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Treasury Report: Cost of the Canterbury earthquake to EQC

| 1. We have werked with-the-Earthquake-Commission-{EQC)to-updated the estimated
gross cost of the Canterbury earthquake to the EQC. Our midpoint estimate is $3.3
billion". This is within the range of previous estimates, but towards the top end.

2.  Our estimate excludes:

. damage to commercial property, infrastructure, and local and central government
property, which is not covered by EQC;

. additional costs for residential property being borne by private sector insurers
(e.g. damage for houses above the EQC cap of $100,000 plus GST);

. the additional costs of land remediation above the standard required by the EQC
Act, which are being met by the Crown; and

. economic losses caused by the earthquake.

3.  Our estimate includes administration costs for EQC, although these are not separately
itemised as they are likely to be a small fraction of the total, and well within the margin
of error of our estimate.

| 4. Our estimate of $3.3 billion is uncertain and based on limited information — therefore
there is still a significant margin for error around it. However, based on the information
we have, we cannot see any plausible set of assumptions that would result in a gross
cost to EQC that was less than $2 billion.
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4.5. EQC is commissioning its actuarial advisor to prepare a more robust estimate of the or numbering

gross cost. This will not be available until the end of November.

| 5.6. The net cost to EQC is capped at $1.5 billion (with some caveats) due to EQC's
reinsurance. Therefore if our estimate is correct, there is no additional fiscal cost to the
Crown, but EQC's reinsurers face a bill of around $1.8 billion.

| 6.7. EQC needs to handle the relationship with its reinsurers sensitively. Therefore we
recommend that you do not discuss our estimate publicly until EQC has had a chance
to brief its reinsurers. EQC's intention is to brief its reinsurers once the actuarial review
has been completed.

Previous cost estimates

| 78. Shortly after the earthquake, a number of estimates of the potential cost of damage
suffered in Canterbury were released. EQC’s initial modelling, done immediately after
the earthquake, produced a wide range of estimates. One model produced a range of
between $1.2 billion and $2.0 billion, with a midpoint of $1.4 billion. Another model
produced a range between $2.6 and $4.4 billion, with a midpoint of $3.4 billion — which
is very close to our current estimate.

| 8.9. Shortly after the quake, private sector commentators produced estimates of between
$1 billion and $6 billion, although these figures were for total insured loss, not EQC’s
share of that loss. While the range in these estimates was very large, most of them
converged on a total expected loss of around $2 to $3 billion. Our current estimate
suggests this understates the total costs.

All figures in this report are GST-exclusive.
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EQC’s reinsurance

9:10. As you know, the EQC has $2.5 billion of reinsurance which provides cover to EQC for
costs greater than $1.5 billion from a single event. The reinsurance would only be fully
used up if the total cost to EQC of the Canterbury earthquake was greater than $4.0
billion, which is possible, but at the moment seems unlikely.

40:11. EQC'’s reinsurance only provides cover for costs incurred under EQC’s existing
legislation and policy. The additional costs of the land remediation work to bring land
up to a higher standard will not be covered, and so will need to be met by the Crown.

4-12. The reinsurance also provided cover for damage from aftershocks up to 720
hours (30 days) after the initial event. This cover expired on 4 October. In theory, any
additional damage from aftershocks after 4 October is not covered by the reinsurance
and must be met by EQC: this would increase the net cost to EQC above $1.5 billion.

42.13. However in practice it is not clear how EQC or the reinsurers would be able to
separate out whether damage occurred before or after 4 October, and we assume that
the damage from aftershocks after 4 October is relatively small.

Our cost estimate

1314, EQC has taken the roughly 9% of claims it has assessed to date, and using this
information has forecast possible house repair costs within broad cost bands. These
9% of claims are not a random sample, as EQC has been prioritising both high-value
and low-value claims for settlement. However, this is the best information we have, and
we have attempted to correct our estimate for the biased sample.

14-15. We have used this information to produce an estimate of

the total cost to EQC, after scaling the total number of claims up to 120,000, and

factoring in the estimated cost of contents claims, land remediation costs, and EQC'’s

excesses:
Number of Average cost Total cost’
claims per claim? ($) ($m)
Building claims over the EQC cap 10,000 100,000 990
Claims from $10,000 to $100,000 62,000 30,000 1,840
Claims under $10,000 32,000 6,500 200
Land damage n/a n/a 150
Contents claims 44,000* 3,000 130
Total 120,000 n/a 3,310
Claims over the EQC cap
45:16. We know that for claims for house damage above the EQC cap, EQC pays

$100,000 plus GST, less a $1,000 excess. Therefore the total cost in this category
depends only on the number of claims — which EQGC-is currently estimateds will-be

around 10,000, but is still relatively uncertain.-

Before EQC's excesses are applied.
The cost to EQC, after the excesses are applied. Figures rounded to the nearest $5 million.
Of this total, 12,000 are for contents only and 28,000 are for building and contents damage.

