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GLOSSARY OF TERMS
ADBRO Investments Limited owned 81% by the Crown and
19% by Fay, Richwhite & Company Limited.
American Institute of Certified Public Accountants.
Booz Allen Hamilton, Consultants.
Baring Brothers Burrows & Co. Limited, Advisers, Sydney.

BDO Hogg Young Cathie, Chartered Accountants, New
Zealand.

Bell Gully Buddie Weir, Barristers and Solicitors.
Bank of New Zealand.

BNZ Finance Limited, a registered bank and listed on the New
Zealand Stock Exchange, 78% owned by BNZ.

BNZ Services Limited, formerly BNZ Pensions Limited, a
subsidiary of the BNZ.

Buddle Findlay, Barristers and Solicitors.

Beleggingsmaaschappij Amstelmond BV, an insurance
company incorporated in The Netherlands.

Capital Markets Limited, now Fay, Richwhite & Company
Limited, a public company listed on the New Zealand Stock
Exchange, a shareholder in BNZ from 1989 to 1992.

Coopers & Lybrand, Chartered Accountants.

Discounted cash flow. A mathematical technique used to put
a present value on income which is expected to be earned
over a number of years into the future.

Dai-Ichi Kangyo Bank Limited, a Japanese bank.

Group of companies of which European Pacific Investments
S.A. of Luxembourg is the immediate holding company.
Ownership not known. Includes EPBC and EPUL.

Ernst & Young, Chartered Accountants.

European Pacific Banking Corporation Limited, a Cook Islands

incorporated company 49% owned by EPI until November
1989, now 100% owned by EPI.



EPI

EPNZ

EPTCHK

EPUL

FRL

ICAEW

MORGANS

NAB

NCD

NZSA

Operational Review
Committee

RBNZ
Registrar

RMcV

RWS
"the Act”

"the arrangements”

(vii)
European Pacific Investments S.A. incorporated in

Luxembourg. Listed on the New Zealand Stock Exchange
from 1987-1989.

European Pacific New Zealand Limited, a subsidiary of EPI.
No longer active in New Zealand.

European Pacific Trust Company (Hong Kong) Limited, a

Hong Kong registered company owned by members and
associates of the EPI group.

European Pacific Underwriters Limited, a Cook Islands
incorporated subsidiary of EPBC.

Fay, Richwhite & Company Limited. A New Zealand listed
public company.

Institute of Chartered Accountants in England and Wales.

Morgan Guaranty Trust Company of New York, a bank
incorporated in the United States of America.

National Australia Bank Limited, an Australian bank, a
subsidiary of which acquired the shares of the BNZ in
November 1992.

Negotiable Certificate of Deposit. A transferrable financial
instrument commonly issued by banks and other financial
institutions.

New Zealand Society of Accountants.

A subcommittee of the Board of the BNZ chaired by Sir
Michael Fay, established in November 1990 at the request of
the Minister of Finance to review major aspects of the Bank’s
operations.

Reserve Bank of New Zealand.

The Registrar of Companies.

Russell McVeagh McKenzie Bartleet & Co, Barristers and
Solicitors.

Rudd Watts & Stone, Barristers and Solicitors.
The Securities Act 1978.
The contractual and other arrangements entered into by the

BNZ in March 1988 under which BNZ is indemnified by BNZS
against losses up to $200 million in its loans and investments.



"the Bank”

"the Capital Notes”

"the Crown"

"the first hearings”

"the second hearings

Unders and Overs
Schedule

Zero Coupon Bond

( viii )
Bank of New Zealand.

A US$200 million issue of perpetual subordinated capital
notes made by the Bank in March 1988.

The New Zealand Government.

Hearings conducted at the offices of the Commission over the
period 12 Janaury to 9 February 1993.

Hearings conducted at the offices of the Commission over
Thurday and Friday 22 and 23 April 1993.

