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 Action Sought Deadline 
Minister Responsible for the 
Earthquake Commission 
(Hon Gerry Brownlee) 
 

Agree to the recommendations in 
this report. 

You are scheduled to make 
decisions on this report with 
Hon Dr Jonathan Coleman at 
4.30pm on Thursday 6 June. 

Associate Minister of Finance 
(Hon Dr Jonathan Coleman) 

Agree to the recommendations in 
this report. 

You are scheduled to make 
decisions on this report with 
Hon Gerry Brownlee at 4.30pm 
on Thursday 6 June. 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact 

Bevan Lye Senior Analyst          

Steve Cantwell Project Leader, EQC Act 
Review 

        

 

Actions for the Minister’s Office Staff (if required) 

Return the signed report to Treasury. 
 
 
Enclosure: No 
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28 May 2013 CM-1-3-15-1 
 

Treasury Report: EQC Act Review: Policy Proposals for Public 
Consultation 

Executive Summary 

This report seeks decisions on proposals for change to the Earthquake Commission Act 
1993.  The proposals in this report have been informed by your feedback on our initial policy 
paper in January 2013 (T2012/3048 refers) and by two rounds of consultation with the 
insurance industry.  If you agree, the proposals will be included in a public discussion 
document for release in the second half of 2013. 
 
Our proposals aim to clarify and simplify the existing EQC scheme 
 
There is a strong case for the Government to be involved in the provision of disaster 
insurance, and the first loss approach that underpins the existing EQC scheme is an 
appropriate mechanism to structure the Government’s involvement.  The EQC Act itself, 
however, is complicated and cumbersome.  It requires significant change. 
 
Our proposals aim to clarify and simplify the Act.  We want homeowners to have greater 
certainty, sooner, about what they are entitled to and who they need to deal with.  Where 
possible, we have tried to reduce complexity, remove or smooth awkward boundaries, and 
provide clearer guidance about the purpose of the Act and the cover it provides. 
 
We propose to enhance disaster cover for residential buildings 
 
The Government’s core public policy interest in the scheme is to support the restoration of 
housing after disaster.  The current split between residential land and building cover does not 
support the timely achievement of this interest.  Instead, it creates an awkward boundary that 
has become a source of substantial dispute and delay.  We therefore propose to remove 
separate building and land cover and introduce a single reinstatement cap in their place. 
 
The reinstatement cap will pay the cost of reinstating or replacing a residential building, 
including the cost of site works, up to a cap of $250,000 + GST, with an excess of $2000. 
The reinstatement cap will simplify claims handling by removing the awkward boundary 
between building and site works, and avoiding EQC involvement in extraneous land works.  
 
We also propose to introduce total loss top-up cover of up to $220,000 + GST.  The top-up 
cover will apply in circumstances where it is not possible or practicable to rebuild on the 
same site.  The top-up payment will help the landowner purchase a new section elsewhere. 
 
Some of our proposals face insurer opposition 
 
The single reinstatement cap is strongly opposed by most insurers.  They are concerned that 
the inclusion of site works in the cap will expose them indirectly to land risk, and their position 
is clearly motivated by the experience of widespread land damage in Canterbury.   
 
Insurer opposition may result in short-term market disruption following the introduction of the 
reinstatement cap.  You will need to decide whether the long-term claims handling benefits 
associated with the reinstatement cap outweigh the short term disruption that introduction is 
likely to create.  We see this as the most significant – and difficult – decision in the review. 
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The scheme needs to meet its costs 
 
You have indicated to us that you want the scheme to meet its costs.  We propose that the 
legislation require the aggregate revenue from the levy to be sufficient to fully compensate 
the Crown for the costs and risks imposed by the scheme.  We think the legislation should 
allow but not require differentiated pricing, for practical reasons (most of the perils covered 
by EQC are not currently modelled, in New Zealand or offshore) and for policy reasons 
(highly differentiated pricing is likely to reduce insurance penetration). 
 
EQC should be able to finance its risk through a mix of pre-funding (the Natural Disaster 
Fund), reinsurance and other risk financing instruments (e.g. catastrophe bonds).   
 
The Act should not constrain choices about who handles claims 
 
There has been significant stakeholder pressure for EQC to exit from claims handling.  We 
propose that the legislation require EQC claims to be notified and lodged via private insurers.  
This will remove confusion for claimants and reduce costs for EQC and insurers.  However, 
we think the Act should not constrain choices about who handles claims beyond notification 
and lodgement.  It would be risky to fix an outsourcing arrangement in legislation, particularly 
if (as seems increasingly likely) EQC and the insurers are unable to arrive at an arrangement 
that works for all parties. 
 
We suggest instead that the Government signal an expectation for EQC to engage with the 
insurance industry following passage of the legislation to see if it is possible to outsource 
some or all of the claims handling process.  Until any new arrangements have been agreed, 
EQC will continue to handle under-cap claims, but the increase in the cap means the extent 
of EQC/insurer interaction will be greatly reduced in future disasters. 
 
EQC should focus on insurance operations rather than broader recovery concerns 
 
We propose to introduce a test on the Ministerial direction powers such that any new 
functions assigned to EQC must not unduly detract from its core business in settling 
residential insurance claims.  The test is intended to ensure that broader recovery concerns 
do not crowd out EQC’s ability to deliver on its core responsibilities.  The Ministerial 
directions in Canterbury would have met the proposed test. 
 
We think there is an ongoing role for EQC in research and education, but do not propose to 
establish a new statutory function for EQC in risk mitigation, primarily because it is likely to 
reduce the incentive for local authorities to manage these risks themselves.  The lack of an 
explicit statutory mandate will not prevent a future government from directing EQC to assume 
a role in risk mitigation if it chooses to do so. 
 
We now require your guidance on the next steps in the review 
 
We are meeting you on Thursday 6 June to discuss these proposals.  Subject to any further 
reporting you require on scheme design, we can begin drafting the discussion document if 
you are comfortable with the proposals.  The Annex provides a draft agenda for the meeting. 
 
We understand you wish to take a complete discussion document to Cabinet, rather than an 
initial Cabinet policy paper, followed by the discussion document.  We would like to confirm 
your preferred Cabinet process and timings at the June 6 meeting.  
 
This report covers a lot of ground.  We have tried to avoid in-depth options analysis to 
manage the length, particularly on matters we have discussed with you previously.  There 
may be some areas where you require further information before making a final decision.  In 
particular, we propose a range of technical changes to the Act that are touched upon only 
lightly in this report.  We can provide you with further information, analysis or options on any 
of these matters at your request. 
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Recommended Action 

We recommend that you: 
 
a note that Treasury has developed a set of proposals for change to the Earthquake 

Commission Act 1993 
 

b note that, subject to your agreement, these proposals will be included in a public 
discussion document for release in the second half of 2013 

 
c note that we are scheduled to meet you on Thursday 6 June to discuss the proposals 

in this report 
 
What should EQC insure? 
 
d agree that EQC will continue to insure residential buildings 
 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

e agree that EQC will continue to exclude non-residential property and bare residential 
land 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

f agree that EQC will exit from the provision of residential contents insurance 
 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 

 
g agree that the Government’s interest in land is to support the reinstatement or 

replacement of residential buildings, not to repair land damage for its own sake 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

h agree to replace separate building and land cover with a single reinstatement cap for 
buildings (including site works) and a total loss top-up cap 

 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 

 
i agree that EQC will exit from the provision of storm and flood cover for land 

 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
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How much cover should EQC offer? 
 
j agree to a reinstatement cap of $250,000 + GST  
 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 

 
k agree to a total loss top-up cap of $220,000 + GST 
 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

l agree to a flat-rate reinstatement excess of $2000, irrespective of claim size 
 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

m agree that EQC cover will reinstate in full after every event 
 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

n agree that the legislation will require review of the caps and excess at least every 
5 years 

 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

How much should EQC cover cost? 
 
o agree that the legislation will require the aggregate levy revenue to be sufficient over 

time to fully compensate the Crown for the costs and risks imposed on the Crown by 
the scheme 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

p agree that the legislation will allow Ministers to depart from this principle, subject to 
transparency disciplines regarding the reason for departure and the intention to return 
to this principle over time 

 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

q agree that the legislation will enable but not require differentiated pricing of the levy 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
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r agree that the discussion document will note the Government’s intention to continue 
pricing on the basis of a single levy 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

s agree that the legislation will require review of the levy at least every 5 years (at the 
same time as the caps and excess) 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

How should EQC deal with its customers? 
 
