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Date:  16 March 2012 
 
 
To:  Minister of Finance 

Minister of Canterbury Earthquake Recovery 
 
Aide Memoire: Update on EQC Liability - a material increase  

The purpose of this aide-memoire is to inform you about the February 2012 revaluation 
of EQC’s Canterbury earthquake liabilities and the resulting fiscal impacts for the 
Crown.  
 
EQC’s central estimate of its ultimate claims cost from the Canterbury earthquakes has 
increased by $606m, primarily due to the cost of land damage and the 23 December 
2011 earthquake. Note that $300 million of this increase was captured in the Budget 
Policy Statement forecasts. 
 
The key fiscal impacts that flow from the revised estimate and other changes to EQC’s 
forecasts are: 
 
• 2011/12 OBEGAL will be negatively impacted in by $314 million, primarily due to 

additional earthquake expenses  
• 2014/15 OBEGAL will be negatively impacted by $402m, primarily due to changes 

in the amount and timing of recognition of actuarially determined provisions, and 
• EQC’s call on the Crown under the guarantee increases by $0.950 billion to an 

estimated $1.740 billion.     
 
The drivers of these changes are broken down, at a high level, on the next page: 
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Drivers of fiscal change: 
 

OBEGAL 2011/12 Movement 
since BPS 
forecast 

 OBEGAL 
2014/15 

Movement since 
BPS forecast 

 Net Debt Movement 
since BPS 
forecast 

Net increase in 

liability 

-306  Change in unexpired risk 

liability due to reduction 

158  Increase in EQ 

expense 

700 

Increased risk 

margin 

-157  Decrease in unexpired 

risk liability due to timing 

65  Increase in 

reinsurance 

283 

Change in discount 

adjustment  

-264  Reinsurance cost 

increase 

75  Net items 64 

Reduced unexpired 

risk liability 

158  Other items 104  Increase in Crown 
Guarantee 

950 

Liability Valuation 
Changes 

-569  Total decrease in 
OBEGAL 2014/15 

402    

Change in gains 

and losses  146 

      

Interest rate 

adjustment  

54       

Other Adjustments -55       

Total decrease  in 
OBEGAL 2011/12 

314       

 
 
There remains inherent uncertainty around the estimated earthquake costs. We expect 
the estimate to change further in the next valuation as more and better quality data is 
available. 
 
Also, EQC faces a number of significant operational policy decisions in the near future 
regarding the treatment of land claims and the methodology for cost assessment and 
apportionment that are expected to impact on the ultimate size of its liabilities. 
 
We will arrange a time to meet with you to discuss this update. 
 
EQC’s valuation – a material increase 
 
EQC’s actuaries have just completed an update of the estimated liability from the 
Canterbury earthquakes. Based on that update, EQC has revised its financial forecasts 
for the current year and future years out to 2015/16. 
 
Changes to the estimated liability, associated adjustments, and the impact of a range 
of other factors including increased reinsurance costs, have resulted in significant 
adverse fiscal impacts for the Crown. 
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EQC’s central estimate of its ultimate claims cost from the Canterbury 
earthquakes has increased by $306 million, primarily due to the cost of land 
damage and the 23 December 2011 earthquake 
 
The actuaries have refreshed their estimate of EQC’s liability. The gross estimated total 
liability has increased by $845m to $12,525 million, while gross assets (reserves and 
reinsurance receivables) have increased by $239m to $4,814 million. 
Subject to review by the EQC Board, the effect is that the central estimate of EQC’s net 
liability has increased by $606m, from 7.104b to 7.711b. $300 million of this was 
captured in the BPS forecast. At an aggregate level the key drivers of the increase in 
the estimated liability are: 
 

• increased land costs (+$600m) 
• increased costs arising from the December 23 of $452m  
• offset by decreased building costs (-$307m) 

 
EQC’s estimated total 2011/12 earthquakes costs have increased by around 
$1,000 million   
 
The approximately $1,000 million increase in 2011/12 expense is larger than the $606 
million increase in EQC’s underlying liability because of: 

• an increase in risk margin ($157m);  and  
• a decrease in discounting benefits ($264m) resulting from  an expected 

acceleration in the timing of claims payments. 
 
Fiscal Impacts – the Crown’s books will be materially impacted 
 
Although the change in EQC’s estimated claims liability arising from the actuarial 
refresh is a primary driver of the fiscal impacts, changes to business as usual costs 
(like increased reinsurance costs), adjustments to other balance sheet items and the 
accounting consequences of those changes also have a material impact.  
 
OBEGAL will decrease this year by $314 million as EQC books an additional 
earthquake expense, partly offset by a decrease in one of its actuarial provisions    
 
EQC’s 2011/12 earthquake expenses are estimated to increase by about $1,000 
million. However, we accounted for $300 million of this in the Budget Policy Statement 
OBEGAL forecast. 
  
The increased expenses are also partially offset by a $158 million reduction EQC’s 
balance sheet provision relating to the unexpired risk liability (this is determined by the 
actuaries and relates to how EQC’s collected premiums offset expected future events). 
See table 1 for the aggregated movements. 
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OBEGAL will also decrease in 2014/15 by $402 million 
 
EQC’s financial forecasts show that their operating balance will reduce by $402 million 
in BEFU as compared to BPS (summarised below). The $402 million change is made 
up at follows: 

• A reduction of $158 million in the unexpired risk liability compared to BPS, 
resulting in an increase in net revenue in 2011/12 but a corresponding decrease 
in 2014/15; 

• Deferring recognition (as income) of $65 million of unexpired risk liability from 
2014/15 until 2015/16; 

• Higher operating expenses in 2014/15, reflecting increased reinsurance costs 
(about $75 million higher than previously forecast). 

