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Treasury Report:  Earthquake Commission: Crown Guarantee 

Date: 17 November 2017 Report No: T2017/2424 

File Number: CM-1-3-15 

Action Sought 
 Action Sought Deadline 

Minister of Finance 

(Hon Grant Robertson) 

note the timing of the forecast EQC 
asset deficiency in this paper 

agree to provide funding to EQC for the 
currently forecast asset deficiency via the 
Crown Guarantee in the form of an 
operating grant 

or meet with officials to discuss 
alternative solutions 

Friday, 15 December 2017 

Minister Responsible for the 
Earthquake Commission 

(Hon Dr Megan Woods) 

note the timing of the forecast EQC 
asset deficiency in this paper 

agree to provide funding to EQC for the 
currently forecast asset deficiency via the 
Crown Guarantee in the form of an 
operating grant 

or meet with officials to discuss 
alternative solutions 

Friday, 15 December 2017 

Contact for Telephone Discussion (if required) 
Name Position Telephone 1st Contact 

Lars Piepke Senior Analyst, Commercial 
Operations – Strategy and 
Policy 

 n/a  

Craig Weise Manager, Commercial 
Operations – Strategy and 
Policy 

  

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

Return the signed report to Treasury. 

 

Note any 
feedback on 
the quality of 
the report 

 

 
Enclosure: No

 

 

[23]

[39]

[39]
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Treasury Report: Earthquake Commission: Crown Guarantee 

Executive Summary 

As a result of the Canterbury and Kaikoura earthquakes, the Earthquake Commission (EQC) 
is forecast to potentially exhaust its cash and near cash assets in November 2018. There are 
three options available to the Minister for meeting this asset deficiency under the Earthquake 
Commission Act 1993 (the EQC Act): 

• An Operating Grant – Made to EQC under the permanent legislative authority of 
section 16 of the EQC Act.  Would not be required to be repaid (an equity equivalent). 

• An Advance – Given to EQC under the permanent legislative authority of section 16 of 
the EQC Act. Would be repayable from EQC’s future operating surpluses (debt). 

• A Capital Grant – Established via an annual appropriation authority that would 
facilitate the purchase of EQC share capital by the Crown as permitted under section 7 
of the EQC Act (equity). 

Treasury officials believe an operating grant represents the best method for addressing the 
current forecast asset deficiency. Compared with other options, an operating grant: 

• provides the necessary flexibility to allow EQC to discharge its claims obligations, 

• aligns with Treasury officials’ view that, historically, the quantum of guarantee fee paid 
by EQC is more consistent with a grant, rather than an advance, being provided, 

• provides a mechanism by which to reduce the probability of the guarantee being called 
again in the short term (compared to an advance that must be repaid), 

• avoids levy payers paying twice for the guarantee as they would with an advance (that 
must be repaid) and thereby allows for fairer sharing of costs and risks between levy 
payers and taxpayers, 

• avoids issues associated with interest rates, repayment timeframes and the ongoing 
administration of an advance, 

• facilitates the more rapid replenishment of the Natural Disaster Fund (NDF) balances 
from EQC operating surpluses (compared to an advance that must be repaid), and 

• avoids the administrative burden associated with a capital grant. 

This report provides a discussion of these considerations, an analysis of EQC’s forecast 
cash flows and a timetable for resolving the funding. 
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Recommended Action 

We recommend that you: 
 
a. note the timing of the forecast EQC asset deficiency in this paper 
 
and, either 
 
b. agree to provide funding to EQC for the currently forecast asset deficiency via the 

Crown Guarantee in the form of an operating grant, the specific detail of which will be 
provided in subsequent advice 

 
Agree/disagree Agree/disagree 
Minister of Finance  Minister Responsible for the Earthquake 

Commission 
 
or 
 
c. meet with Treasury officials to discuss alternative solutions to allow EQC to meet the 

currently forecast asset deficiency  
 

Agree/disagree Agree/disagree 
Minister of Finance  Minister Responsible for the Earthquake 

Commission 
 
 
 
 
 
Craig Weise 
Manager, Commercial Operations – Strategy and Policy 
 
 
 
 
 
 
Hon Grant Robertson 
Minister of Finance 
 
 
 
 
 
 
Hon Dr Megan Woods 
Minister Responsible for the Earthquake Commission 
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Treasury Report: Earthquake Commission: Crown Guarantee 

Purpose of Report 

1. The purpose of this report is to detail the options available to the Crown for meeting its 
obligations under section 16 (the Crown Guarantee) of the EQC Act and to provide an 
update on the projected quantum and timing of EQC’s asset deficiency. 

