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Treasury Report: EQC Risk Financing Framework 

Executive Summary 

The purpose of this report is to inform you of work that the Treasury and the Earthquake 
Commission (EQC) have been jointly pursuing to develop an operational framework for the 
management of risk arising from the EQC scheme. 
  
The framework considers and has implications for the Crown’s overall fiscal position, risk 
appetite and risk tolerance; EQC’s risk transfer activities; the Crown guarantee; and 
EQCover premiums. The proposed framework would be operationalised via 5 steps:   
 
• Step one: The Crown specifies its appetite for residual EQC risk over a given 

timeframe and probability criterion along with its cost of capital for self-insurance. 
 
• Step two: This Crown appetite for EQC risk provides the signal to EQC to determine its 

minimum risk management decisions. 
 
• Step three: EQC, in conjunction with the Crown, assess whether more or less risk 

transfer is cost effective on a ceded ROE basis given the Crown cost of self-
reinsurance. 

 
• Step four: EQC implement the risk transfer programme by purchasing appropriate risk 

protection and investing the Natural Disaster Fund (NDF) in liquid, diversifiable assets 
up until the Crown risk appetite, beyond which it would be invested in New Zealand 
Government Bonds issued by NZDMO. 

 
• Step five: In the event of natural disaster there would be a clearly established hierarchy 

of sources for meeting claims costs and a process for preparing for future events 
including the review of variables impacting the Crown’s appetite for future residual EQC 
risk. 

 
Whilst it has been agreed by officials and EQC management that the framework has the 
makings of a robust and valuable mechanism, further work in key areas is required. Officials 
consider ministerial feedback to be useful at this juncture. 
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Recommended Action 

We recommend that you: 
 

a note the report and provide any feedback that you may have 
 
 
 
 
 
 
Craig Weise  
Manager, Commercial Operations – Strategy and Policy 
 
 
 
 
 
 
Steven Joyce  
Minister of Finance  
 
 
 
 
 
 
Hon Gerry Brownlee 
Minister Responsible for the Earthquake Commission 
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Treasury Report: EQC Risk Financing Framework 

Purpose 

1. The purpose of this report is to inform you of work that the Treasury and the 
Earthquake Commission (EQC) have been jointly pursuing to develop an operational 
framework for the management of risk arising from the EQC scheme in the context of 
the Crown’s overall fiscal position, risk appetite and risk tolerance. 

Background 

2. The EQC administers the EQC scheme and is responsible for the management of risks 
attached to its balance sheet. Risk management conducted by EQC consists primarily 
of self-insurance through managing the NDF and the purchase of risk transfer through 
reinsurance. 
 

3. Risk management activities conducted by EQC directly impact the total Crown through 
two channels. Firstly, and obviously, EQC forms part of the total Crown, so financial 
impacts on EQC’s balance sheet flow through to the Crown’s consolidated balance 
sheet. Secondly, the institutional design of EQC explicitly recognises that any residual 
costs of the scheme not met by EQC will be borne by the Crown. This is implemented 
through the presence of the Crown guarantee in the EQC Act. The impacts of EQC’s 
balance sheet on, and its relationship with, the Crown balance sheet is well 
understood. 

 
4. Despite the clear impact that EQC’s financial outcomes have on the Crown, up until 

now large parts of EQC’s risk management activities have largely been made in 
relative isolation, as if EQC were a standalone entity. In the initial years of EQC, it is 
likely that the guarantee, and guarantee fee, was seen as the mechanism to transmit 
total Crown risk appetite signals to EQC. However, since 1998 the guarantee fee has 
remained unchanged at $10m per annum despite significant changes in the Crown’s 
fiscal position (and risk tolerance) as well as EQC’s balance sheet. 

 
5. Prior to the Canterbury earthquakes, the relatively isolated decision making was not 

seen as much of an issue. The NDF was relatively large, the geological environment 
was considered benign and EQC’s reinsurance programme required to manage 
residual risk was stable, relatively modest and cost effective. Post Canterbury, and with 
a depleted NDF, EQC’s focus turned to managing as much residual risk as possible 
through reinsurance. In the short term, officials considered this prudent due to the 
increased risk faced by EQC.  