t agree that EQC cover will continue to attach to private home fire insurance 

 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

u agree that the legislation will require EQC claims to be notified and lodged via the 
private insurer that holds the underlying fire insurance policy 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

v agree that the legislation will continue to enable but not require outsourcing of claims 
handling services 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

w agree that EQC will engage with insurers following passage of the legislation to see if it 
is possible to develop claims handling outsourcing arrangements that better serve the 
Crown’s fiscal and recovery interests 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

How should EQC finance its risk? 
 

x agree that the Natural Disaster Fund will be retained 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

y agree that the legislation will make it clear that the Natural Disaster Fund assets and 
the liabilities associated with the scheme are held directly by the Crown 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
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z agree that EQC will manage the Natural Disaster Fund and the liabilities associated 

with the scheme on behalf of the Crown 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

aa agree that the legislation will allow EQC to buy reinsurance and other risk financing 
instruments on behalf of the rest of the Crown, if so directed by Ministers 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

What roles should EQC assume? 
 

bb agree that the Ministerial powers of direction will be subject to a test that any new 
functions assigned to EQC must not, in the Minister’s mind, unduly detract EQC from 
its core business in settling residential insurance claims 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

cc agree that EQC will retain statutory functions in research and education 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

dd agree that the legislation will not establish a new statutory function for EQC in risk 
mitigation 
 

 Agree/disagree. Agree/disagree. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

Technical considerations 
 
ee agree to the inclusion of a purpose statement in the legislation 

 
 Agree/disagree. Agree/disagree. 

Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

ff note that officials propose a range of other technical changes to the legislation 
 

gg indicate whether you require further information on these technical changes before we 
prepare the discussion document 
 
Yes/No. Yes/No. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
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hh indicate whether you wish to rename the Earthquake Commission 
 

Yes/No. Yes/No. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

Next steps 
 
ii note that we are ready to begin drafting the discussion document if you are 

comfortable with our policy proposals 
 

jj indicate whether you require any further reporting on scheme design or the proposals 
in this paper before we begin drafting the discussion document, and 
 
Yes/No. Yes/No. 
Minister Responsible for the  Associate Minister of Finance 
Earthquake Commission 
 

kk note that we would like to confirm your preferred Cabinet process and timings when we 
meet on Thursday 6 June. 

 
 
 
 
 
 
 
Steve Cantwell 
Project Leader, EQC Act Review 
 
 
 
 
 
 
Hon Gerry Brownlee 
Minister Responsible for the Earthquake Commission 
 
 
 
 
 
 
Hon Dr Jonathan Coleman 
Associate Minister of Finance 
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Treasury Report: EQC Act Review: Policy Proposals for Public 
Consultation 

Purpose of Report 

1. This report seeks decisions on proposals for change to the Earthquake Commission 
Act 1993.  The proposals in this report have been informed by your feedback on our 
initial policy paper in January 2013 (T2012/3048 refers) and by two rounds of 
consultation with the insurance industry.  If you agree, the proposals will be included in 
a public discussion document for release in the second half of 2013. 

Policy approach 

2. The Government has set four objectives for the review of the EQC Act: 
 

• Support the contribution of a well-functioning insurance industry to economic 
growth opportunities in New Zealand. 

 
• Minimise the fiscal risk to the Crown associated with private property damage in 

natural disasters. 
 
• Support an efficient approach to the overall management of natural disaster risk 

and recovery. 
 
• Minimise the potential for property-owners to experience socially-unacceptable 

distress and loss in the event of a natural disaster. 
 

3. Our approach to developing proposals that address those objectives is based on three 
general principles. 

 
Building off the existing scheme 
 
4. We have examined alternative approaches to structuring the scheme, such as co-

insurance and reinsurance.  These alternatives are not demonstrably better, and do not 
necessarily address the Government’s specific interests.  In our view, many of the 
problems encountered in the Canterbury experience can be resolved through reform of 
the existing scheme, rather than wholesale change.  Our proposals therefore amount to 
an improvement of the status quo, rather than a radically new approach.   
 

5. Few stakeholders have expressed a desire for wholesale change.  Instead, most have 
pointed out that they now understand the major challenges created by the EQC 
scheme, whereas the introduction of a new approach would create a new set of 
unanticipated challenges to crystallise in the next disaster.  We agree there is a strong 
argument for building off a tried and tested scheme. 

 
Smoothing and simplifying boundaries 
 
6. Many of the challenges in Canterbury relate to boundary issues, such as the boundary 

between building and land cover, and the boundary between claims handling by EQC 
and private insurers.  These boundaries have become sources of dispute and delay, 
and have impeded the ability of all parties to move ahead with the residential rebuild as 
quickly as they would have liked. 
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7. Our proposals aim to smooth away difficult boundaries, by introducing clearer 
definitions or guidance, allowing for processes to facilitate resolution before the next 
disaster occurs, or by removing some boundaries altogether. 

 
Keeping the scheme up-to-date 

 
8. One of the major problems with the current scheme is that there has been no incentive 

for policymakers to review policy settings as time has passed.  As a result, key aspects 
of the scheme, such as the value of the levy, have become increasingly outdated. 
 

9. We think the legislation should establish institutional arrangements that allow and 
encourage policymakers to adjust the scheme as conditions change.  We propose to 
establish principles that will guide decision-making on matters such as risk financing 
and pricing, and also require periodic review of key scheme parameters. 

 
10. This means the initial phase of legislative review will need to be followed by a second 

phase of operational policy development, as the principles established in the legislation 
are translated into specific arrangements in areas such as pricing and financing. 

What should EQC insure? 

EQC should insure residential buildings against disaster damage 
 
11. You have previously indicated your preference for EQC to insure residential buildings, 

and exit from the provision of residential contents insurance.  This means EQC will 
continue to exclude non-residential property and bare residential land.   
 

12. Stakeholders (including community groups) appear to be comfortable with an EQC exit 
from contents.  Insurers are willing and able to assume EQC’s contents exposure. 
 

13. EQC’s exit from contents is likely to result in higher contents premiums for consumers.  
The EQC contents levy is currently $30.  One insurer has estimated that their average 
premium will increase by about 20% ($135 per policy) if they assume EQC’s contents 
exposure.  We expect the actual increase in premiums to be less than this: Aon 
Benfield has modelled the average price of a risk-based levy for EQC’s existing 
contents exposure to be only $18, which is substantially less than the existing contents 
levy. 
 

14. Regardless of the potential for premium increases, we support EQC exit from contents.  
The main reason relates to organisational focus and prioritisation during a disaster.  
Exit from contents will allow EQC to focus on its core housing responsibilities after a 
disaster, and partially offset the extra risks the Crown will assume through increases in 
its other exposures. 

 
Recommendations: 
 
Agree that EQC will continue to insure residential buildings. 
Agree that EQC will continue to exclude non-residential property and bare residential land. 
Agree that EQC will exit from the provision of residential contents insurance. 

 
Separate cover and caps for residential buildings and land create a difficult boundary 
 
15. The EQC scheme is unique in its provision of separate land cover.  Land is not 

insurable in comparator jurisdictions, such as Australia, Japan and California, either by 
private or public insurers. 
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16. The existence of separate land cover has complicated the residential rebuild in 
Canterbury.  The separation between building and site works creates an artificial 
boundary in the claims handling process.  Instead of focusing on the most cost-
effective approach to reinstatement (which will require some mix of building and site 
works), the existence of two caps creates an incentive for parties to game the caps in 
order to minimise their respective exposures.  This incentive is unavoidable in any 
circumstance in which separate land cover is retained. 

 
17. The way the current Act establishes land cover is also problematic.  The provisions in 

the Act are needlessly complex, while the derivation of the area and maximum value of 
cover can result in unintentionally unfair outcomes in some cases.  Key concepts, such 
as what constitutes land damage and what standard of reinstatement is necessary to 
satisfy EQC’s obligations, are unclear and require revision. 

 
The Government’s interest in land is to support the reinstatement of the building 
 
18. Starting afresh, we suggest the Government has two main interests with regard to land: 

 
• If it is feasible and efficient to repair or rebuild the residential building, the scheme 

should ensure sufficient financial resources are available to help meet the costs 
of any land remediation, stabilisation or debris removal necessary to allow: 

 
i. the repair or rebuild of the residential building to proceed 

 
ii. reasonable access to the residential building site, and 

 
iii. the connection of essential services. 

 
• If the land is a total loss, the scheme should ensure financial resources are 

available to help the homeowner purchase an adequate replacement home 
elsewhere. 