Background 

Section 16 

2. Section 16 of the EQC Act sets out the obligation of the Crown to fund any deficiency in 
the assets of EQC: 

“If the assets of the Commission (including the money for the time being in the 
Fund) are not sufficient to meet the liabilities of the Commission, the Minister 
shall, without further appropriation than this section, provide to the Commission 
out of public money such sums by way of grant or advance as may be 
necessary to meet the deficiency upon such terms and conditions as the Minister 
determines.” 

3. In 2011, Treasury and EQC sought separate legal advice to clarify the definition of 
asset deficiency within section 16. EQC’s position was that a negative equity position 
was sufficient to trigger the Crown Guarantee. Treasury’s legal position was that the 
Crown funding is triggered by a cash deficiency rather than a balance sheet deficiency, 
as section 16 of the EQC Act allowed for remedy by way of an advance, which would 
not correct a negative equity position as an equal and offsetting liability would be 
created against any funding payment made by the Crown. 

4. As a result of Treasury’s legal position, on 29 September 2011 the Minister of Finance 
wrote to the Chair of EQC stating that, although immediate action was not needed, the 
Minister of Finance intended to fulfil his obligation under section 16 to ensure that EQC 
can meet all its liabilities as they fall due, that is, on a cash flow rather than balance 
sheet basis. This letter of comfort is referenced by EQC in its Annual Report, in relation 
to EQC’s negative equity position. The Treasury remains comfortable that its legal 
position is robust, and although EQC has had a negative equity position on its balance 
sheet since 2011, no Crown Guarantee funding has been provided to EQC as EQC 
has been able to meet its cash flow obligations. 

Section 17 

5. 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”. This 
fee is intended to compensate the Crown (taxpayers) for the risk of providing funds to 
EQC to meet its liabilities. If this fee is appropriately priced, it will ensure that 
catastrophe risk covered by EQC is being fairly shared between taxpayers and EQC 
levy payers, that is, taxpayers are not subsidising the levy payers and vice versa. 

6. A complicating factor in setting the guarantee fee at an appropriate 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 section 16 of the EQC Act, the guarantee can take either 
form at the discretion of the responsible Minister. Treasury officials have considered 
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this issue and believe that the Crown Guarantee fee paid by EQC to date is consistent 
with the provision of a grant, that is, in paying the guarantee fee, EQC have been 
essentially paying a reinsurance premium for the Crown to reinsure its residual risks 
that are not covered by the Natural Disaster Fund (NDF) or EQC’s reinsurance 
programme. 

7. This view also accords with Treasury conversations with Mr David Middleton, ex-Chief 
Executive Officer of EQC (between January 1993 and March 2010) who indicated that 
EQC’s view, both at the time of implementation of the Crown Guarantee and 
subsequently, was that the Crown Guarantee was akin to a further layer of reinsurance. 

8. As originally envisioned, the guarantee fee was seen as a key mechanism for 
transmitting 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, Crown risk tolerance and EQC’s balance sheet. 
Given this, a re-evaluation of the guarantee fee, in light of broader risk financing 
considerations aimed at improving the EQC scheme, is currently being undertaken by 
EQC and Treasury. This integrated risk financing framework is a longer term approach 
to managing this financial risk that balances a number of factors, including: overall 
Crown risk appetite, availability and cost of reinsurance and other risk transfer 
products, the size of the NDF, Crown cost of capital and probable maximum loss 
scenarios. Treasury anticipates briefing the Minister of Finance and the Minister 
Responsible for the Earthquake Commission on these developments in Q1 2018 prior 
to EQC entering into its next reinsurance round. 