Therefore only 12,000 of these claims count against the total
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Claims between $10,000 and $100,000

16:17. These are the claims that will be handled by EQC's project management office
(PMO) with Fletcher Construction. We have assumed 62,000 houses to repair at an
average cost of around $30,000. Therefore we estimate house repair costs through the
Fletcher Construction PMO will total around $1.84 billion.

Land damage

47:18. The figure we use is EQC/Tonkin and Taylor's estimate for the costs of land
remediation to the standard required by the EQC Act, less our estimate of the excess
to be paid by the landowners. Therefore this figure excludes the additional costs of
remediating land to a higher standard (estimated to be $140 million) which will be met
by the Crown.

Contents claims

48-19. We have assumed the average contents claim is $3,000. This is slightly higher
than average value of contents claims paid to date, which is $2,650.

Sensitivity of our estimate

49-20. The average cost of claims between $10,000 and $100,000 is the most important
assumption in our estimate. It is also the assumption where we have the least
information.

20:21. We have assumed the average cost for house damage in this category is
$30,000. As discussed above this is based on an extrapolation of the around 9% of
claims that EQC has assessed to date.

24-22. As a sensitivity test, if the average was actually $40,000 then our total EQC cost
estimate would be $3.9 billion, with claims in the $10,000 to $100,000 category totalling
around $2.5 billion. If the average cost of claims in this category was $10,000 — which
is obviously not plausible — then our total EQC cost estimate would be just under $2.1

billion.

22-23. EQC has currently received around 111,000 claims, and this total is still
increasing by around 600 to 700 per day. We estimate the final total of claims is likely
to be somewhere between 120,000 and 130,000. We have assumed 120,000 in our
cost estimate, but if we also assume that the majority of claims received from now on
will be for smaller amounts of damage, then our estimate is not particularly sensitive to
the final number of claims received by EQC.

23-24. However, our estimate is sensitive to the allocation of the total number of claims
to each sub-category. Confidence in revised estimates is expected to increase
significantly as more data become available within the next few weeks.

Impact of EQC’s excess provisions

24-25. We have factored the impact of EQC's excess provisions into our estimate.
Based on our assumptions, EQC is meeting over 98% of the cost of residential damage
up to the EQC caps, with homeowners meeting less than 2% themselves via EQC's

excesses.

will-repert-to-you-on-these-issues-separately- [Juston — with a little more work on this by
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EQC, the “issue” may be more manageable — suggest you hold off on this for the

moment.]

Private insurers

26. Private insurers will be meeting the cost for house damage above the EQC cap of
$100,000 (less any excesses that the private insurers charge).

27. If we assume the average cost of house damage above the EQC cap is $200,000 (i.e.
$100,000 from the EQC and $100,000 from private insurers) then private insurers will
incur costs related to residential property repairs of around $1 billion. Based on this
assumption, which is not particularly robust, the total cost of damage to residential
property and land in Canterbury would be around $3.4 billion [should this be $4.37],

__—{ Formatted: Highlight

with EQC meeting around 77% of this amount, private insurers around 23% and
homeowners around 1%.

28. Private insurers will also be meeting other costs such as temporary accommodation,
and also covering commercial property damage and business interruption.

Consultation

29. This report was prepared in consultation with the EQC.

Recommended Action

We recommend that you:
a. note the contents of this report; and

b.  refer this report to the Minister for Canterbury Earthquake Recovery

Andrew Blazey
Manager, Sector Monitoring
for Secretary to the Treasury

Hon Bill English
Minister of Finance
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Estimated cost of the Canterbury earthquake to EQC

Number Average cost Excess Total cost

Claims category of claims per claim to EQC
Buildings, above EQC cap 10,000 $100,000 $1,000 $990,000,000
Buildings, $10 to $100k 62,000 $30,000 $300 $1,841,400,000
Buildings, below $10k 32,000 $6,500 $200 $201,600,000
Contents 44,000° $3,000 $92 $128,000,000
Land n/a n/a n/a $150,000,000
Total 120,000

8 To avoid double-counting, the total number of claims includes contents-only claims (16,000).
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