 
19. In other words, we think the Government’s interest in land is motivated by its interest in 

restoring housing after a disaster.  We do not see any obvious public policy interest in 
repairing land damage for its own sake. 

 
20. This characterisation of the Government’s interest in land matches what we understand 

to be the original intent of land cover.  The introduction of land cover was motivated by 
the experience of the Abbotsford landslide in 1979, which caused the total loss of a 
residential area and prevented residents from rebuilding on the same site.  The current 
design of land cover also bears a loose relation to the building platform of a house. 

 
21. Over time, the vague provisions relating to land cover in the Act have allowed for liberal 

interpretations of the scope of cover.  EQC land payments now often go to matters 
beyond what is necessary to reinstate or replace damaged residential buildings.  We 
think the scope of land cover needs to be clarified to ensure that EQC only pays for 
what is actually necessary to achieve the Government’s core interests.   

 
Recommendation: 
 
Agree that the Government’s interest in land is to support the reinstatement or replacement 
of residential buildings, not to repair land damage for its own sake. 
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We have developed three options for dealing with land damage in the future 
 
22. Based on our characterisation of the Government’s interest in land, and bearing in 

mind the problems caused by the existence of separate building and land caps, we 
have developed three options for change to land cover.  These options are 
summarised in the following table: 

 
 

Option 1 
 Improved status quo 

 

 
Option 2 

Single reinstatement cap 

 
Option 3 

Hybrid option 

• Retain separate building & 
land caps. 

• Simpler, fairer formula for 
area & value of cover. 

• Reinstatement cap includes 
all building & site works 
needed to reinstate or 
replace the residential 
building, the access way & 
essential services. 

• Total loss top-up cover to 
allow the landowner to 
purchase a new home 
elsewhere if the land is a 
total loss. 

• Reinstatement cap includes 
all building & site works 
needed to reinstate or 
replace the residential 
building, the access way & 
essential services. 

• Total loss top-up cover if the 
land is a total loss to allow 
the landowner to purchase 
a new home elsewhere. 

• Separate, limited cover for 
land damage that does not 
affect ability to replace or 
reinstate the residential 
building (e.g. damage to 
garden). 

Treatment of land 
• Land cover will only 

respond to land damage 
that affects ability to 
reinstate or replace the 
residential building. 

• Reinstatement cap will only 
respond to land damage 
that affects ability to 
reinstate or replace the 
residential building. 

• Reinstatement cap & land 
cover will together respond 
to land damage across the 
landholding. 

Value of cover 
• Dollar cap on building 

cover. 
• Dollar & square metre cap 

on land cover. 
• For a residential building 

containing multiple units, 
the total value of cover will 
be derived by multiplying 
the number of units by the 
dollar cap. 

• Dollar cap on building 
reinstatement & top-up 
cover. 

• Dollar cap on building 
reinstatement & top-up 
cover. 

• Dollar & square metre cap 
on land cover. 

Standard of reinstatement 
• Replacement of residential 

building to an ‘as new’ 
standard. 

• Land will not be improved 
beyond pre-event condition. 

• Replacement of residential 
building to an ‘as new’ 
standard. 

• Replacement of residential 
building to an ‘as new’ 
standard. 

• Land will not be improved 
beyond pre-event condition. 

Key changes from status quo 
• Land cover focussed on 

what is needed to support 
reinstatement of building. 

• Simpler, fairer formula for 
setting maximum area & 
value of land cover. 

• Building cover includes any 
necessary site works. 

• No separate land cover – 
land damage only repaired 
to extent necessary to 
efficiently reinstate building. 

• Building cover includes any 
necessary site works. 

• Separate limited land cover 
for non-building related land 
repairs 
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• Introduction of specified 
dollar caps on value of land 
cover. 

• Separate top-up payment in 
event of total loss (i.e. if 
building cannot be rebuilt on 
site). 

• Separate top-up payment in 
event of total loss (i.e. if 
building cannot be rebuilt on 
site). 

 
We propose to remove separate land cover and introduce a single reinstatement cap 
 
23. From a policy perspective, our preference is to remove separate land cover and 

introduce a single reinstatement cap in its place (option 2).  The introduction of a single 
cap will align EQC cover more closely with the Government’s goal of reinstating 
housing.  It will also streamline the claims handling process by removing the awkward 
boundary between building and site works, and by aligning the insurance process for 
residential property with the approach taken for non-residential property. 

 
There are two major design implications of a single cap:  

• Firstly, in cases where there is extensive land damage, a greater proportion of the cap 
may be consumed by site or foundation works, reducing the proportion of the cap 
available for ‘above-ground’ building works.   

• Secondly, some of the land damage currently covered by EQC will no longer be covered 
unless it affects the reinstatement or replacement of the residential building itself.   

We think these implications are more than outweighed by the single cap’s ability to 
streamline claims handling and reduce the potential for disputes between EQC and insurers. 
 
24. Our second preference is to improve the status quo (option 1).  There are opportunities 

to improve the way land cover currently works, and to remove some of the complexity 
and unfairness from the current arrangements.  Option 1 will impose lower transition 
costs because it builds off arrangements with which industry participants and 
homeowners are familiar (or will be once the disputes arising from Canterbury are 
resolved).  It is not our preferred option, however, because the boundary between land 
and foundation works remains difficult to define and is likely to be subject to dispute in 
future events, regardless of any changes made in this review. 
 

25. We do not recommend the introduction of option 3 (a hybrid option combining a single 
cap for the building with residual land cover for the rest of the landholding).  This option 
is complex and is likely to be subject to ‘scope creep’ because it will be hard to set 
robust limits on the area of land covered.  Our experience during industry consultation 
also suggests that many stakeholders will find this option hard to understand. 

 
Introducing a single cap will require a review of the perils covered by EQC 
 
26. EQC currently insures against building and land damage caused by earthquake, 

natural landslip, volcanic eruption, hydrothermal activity, and tsunami; land damage 
caused by storm and flood; and fire damage caused by any of these perils.  If you 
agree to the single cap, you will need to review the list of perils covered by EQC. 
 

27. This is because private insurers are currently responsible for building damage from 
storm and flood damage.  A single cap that includes storm and flood damage will shift 
the building liability they previously covered onto EQC and the Crown’s balance sheet. 

 
28. There is no need for EQC to be involved in storm and flood cover so long as insurers 

are happy to carry this exposure, and there are no political economy risks associated 
with private provision.  We propose that EQC exit from storm and flood. 
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29. EQC does not break out the costs of storm and flood cover in its financial reporting.  

These costs are included with its landslide exposures.  To give you an indication of the 
potential exposure, the table below shows the costs of land claims for storm, flood and 
landslide over the five years before the Canterbury earthquakes: 

 
Year $ million 
2005 26.8
2006 18.3
2007 20.0
2008 28.4
2009 9.3

 
30. We suggest you only contemplate exit from storm and flood if you are confident that the 

Government will be able to resist future demands for aid from landowners affected by 
these perils (beyond what is already available through existing disaster assistance 
policy).  Otherwise, exit will result in the creation of an unmanaged and unfunded 
contingent liability, in which case it would be better to retain these perils in the scheme. 

 
Most insurers oppose officials’ preferred option – the introduction of a single cap 
 
31. We expect the introduction of a single cap (option 2) to meet with strong opposition 

from most insurers.  During industry consultation on the options, 
 indicated that they preferred a single cap on the basis that it would 

remove operational complexity and was aligned more clearly with the goal of 
reinstating housing.  Most insurers, however, expressed intense opposition to the 
introduction of a single cap.  These insurers advanced the following arguments for their 
opposition (with officials’ comments in italics): 

 
• Some insurers are not interested in a single cap because they do not have the 

capability or interest to deal with land damage.  
 

Officials’ comment:  Insurers already pay for site works when they repair and 
rebuild buildings that are not insured by EQC.  Our preferred option aligns EQC 
cover with standard industry practice. 

 
• Some insurers argue that a single cap would create a high degree of pricing 

uncertainty as it would be difficult to model the proportion of the cap that would 
be consumed by site and/or foundation works.  Insurers would therefore have 
less certainty about the size of EQC’s contribution to building reinstatement 
costs.  

 
Officials’ comment:  It is difficult to judge how much the positional statements 
made during consultation will translate into market outcomes.  Even under the 
status quo, however, we expect insurers to shift to more differentiated pricing 
over time based on land risks. (Land characteristics greatly affect building 
damage, so buildings on risky land will pay higher premiums.)  We expect the 
single cap to exacerbate those pressures. 