A schedule prepared by an auditor which sets out and
quantifies those items for which there is a difference in
accounting treatment between the auditor and the company
preparing the financial statements.

A form of financial instrument on which no coupon interest is
paid. Investors receive their return by purchasing the bond at
a discount which incorporates the rate of return they will earn
over the term of the bond.
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More than once
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REPORT OF AN ENQUIRY UNDERTAKEN

BY THE SECURITIES COMMISSION

INTO CERTAIN ARRANGEMENTS ENTERED

INTO BY BANK OF NEW ZEALAND
IN MARCH 1988

INTRODUCTION

Background

In March 1988 Bank of New Zealand ("the Bank" or "BNZ") entered into
certain arrangements through members of the European Pacific Group of
companies (the "EP Group") based primarily in the Cook Islands. The
arrangements were evidenced by formal agreements and by associated
undertakings between the parties. These arrangements (referred to in this
report as "the arrangements”) purported to give a form of indemnity to the
Bank against losses of up to $200 million which might arise within its
portfolio of loans and advances over a period of five years. The Bank paid
a single premium of approximately $110 million which was invested in
securities yielding $200 million. Although the Bank could make claims at any
time, it was entitled to receive payments, totalling $200 million, according to
a fixed schedule over the period 1990 to 1993. The sum of $200 million
represented $110 million plus notional interest over the five year period of

the policy of $90 million.

The arrangements remained in place for their full term, winding up on 30
March 1993. The Bank took benefits under the arrangements into its
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published financial statements for each financial year from the year ended
31 March 1989 up until 31 March 1993.

On 15 October 1992 the Commission decided to undertake an enquiry into
the arrangements. The Commission made its decision after considering
allegations which had been made in the House of Representatives and
repeated in the news media concerning the alleged misuse of these
arrangements by the Bank in its published financial statements. The terms

of reference for the enquiry are set out in Appendix A of this report.

The quorum of Members dealing with this matter comprised:
Mr P.D. McKenzie (Chairman)
Mr R.A. Anderson, and
Mr R.E. Baker.

The Commission made privacy and confidentiality orders under section 19(5)
of the Securities Act 1978 ("the Act") relating to the subject matter of this
and related enquiries. The Commission wished to facilitate full disclosure of
documents and other evidence in the shortest possible time. We believed
this could best be achieved by receiving evidence privately and
confidentially. The orders were modified on 6 May 1993 to facilitate the
publication of this report. A copy of the present orders is attached as
Appendix B. They remain in force in this form. |

Proceedings

The Commission made requests in October 1992 to BNZ and to the two
firms of auditors who had acted for the Bank in the period covered by the
enquiry, Ernst and Young ("E & Y") (formerly Ernst and Whinney), who acted
throughout the period and BDO Hogg Young Cathie ("BDO"), who ceased
to act in June 1989, for all books and papers in their possession or control
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relative to the arrangements. The Governor of the Reserve Bank of New

Zealand was also asked at that time for comment.

The Bank and E & Y separately provided a significant volume of material to
us in mid-November. BDO advised that it had no relevant documents in its
possession.

Following initial analysis of the material received we asked the Registrar of
Companies ("the Registrar”) for certain information relating to registration of
one of the Bank’s debt security prospectuses. We also summoned the
accounting firm of Coopers & Lybrand ("Coopers") to produce information
relating to an assignment it had carried out for the Bank in 1990/91.

To ensure that we had received all relevant information relative to the
enquiry we summoned BNZ and E & Y on 8 December 1992 to produce any
further books and papers in their possession or control. The summons
extended to the legal advice given to the Bank by its legal advisers, Buddie
Findlay ("Budfin”) and to all advice received by the Bank’s Board of directors
relating to the Bank's levels of doubtful debt provisioning from the year
ended 31 March 1988 to the year ended 31 March 1991. We also

summoned BDO to produce any documents in its possession or control.