Guarantee Options 

9. There are three options for meeting an asset deficiency within the EQC Act. 

An Operating Grant (non-repayable) 

10. Under an operating grant, the asset deficiency would be funded entirely by taxpayers 
and would not need to be repaid by EQC. Core Crown net debt would increase initially, 
however over the long term this net debt would be unaffected if the annual guarantee 
fee paid to the Crown is fairly priced, that is, over the long term the guarantee fees 
would offset any operating grant paid to the EQC under section 16.  

11. Whilst OBEGAL would not be effected by the provision of an operating grant, as it is 
simply a transaction between government entities, it is an open question as to whether 
Ministers would “count” it against budget allowances. Traditionally, any grant would be 
counted given the effect on core Crown net debt. However, given section 16 is a 
permanent legislative authority (PLA) that does not require a new appropriation, 
Ministers have discretion not to include the grant against budget allowances. 

12. An operating grant is also consistent with Treasury’s view that, historically, the 
guarantee fee paid by EQC is more consistent with paying for another layer of 
‘reinsurance’ from the Crown. Since 1994 the EQC has paid $290m of guarantee fees 
to the Crown which equates to approximately $380m on an inflation adjusted basis1. 

An Advance (repayable) 

13. An advance represents a loan from the Crown to EQC that would be repayable from its 
future operating surpluses. It would be provided to cover EQC’s asset deficiency as 
cash was required and could include any conditions the Minister sees fit to impose, e.g. 
an interest rate, maximum loan tenor or fixed repayment timetable. How the cost was 

                                                
1  Based on Statistics NZ CPI data from June 1994 to June 2017 
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shared between taxpayers and levy payers, and how fast the NDF replenished, would 
depend on whether the EQC levy is adjusted upwards to repay the advance and pay 
interest on the advance.  

14. It should be noted that EQC premiums currently are not set with regard to having to 
cover the burdens imposed by an advance such as repayment and interest. 
Consequently, the only mechanism EQC would have of meeting the costs of an 
advance post-event would be a levy increase. 

15. If the levy was not adjusted upwards to repay the advance, the advance would be 
economically equivalent to a grant, that is, the advance would not change the sharing 
of costs and risks between EQC policy holders and taxpayers. Repaying the advance 
would simply supress the recovery of the NDF balances, opening the Crown to an 
offsetting increase in the potential future exposure associated with the Crown 
Guarantee. For reporting and budget purposes, however, it would still be treated as an 
advance if repaid within 10 years, i.e. it would not count against budget allowances. 

16. If the levy was adjusted upwards, the cost of the advance would be fully borne by levy 
payers. Core Crown net debt would increase initially as the advance was drawn but 
would then decline over time as EQC made repayments, ultimately resulting in a 
fiscally neutral outcome. An increased levy would reduce the delay before the NDF 
replenished and would flow through to an increase in OBEGAL and the operating 
balance. 

17. Despite these advantages, it should be stressed that levy payers would effectively be 
paying twice for the guarantee with an advance if the levies were increased to 
compensate for the costs of an advance. Treasury officials are strongly supportive of a 
levy that is appropriately risk-priced and incorporates all relevant long run costs of the 
EQC scheme. In principle, this means the levy should only be changed to reflect and 
incorporate new information on the appropriate long run costs and risks of the scheme. 
Treasury officials are, therefore, strongly against raising the levy post a significant 
natural disaster event to cover the short term burden imposed by any such event, and 
where long term scheme costs were effectively unchanged, i.e. as would be the case 
with an advance and a levy increase to compensate for the extra burden of the 
advance. 

18. As the EQC levy has recently (effective 1 November 2017) been increased from 15c 
per $100 of property cover to 20c per $100 of property cover (a 34% increase), 
increasing the levy further in the near term may be difficult. The EQC Act is silent on 
how premiums and other prices should be set in the EQC insurance scheme and on 
how often they should be reviewed. In 2012, the previous Government announced a 
legislative review of the EQC Act. A discussion document containing reform proposals 
and inviting public submissions on all legislative aspects of the EQC scheme was 
released in July 2015. Two of the reform proposals were:   

• the new EQC Act should contain pricing and transparency principles requiring the 
scheme to compensate the Crown adequately for its expected costs and risks, 
and 

• the new EQC Act should require monetary caps, premium rates and claims 
excesses on EQC cover to be reviewed at least once every five years. 