• An additional $76 million expense is yet to be reconciled. We are following up 
with EQC on this.    
 

 
The $158 million reduction in unexpired risk liability is a result of a decrease in the 
assessed risk of future seismic events in Canterbury, relative to the June 2011 
calculation.  The balance sheet provision for unexpired risk liability is unwound over 
time as seismic risk abates. While the risk has reduced, the heightened level of seismic 
activity is now expected to persist for longer, and underpins EQC’s decision to defer 
recognition of the residual $65 million from 2014/15 until 2015/16. 
 
Table 1 – OBEGAL – significant negative change in 2011/12 and 2014/15  

Year 2011/2012 
$000s 

2012/2013 
$000s 

2013/2014 
$000s 

2014/2015 
$000s 

2015/2016 
$000s 

BPS Operating 
balance impact 

-284,764 -33,655 -11,942 408,026 107,651 

BEFU Operating 
balance 

-598,752 16,195 -25,591 6,412 91,320 

Change  313,988 49,850 13,649 401,614 16,331 

 
 
Net debt will increase as a result of EQC’s increased call on the Crown guarantee    
 
EQC’s earthquake expense in 2011/12 increases by about $700 million.  The effect of 
that is to reduce EQC’s net assets by an equivalent amount. Over the forecast period, 
EQC’s also now expects net operating costs will be higher by about $400 million 
primarily as a result of increased reinsurance costs of $280 million. 
 
The $950 million increase in EQC’s aggregate call on the Crown takes the total call 
from $790 million to an expected $1,741 million. EQC also expects to call on the Crown 
one year earlier than previously (beginning in 2013/14 not 2014/15).  
 
Table 2 shows how EQC’s expected call on the Crown has increased.  
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Table 2 – Crown guarantee and net debt – significant increase expected 

Year 2011/2012 
$000s 

2012/2013 
$000s

2013/2014 
$000s

2014/2015 
$000s

2015/2016 
$000s 

Total 

Call on the 
Crown/Net Debt 
(BPS) 

0 0 0 790,345 0 790,345 

Call on the 
Crown/Net Debt 
BEFU 

0 0 390,738 1,106,457 243,562 1,740,757 

Change in net 
debt  

0 0 390738 316112 243562 950412 

 
Key Assumptions underpinning EQC’s forecasts 
 
EQC’s financial forecasts are influenced heavily by the following items: 
 

• Risk Margin – EQC has conservatively assumed that the total risk margin 
currently provided will be paid out to settle its claims. The risk margin is $716m  

• A significant reduction in the balance sheet provision for unexpired risk liability 
and changes to the timing of amortisation of that liability 

 
Risk Margin 
 
EQC’s aggregate claims liability comprises the central estimate plus a margin for risk 
and uncertainty. EQC’s financial forecasts have been prepared on the basis that actual 
claims payments will fully utilise the risk margin. There is no consistent standard for 
treatment of the risk margin across the insurance industry.  
 
EQC’s treatment of the risk margin results in significantly higher forecast levels of net 
debt and EQC’s call on the Crown and a lower forecast OBEGAL than would otherwise 
be the case. In view of the significant impacts, EQC and officials are considering 
whether the current treatment is appropriate. 
 
Unexpired Risk Liability 
 
Officials have discussed the change in the balance sheet provision for the unexpired 
risk liability and the phasing of the amortisation of the adjusted provision with EQC’s 
actuaries.   
 
As a result of those discussions, we do not see a case that would support revisiting the 
changes. 
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Upcoming policy decisions – we see additional uncertainly  
 
EQC faces a number of operational policy decisions in the near future that may have a 
major impact on the ultimate size of its liabilities. These include: 
 
• EQC must decide whether to settle land claims via repairs or cash payments. This 

decision will affect the timing of settlement and therefore the present value of the 
liability. There may also be broader implications for the future insurability of land in 
Canterbury if EQC decides on a cash payment approach and homeowners do not 
apply this funding to improve damaged land. 
 
We are engaging with EQC to understand what they are proposing to do and how 
this may affect their liability. 
 

• EQC and the private insurers must agree on a methodology to cost repair work and 
then apportion the costs across the multiple earthquakes that have occurred since 
September 2010. 

 
Disagreement between EQC and the private insurers about cost assessment and 
apportionment methodologies is holding up settlement for at least 6000 properties. 
As a result, there is pressure on EQC to accept private insurers’ assessments in 
order to make progress. 
 
While there is certainly a need to break through the present impasse, any 
intervention to speed up the process may increase the cost and risk facing the 
Crown, particularly if it involves EQC automatically accepting (higher) repair costs 
assessed by the private insurers. 
 
These matters are currently being addressed by an industry working group 
involving EQC and representatives of the private insurers. Officials are monitoring 
the working group’s progress, but may need to actively facilitate a solution if the 
working group does not reach a timely resolution. 

 
Funding EQC’s shortfall – grant or advance? 
 
The estimated shortfall facing EQC after the exhaustion of the Natural Disaster Fund is 
currently expected to be $1.740 billion, an increase of $950 million. In the BPS, funding 
for the shortfall is treated as an advance by the Crown.  
 
Last year, the shortfall was treated as a grant. Given the size of the forecast call on the 
Crown and uncertainty over the future configuration of EQC, we think it is prudent to 
review this approach in the next round of financial reporting. That review will consider 
whether the shortfall is funded by a grant, an advance, or potentially some combination 
of the two. 
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Reinsurance purchases 
 
The size of the shortfall facing EQC also has implications for its future choices about 
the level of reinsurance it is appropriate to purchase. We will provide advice to you 
shortly setting out recommendations on EQC’s future level of reinsurance cover. 
 
Tom Quirk, Analyst, Deposit Guarantee Scheme,
John Park, Manager, Deposit Guarantee Scheme,
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