The Bank provided material to us on 23 December 1992 and an affidavit as
to documents of the Bank’s chief executive officer, Mr R.M.C. Prowss. By
agreement certain customer confidential information was made available for
inspection by Commission staff at the Bank’s premises. The Bank claimed
legal privilege in respect of legal advice received by it and, after discussion,
the Commission decided not to contest this claim.

E & Y provided information to us under cover of a letter of 15 December
1992 and by agreement made available for inspection by Commission staff
at its premises all its audit work papers relating to the Bank’s doubtful debt
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provisioning from the year ended 31 March 1988 to the year ended 31
March 1991.

On 23 December 1992 we issued to the Bank and certain other parties a
summary review of the written material we had received to the end of
November 1992.

We conducted hearings ("the first hearings") over 10 days from 12 January
to 9 February 1993 during which we received evidence from 26 persons,
including present and former directors and executives of the Bank, present
and former partners of the Bank’s two auditing firms, partners of Coopers,
staff of the Registrar and two expert witnesses. We also received preliminary

submissions on behalf of the Bank.

We consulted a number of persons in regulatory agencies, professional
bodies and financial institutions, both in New Zealand and overseas, in order
to gain an understanding of the use of, and manner of accounting for,
arrangements of the kind entered into by the Bank. Those consulted include
officials of the Accounting Standards Board of the United Kingdom, the
institute of Chartered Accountants in England and Wales, the United
Kingdom Department of Trade and Industry and the Financial Accounting
and Standards Board of the United States of America. We obtained a
number of papers from these sources and have drawn from this material

where appropriate.

We surveyed banks operating in New Zealand to determine the prevalence
of the use by banks in New Zealand and, through the Head Offices of those
banks, overseas, of so-called "captive” insurance arrangements covering
banks’ potential bad debt losses. The results of the survey are set out later

in the report at section 5.
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On 12 March 1993 we issued to the Bank and certain other persons a
confidential consultative draft report of the Commission. The purpose of this
draft report was to record the preliminary views of the Commission on the
evidence received to that time. The distribution of the draft report was
extended to all persons who in the view of the Commission in the terms of
the draft report might be perceived to be the subject of Commission
comment whether adverse or otherwise. We wished to ensure that those
who received the draft report had the opportunity to consider the comments
carefully and, if they wished to, to make submissions whether in writing or
orally.

We requested that all written submissions be in the hands of the
Commission by no later than 5 p.m. on Friday 26 March 1993. We received
a number of very pressing requests for extension of this deadline and certain
extensions were agreed to. Most written submissions were received at the
offices of the Commission by Monday morning 19 April 1993. Several
persons requested the opportunity to present oral submissions and, in some
cases, further evidence.

We conducted hearings ("the second hearings”) on 22 and 23 April for the
purpose of receiving the oral submissions and further evidence.

All evidence in the enquiry was received on oath. The hearings were tape
recorded and transcribed. The transcript exceeds 2000 pages. The
transcript of the first hearings was available to counsel in advance of the
second hearings. There were also several thousand pages of documentary
evidence. A full list of those appearing before us is set out in Appendix C.

Counsel who made submissions to or appeared before us, and the parties

they represent, were:




1.21

6

Bell Gully Buddle Weir, Wellington representing Bank of New Zealand:
Mr W.M. Wilson
Mr G.J. H. Sharp
Mr M.G. Colson

Rudd Watts and Stone, Wellington representing Ernst and Young:
Mr P.E. Ratner
Mr F.J. Handy

Russell McVeagh McKenzie Bartleet & Co, Auckland representing Sir
Michael Fay, Messrs L.C. Pyne, D.G. Sadler, S.D. Pasley, Dr R.L. Congreve
and Mr G.T. Ricketts (former directors of the Bank):

Mr G.P. Curry

Mr K.J. Catran

Mr A.M. Peterson

Chapman Tripp Sheffield Young, Wellington representing Coopers &
Lybrand: |
Mr B.J. Brown