 
• Some insurers raised concerns about the interplay between a single cap and sum 

insured policies.  They thought it would be difficult for homeowners to assess 
land risks when selecting a sum insured for their policies.  As a result, there 
would be some circumstances in which, depending on the extent of land damage 
and the size of the sum insured, there would not be enough funding from the 
single cap and private top-up cover to reinstate the insured residential building.   

 

 

 

[25]
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Officials’ comment:  The transfer of residual risk to homeowners is an 
unavoidable implication of private insurers’ own shift to sum insured policies, 
regardless of the treatment of land cover. 

 
32. The position of the insurers opposed to a single cap is clearly motivated by the 

prevalence and cost of land damage in Canterbury.  They are seeking to reduce their 
exposure to a risk they had not previously considered, and see the retention of 
separate land cover (option 1) as the best way to leave this risk with the Crown. 
 

33. In the long run, we see no reason why the domestic insurance market could not adjust 
around the introduction of a single cap.  Our conversations with reinsurance market 
participants indicate that the inclusion of site works in residential building cover is a 
standard feature of other insurance markets around the world.  It is the existence of 
separate land cover that makes New Zealand an outlier.  Careful communications will 
help reinsurance market participants adapt to the new approach. 
 

34. In the short run, however, there will be intense and probably public opposition from 
most insurers.  This will affect domestic and international perceptions of the New 
Zealand insurance market.  There may also be predictions of, or actual, market 
disruption.  During industry consultation, some insurers went so far as to suggest that 
the introduction of a single cap might cause them to withdraw from areas of the country 
subject to heightened land risk (e.g. Christchurch).   
 

35. Since the Canterbury earthquakes, the Government has made significant efforts to 
calm and settle insurance markets.  You will therefore need to decide whether the long-
term claims handling benefits associated with the introduction of a single cap outweigh 
the short-term market disruption that introduction is likely to create. 

 
Recommendation: 
 
Agree to replace separate building and land cover with a single reinstatement cap for 
buildings (including site works) and a total loss top-up cap. 
Agree that EQC will exit from the provision of storm and flood cover for land. 

How should the liability be structured? 

EQC should continue to take the first loss 
 
36. Whichever approach is taken to land, we propose that EQC continue to operate on a 

first loss basis.  A first loss approach responds simply and effectively to Government’s 
interest in re-establishing a basic, adequate standard of housing after a disaster, and 
affords the Government the greatest degree of control over its objectives.  First loss is 
also the only approach that matches your preference for EQC to retain the possibility of 
handling claims in future events.  (A separate land exposure would need to operate on 
a first loss basis, in any case, because private insurers do not offer separate land 
cover.) 

 
37. We have previously identified co-insurance and reinsurance as alternative approaches 

to structuring the liability (T2012/3048 refers).  Following consultation with industry, our 
judgement is that co-insurance is not a feasible option at this time.  The successful 
implementation of a co-insurance scheme would require insurers to both increase their 
residential exposure and accept EQC terms and conditions.  Neither of these 
conditions can be met in current market conditions. 
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38. We also advise against the introduction of a reinsurance pool.  Reinsurance pools are 
complex to design and operate.  A successful Government-backed reinsurance pool 
will require a significant level of Government oversight and control of private insurance 
policies to ensure the outcomes delivered by the pool are consistent with the 
Government’s core interests.  For this reason, a reinsurance pool does not seem to 
offer a demonstrably better alternative to the current first loss scheme. 

 
39. We can provide you with further information about the advantages and disadvantages 

of coinsurance schemes and reinsurance pools at your request. 

How much cover should EQC offer? 

EQC’s exposure should increase, but the right amount is a judgement call 
 

40. The EQC scheme needs to be large enough to channel and constrain demands for 
assistance from homeowners after a disaster.  Setting the size of the cap therefore 
requires a judgement reflecting technical, market and political considerations.   
 

41. Generally, an increase in the size of the cap will increase the direct cost of the scheme, 
but reduce the implicit risks associated with the disaster liability (notably the risks of 
unfunded extensions to the scheme following a disaster, and of recovery delays due to 
claims handling frictions between EQC and private insurers). 

 
42. You have indicated that you want the EQC scheme to support high rates of disaster 

insurance penetration across New Zealand, including in higher-risk areas, and that you 
also want EQC to maintain a substantial interest in claims handling operations.  We 
have used your preferences to shape our analysis.  Achieving these outcomes will 
require a higher cap, and an increase in EQC’s exposure, relative to the status quo. 

 

Note:  In the following sections, we have developed recommendations for the reinstatement 
cap and total loss top-up cover based on technical and market considerations.  We can 
provide you with suggested values for separate building and land caps at your request. 
 
Building costs will influence the level of the reinstatement cap 
 
43. The reinstatement cap is intended to meet the costs of reinstating or replacing a ‘basic, 

adequate’ house, including any necessary site works.  A consideration of standard 
building rates can help to quantify the Government’s interest in the cap. 
 

44. We have used the estimated building costs published by the Ministry for Business, 
Innovation and Employment (MBIE) to assess the costs of building a basic group 
house.  The latest rates (published in January 2013) indicate such a house could be 
built for an average cost of approximately $180,000 (excl. GST).  The estimated costs 
vary little by region, but MBIE assesses the concentration of Christchurch earthquake 
rebuild work to result in a 10% to 20% price premium over the standard rate.  
 

45. Adjusting the existing building cap by inflation results in a similar outcome.  The 2012 
dollar value of the current $100,000 cap, adjusted by the PPI construction output, is 
approximately $170,000 (excl. GST).  A consideration of building costs therefore 
suggests a figure of $200,000 (excl. GST) could be appropriate. 
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There will also need to be some allowance for additional site and foundation works 

 
46. Setting the reinstatement cap also requires an allowance for the costs of any site and 

foundation works that would have previously been paid for by separate land cover.  
Assessing an appropriate margin is not a simple task, for the following reasons: 
 
• There are severe modelling limitations relating to land damage and building 

damage caused or exacerbated by land damage.  EQC’s proprietary catastrophe 
model (Minerva) includes a land component but it is a stop-gap and does not 
generate robust results. 

 
• The introduction of a reinstatement cap will change the basis of land cover from 

an entitlement based on area (the eight-metre rule) to an entitlement based on 
outcomes (whatever it takes to reinstate the building, subject to a dollar cap).  
This means historical losses are not necessarily a good guide for future losses. 

 
• The Canterbury experience of widespread urban land damage is unique, and it is 

not over yet.  We still do not have complete information about the costs of 
different types of land damage and different remediation techniques. 

 
47. Nevertheless, we can use the following approaches to estimate a margin for site and 

foundation works: 
 

• The first is a consideration of foundation and ground treatment costs.  MBIE has 
commissioned independent costings of additional foundation techniques in TC2 
and TC3 areas in Canterbury.  These techniques increase the cost of foundation 
works by $2,000 to $55,000 per house (excl. GST). 

 
It is important to keep these costs in perspective.  There are 28,000 properties on TC3 land 
in Canterbury (out of a total of 171,000 residential properties subject to an earthquake 
insurance claim), but only those with foundation damage, or whose owners wish to construct 
additions to their home, will need to consider stronger foundation systems.   

Moreover, these techniques were developed to respond to specific types of land damage that 
occurred following extensive liquefaction.  The mix of risk factors differs in other areas.  (The 
major land hazards in Wellington, for example, are rockfall and landslide.)  The experience of 
land damage in Canterbury is not likely to be representative of future risks to the scheme.  

 
• The historical experience also provides some guidance (albeit with serious 

caveats).  We have reviewed the value of claims paid by EQC in the ten years 
before the Canterbury earthquakes.  94% of these claims had a value of less 
than $50,000, while 85% had a value of less than $20,000.  On a business-as-
usual basis, then, the size of the average land exposure does not appear to be 
great. 

 
48. These two approaches suggest a margin of $50,000 will meet the cost of substantial 

site and foundation works.  Since serious land damage is rare, this means EQC will, in 
practice, end up assuming a greater proportion of the above-ground building works in 
most cases.  The implication of this on a portfolio basis is that it would probably be 
desirable to include a lower margin for site and foundation works, but a higher margin 
will be easier to communicate to stakeholders and more likely to assuage insurer 
concerns about the operation of the single reinstatement cap.  We think the generous 
margin of $50,000 is worth applying if it removes the recovery delays caused by the 
frictions between EQC building and land cover. 
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A higher cap will reduce the total cost of insurance for policyholders 
 
49. Market considerations should also inform the size of the cap.  EQC provides a block of 

low-cost capacity to the residential insurance market.  It can do so for two reasons: 
 

• EQC does not need to hold capital to fund disaster claims in advance.  If EQC 
does not accumulate enough capital to cover claims, it can call upon the wider 
Crown to fund the deficit.  This allows EQC to ignore fluctuations in reinsurance 
markets and charge a rate based on, or at least closer to, long-term expected 
losses. 

