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Action Sought 

 Action Sought Deadline 

Minister of Finance 

(Hon Bill English) 

Agree to further work being done on the structure of the 
NDF, or that current arrangements for the NDF should 
remain in place, pending the potential for a more wide-
ranging review of the EQC in light of the Canterbury 
earthquake. 

Friday 25 February 2011 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact

Andrew Blazey Manager, Sector Monitoring   

Juston Anderson Senior Analyst, Sector Monitoring   
 

Minister of Finance’s Office Actions (if required) 

None. 
 
 
 
 
Enclosure: No 
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4 February 2011 CM-1-3-15-1  

Treasury Report: EQC - Natural Disaster Fund (NDF) 
 
1. Last year we provided you with some advice around the Crown’s risk preference and 

capital structure for the Earthquake Commission’s (EQC’s) Natural Disaster Fund 
(NDF). This work was still underway when the Canterbury earthquake occurred. It was 
clear that any changes to the NDF could not be progressed while the Government and 
EQC’s attention were focused on the response to the Canterbury earthquake, and also 
that the impact of the earthquake on the NDF, once it was known, would require our 
earlier advice to be reconsidered. 

 
2. There are recent developments which suggest that now might be an appropriate time 

to address these issues: 
 

• in March the EQC will be visiting Europe for its annual reinsurance 
re-negotiations; and 
 

• EQC has now started selling New Zealand Government stock to fund claims 
payments from the Canterbury earthquake.  

 
3. Early indications from EQC’s reinsurance brokers are that the price of reinsurance for 

next year (2011/12) will significantly increase. EQC purchases its insurance in tranches 
over three years, therefore the impact on EQC’s budget for next year will be limited. 
Last year (2009/10) the EQC spent $39 million on reinsurance, out of total expenses of 
$110 million (including the $10 million Crown underwriting fee). 

 
4. At this stage (and this is prior to the EQC board considering this issue) EQC intends to 

purchase similar reinsurance levels for next year to those it had prior to the Canterbury 
earthquake, i.e. $2.5 billion of reinsurance with a $1.5 billion excess. 

 
5. An initial $70 million sale of Government stock was made on Monday 17 January, and 

further sales will follow in February as EQC requires cash. Up until January, EQC had 
been funding claims payments by selling down its equity investments and using 
investment income (including coupons on Government stock, and maturing stock).  

 
6. All else equal, when the EQC sells Government stock, the Government needs to 

borrow to fund the cashflow to EQC. However, only Total Crown Debt increases as a 
result of this; other Crown financial indicators including Core Crown Net Debt and Core 
Crown Gross Debt are unchanged, since EQC is not part of the Core Crown. 

 
7. If decisions on changes to the Crown’s risk preference and capital structure for the 

NDF were taken soon, the EQC could factor those into its reinsurance re-negotiations, 
and into its intentions for funding the remainder of the claims payments from the 
Canterbury earthquake. 

 
8. Alternatively, current arrangements for the NDF could remain in place, pending a more 

wide-ranging review of the EQC and the NDF in light of the Canterbury earthquake. A 
review has not been considered by the Government, but given the scale of the 
earthquake and the significant new functions taken on by the EQC in responding to it, 
we anticipate that a review is likely, although probably not until 2012 at the earliest. 
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Previous Advice 

9. Our previous advice to you, prior to the Canterbury earthquake, was that: 
 

• the Crown’s risk preference for the NDF should be a 1 in 500 chance of the 
Crown guarantee of the NDF being triggered in any one year. At the time, this 
was estimated to require an NDF of $6.35 billion including reinsurance; 
 

• once the NDF reached a capital structure consistent with this risk preference, it 
should be invested in non-growth assets (global sovereign bonds);  
 

• the NDF should be invested passively; and 
 

• the Crown underwriting fee (currently $10 million per year) could be discontinued. 
 
10. This left outstanding the balance between investments and reinsurance within the NDF 

to meet the Crown’s 1 in 500 risk preference. Establishing the appropriate balance is a 
difficult question, which EQC had commissioned some expert advice on shortly before 
the Canterbury earthquake. 