 
6. However, even prior to the recent Kaikoura events, EQC have begun to consider long-

term risk financing strategy issues such as what quantum of risk should be reinsured, 
and how to begin rebuilding the NDF. 

 
7. In the absence of a clear specification of the Crown’s appetite for EQC risk, EQC’s 

default risk management response has been to manage as much of their risk as 
possible, thereby reducing the likelihood of triggering the Crown guarantee. However, a 
key issue faced by EQC is that their increased reinsurance procurement post 
Canterbury leaves very little in the way of income to rebuild the NDF. They have 
approached the Treasury to collaboratively work through this challenge. 
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8. Separately, the Treasury have been developing its thinking on total Crown financial risk 
exposures, including risk tolerance, and have been assessing the institutional 
frameworks for entities that manage significant financial risks on behalf of the Crown 
(i.e. the Crown Financial Institutions). We consider that a useful addition to the 
framework would be the inclusion of a clear and consistent mechanism to set the 
Crown’s risk appetite and return expectations for managers of financial risks across 
government. 

 
9. The situation faced by EQC presents an opportunity to begin to develop such an 

arrangement with one of the Crown’s key managers of financial risk.          
 

Kaikoura Earthquake 
 

10. The recent Kaikoura earthquake has triggered further claims on EQC under the 
scheme. Prior to this event EQC had a negative balance sheet equity position but it 
had not had to draw on the guarantee by using ongoing levy income and the remnants 
of the NDF to meet its obligations.  
 

11. A letter written by Minister English to EQC stating that the Crown intended to fulfil his 
obligation to ensure that the EQC can meet all its liabilities as they fall due (refer 
T2011/2050) is referenced by EQC in its financial statements, in relation to EQC’s 
negative equity position.  

 
12. The expected cost of the Kaikoura event to EQC is expected to be circa $900m, which 

is below EQC’s reinsurance deductible. It looks likely then that funds will need to be 
provided to EQC to support the settlement of its claims.  

 
13. Looking forward, EQC continues to underwrite risk from new events under the scheme. 

With depleted financial resources to meet any new claims activity and/or to fund 
reinsurance procurement or self-insure, the likelihood of further calls on the Crown 
guarantee are likely. Left unaddressed this could result in unnecessary guarantee 
“churn”, as both EQC and the Crown incur continued overhead dealing with repeated 
guarantee calls. 

Analysis 

14. Treasury officials consider that a clear and consistent mechanism to specify the 
Crown’s risk appetite (and consistent return expectations) across the agencies tasked 
with managing financial risk across the balance sheet would have a number of benefits. 
These include: 

 
• Providing agencies with clarity about the Government’s expectations on them, 

such that they can conduct their activities with greater certainty, 
 

• Providing Minister’s with a clear, consistent view as to risk incurred by agencies, 
such that more effective capital allocation choices can be made, 
 

• Providing all parties with confidence as to investment and risk management 
activities across the Crown, 
 

• Allow for more efficient and effective risk management decisions to be made; and 
 

• Allow for more informed fiscal strategy choices, by reducing the potential for 
unforeseen risks to impact the fiscal strategy. 
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15. Such an arrangement, if executed effectively, would allow EQC to procure an 
appropriate amount of risk transfer, given the strength of the overall Crown balance 
sheet and other objectives of their risk transfer programmes. This should facilitate the 
rebuilding of the NDF at the appropriate rate, ultimately improving the resilience of 
EQC itself. 
 

16. The Treasury is refining its assessment of balance sheet risk tolerance, building upon 
analysis on the appropriate level of net worth and the Crown Asset and Liability 
Management work programme. Per this work, we define risk tolerance as the maximum 
financial loss the Crown could bear before having to make large, immediate, 
undesirable, non-discretionary changes to fiscal policy to rebuild the fiscal position.  

 
17. Recently, EQC commissioned AON Benfield to conduct analysis on their maximum 

probable loss exposures. Maximum probable loss is an insurance industry approach to 
estimating the greatest negative financial impact an entity may face given the risks 
underwritten and assumptions about the period over which events may occur. AON 
estimates EQC’s maximum PML would result from a Hikurangi megathrust earthquake 
and tsunami and would sit between $10-16b (lower/upper bound). The PMLs for other 
scenarios modelled by AON Benfield, including a 7.5 magnitude earthquake in 
Wellington and a volcanic eruption in Auckland, sit lower at between $6-10b. 

