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Reference: T2018/1253 CM-1-3-15 
 
 
Date: 22 May 2018 
 
 
To: Minister of Finance (Hon Grant Robertson) 
                       Minister Responsible for the Earthquake Commission (Hon Dr Megan 

Woods) 
 
 
Deadline: None 
(if any) 
 
Aide Memoire: Update on the EQC risk-financing strategy 

The Minister Responsible for the Earthquake Commission has been provided with a 
briefing by EQC dated 10 April 2018 regarding the 2018/2019 reinsurance round [BN 
W 17-18 026]. That report summarised the outcome of EQC’s recent reinsurance 
market consultations for the 2018/19 programme, and considered new and alternative 
options to enhance EQC’s reinsurance protection.  We understand that this paper was 
provided to the Minister of Finance (a copy is attached to this paper). 
 
The briefing also noted that EQC would engage with the Treasury to discuss central 
inputs and risk analysis informing preferences on options available as a part of the 
2018/19 reinsurance renewal programme. The Treasury and EQC subsequently met 
on 12 April 2018. 
 
This engagement was one in an ongoing series of engagements that has occurred over 
the last 18 months between EQC and the Treasury, relating to the broader risk 
financing strategy for EQC.  At its simplest, the risk financing strategy has focused on 
ensuring that EQC has the necessary financial resources to meet the potential liabilities 
arising from the scheme and balancing competing interests around the capital structure 
that supports it.  Over the past 18 months, this work has focused on: 
 

• Ensuring EQC’s premiums reflect the expected claims on the scheme, including 
the cost of administration; 

• Finalising the arrangements surrounding the Crown’s guarantee of EQC’s 
liabilities under section 16 of the Earthquake Commission Act, 1993;  

• Gaining a better understanding of the Crown’s risk appetite with regard to EQC, 
and; 

• Demonstrating that EQC’s reinsurance programme provides value for money 
when compared to the Crown’s cost of capital.  
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Excluding the aggregate reinsurance layer, the ceded ROE1 for the 2017/18 
programme was , and for the 2018/19 programme it is currently forecasted to be 

. Depending on the amount of additional capacity EQC is able to place in layer 3 
and the proposed new layer 4, the ceded ROE for 2018/19 may reduce further.  

 
Moving forward, it is the Treasury’s intention to design mechanisms to provide pricing 
signals and risk appetite indicators for EQC to incorporate into this strategy and hence 
the reinsurance renewal processes. Treasury agree with EQC that the ceded ROE 
framework is not necessarily a “trigger” for sudden changes in EQC’s programme, but 
rather a useful means of communicating the Crown’s perspectives for EQC to take into 
account when implementing its risk financing strategy.  For example, from an 
operational perspective, other factors such as prevailing market conditions and 
pricing/affordability will continue to play a major part in the placement of EQC’s 
programme. 
 
The risk financing framework would also inform other key risk transfer parameters in 
the Crown and EQC relationship, including the establishment of a mechanism for price 
setting of both the EQC levy and the Crown guarantee fee. This dynamic mechanism 
would be driven by market rates and activity, and be set with respect to the current 
Crown risk appetite and the current and forecasted growth of the Natural Disaster Fund 
(NDF).  
 
Due to the relative focus of the Treasury’s monitoring team in recent months on current 
government objectives, particularly Canterbury earthquake claims resolution and 
related work-streams, no formal models have yet been developed to cement a 
structured, technical approach to the risk financing dialogue between the Crown and 
EQC.  Whilst some aspects of the approach have been explored in detail with EQC, 
others have only been discussed broadly.  We are aiming to prioritise this work in the 
second half of 2018 so that it may inform the 2019/20 reinsurance renewal process. 
 
In our meeting with EQC on 12 April, Treasury confirmed that it continues to be 
supportive of the risk financing strategy adopted by the EQC Board. From Treasury’s 
perspective, EQC’s strategy provides the Crown with significant balance sheet 
protection from a severe natural disaster 
whilst also allowing for the replenishment of the NDF over time.  
 
For the discussion with EQC, we were able to leverage broader Crown cost of capital 
parameters (not specific to EQC) and recent balance sheet stress testing work that was 
developed for the Investment Statement 2018 (based on a severe Wellington 
earthquake event). Based on this analysis, the Treasury indicated that it is supportive 
of the EQC Board’s strategy for the 2018/19 programme of looking to renew the 
existing programme on expiring terms and conditions, accounting for growth in the 
                                                
1 Ceded Return on Equity (ROE) is a measure of cost effectiveness. Ceded ROE measures the return expected to the 

counterparty for taking on risk from the Crown. If the counterparty return is lower than the Crown’s cost of capital 
then the protection being offered is cheaper than would be earned if the Crown held the equivalent assets itself. 
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underlying residential building stock, whilst also ascertaining whether there was further 
reinsurance capacity above the current programme limits. Increasing coverage will 
result in an increase in the reinsurance premium budget, however this is an efficient 
form of transfer risk based on the current ceded ROE measure.  
 
Whilst additional coverage could be sought at a level that sits below the current 
deductible, which would provide reinsurance coverage for lower-impact events, this 
type of cover is very expensive and the Treasury agreed with EQC’s position that this 
coverage would be comparatively undesirable based on the ceded ROE measure 
(compared to increasing coverage at the top) and the trade-off on the rate for rebuilding 
the NDF.    
 
The Treasury also supported EQC’s intention to ascertain whether there was market 
interest in a multi-year placement of the programme. Currently the total EQC 
programme is an annual renewal. According to the outcomes from EQC’s reinsurance 
market consultations [BNW 17-18 026], there is willingness to contemplate these multi-
year placements (proposed for 2019/20) for a growing number of markets, as long as a 
significant amount of the programme capacity is being renewed each year.  
 
In addition, the majority of key reinsurance markets have indicated they will support a 
flat, risk adjusted (positive) pricing renewal for 2018/19. This may signal that the 
reinsurance pricing cycle is bottoming out; as reinsurer market prices were previously 
trending downwards. Purchasing additional reinsurance at the top layer now could be 
done at comparatively cheaper prices than in the future if reinsurer prices do start to 
rise. In addition, proceeding with multi-year placement arrangements may also take 
advantage of locking in lower prices over a longer period. 
 
On 1 May, the EQC Board agreed to the recommendations provided to them by EQC 
management on the renewal of the 2018/19 reinsurance programme on the terms and 
conditions as presented to them. The EQC Board also agreed to authorise an increase 
in the Crown’s protection against severe loss, through full placement of the current top 
layer of reinsurance and/or the purchase of additional top layer coverage at an 
additional capped premium. 
 
The next step in the process will be for Aon Benfield, EQC’s reinsurance broker, to 
negotiate and confirm new reinsurance contracts. These will then be signed by EQC to 
ensure cover is in place for 1 June 2018.  We understand that EQC will confirm the 
placement of the 2018/19 programme with the Minister Responsible for the Earthquake 
Commission as part of its regular weekly briefing.  
 
 
James Wilson, Analyst, Commercial Operations - Strategy and Policy, 
Shelley Hollingsworth, Acting Manager, Commercial Operations - Strategy and 
Policy,
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