Chapman Tripp Sheffield Young, Wellington representing Mr T.K. McDonald
(current director of the Bank):
Mr S.L. Franks

Phillips Fox, Wellington representing Mr P.R. Travers (former executive of
the Bank): '
Mr R.J.B. Fowler

In the course of the second hearings the Commission received certain
submissions on the procedures adopted by the Commission for the enquiry
and the Commission’s jurisdiction. We review these submissions and the

Commission’s opinion on them is set out in Appendix D.
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Shortly after we commenced our enquiry we received a letter dated 26
November 1992 from Mr W.R. Peters, M.P. containing further allegations
relating to the arrangements which had been entered into by the Bank. That
letter was carefully considered. The Chief Executive of the Commission
informed Peters on 1 March 1993 that the Commission would receive any
further material or submissions but in subsequent correspondence Peters
has queried the timing of this. The Commission made its position clear in
subsequent correspondence in late April 1993.

European Paclific Group of Companies

In November 1992 we requested information from the EP Group of
companies. BGBW Auckland informed us, by letter dated 7 December
1992, on behalf of the EP Group that:

-..the Cook Islands has extensive legislation protecting the confidentiality
of information concerned or connected with Banking and other financial
transactions. Indeed this legislation prohibits the disclosure of such
information. It also provides for various offences by Banking and other
financial institutions and/or their officers who may act in breach of the
legisiation. These offences relate not only to acts within the Cook
Islands but also have extra territorial application.

In all the circumstances European Pacific is simply not in a position to
be able to agree to provide the information that you have sought.

BGBW Auckland thereafter claimed that this was so notwithstanding that
BNZ had consented in writing to the release of documents material to its
affairs and that privacy and confidentiality orders applied in respect of the
Commission’s proceedings.

We do not accept this claim. We wrote to BGBW Auckland on three
occasions asking them to cite the authority on which they asserted that the
EP companies would be in breach of law in tendering documents in
response to the Commission’s request. BGBW Auckland did not
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acknowledge our letters.

- This is an unsatisfactory situation. In our view it does not reflect well on a

company that it has carried on significant business in New Zealand but will

not co-operate with the regulatory authorities in this country.

We obtained various internal EP Group letters and documents from sources
other than the group itself. Our report includes a number of references to

those letters and documents.

General

Our enquiry was commenced while the management of the Bank was under
particular pressure as a result of the takeover offer by a company of the
National Australia Bank Limited group. We appreciate and are grateful for
the effort made by the Bank in mesting our requests for information and
documents. This often required the searching of many files going back over

a number of years.

Where individual persons are referred to in this report we use the customary
honorific the first time a person is named. All subsequent references use

surnames only. No disrespect is intended by this practice.

We have divided our report into six parts:

Part | deals with the establishment of the arrangements; discusses the
nature of the arrangements and the resultant funds flows; examines the
question of whether the arrangements are a genuine insurance
transaction at law; reviews the procedures by which the arrangements
were put in place, including the reasons why the Bank entered into them;
and looks at captive debt insurance by banks.
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Part Il deals with issues arising from our consideration of the Bank’s
March 1988 financial statements including the allegations made by
Peters; reviews those financial statements; and sets out the
Commission's findings on the matter.

Part lll examines the legal responsibilities of directors and auditors with
respect to published financial statements; discusses the appropriate
accounting treatment for such arrangements and provides the
Commission’s views on this issue; and provides an overview of how the
Bank has used and accounted for the arrangements over the period of
their existence;

Part IV separately considers each of the Bank’s published financial
statements since September 1988; expresses the Commission’s view of
the influence the arrangements may have had on the truth and fairness
of those financial statements; separately reviews all the Bank's debt
security prospectuses since June 1988 and expresses our view on
compliance with the provisions of the Securities Regulations 1983.