 
• EQC can resist market pressure to price on a granular basis or (at the limit) to 

exit from higher-risk areas altogether. This means EQC can maintain ongoing 
exposures in higher-risk areas, as well as charge lower prices in those areas than 
would otherwise be the case in a purely private market. 

 
50. As the cap increases, the proportion of the exposure carried by private insurers will 

reduce, and it is likely that the total cost of insurance for policyholders will reduce also.  
However, a reduction in private exposures will not result in a proportionate reduction in 
private premiums.  This is due to a number of factors, including floors on the minimum 
cost of private reinsurance capacity (‘minimum rates on line’) and the impact of a 
reduction in premium revenue on insurer cost structures. 
 

51. During consultation, insurers expressed a range of views about the appropriate level of 
the cap from their perspective.  Two small insurers suggested EQC should exit 
altogether from building cover.  However, most insurers thought a building cap of 
$150,000 - $250,000 (excl. GST) would be desirable, on the basis that it would support 
higher rates of insurance penetration by reducing the total cost per policy and the 
volatility of pricing.  Some of the insurers opposed to the single reinstatement cap 
indicated they might find it more acceptable if the cap is raised to a much higher level. 

 
A higher cap creates a bigger liability for EQC but fewer over-cap claims 
 
52. We have been unable to model the liability associated with a reinstatement cap due to 

modelling limitations for land damage and building damage caused by or exacerbated 
by land damage.  Instead, we have used Minerva to model increases to the current 
building cap to give you an indication of the impact of your choices on the total liability. 
 

53. This modelling indicates that decisions about cap numbers up to $200,000 will have a 
far greater impact on the total liability than increases beyond $200,000.  Increasing the 
cap to $200,000 will increase the average annual loss associated with the building 
liability from $82 million to $93 million per annum; introducing uncapped building cover 
will only increase the average annual building loss by a further $3 million per annum. 

 
54. At the current building cap, EQC takes 85% of the average annual loss.  Increasing the 

building cap to $200,000 increases that to 96%.  Conversely, the private insurer share 
of the loss reduces from the current 15% to 4%. 
 

55. These figures become more meaningful in the context of a simulated event.  We have 
modelled the impact of a Mw7.5 Wellington earthquake on the basis of the current 
terms and conditions of cover.  The modelling demonstrates the flattening curve of the 
liability above a $200,000 cap: 
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56. The increase in the cap will reduce the number of over-cap claims and the financial 

interest of private insurers in the residential rebuild.  The following chart shows how the 
size of the cap changes the number of over-cap claims.  By way of comparison, 
approximately 30,000 properties are subject to over-cap building claims in Canterbury. 
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57. An increase in the cap to $200,000 will reduce the percentage of modelled over-cap 

building claims from 13% to 5% (at the 50% confidence level) or from 28% to 10% (at 
the 95% confidence level).  Further increases to the cap result in incremental 
reductions in the number of over-cap claims. 

 
A reinstatement cap of $250,000 (excl. GST) seems reasonable 
 
58. Taking these considerations together, our view is that a figure of $250,000 (excl. GST) 

represents an appropriate and defensible position for the reinstatement cap.  As this is 
likely to account for almost all of the losses, it may be tempting to increase the cap 
substantially, or introduce uncapped cover and take all of the loss.  We advise against 
such an increase in the cap for two reasons: 

 
• There are inherent uncertainties involved in modelling long-tail risks such as 

natural disasters.  We strongly recommend you take a cautious approach when 
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deciding on the extent to which the Crown’s balance sheet should be directly 
exposed to volatility through the EQC scheme. 

 
• There is option value in retaining a footprint of private insurer involvement in the 

residential disaster market.  This will allow private insurers to more readily 
increase their exposures, if market conditions permit, in the future.  Increasing the 
cap too far will push insurers out of the market as the remaining premium pool 
becomes too small to support profitable involvement.  Some insurers suggested 
this might start to occur if the EQC building cap is raised beyond $250,000. 

 
59. Our recommendation for a cap of $250,000 assumes our recommendation of a more 

robust pricing framework, discussed later in this report, is adopted.  If the scheme does 
not fund its own risks, the case for a lower cap strengthens.  

 
Considerations of land value suggest a total loss top-up cap of $220,000 (excl. GST) 
 
60. Total loss top-up cover will provide a homeowner with an additional payment that will 

allow them to purchase a new home elsewhere if it is not possible or practicable to 
replace or reinstate the residential building on the same landholding.  This means the 
value of top-up cover should align with some consideration of land values. 
 

61. We cannot provide reliable estimates of the size or impact of this liability due to 
limitations in data and modelling capacity.  In the absence of robust modelling, a 
consideration of the distribution of land value may help provide a guide on an 
appropriate dollar cap for land cover (although the absence of good information on this 
liability constitutes a strong argument for setting as low a cap as possible).   

 
62. The chart below shows the distribution of 2012 land values for residential sections 

across New Zealand.  (This data has been extracted from Minerva.  We have excluded 
Christchurch due to data difficulties caused by the earthquakes, but its pre-quake price 
pattern was similar to Wellington.) 
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63. A land value of $250,000 will cover the full value of almost 75% of sections in New 
Zealand, more than 80% of sections in Wellington, and just under 50% of sections in 
Auckland.  This seems to us like a defensible position.  Excluding GST, this will 
translate into a total loss top-up cap of approximately $220,000.  If you wish the cap to 
cover 75% of Auckland sections, it will need to be $390,000 ($340,000 excl. GST).   
 

64. We have considered introducing regional caps to reflect the differences in land values 
around the country, but have decided against them.  There are two main reasons why.  
Firstly, regional caps will create significant fairness problems for homeowners living on 
either side of the boundary, wherever that boundary is set.  Secondly, regional caps 
only respond to variances between regions, but there can be substantial variations 
within regions as well. 
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65. Since any approach to setting a land cap will create some type of fairness or boundary 

problem for someone, our preference is to adopt the simplest approach – a single 
dollar cap applicable anywhere in New Zealand. 

 
We judge that the Crown’s balance sheet can absorb the changes 
 
66. Our proposals will have the following impact on the Crown’s balance sheet: 

 
• The contents liability will disappear, along with the corresponding revenues from 

the contents levy.  This change will reduce some of the tail risk volatility faced by 
the Crown, but the contents liability is not significant relative to the size of the 
Crown’s overall balance sheet. 

 
• The poorly-defined and essentially uncapped land liability will disappear, 

removing a major source of risk and volatility.  As there are currently no revenues 
associated with the land liability (land cover is unpriced), the Crown’s balance 
sheet will be left in an unambiguously stronger position following this change. 

 
• The building liability will increase, potentially by several billion dollars in a major 

Wellington earthquake.  The corresponding levy revenues will also increase. 
 
67. The total EQC liability is sizeable but not overwhelming in the context of the Crown’s 

overall balance sheet (with total Crown assets of $250 billion).  Also, the net increase in 
the EQC liability is not substantial relative to the existing liability.  We judge that the 
Crown’s balance sheet can absorb the changes, particularly if the scheme funds its 
own risks, as we propose later in this report. 

 
Recommendations: 
 
Agree to a reinstatement cap of $250,000 + GST. 
Agree to a total loss top-up cap of $220,000 + GST. 
 
The excesses require revision 
 
68. The Act currently sets the excesses as follows: 
 

Residential building: $200 multiplied by the number of dwellings in the building, or 1% 
of the amount payable under the Act. 
 
Residential land: $500 multiplied by the number of dwellings in the residential building 
on the land, or 10% of the amount payable under the Act, whichever is the greater, to a 
maximum of $5,000. 

 
69. These provisions are needlessly complex, especially when EQC is dealing with large 

numbers of claims in the context of a major disaster.  We propose to replace the 
current approach with a specified dollar value excess. 
 