 
11. There are also several practical constraints that the NDF faces: 
 

• the cost of reinsurance can change from year to year, which could lead to large 
shifts in the “optimum” level of reinsurance, and therefore equivalently large shifts 
in the amount of capital to be held by the NDF. A large increase in the price of 
reinsurance (which seems likely this year) would imply that, for a given risk 
preference, the Crown would need to provide significant new capital to the NDF; 
 

• reinsurance premiums (plus EQC’s other expenses) cannot exceed the income 
available to the NDF, otherwise the NDF would shrink, and the Crown’s risk 
preference would not be met. 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 
 

• over time, the NDF needs to grow to match the increases in its liability for 
earthquake and other disaster cover (e.g. due to population growth). However if 
the NDF is fully invested in non-growth assets, the income from these may not be 
sufficient to keep the NDF growing fast enough. 

 
12. We were in the process of working with the EQC to address these issues and provide 

you with further advice when the Canterbury earthquake occurred. 
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Current and Potential Future Structure of the NDF 

13. The tables below show the capital structure of the NDF before the Canterbury 
earthquake and as at 31 December 2010. 

 
Asset class ($m) Pre-quake (30 

June 2010)
As at 31 

December 2010
Change 

Global equities 1,685 1,378 (307) 
NZ Gov’t stock 3,602 3,388 (214) 
NZ Inflation Bonds 537 534 (3) 
NZ Cash 149 254 105 
Total assets 5,973 5,544 (419) 
Reinsurance 2,500 2,500 - 
Total available to NDF 8,474 8,054 (419) 

 
14. As the table shows, the EQC funded claims payments to 31 December (around  

$560 million) from selling down its global equities, and from maturing Government 
stock. The difference between claims payments to 31 December (around $560 million) 
and the change in the NDF ($419 million) is due to income from the NDF, changes in 
the market value of its investments and EQC’s insurance premiums. 

 
15. EQC has indicated that it will fund claims payments from now on primarily from selling 

down its holdings of Government stock. The sell-down of Government stock will 
continue until EQC claims payments relating to the Canterbury earthquake reach  
$1.5 billion, at which point EQC’s reinsurance will take over. Therefore the NDF is likely 
to further reduce by around $940 million (for simplicity, ignoring future changes in the 
market value of investments, and interest on the NDF): 

 
Asset class ($m) As at 31 

December 2010
Likely post-

quake structure
Change 

Global equities 1,378 1,378 0 
NZ Gov’t stock 3,388 2,602 (786) 
NZ Inflation Bonds 534 534 0 
NZ Cash 254 100 (154) 
Total assets 5,544 4,614 (940) 
Reinsurance 2,500 2,500 0 
Total available to NDF 8,044 7,114 (940) 

 
16. EQC wishes to sell its Government stock because the EQC’s asset allocation is now 

out of line with its target, and the EQC wishes to bring it back into line over time. The 
target asset allocation implies that, of the $1.5 billion of claims payments to be funded 
from the NDF before EQC’s reinsurance takes over, around 1/3 or $500 million will be 
funded from equities and around 2/3 or $1 billion from Government stock. 

 
Asset class Target Range As at 31 

Dec 2010 
Likely post-quake 

structure 
Global equities 30% 27-33% 25% 30% 
NZ Gov’t stock 53% 45-73% 61% 54% 
NZ Inflation Bonds 10% 0-12% 10% 12% 
NZ Cash 7% 0-12% 5% 4% 
Total  100% 100% 100% 100% 
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Fiscal Implications of EQC Selling NZ Government Stock 

17. When EQC sells NZ Government bonds, the fiscal impacts on the Crown are: 
 
Fiscal indicator Impact Reason
Core Crown Net 
Debt 

None All else equal, DMO issues new bonds to replace those 
sold by EQC1 

Core Crown 
Gross Debt 

None As above 

Total Crown Debt Increases EQC is part of the total Crown, and so EQC held bonds are 
eliminated for Total Crown Debt. The new bonds issued to 
replace them are not eliminated (this assumes the new 
bonds are issued to non-Government parties) 

Total Crown Net 
Worth 

None The increase in total Crown Debt is offset by an increase in 
assets held by EQC 

Operating 
Balance 

None EQC selling the bonds and DMO issuing new bonds are 
balance sheet transactions. However EQC  

 
Comment 

18. At a high level, we think our advice to you from last year still stands, and therefore that: 
 

• the Crown’s risk preference for the NDF should be a 1 in 500 chance of the 
Crown guarantee of the NDF being triggered in any one year; 
 

• once the size of the NDF is consistent with this risk preference, it should be 
invested in non-growth assets (global sovereign bonds) rather than equities;  
 

• the NDF should, over time, transition out of its investments in NZ Government 
bonds and into other assets (e.g. global sovereign bonds); 
 

• the NDF should be invested passively; and 
 

• the Crown underwriting fee should be discontinued. 
 