In due course Treasury will engage with the Minister Responsible for the Earthquake 
Commission to confirm whether the legislative review of the EQC Act is to proceed, 
and if so, on what basis and timeframe. Treasury’s general view is that the legislative 
review is necessary in order to resolve complexity and uncertainty around interactions 
between EQC land and building cover (highlighted by the Canterbury earthquake 
events), clarify and simplify EQC’s cover and repair obligations, and lead to a better 
experience for future EQC claimants.  
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19. A further issue with an advance lies in determining what an appropriate repayment 
period for the advance might be. Assuming levies were increased to repay the 
advance, having a short repayment period would impose a higher burden on current, 
rather than future, levy payers. Conversely, the longer the repayment period, the more 
the outcome would resemble the outcome of a grant, that is, having little impact on 
current levy payers or the future level of levies. 

20. As detailed in paragraph 12 above, an advance coupled with a levy increase is 
inconsistent with Treasury officials’ view that EQC has historically paid a guarantee fee 
that is commensurate with a grant from the Crown.  

A Capital Grant (non-repayable) 

21. Under section 7 of the EQC Act, the Government may contribute equity to EQC. 
Compared to an operating grant or an advance payable under section 16, an amount 
larger than the estimated liability deficiency could be contributed, that is, a capital grant 
is the only mechanism for reseeding the NDF under the EQC Act, beyond the 
accumulation of operating surpluses which an operating grant and an advance may 
impact only tangentially. 

22. The fiscal effects of a capital grant are the same as an operating grant, however a 
capital grant would need to be appropriated via a budget bid, and thus require Cabinet 
approval. In contrast, an operating grant or advance could be provided immediately 
under the PLA established by section 16 of the EQC Act. Accordingly, the appropriation 
requirement and Cabinet approval process for a capital grant results in a higher 
administrative burden than compared to an operating grant or advance. 

23. As a capital grant requires Cabinet approval it follows that if the capital grant is not 
sufficient to cover the actual cash deficiency incurred, due to incorrect estimates of the 
deficiency, then a further capital grant may need to be appropriated (requiring another 
Cabinet process to secure the funding) or an operating grant or an advance would 
need to be provided under the PLA established by section 16 of the EQC Act. In order 
to avoid this potential administrative burden, it is possible that the capital grant will be 
set larger than the expected cash deficiency in order to avoid the need for further 
appropriations in case estimates for the deficiency turn out to be insufficient. This could 
result in EQC becoming overcapitalised compared to the Crown’s target capitalisation 
for EQC. 

24. Given the general equivalence of a capital grant and an operating grant, Treasury 
officials prefer the operating grant option based on its lower administrative burden and 
the requirement that it only meets the cash deficiency when it occurs. 

Option Summary 

25. The table below compares the section 16 options (an operating grant and an advance) 
against various considerations. 

CONSIDERATIONS OPERATING GRANT      
(Treasury recommended) 

ADVANCE                 (Alternative) 

Fairness and impact on EQC 

Consistency with historic 
guarantee payments made 

Consistent Inconsistent 

Fairness to levy payers Fair Unfair if levies are increased to 
repay the advance or pay interest 

Fairness to tax payers Fair Could be overgenerous to 
taxpayers as levy payers effectively 
paying twice for the guarantee 
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EQC balance sheet Improves equity position Does not improve equity position 

NDF replenishment Possible via operational 
surpluses over time 

Possible via operational surpluses 
over time but slower due to 
repayment of the advance 

Administrative burden Low High 

Control over disbursement Both options can be structured to allow appropriate oversight, 
disbursement control and scrutiny of claims liabilities 

Implications for Crown accounts 

Core Crown net debt Increases initially but 
unaffected over the long term 
if the guarantee fee is 
appropriately priced 

Increases initially but reduces as 
the advance is repaid 

Budget allowances Potentially a charge against 
allowance, although Ministers 
have discretion 

Unaffected if repaid within 10 years 

OBEGAL No difference No difference unless levies are 
increased to repay the advance 
(then an increase in OBEGAL 
would result) 

EQC’s Forecast Cash Deficit 

26. EQC’s forecast cash deficit is based on cash flow forecasts prepared by EQC that 
include ‘business as usual’ natural disaster losses but do not assume any new 
significant natural disaster events or any material change in the legal liability relating to 
closed claims. 