70. In determining the value of the excess, a balance must be struck between 
administrative efficiency, social acceptability and disaster recovery concerns.  A higher 
excess will reduce the number of low-value claims and allow EQC to focus on more 
serious damage.  But if the excess is set too high for efficiency reasons and 
homeowners face what are considered to be unreasonable losses after a disaster, or 
cannot afford necessary repairs, there is likely to be political pressure to reduce the 
excess after a disaster, increasing the level of unanticipated costs facing EQC. 
 

 

 



T2013/1128 : EQC Act Review: Policy Proposals for Public Consultation Page 22 
 

71. Decisions on what constitutes an ‘unreasonable’ loss ultimately require a political 
judgement, but this judgement can be informed by some of the measures available to 
assess the resilience of households to financial shocks.  One common measure is the 
ability of a household to meet basic expenses for a period of months without any 
income. The Commission for Financial Literacy and Retirement Income uses a 
benchmark of three months of income. 
 

72. Homeowners will experience a range of costs following a disaster. They also face the 
risk of losing employment and income. Even if we assume that a reasonable proportion 
of homeowners can meet their living expenses for a period of three months, those 
resources must be sufficient to manage both the EQC excess and the other costs. 
Altogether, an excess greater than several thousand dollars is likely to impose 
increasingly difficult levels of financial distress on many homeowners. 
 

73. We have modelled the impact of changes to the excess on the number of building 
claims, under current terms and conditions, in the Wellington reference event: 

 

Building  
excess 

Reduction in building claim 
numbers from status quo 

50% level of 
confidence 

95% level of 
confidence 

$1000 5% 4%
$2000  10% 6%
$5000 18% 11%

 
74. We propose to introduce a $2000 excess for the reinstatement cap.  There will be no 

excess for top-up cover because there is no repair component to top-up cover, so an 
excess is unnecessary. 

 
Recommendation: 
 
Agree to a flat-rate reinstatement excess of $2000, irrespective of claim size. 

Other features of cover 

EQC cover should reinstate after each event 
 
75. We propose that EQC cover continue to reinstate in full after every event.  Insurers 

support this proposal because it reduces the liability they face.  It is also consistent with 
private insurer practice. 

 
76. We have considered alternative options to the treatment of multiple events (such as the 

introduction of a maximum entitlement for a defined period of time or the life of the 
underlying insurance policy), but these alternatives will be complex to administer and 
are likely to create fairness problems. 

 
Recommendation: 
 
Agree that EQC cover will reinstate in full after every event. 
 
The main parameters of cover should be adjusted periodically by policy review 
 
77. We propose to require review of the caps and excesses at least every 5 years.  

Regular adjustment will ensure that any major change to the real value of cover 
represents deliberate policy decisions rather than the cumulative impact of neglect. 
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78. We advise against annual change to the caps and excesses.  Judging the appropriate 
size of the caps and excesses is not simply a technical exercise.  It also requires 
market judgements about the state of insurance markets, and political judgements 
about the role of the state in making good private losses, the proportions in which 
private losses should be shared between homeowners, insurers and the Crown, and 
the appropriate management of the Crown’s balance sheet.  These judgements point 
towards the use of a formal policy review rather than an automatic indexation process. 
 

79. Change will impose costs on Government, insurers, reinsurers and homeowners.  For 
this reason, adjustment on a less frequent basis is desirable, especially in the context 
of a low inflation environment in which the real value of cover is unlikely to erode 
quickly.  On this basis, a maximum period of 5 years between reviews would appear to 
be reasonable. 

 
Recommendation: 
 
Agree that the legislation will require review of the caps and excess at least every 5 years. 

How much should EQC cover cost? 

The revenue from the scheme should meet its costs 
 
80. You have indicated that you want the scheme to meet its costs, and that you are 

concerned that future governments may be tempted to under-price the levy.  We agree 
with your concerns.  We therefore propose that the legislation require the aggregate 
revenue from the levy to be sufficient over time to fully compensate the Crown for the 
costs and risks imposed on the Crown by the scheme. 
 

81. We have commissioned Aon Benfield to use this approach to price EQC building cover 
under current terms and conditions for indicative purposes.  The resulting estimated 
flat-rate EQC levy for buildings is approximately $147 per annum on average, as 
compared to a maximum levy of $150 under current terms and conditions.  The 
estimated flat-rate levy for a $250,000 building exposure (which approximates but is 
not directly comparable to our proposed single reinstatement cap) is $168 on average.  
Our proposed approach thus appears unlikely to result in a substantial price shock. 
 

82. There may be some occasions when the Government decides it is not appropriate to 
price on a risk-adjusted basis.  For example, there may be a step change in the level of 
pricing when the underlying catastrophe model is updated or replaced, and the 
Government might wish to phase the pricing changes in over time. 
 

83. We propose that the legislation allow the Minister to depart from the pricing principle 
stated above, subject to transparency disciplines regarding the reason for departure 
and the intention to return to this principle over time.  This approach follows the 
principles of responsible fiscal management established in the Public Finance Act. 

 
Recommendations: 
 
Agree that the legislation will require the aggregate levy revenue to be sufficient over time to 
fully compensate the Crown for the costs and risks imposed on the Crown by the scheme. 
Agree that the legislation will allow Ministers to depart from this principle, subject to 
transparency disciplines regarding the reason for departure and the intention to return to this 
principle over time. 
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EQC should price on the basis of a single national price of risk 
 
84. While the scheme as a whole should meet its costs, there are secondary decisions 

about how these costs should be distributed across individual homeowners.  The 
relevant design choice relates to the ‘granularity’ of the pricing mechanism: the level at 
which risk is classified, assessed and priced.  At one extreme, the pricing mechanism 
could establish a single national price of risk; alternatively the mechanism could 
establish prices on a geographical basis (using units such as hazard zones or local 
authority boundaries) or on a house-by-house basis (using specific risk factors such as 
age of building or underlying soil types). 
 

85. We have commissioned Aon Benfield to price the existing EQC building exposure for 
earthquakes on a regional basis.  The results (using the long-term risk assessments 
that applied before the Canterbury earthquakes) are as follows: 
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86. The Act currently permits but does not require differentiated premiums.  We propose to 
retain an enabling approach in the legislation, but advise against the introduction of 
risk-differentiated premiums at this time.  Our reasons are as follows: 

 
• The current state of catastrophe modelling does not permit comprehensive 

pricing on an all-perils basis.  Earthquakes are the only perils covered by EQC 
that are modelled with any degree of sophistication.  There are gaps in modelling 
for land risks, as well as for building damage from the non-earthquake perils 
covered by EQC.  This is due to gaps in data and scientific understanding and 
also a lack of demand for the modelling of these risks in other jurisdictions.  
These conditions are unlikely to change in the short term. 
 
The gaps in modelling are important because of their impact on the pricing 
incentives facing homeowners.  To the extent that insurance pricing influences 
homeowner behaviour on how much to mitigate risk and where to locate, the 
introduction of premiums differentiated on earthquake risk alone may have the 
perverse effect of driving homeowners from areas where risk is well-modelled 
and insurance costs more (e.g. Wellington for earthquake risk, Christchurch for 
land vulnerability) to areas where risks are not modelled and insurance costs less 
than it otherwise would (e.g. Auckland for volcano risk and land vulnerability). 

 

 



T2013/1128 : EQC Act Review: Policy Proposals for Public Consultation Page 25 
 

 
• Risk-differentiated premiums may compromise the political economy goals of the 

scheme.  Our earthquake modelling suggests risk-differentiated pricing will result 
in significant increases in premiums in hazard-prone regions such as Wellington.  
The experience in other countries suggests homeowners faced with significant 
increases in insurance prices will choose not to insure and instead seek 
assistance from the Government after a disaster.  This would aggravate the very 
problem the EQC scheme is intended to manage.  

 
Risk-differentiated premiums may also create political economy challenges if an 
ostensibly low-risk area (e.g. Auckland) makes a large claim on the fund. 

 
Recommendations: 
 
Agree that the legislation will enable but not require differentiated pricing of the levy. 
Agree that the discussion document will note the Government’s intention to continue pricing 
on the basis of a single levy. 
 
The levy should be subject to regular review 
 
87. We propose that the levy be subject to periodic review (at the same time as the caps 

and excesses).  We expect levy pricing to remain relatively stable over time if the 
Government retains a flat-rate levy.  Large shifts in pricing are only likely to result from 
model updates, which occur infrequently. 

 
Recommendation: 
 
Agree that the legislation will require review of the levy at least every 5 years (at the same 
time as the caps and excess). 

How should EQC deal with its customers? 