Part V deals with various miscellaneous matters on which we consider
it is appropriate to comment, including: whether we have found any
evidence of fraud by any person, breach of fiduciary duty by any
director, or improper influence on the Bank's affairs by any major
shareholder; some particular aspects of the Bank’s administration of the
-arrangements; and the Bank’s reporting to the Reserve Bank of New

Zealand.

Part VI contains our conclusions and sets out the bodies to whom we

are referring our report.
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PART |

ESTABLISHMENT OF THE ARRANGEMENTS

BACKGROUND

At the beginning of 1987 the Bank was New Zealand’s largest trading Bank,
holding approximately 40% of the total deposits of the Banking system. It
was wholly owned by the New Zealand Government ("the Crown").

On 12 February 1987 the Bank offered 103 million non-voting 50 cent shares
for public subscription at a price of $1.75 per share, raising new capital of
$180.25 million. Following the share issue the Crown held 87.1% of the

issued capital of the Bank.

The Bank was expanding rapidly. On the basis of the Bank’s published
financial statements its total assets grew by 20.4%, from $14.6 billion to
$17.6 billion, in the year ended 31 March 1988.

For the first nine months of 1987 the New Zealand economy was relatively
buoyant, particularly in the property and investment areas. The Bank
actively participated in these areas of buoyancy. In October 1987 the world-

wide sharemarket crash took place.

The Bank’s directors and management have said in evidence that they were
conscious that the world-wide share market crash had the potential for both
direct and indirect effects on the Bank. The Bank had advanced funds to a
number of parties directly or indirectly on the security of shares. It was also
exposed to the property sector. The directors and management did not

know at that time whether the sharemarket collapse would be short-lived or



2.6

2.7

2.8

2.9

11

prolonged. They did not know whether or to what extent there would be a
flow through to the property market.

Bank witnesses gave evidence that by the end of 1987 they were becoming
concerned about the long-term impact of the sharemarket collapse on the
Bank’s exposures, particularly its corporate and property exposures. Many
of these exposures had originated in the Investment Banking Group, of
which Mr P.R. Travers was at the time General Manager.

In late 1987 Travers instructed Mr R.J. Diack, then Chief Manager,
Corporate Financial Services, to undertake a number of special reviews of
the Bank’s larger corporate exposures. Diack was responsible for improving
the Bank's security position on those corporate exposures where the Bank's
position was considered to be relatively weak.

During early 1988 Diack received an approach from Mr M. Jones of the EP
group with a proposal for a type of insurance arrangement which would
provide cover against a specified risk of loss in the Bank's loan portfolio.
The first record of this approach is a letter dated 24 February 1988 from
Jones to Diack and Mr M.C. Dowland, then Corporate Legal Counsel, of the
BNZ. It was acknowledged that that letter would have been preceded by
mesetings and/or conversations between the parties.

The approval process

The directors of the Bank first received notice of the proposal for the Bank
to enter into the arrangements at their meeting on 17 March 1988. This was
conveyed in a memorandum of 15 March 1988 signed by McCay as Group
Chief Executive but prepared for him by Diack. The text of the
memorandum was:
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INSURANCE COVER
CREDIT AND INVESTMENT RISK

1. We are facing certain situations where potentially a loss could
occur at some forward time, but with the possibility of loss
uncertain as to event amount and time.

2. While not warranting a specific provision now, recognising the
imponderables involved, it would nevertheless be prudent for us
to insure against a loss or losses eventuating to protect the
performance of the Bank until such uncertainties are removed.

3. Examples are: -

- The Bank’s equity and 5 year loan facility relating to the
Ariadne shares

- The unsettled balance of forex transactions as referred,
Agenda Paper No. 883/8.8

- Exposures to the property market in the event this
deteriorates or collapses

- Similarly exposures related to the share market should
another "19 October" occur.

4. We are therefore examining the viability of establishing a captive
based insurance cover, up to $200 million, for an ensuing 5 year
period; effectively enabling any losses resulting from situations
positioned under this cover to be directly recovered against the
sum insured. o

Terms of the cover can, within reason, be sufficiently flexible to
meet any situations envisaged.

