 million, towards the top end of the range experienced over 
the last 5 years (excluding the Canterbury earthquake) – i.e. we are assuming no 
further major natural disasters (or even any medium-sized disasters); 

• reinsurance costs are $50 million, around 25% higher than the current level; 
• there are no further major natural disasters; and 
• the Crown underwriting fee is removed (since it does not appear to serve any 

purpose). 
 
Given these assumptions, the NDF would grow by around $250 million in 2012/13, and 
by more than that in future years, as the larger NDF would earn more investment 
income. 
 
We do not have any information on what the cost of reinsurance might be in the future, 
although in the near term it seems likely to go up. However, EQC has the ability to 
reduce its reinsurance costs by either purchasing less reinsurance or purchasing a 
larger excess. For the purposes of this note we have assumed EQC’s reinsurance 
spending increases by around 25%. 
 
How long would it take the NDF to grow to $6.0 billion? 

Using the assumptions above, the NDF would reach $6.0 billion in around 15 years, i.e. 
by around 2025. This is critically dependent on: 
 
• no significant natural disasters over that period which further deplete the NDF; 

and 
• the NDF’s investment income over that 15 year period being an average of 6.5% 

a year. 
 
This is consistent with one of the EQC’s sustainability criteria for the NDF, which is that 
following a major natural disaster, the NDF can be rebuilt within 20 years within current 
policy settings. 
 
What if EQC premiums increased? 

The current EQC premium is 5 cents (+ GST) for every $100 insured. Since the 
maximum EQC cover is $100,000 for houses and $20,000 for contents, the maximum 
premium is $60 plus GST per year. 
 
As noted above, this premium currently raises around $86 million for the EQC. 
 
If, hypothetically, EQC premiums were to double, and using the other assumptions 
above, the NDF would reach $6.0 billion in around 12 years, i.e. by around 2023. This 
is because EQC premiums are small relative to the size of the NDF, so doubling them 
makes little difference to the NDF’s growth rate. 
 

                                                
1  According to EQC’s 2009/10 Annual Report, the actual investment return in 2009/10 was 

6.8%, and in the 5 years to 2009/10 the actual return was 5.2%, versus the target of 7.8% 
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How big should the NDF be? 

This is a very difficult question to answer.  
 
As you know, the EQC has a Crown guarantee. If the assets in the NDF were ever to 
be fully used up, the Crown would directly meet the costs of any claims against the 
EQC. This means that the NDF is effectively a risk management tool for the Crown. 
The larger the assets and reinsurance NDF, the lower the risk that the Crown will have 
to fund future EQC claims directly. But offsetting this risk, holding assets in the EQC 
has an opportunity cost (and purchasing reinsurance has a direct cost). 
 
Before the September earthquake, Treasury and EQC had been exploring the 
appropriate Crown risk preference for the NDF. We had suggested a risk preference of 
a 1 in 500 chance in any one year of the EQC having to call on the Crown guarantee 
(note that the two Canterbury earthquakes will almost certainly not result in a call on 
the Crown guarantee). We estimated that this would require the EQC to have around 
$6.4 billion available to meet future natural disasters (through some combination of 
assets and reinsurance). EQC suggested a 1 in 1,000 Crown risk preference, which 
required the EQC to continue growing its assets for a number of years. 
 
Both Treasury and EQC would want to re-assess their positions (at the appropriate 
time) on the risk preference for the NDF, in light of the two Canterbury earthquakes. 
 
A further complication in deciding the appropriate size of the assets in the NDF is 
reinsurance. Purchasing reinsurance is a substitute for holding assets in the NDF, but: 
 
• reinsurance premiums (plus EQC’s other expenses) cannot exceed the income 

available to the NDF, otherwise the NDF would shrink;  
• for a given Crown risk preference and therefore desired size of the NDF, 

purchasing more reinsurance means less assets need to be held, which therefore 
means the NDF’s income is lower. Both these factors mean there is a limit to how 
much reinsurance the EQC can purchase; 

• the NDF needs to hold at least enough marketable assets to cover the excess on 
its reinsurance, plus a small margin, otherwise in the event of a major natural 
disaster, the Crown would need to provide cash to the NDF before the NDF’s 
reinsurance started to pay out; and 

 
This means that not only is it difficult to decide what the appropriate Crown risk 
preference for the NDF should be, it is also difficult to decide what the appropriate 
balance between holding assets and purchasing reinsurance is, given that risk 
preference. 
 
Conclusion 

Based on the above, and assuming no further major natural disasters, our view is that 
no immediate action needs to be taken to increase the size of the NDF. 
 
 
 
 
Juston Anderson, Senior Analyst, Sector Monitoring, 
Andrew Blazey, Manager, Sector Monitoring,    
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