EQC cover should attach to private home fire insurance, as per the status quo 
 
88. We propose to retain the existing arrangements for the distribution of EQC cover.  The 

status quo has supported high rates of residential disaster insurance penetration.  
Alternative arrangements, such as the establishment of a separate retail operation or 
the use of local authority rating systems, are likely to be costly and cumbersome.  The 
use of local authorities is particularly undesirable as it will introduce an entirely new set 
of parties, without any insurance expertise, into the claims handling process. 
 

89. Insurers generally accept the retention of the status quo, although in some cases, their 
continued support for insurance attachment is conditional on decisions regarding 
claims handling, pricing and the configuration of land cover.  All insurers have been 
careful to distinguish their position on the EQC levy from their position on the fire 
services levy, which they continue to oppose strongly. 

 
Recommendation: 
 
Agree that EQC cover will continue to attach to private home fire insurance. 
 

 

 



T2013/1128 : EQC Act Review: Policy Proposals for Public Consultation Page 26 
 

 
The Act should not constrain choices about who handles claims 

 
90. In our first round of consultation, all stakeholders argued that EQC should exit from 

claims handling.  The position emerging from the second round of consultation (with 
industry only) is more nuanced. 
 
 

91. Insurers still want to handle EQC building claims (with one notable exception) but also 
showed an increasing appreciation as consultation progressed of the challenges such 
an arrangement would create, particularly regarding Government expectations for 
service quality.  Some insurers are concerned about the stringency of any contractual 
arrangements established to protect the Government’s interests in an outsourced 
approach.  Insurers’ positions on land are even more mixed.  Some do not want to 
handle land claims at all, while others will only do so if they are comfortable with the 
terms of cover and the standard of reinstatement that emerge from the review.  
 

92. There would undoubtedly be some benefit in allocating claims handling responsibilities 
to a single party, if it were possible to do so.  In fact, the existing Act presents no 
barrier to the outsourcing of claims handling services at EQC’s discretion.  However, 
we advise against a legislative requirement for EQC to outsource claims handling 
activities to insurers for two reasons: 

 
• We cannot guarantee that EQC and the private insurers will be able to reach an 

arrangement that works for all parties.  Using legislation to force the parties 
together, even if they consider the resulting arrangements to be unworkable or 
not in their interests, would create unacceptably high risks for future claims 
handling. 

 
• Outsourcing arrangements should be able to evolve as time passes and best 

practice changes.  Enshrining a particular approach in legislation will freeze the 
arrangements in place for a period of time, creating the risk that they become 
increasingly outdated and inappropriate. 

 
93. Instead, we propose a two-step approach: 

 
• Legislative.  The Act should require EQC claims to be notified and lodged via 

claimants’ private insurers.  It should not constrain choices about who handles 
claims beyond the notification and lodgement stages. 

 
Change to the notification and lodgement requirements will have significant 
benefits for claimants, insurers and EQC.  It will remove confusion for claimants 
about whom they should contact after a disaster, and reduce costs by avoiding 
the need for EQC to cross-reference its own claims with insurer claims.  (This 
causes considerable churn between EQC and insurers as EQC must determine 
whether an EQC claimant actually has a fire insurance policy and is entitled to 
EQC cover.)  Our proposed approach will also force EQC and the private insurers 
to integrate their systems, creating an incentive for the parties to engage with 
each other before – rather than after – a disaster occurs. 

 
We have discussed this proposal with insurers.  They are uninterested, largely 
because they see claims lodging and notification as a low-skilled and low-value 
part of the claims process.  We think their view misses the point of the proposal. 
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• Contractual.  The Government could signal an expectation for EQC to work with 

insurers to see if it is possible to develop contractual arrangements for 
outsourcing that work for all parties concerned. 

 
Our conversations with insurers to date do not give us confidence that it will be 
easy to arrive at a mutually-acceptable outcome, but this approach will allow 
officials to identify and work through detailed contractual issues in a way that the 
scope and timeframes of the legislative review do not allow. 

 
94. Until any new contractual arrangements have been agreed, EQC will continue to 

handle under-cap claims.  This approach will not prevent EQC and insurers, collectively 
or individually, from developing or formalising protocols to make the existing 
arrangements work better. 

 
Recommendations: 
 
Agree that the legislation will require EQC claims to be notified and lodged via the private 
insurer that holds the underlying fire insurance policy. 
Agree that the legislation will continue to enable but not require outsourcing of claims 
handling services. 
Agree that EQC will engage with insurers following passage of the legislation to see if it is 
possible to develop claims handling outsourcing arrangements that better serve the Crown’s 
fiscal and recovery interests. 

How should EQC finance its risk? 

The Natural Disaster Fund should be retained, but reformed 
 
95. EQC currently finances its risk through a savings vehicle (the Natural Disaster Fund) 

and a programme of reinsurance purchases.  We propose to retain this approach.   
 

96. Our proposal to retain the Fund may encounter opposition from some quarters.  
Financial theory suggests the most efficient approach to financing would in fact be to 
abolish the Fund and instead finance the risk centrally.  This is because holding 
resources against a diversified portfolio of risks (rather than just natural disasters) 
would be more efficient than financing each risk separately.  
 

97. The main argument for retaining the Fund is that the existence of the Fund is likely to 
support the ongoing operation of a risk-based levy.  If the Fund did not exist, and the 
levy was instead paid directly into the Treasury, changes in the levy would probably be 
viewed as tax changes rather than changes in the price of risk.  Over time, this would 
increase the political cost of levy increases, leading to lower levies than would 
otherwise be the case, and so increasing the fiscal risk associated with the scheme. 
 

98. In our view, the fiscal benefits associated with improved risk pricing outweigh the 
financial efficiencies associated with abolishing the Fund.  This is particularly so, given 
that the Fund can be invested in Government stock, in which case it will largely achieve 
the efficiency benefits of central financing while retaining the Fund.  
 

99. The Act currently states that EQC owns the Fund.  This wording, in conjunction with a 
requirement for EQC to ‘protect’ the value of the Fund, has resulted in historical friction 
between EQC, Treasury and Ministers regarding fund investment objectives and 
investment strategy.  Such friction is unnecessary because, in economic substance, 
EQC is managing the funds on behalf of the Crown, which bears all residual risks 
through the Crown guarantee. 
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100. We propose that the legislation state that the Fund is owned by the Crown and 
managed by EQC on behalf of the Crown, in accordance with Ministerial direction and 
commercial best practice.  For accounting purposes, the liabilities associated with the 
EQC scheme will also be held centrally by the Treasury, but managed by EQC.  This 
approach will reduce the potential for friction by clarifying EQC’s role as a management 
agent of the Crown rather than an independent agent in its own right. 
 

101. A change to the ownership of the Fund will require consequential changes in several 
other areas of the Act.  In particular, the Crown guarantee fee for the Fund will become 
redundant and will need to be removed.  

 
Recommendations: 
 
Agree that the Natural Disaster Fund will be retained. 
Agree that the legislation will make it clear that the Natural Disaster Fund assets and the 
liabilities associated with the scheme are held directly by the Crown. 
Agree that EQC will manage the Natural Disaster Fund and the liabilities associated with the 
scheme on behalf of the Crown. 
 
The Act should allow for flexibility in EQC’s risk financing arrangements 

 
102. We propose to allow EQC to buy reinsurance and other risk financing instruments (e.g. 

catastrophe bonds) on behalf of the rest of the Crown, if so directed by the Minister.  
This does not mean EQC would itself insure the assets of other departments and 
agencies; instead, EQC would be able to act as an agent on their behalf.  The costs of 
these activities would be recovered from the departments and agencies concerned, 
rather than from EQC’s levy revenue. 
 

103. This is purely a facilitating provision that would allow (but not require) the wider Crown 
to take advantage of EQC’s existing risk financing relationships if Ministers saw value 
in such an approach in the future. 

 
Recommendation: 
 
Agree that the legislation will allow EQC to buy reinsurance and other risk financing 
instruments on behalf of the rest of the Crown, if so directed by Ministers.  

What roles should EQC assume? 

EQC should focus on insurance operations rather than broader recovery concerns 
 
104. One of the major questions facing the review relates to the role of EQC in a disaster 

recovery context.  We think it is desirable to establish EQC as a single purpose insurer.  
This approach recognises the fact that EQC’s key contribution to recovery is financial: it 
will provide a substantial proportion of the capital for the residential rebuild.  Setting a 
single insurance objective for EQC will aid its planning and prioritisation, and provide a 
clearer basis for EQC engagement with external stakeholders (especially reinsurers). 
 