5. The benefit of establishing insurance cover is to avoid the impact
on profit of a large write-off in any one year by spreading the risk
more evenly through the payment of an annual premium.
Effective cost of the programme and[sic] the 5 year period is
similar to writing off the same amount of debt but smooths the
reported profits.

6. Existence of appropriate insurance cover will provide the auditors
' with a degree of assurance when testing the adequacy of doubtful
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debt management. The policy may also provide comfort to rating
agencies when assessing the Bank’s credit standing.

7. Both Ernst & Whinney and Buddle Findlay, with whom we have
extensively discussed the concept and practical application, fully
endorse the validity and the viability of the approach for the
purposes intended. Both parties will be directly involved in
finalising arrangements and documentation, for their final
certificates.

Recommendation

8. While it has not been possible to complete details for this Board
Meeting, there are obvious bensfits in putting the insurance cover
in place and effacting the premium before 31st March.

-9 Accordingly, to enable this to be achieved, | recommend that the
Board authorise a sub-committee of Mr Campbell and one of Mr
Bayliss or Mr Pearson to consider and approve as appropriate
final submission and recommendations for the establishment of
insurance cover as outlined and the associated premium
payment.

R.B. McCay (signed)
Group Chief Executive

The directors present at the meeting which considered this memorandum
were: Mr R.J. Campbell, Deputy Chairman, Messrs P.G. Morrison, L.C.
Bayliss, F.S. Pearson, P.W. Leeming and Dr S.M. Lojkine. Sir Ronald
Brierley, Chairman of the Bank at the time, was not present.

The memorandum, although referring to the level of coverage of the
arrangement, and mentioning "captive based" insurance cover, included very
few of the relevant details. It referred to "extensive discussions" having
taken place with the Bank’s auditors and legal advisers.

The Bank'’s directors would have had the opportunity to read the paper the
day before the Board meeting. It was customary for directors to visit the

Bank that day and read the Board papers in a room specially set aside for
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their use. Informal discussions would often take place among directors in

that forum.

The directors who were involved in that Board meeting and who gave
evidence before us can not recollect significant discussions prior to the
Board mesting. They can recall the matter as coming late in the agenda.
Some directors recall that they had insufficient information and insufficient
time to consider the proposal. Lojkine told us at p.942:

The first impression that | would like to convey to you is that | felt the
Board were rather railroaded into this arrangement because it only came
up at the last minute in the financial year. Management seemed to be
on top of it and they were keen to do it ...

Campbell said at p.792:

| think that the consensus view of the Board on reading the paper was
that the Board was really at best lukewarm about the proposal and felt
that the 15 March paper provided insufficient detail about how it might
work and what its implications were ...

Pearson told us at p.1142:

| just remember my reaction at feeling hijacked by this proposal of you
know a complicated thing of this nature which | didn’t understand at the
late stage ...

and at p.1147:

..| remember resenting being asked to take something seriously of such
complexity at short notice ...

In view of the shortness of time available before balance date on 31 March
1988 management had recommended that the matter be referred to a
subcommittee to enable consideration to be given to the proposai before the
end of the month. Directors may have been comforted by the referral of the

proposal to the subcommittee.



2.15

15

The Board sub-committee comprised Campbell and Bayliss. It met in late
morning on 30 March 1988, with several senior management personnel
present, and formally approved the Bank entering into the arrangements.
The sub-committee was provided with a memorandum dated 30 March 1988
signed by McCay, the text of which reads:

INVESTMENT AND CREDIT RISK INSURANCE POLICY

1. At the last meeting of the Board Agenda Paper No 883/8/9, ....,
introduced the concept of the Bank insuring certain risks, which
were exampled. '

2. The Board accepted the recommendations that to enable such an
Insurance Policy to be put in place by 31 March 1988 a sub-
committee would consider and approve an appropriate final
submission and recommendation for establishment of insurance
cover as outlined and the associated premium payment.