 
18. The key consideration is how much of this PML the Crown is willing to bear via the 

Crown guarantee i.e. after reinsurance and/or EQC self-insurance via the NDF, should 
a PML event occur.  

 
19. Complicating matters is that it is certain that the Crown will incur significant other costs 

at the same time EQC’s PML event occurs. Treasury has previously estimated that 
these other costs, excluding impacts on tax income due to changes in economic 
activity, could be as much as 10% of GDP. Combined, this suggests that Crown 
appetite for EQC risk is likely to be less than EQC’s PML (due to other risks faced at 
the same time) but probably more than zero. 

 
Natural Disaster Fund 
 
20. Although not an immediate issue, how the NDF operates within this framework is also 

important. The NDF accumulates levy income via funds that are not required to meet 
claims, risk management or operational costs of EQC. It, thus, serves to provide a pool 
of assets to meet future claims. 
 

21. While the NDF is a key pillar of EQC risk management, as discussed earlier, the Crown 
faces myriad financial risks and other competing spending priorities. Having a pool of 
financial assets that can only be used to meet EQC claims is, therefore, becomes 
inefficient from a total Crown perspective at some point. On the other hand, a NDF 
invested in well chosen, diversified liquid assets allows EQC to meet ongoing claims 
efficiently and effectively, using assets that retain value post event. 

 
22. Officials consider that a balance between these two competing perspectives is 

appropriate. Prior to the Canterbury earthquakes this was achieved through EQC 
investment in directly issued New Zealand Government Bonds over and above their $3 
billion equity portfolio. These Government Bonds are issued by and redeemable with 
the NZDMO only. This process has the effect of transferring NDF funds to the core-
Crown, allowing them to be used for other purposes, whilst retaining the asset position 
of the EQC. 
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Operationalising The Framework 

23. Treasury, in conjunction with EQC management, have been developing a possible 
operational framework that would achieve the objectives set out above. Officials 
consider that the following could provide a workable and effective framework in which 
to consider the management of EQC risk in the context of the total Crown, whilst 
allowing for the specific nuances of EQC’s operations. 

 
Step one: The Crown specifies its appetite for residual EQC risk, over a given timeframe and 
probability criterion along with its cost of capital for self-insurance 
 
24. In this step, Ministers, on advice from the Treasury, would specify their appetite to bear 

residual risk under the EQC guarantee i.e. the risk of losses incurred by EQC net of 
reinsurance and the NDF. 
 

25. It is likely that this specification of risk appetite would be on the same basis as EQC’s 
PML is estimated (i.e. on a 1-in-xxxx year basis, or equivalently, over the next year with 
a x% probability). This specification of risk appetite would be drawn from total Crown 
risk tolerance analysis overlayed with other considerations such as a desire to rebuild 
the NDF. 

 
26. In practice, the default management approach for residual risk borne by the Crown will 

be to self-insure through maintaining a general capacity to borrow. This approach is not 
costless, as, for example, opportunity costs are incurred as alternative spending 
opportunities are foregone. Risk transfer is no different to other investment or risk 
management decisions, its cost (or return) must be considered in light of risk. This may 
have impacts on EQC’s risk management decisions (discussed below). 

 
Step two: Crown appetite for EQC risk provides a clear signal to EQC for minimum risk 
management decisions 
 
27. Crown risk appetite would provide clarity to EQC about the expectations on EQC to 

manage risk, giving them certainty to make decisions. For example, if Crown appetite 
for EQC risk was $5 billion, and EQC’s PML was $10 billion as above, then EQC would 
need to manage, at a minimum, $5 billion of their risk through reinsurance or the NDF. 
 

28. In the absence of an NDF this specification would allow EQC to purchase reinsurance 
to a level the Crown is comfortable with, rather than trying to minimise the likelihood of 
a call on the guarantee. Premium savings could then be diverted into the NDF, 
rebuilding EQC’s self-insurance capability. Once the NDF was rebuilt, EQC could more 
effectively trade-off self-insurance and reinsurance using a similar framework. 