105. Nevertheless, the reality is that future governments are likely to task EQC with recovery 
functions if it continues to handle claims, simply because it will be the primary agency 
with boots on the ground.  Also, there may well be synergies between EQC’s own 
activities and other recovery activities.  For these reasons, we do not think a legislative 
constraint on EQC’s ability to perform recovery functions is appropriate. 
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106. We propose instead to introduce a test on the Ministerial direction powers such that 

any new functions assigned to EQC must not unduly detract from its core business in 
settling residential insurance claims.  The test will require the responsible Minister to 
assess the implications for EQC of it assuming new functions when they make a 
direction.  The test is intended to discipline EQC’s involvement in new activities.  The 
Ministerial directions in Canterbury would have met the proposed test. 
 

107. Establishing EQC on this basis will only be successful if it is backed up by a clear 
expectation on other Government agencies to be ready and prepared to assume 
recovery functions that might otherwise have been delivered by EQC.  MCDEM has 
launched a statutory review of the National Civil Defence Emergency Management 
Plan, while the Minister of Civil Defence has asked officials to investigate a review of 
the legislative framework for recovery.  These two projects represent an opportunity to 
establish a clearer set of expectations across agencies about their roles in a recovery. 

 
Recommendation: 
 
Agree that the Ministerial powers of direction will be subject to a test that any new functions 
assigned to EQC must not, in the Minister’s mind, unduly detract EQC from its core business 
in settling residential insurance claims.  
 
EQC should fund research and education, but not risk mitigation activities 
 
108. We propose to retain EQC’s research and education functions.  There is a clear public 

good rationale for the Government to continue to fund research and disseminate 
information on disaster risk.  It is also appropriate for EQC to act as the Government’s 
agent in this respect, because the fact that EQC bears much of the risk resulting from 
disaster means it has a strong incentive to invest in research and information that will 
most effectively help understand risks, and where possible, how to mitigate them. 
 

109. We have examined whether it is desirable to extend the EQC mandate to allow EQC to 
fund risk mitigation works. We advise against establishing a new statutory function for 
EQC in these activities.  EQC involvement will undermine the responsibility of local 
authorities to manage the natural hazards in their jurisdictions.  It will also create a 
significant incentive for local authorities and homeowners to shift the costs of risk 
mitigation onto EQC, and may even discourage homeowners from undertaking risk 
mitigation work at their own expense.  EQC involvement in risk mitigation therefore has 
the potential to create greater problems than it solves. 
 

110. We propose instead that the legislation remain silent on risk mitigation.  This will allow 
future governments to direct EQC to engage in risk management activities, if they wish. 

 
Recommendations: 
 
Agree that EQC will retain statutory functions in research and education. 
Agree that the legislation will not establish a new statutory function for EQC in risk mitigation.
 
The broader risk management system is fragmented and uncoordinated 
 
111. EQC insurance is only part of the Government’s overall approach to managing natural 

disaster risk.  The broader risk management system includes other tools such as 
building standards, land use controls and insurance arrangements for central 
government property, local government property and non-residential private property. 
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112. The Government’s current approach to managing disaster risk is ad hoc and 

disaggregated.  Individual departments at the central government level, and local 
authorities at the local government level, make their own choices about how to manage 
the assets for which they are responsible.  Decisions on issues such as land use 
controls and building standards tend to be taken in isolation, without much regard for 
the interconnections between them. 

 
113. During consultation to date, many stakeholders have expressed concern about the 

fragmented management of disaster risk.  This issue is beyond the scope of the review, 
but you may wish to raise it with your colleagues as an area that stakeholders consider 
would benefit from a more integrated approach.  In this regard, the Treasury is 
currently exploring ways to improve risk management from a wider Crown perspective.  
This includes looking at ways to ensure the actions of individual agencies are 
consistent with what is best for the Crown as a whole. 

Technical considerations 

A new purpose section 
 
114. We propose to introduce a new purpose section to the Act.  A purpose section will aid 

interpretation of the Act by providing a clearer statement of the policy interests sitting 
behind the legislation.  For discussion document purposes, we suggest the purpose of 
the Act is to establish a Crown natural disaster insurance scheme for residential 
buildings in New Zealand that:  

 
• Supports, complements and is closely coordinated with the provision of effective 

private insurance services to the owners of residential buildings; 
• Helps to ensure sufficient private and public resources are available to restore at 

least basic, adequate homes after a disaster;  
• Supports an efficient approach to the overall management of natural disaster risk 

and recovery in New Zealand; and 
• Contributes to the effective management by the Crown of fiscal risks associated 

with natural disasters. 
 
Recommendation: 
 
Agree to the inclusion of a purpose statement in the legislation.  
 
Clarifications and revisions are needed in some areas 
 
115. We think the Act should clarify the treatment of a number of matters, including the 

timing of damage valuation, payments to an insurable interest and the assignment of 
claims, notification of damage, mitigation actions, GST payments, recovery of 
payments already made, grounds to decline a claim and the cancellation of EQC cover.  
The salvage arrangements also require revision to ensure they are reasonable. 

 
116. A number of key definitions also require revision, replacement or removal.  These 

include the definitions for dwelling, residential building, residential land, personal 
property, natural disaster damage, and physical loss or damage.  We envisage that 
only the more substantive definitional changes will be included in the discussion 
document.  Less substantive definitional changes will be included in the amendment bill 
and will be subject to the usual select committee examination process.  
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117. We can provide you with further information on any of these matters at your request. 

 
Recommendations: 
 
Note that officials propose a range of other technical changes to the legislation. 
Indicate whether you require further information on these technical changes before we 
prepare the discussion document.  
 
The Earthquake Commission may require a new name 
 
118. Lastly, you may wish to rename the Earthquake Commission to reflect the fact that it 

insures against damage caused by a range of natural disasters, not just earthquakes. 
Alternatives might include the Catastrophe Insurance Corporation (CIC) or the Natural 
Disaster Insurance Agency (NDIA). 
 

119. We have not yet determined whether the alternative names are trademarked or have 
prior claims.  We will need to check these attributes for any new names if you decide to 
rename the Commission. 

 
Recommendation: 
 
Indicate whether you wish to rename the Earthquake Commission.  

Next steps 

120. We are meeting you on Thursday 6 June to discuss the proposals in this report. 
Subject to any further reporting you require on scheme design, we can begin drafting 
the discussion document if you are comfortable with our proposals.    A draft agenda 
for the meeting is attached in the Annex. 

 
121. When we met in January, you indicated that you were thinking of taking a complete 

discussion document to Cabinet, rather than an initial Cabinet policy paper, followed by 
the discussion document.  We would like to confirm your preferred Cabinet process 
and timings at the June 6 meeting. 

 
122. Looking further ahead to the legislative process, we think the proposed changes are 

sufficient in scope to justify the repeal and replacement of the existing Act. 

Consultation 

123. We have consulted the insurance industry (insurers, reinsurers and brokers) in the 
development of these proposals.  We have also consulted the Community Forum 
established under the Canterbury Earthquake Recovery Act. 
 

124. CERA, DIA, EQC, MBIE, MCDEM and the Reserve Bank have been consulted.  DPMC 
has been informed. 
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ANNEX: DRAFT AGENDA 

 
 

EQC Act Review Meeting 
Thursday 6 June, 4.30pm 

 
 
 
1. Purpose of meeting 

 
• Seek your views on the proposals. 

• Identify areas where you require further information or analysis. 

• Discuss next steps for the discussion document. 

 
2. Do you wish to make any general feedback on the proposals? 
 
3. Key decisions 

 
 

a) Land: should we integrate building and land cover into a single cap? 
 
Treasury proposal: Introduce a single reinstatement cap for building & site works. 

Introduce a top-up payment if the site is a total loss to allow 
the landowner to purchase a new site elsewhere. 

 
b) Caps: how much cover should EQC offer? 

 
Treasury proposal: A reinstatement cap of $250k + GST. 

A top-up cap of $220k + GST. 
 

c) Pricing: should EQC price on a differentiated basis? 
 
Treasury proposal: Allow but do not require differentiated pricing. 

Introduce a single levy based on a national price of risk. 
 

d) Claims: who should handle EQC claims? 
 

Treasury proposal: Claims to be notified and lodged with private insurer. 
Allow but do not require outsourcing of claims handling. 
Direct EQC to explore outsourcing with private insurers. 

 
 

4. Are there any areas where you require further information or analysis? 
 
5. Next steps 
 

• Discussion document 

• Cabinet process and timings 
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