27. Based on the most recent EQC cash flow forecasts (prepared for the November 2017 
EQC board meeting), EQC is expecting to require Crown funding in November 2018 
with the total funding requirement expected to be approximately $95m. The table below 
sets out EQC’s forecast cash deficiency for fiscal 2017/18 and 2018/19 as well as the 
core Crown’s expected expense for the EQC Crown Guarantee funding requirement 
per PREFU for those same fiscal years. 

 Fiscal 2017/2018 Fiscal 2018/2019 

EQC cash balance forecast at 
June year end 

Surplus of $127m Deficit of $32m 

EQC forecast of largest cash 
deficit at end of a month 

No monthly deficits Deficit of $45m at end of April 
2019 

Operating buffer Not required $50m 

EQC forecast for Crown funding 
requirement 

None $95m (being largest monthly 
deficit plus the operating buffer) 

PREFU 2017/2018 forecasts for 
the Crown Guarantee funding 
requirement under s16 of the 
EQC Act 

None $100m 

 

28. The table above highlights that EQC’s latest cash flow expectations are in line with 
Treasury’s 2017/18 PREFU Crown Guarantee funding requirement forecasts. In 
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addition, the latest 2017/18 HYEFU forecasts that will be released in December 2017 
will also include the EQC Crown Guarantee funding requirement at $100m in the fiscal 
year 2018/19.  

29. As EQC may be required, at short notice, to pay claims (via insurers acting as its agent 
with regard to Kaikoura earthquake claims) an operating buffer of $50m has been 
proposed to ensure that these payments as well as normal operating expenses can be 
paid on a timely basis. This operating buffer will also provide reinsurers and other 
suppliers with confidence that EQC can pay its contractual obligations as they fall due.   

30. The EQC cash flow forecast is based on EQC’s forecasts of the expected claims 
settlement profile of the Canterbury earthquakes and the Kaikoura earthquakes using 
the central estimate of the outstanding claims liability to approximate claims payments. 
The central estimate used was calculated by EQC’s independent actuaries as at 30 
June 2017 and contains no deliberate or conscious over- or under-estimation of the 
claims liability (i.e. it is the median estimate or the 50th percentile in terms of the 
probability of adequacy).  

31. The EQC cash flow forecasts assume that all Kaikoura claims will be settled by 30 
June 2018 and all Canterbury claims will be settled by 30 April 2019. 

32. The EQC cash flow forecasts include a central estimate provision for the final LINZ 
settlement for Residential Red Zone (RRZ) properties. In May 2017 EQC paid $114.5m 
to LINZ as an initial settlement for these claims. Final negotiations between LINZ and 
EQC are soon to take place. The outcome of these negotiations may result in a lower 
Crown Guarantee funding requirement for EQC due to the conservative provision for 
this amount in the EQC central estimates in comparison to the remaining insurance 
recovery of $94.4m (post the $114.5m initial payment) which is recorded in the LINZ 
June 2017 Annual Report. 

33. The central estimate of EQC’s outstanding claims liability contains many assumptions 
and uncertainties and the final actual claims amount may differ significantly from these 
estimates. The table below shows a range of EQC cash balance outcomes at the end 
of June 2018 and June 2019 using different levels of actuarial provisioning to forecast 
cash flows. 