 
Step three: EQC, in conjunction with the Crown, assess whether more or less risk transfer is 
cost effective 
 
29. By specifying an estimate of the cost of self-insurance, the Crown will allow EQC to 

identify situations where its reinsurance procurement isn’t cost effective and provide 
the opportunity for the Crown to take on greater risk (if it is tolerable). Ceded ROE is a 
metric of reinsurance cost effectiveness that allows comparison between alternative 
risk management approaches. For example, if the cost of EQC reinsurance on a ceded 
ROE basis was greater than the Crown cost of self-insurance then it would be more 
cost effective for the Crown to self-insure that risk. In this case, the Crown could take 
additional risk from EQC – over and above its base case risk appetite. The Crown 
guarantee fee could be adjusted to compensate the core-Crown for this additional risk. 
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30. Alternatively, situations may arise where it is cost effective from a total Crown 
perspective for EQC to transfer more risk than the Crown is willing to bear. This would 
occur when the ceded ROE of reinsurance was lower than the cost of self-insurance. 

 
31. The process would provide a mechanism to have more nuanced discussions about risk 

transfer decisions both above and below the Crown’s level of risk appetite. There is 
potential for this approach to open opportunities for the Crown to also cost-effectively 
manage risks it faces from natural disaster, separate from EQC risks, via reinsurance 
procurement. Again, the guarantee fee may be adjusted to reflect the lower risk to the 
Crown from these arrangements. 

 
Step four: EQC would invest the NDF in liquid, diversifiable assets up until the Crown risk 
appetite, beyond which it would be invested in New Zealand Government Bonds issued by 
NZDMO 
 
32. The Crown risk appetite provides a logical threshold to define the point at which the 

benefits of an independently invested NDF are offset by wider total Crown 
considerations. When the size of the NDF equals the Crown risk appetite, it follows that 
the risk associated with EQC’s PML is fully managed (i.e. by the NDF and Crown self-
insurance), and so there is little need for additional self-insurance by EQC, and that 
self-insurance would be better served in the core-Crown to manage a wider set of risks. 
 

33. Below this level EQC would be free to invest the NDF in an appropriate portfolio given 
their investment mandate. 

 
Step five: In the event of natural disaster there would be a clearly established hierarchy of 
sources for meeting claims costs and a process for preparing for future events 

 
34. In a catastrophic loss event, the NDF would be called upon first to fund claims up to the 

reinsurance deductible. Reinsurance and other risk transfer instruments (e.g. 
catastrophe bonds) would be called next, with the Crown covering any shortfall up to 
the reinsurance deductible and/or beyond the reinsurance program ceiling via the 
Crown guarantee.  
 

35. Post event, an updated specification of the Crown’s risk tolerance (step 1 above) would 
be made to EQC. This would reflect the effects of the event on key variables such as 
the Crown’s fiscal position, NDF balances, the relative costs of Crown self-insurance 
versus EQC reinsurance along with EQCover premiums. From there, the other steps in 
the framework would inform the operationalisation of the EQC scheme for future 
events. 

 
36. In the absence of a catastrophic event, the key elements of the framework would be 

reviewed at a 5 yearly interval, or as such intervening timing as the Minister directs. 
 

37. The chart below illustrates how the proposed framework would result in differing Crown 
exposures under various ceded ROE scenarios. In all cases, the NDF would be called 
upon first to fund claims up to the reinsurance deductible. Reinsurance and other risk 
transfer instruments would be called next, with the Crown covering any shortfall up to 
the reinsurance deductible and / or beyond the reinsurance ceiling. 

 
38. Note, there may be instances in high Ceded ROE scenarios (see scenario A) where 

EQC will be required to enter risk transfer agreements despite the Ceded ROE 
exceeding the Crown Cost of Capital, in order to deliver the minimum reinsurance 
programme. Scenarios B and C illustrate the potential for a low Ceded ROE to result in 
a reinsurance programme that is larger than the minimum required, thus reducing the 
Crown’s exposure. 
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The Crown Guarantee Fee  

39. A critical element of the foregoing discussion concerns the interplay between the 
framework and the guarantee fee. Under section 17 of the EQC Act, in return for the 
Crown Guarantee, EQC must pay a guarantee fee to the Crown that is “determined 
from time to time by the Minister”.  
 