19. Prior to the Canterbury earthquake, the 1 in 500 Crown risk preference was estimated 

to require an NDF of $6.35 billion. As the table on the previous page shows, the NDF is 
estimated to be around $7.1 billion (including reinsurance at current levels) following 
the completion of insurance payments for the Canterbury earthquake. This would imply 
that to meet a Crown risk preference of 1 in 500, either the assets in the NDF could be 
reduced or that the EQC could purchase less reinsurance (possibly with a lower 
excess), or some combination of the two.  

 
20. The likelihood that reinsurance premiums will significantly increase in the short-term 

implies that if the fund were to remain at its current overall size, the EQC should hold 
less reinsurance and more assets, especially as current levels of reinsurance may not 
be affordable for the EQC within its budget constraint.  

 
21. However, if as a result of a significant reinsurance premium increase, we concluded 

that the EQC should hold no reinsurance, then the NDF would be below the target 
Crown risk preference of 1 in 500, and would need to be increased over time, either 
through allowing investment income to grow the NDF, through a Crown capital injection 
(which would increase core Crown net debt) or potentially through increasing EQC 
premiums. 

 
                                                
1  EQC is not part of the core Crown, so for the core Crown fiscal indicators, NZ Government bonds held by EQC are 

treated as liabilities to an external party. 
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22. A further complication is that the Canterbury earthquake may change the size of the 
NDF required to meet the 1 in 500 risk preference, as it appears that the amount of 
land damage from the earthquake was higher than expected. We understand that other 
areas of New Zealand are also potentially subject to the same type of land damage 
from an earthquake.  

 
Next Steps 

23. If you wish to move forward on these matters, we suggest that you invite Treasury to 
consult with the EQC on the possibility of you issuing a direction to EQC that stated: 

 
• the Crown’s risk preference for the NDF is a 1 in 500 chance of the Crown 

guarantee of the NDF being triggered in any one year; 
 

• the NDF should, over time, transition out of its investments in NZ Government 
bonds and into other assets (e.g. global sovereign bonds); and 
 

• the NDF should be invested passively. 
 
24. As part of this EQC could be invited to undertake further work with Treasury on the 

appropriate capital structure (i.e. the appropriate mix between cash, global sovereign 
bonds, equities and reinsurance) given the Crown’s risk preference, and report back to 
you. The report back should also consider a transition path, over a number of years, for 
EQC to sell down its equity holdings and NZ Government bonds and replace them with 
global sovereign bonds. 

 
Consultation 

25. We have informed the EQC that we are considering whether to re-start last year’s work 
on the optimal capital structure for the NDF, but we haven’t consulted with the EQC on 
this report. This is because our conclusions are the same as those we reached last 
year, which were discussed extensively with EQC, and also because we do not want to 
distract EQC from dealing with the Canterbury earthquake unless you decide you want 
to proceed with changes to the NDF. 
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Recommended Action 

We recommend that you: 
 
EITHER 
 
a invite Treasury to consult with the EQC on the possibility of you issuing a direction to 

EQC that stated: 
 

• the Crown’s risk preference for the NDF is a 1 in 500 chance of the Crown 
guarantee of the NDF being triggered in any one year; 
 

• the NDF should, over time, transition out of its investments in NZ Government 
bonds and into other assets (e.g. global sovereign bonds); 
 

• the NDF should be invested passively; and 
 

• the Crown underwriting fee should be discontinued. 
 
 Agree/disagree. 
 
AND 
 
b agree that EQC should be invited to undertake further work with Treasury on the 

appropriate capital structure (i.e. the appropriate mix between cash, global sovereign 
bonds, equities and reinsurance) given the Crown’s risk preference, and a transition 
path over a number of years for EQC to sell its equity holdings and NZ Government 
bonds and replace them with global sovereign bonds, and report back to you;  

 
 Agree/disagree. 
 
OR 
 
c agree that current arrangements for the NDF should remain in place, pending the 

potential for a more wide-ranging review of the EQC in light of the Canterbury. 
earthquake. 

 
 Agree/disagree. 
 
 
 
 
 
 
Andrew Blazey 
Manager, Sector Monitoring 
for Secretary to the Treasury 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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