 

Cash flow forecasting method Resulting June 2018 cash 
balance 

Resulting June 2019 cash 
balance 

Management forecasts excluding  
central estimate provisions 

Surplus of $247m Surplus of $430m 

Management forecasts including 
central estimate provisions 

Surplus of $127m Deficit of $32m 

Management forecasts including 
central estimates and a risk 
margin at the 85th percentile  
probability of adequacy 

Deficit of $88m Deficit of $364m 

   

34. The table above highlights the level of uncertainty that still exists as to the final amount 
of claims expected to be paid.  The uncertainty is due to the complex nature of the 
remaining tail of outstanding claims in Canterbury (such as land settlements, remedial 
claims, multi-dwellings, drainage, etc.) and the litigation risks associated with these 
claims (both from individuals and insurers). In addition, the Kaikoura claims settlement 
process is still at a relatively early stage and EQC is using eight insurers as its agents 
to settle most of the claims which adds a further element of uncertainty with regard to 

 

 



T2017/2424 : Earthquake Commission: Crown Guarantee Page 10 

access to structured data and claims timing. As at 31 October 2017 EQC had paid 
$209m in claims and claims handling costs relating to the Kaikoura earthquakes, 
compared to the expected total claims liability of $544m for this event. 

35. EQC prepare updated cash flow forecasts every month for their Board and share these 
forecasts with Treasury officials. Treasury officials then analyse and discuss these 
cash flow forecasts with EQC to determine whether EQC will require Crown Guarantee 
funding and when this may be likely. 

36. Treasury officials in conjunction with EQC are currently drafting a Deficiency Funding 
Deed as a means to implement payment under the Crown Guarantee by way of an 
operating grant. The Deficiency Funding Deed ensures that Crown Guarantee funding 
is provided to EQC on a cash flow evidence basis (including a claw-back provision for 
any excess payments).  

Next Steps 

37. On balance, given the costs and benefits of other options, Treasury officials believe 
that an operating grant is the most appropriate mechanism for funding EQC’s forecast 
cash deficiency. 

38. Officials consider that this solution: 

• provides the necessary flexibility to allow EQC to discharge its claims obligations, 

• aligns with Treasury officials’ view that, historically, the quantum of guarantee fee 
paid by EQC is more consistent with a grant, rather than an advance, being 
provided, 

• provides a mechanism by which to reduce the probability of the guarantee being 
called again in the short term (compared to an advance that must be repaid), 

• avoids levy payers paying twice for the guarantee as they would with an advance 
(that must be repaid) and thereby allows for fairer sharing of costs and risks 
between levy payers and taxpayers, 

• avoids issues associated with interest rates, repayment timeframes and the 
ongoing administration of an advance, 

• facilitates the more rapid replenishment of the NDF balances from EQC operating 
surpluses (compared to an advance that must be repaid), and 

• avoids the administrative burden associated with a capital grant. 

39. Whilst unlikely, in the event that any undesired overcapitalisation resulted from the 
proposed operating grant, the Crown has power via section 10 of the EQC Act to return 
funding to the centre, that is, surplus grant monies are not lost to the Crown forever.  

40. It is envisioned the following actions will result in the timely provision of funding to EQC 
to meet the forecast asset deficiency. 

i. The Minister of Finance and the Minister Responsible for the Earthquake 
Commission communicate their decisions on the above to Treasury officials by 
mid-December 2017.  

ii. Treasury officials, in conjunction with EQC finalise a Deficiency Funding Deed as 
a means to implement the Crown Guarantee by the end of January 2018.  
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iii. Treasury officials will update the Minister of Finance and the Minister 
Responsible for the Earthquake Commission on the latest EQC cash flow 
projections and mechanics for payment by the end of January 2018. 

iv. An official letter from the Minister Responsible for the Earthquake Commission to 
the Chair of EQC communicating the ministerial decision (including the form and 
mechanics of payment) would be provided to the EQC Board prior to their Board 
meeting on 26 February 2018. 

v. Once cash flow projections are firmed up in March 2018, Treasury officials would 
work to implement the necessary arrangements to facilitate the Crown funding to 
EQC when it is actually required, including the execution of the Deficiency 
Funding Deed. 

vi. Once implemented, in conjunction with EQC, Treasury officials would provide 
quarterly updates to the Ministers on the progress of the disbursement and the 
claims resolutions made by EQC. 
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