40. The guarantee fee provides a mechanism to compensate the Crown (taxpayers) for the 
risk of providing funds to EQC to meet its liabilities. If this fee is fairly priced, it will 
ensure that catastrophe risk covered by EQC is being fairly shared between tax payers 
and levy payers. That is, taxpayers are not subsidising the levy payers or vice versa. 

 
41. A complicating factor in setting the guarantee fee at a fair risk-priced level is that the 

EQC Act is ambiguous as to whether the fee is in return for a grant or an advance. 
Currently, under the EQC Act, the guarantee can take either form at the Minister’s 
discretion. Officials have considered this issue and, as detailed further in T2016/2487, 
believe that the Crown guarantee fee paid by EQC historically has been consistent with 
the provision of a grant. That is, EQC are essentially paying a reinsurance premium for 
the Crown to reinsure its residual risks that are not covered by the NDF or EQC’s 
reinsurance programme. 

 
42. As part of the EQC Act legislative review, and in keeping with the principal of 

establishing durable facilitative legislative frameworks rather than prescriptive 
outcomes in legislation, officials intend to recommend  retaining the option for the 
Crown guarantee to operate by way of a grant or advance, and amending the EQC Act 
to require the Minister, in setting the guarantee fee, to state whether the fee is priced 
on the basis of being a reinsurance premium or a line fee i.e. as a grant or an advance. 
This will address the ambiguity in the current Act.  
 

43. Consistent with the above, the articulation of the Minister’s preference regarding the 
guarantee fee will be incorporated into the risk financing framework to better inform and 
more effectively operationalise EQC risk financing decisions. 
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Premiums 

44. EQC have commissioned two independent reports relating to premiums as part of the 
joint work on the risk financing framework. The first report focused on estimating the 
breakeven premium for EQCover. Incorporating the potential liabilities from future 
natural disaster claims, the expenses borne by the EQC portfolio and the net costs of 
risk transfer, AON Benfield and Taylor Fry estimated that the breakeven EQCover 
premium is 23 cents per $100 of cover based on the current cap of $100k. This 
compares with current EQCover settings of 15 cents per $100 of cover. 

 
45. The second report investigated how changes in the EQC levy impact on final 

residential insurance demand. Sapere research group estimated that a 5 cent increase 
in the EQCover levy would result in a 5,500 increase in uninsured households over 
time. To put this figure in context, Sapere estimated that currently in New Zealand 
around 200 thousand dwellings are not covered by building insurance.  

 
46. As part of the ongoing EQC Act legislative review, the effect of EQCover cap changes 

on premiums have been explored. EQC have provided modelling which indicates that 
the breakeven EQCover premium would be: 
 
• 23 cents per $100 of cover with a $100,000 building cap and $20,000 contents 

cap 
 

• 20 cents per $100 of cover with a $150,000 building cap and $20,000 contents 
cap and, 
 

• 18 cents per $100 of cover with a $200,000 building cap and $20,000 contents 
cap.  

  
47. Beyond this, EQC have also estimated that a 1 cent increase in premiums would 

reduce the time taken to replenish the NDF to a level consistent with the current 
reinsurance deductible of $1.75b by around 1 year (dependent upon modelling 
assumptions).  
 

48. Officials are supportive of premium pricing principles that consider all costs, risks and 
benefits of the scheme. These might include: 

 
• expected future claims costs from natural disasters,  

 
• fair EQC administrative costs,  

 
• expenses arising from risk transfer activities, 

 
• impacts of changes in coverage caps and reinsurance deductibles, along with  

 
• the effects of other policy decisions such as reseeding the NDF. 
 

49. As above, it is intended these considerations are incorporated into the risk financing 
framework and reviewed on a regular basis.  

Next Steps 

50. Although EQC management and the Treasury agree the process outlined above has 
the makings of a workable arrangement, there are a number of issues that require 
further work. These include addressing how EQC’s multi-year and multi-event 
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reinsurance framework and purchasing programme might fit into the framework, 
determining how to formalise the arrangements, determining the exact role of the 
guarantee fee within the framework and ensuring that EQC’s wider insurance market 
support role is adequately considered. Officials plan to address these issues over the 
coming months, in conjunction with EQC, before providing further advice to Ministers. 
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