3. An Insurance Policy has been negotiated to satisfy our
requirements as established in the earlier Agenda Paper.

Details of the Policy are:
a) Insured Group: Bank of New Zealand Group
b)  Indemnifier: BNZ Pensions Ltd (NZ Registered)

¢)  Risks indemnified: The Bank is indemnified against any
loss it may incur in respect of its failure to collect certain
debts and any loss made from certain investments. The
definition of debts and investments is wide enough as to
cover any known amounts due to the Bank from loans of
any kind or prospective losses including those relating to
the unsettled balance of forex transactions, referred to
[elsewhere]

d)  Maximum amount claimable: NZ$200 M

8) Period of Indemnity: 5 years renewable annually
: thereafter for a premium to be agreed.

f) Claims: The policy has been designed to require the claim
to be met where the Bank’s loss is certified by one of the
Bank’s Auditors. '
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g) Premium: The premium will be paid as a single payment
made on the signing of the policy. Final negotiations as to
amount are being concluded presently. The maximum
premium will be $110 million which will be amortised over
5 years at approximately $22 M per annum.

h)  Payment: The policy is structured so that while claims
may be made by the Bank and accepted by the
indemnifier nevertheless the maximum amount payable in
the first four years of the policy is restricted to $10 M per
annum in years 2, 3 and 4. The balance of $170 M is
payable in year 5.

4. The policy is based on captive insurance principles and the
indemnifier (BNZ Pensions Ltd) has insured its total
responsibilities under the policy through the Netherlands broker
Kamerbeek Assurantiemarkelaas BV to a Company wholly owned
by Kreditbank: BeleggingsmaaSchappij Amstelmond BV.

5. The single premium is invested in Zero Coupon Bonds issued by
prime institutions. The Bonds will mature as follows $10 M per
annum in year 2, 3 and 4 and $170 M in year 5. The Bonds are
held in trust for the benefit of the policyholder.

6. The indemnity arrangement proposal provides the benefit of
avoiding the impact on profit of a large write-off in any one year
by spreading the risk through the amortising of the premium over
a 5 year term.

7. Our solicitors and auditors have been closely involved in the
development of the insurance policy and appropriate legal and
audit opinions are being provided.

Recommendations

| am satisfied with the objectives and form of the arrangement and
recommend the establishment of an insurance policy of $200 M and
payment of the premium.

R.B. McCay (signed)
GROUP CHIEF EXECUTIVE

The sub-committee could not have had long to consider the memorandum,

since it was dated 30 March 1988 and the mesting took place late morning.
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217 The recollections of that meeting by the members of the sub-committes are
very vague. Campbell said in evidence at p.796:

| must say | don't have a strong recollection of the sub-committes. I've
seen the minutes and seen the record and | don't say they're wrong. |
don't have a strong recollection of the actual sub-committee meeting but
it appears that the intention was that the sub-committee had the power
to approve.

2.18 In a subsequent letter to us dated 25 March 1993 Campbell told us:

It is stated [in the Commission’s consultative draft] that the Board sub-
committee met on the late morning of 30 March 1988. | have no
recollection of that, nor is there to m y knowledge any evidence that this
did occur or that | was present. | was not at the Board meeting which
subsequently received the Tennent minute. On that basis it is
unreasonable to assume that the meeting occurred as stated by
management and with the papers available as claimed by management.

2.19 We have sighted the diaries of McCay and Bayliss for 30 March 1988.
McCay’s diary indicates:

11.30 Loss insurance sub-commitiee
Bayliss’ diary shows:

11.30 BNz

2.20 Bayliss recalls that the meeting was fairly short. He told us at p.906;

...you have to remember ... time was very pressing | mean this was the
last working day, it was 11.30 and | think they just wanted to get the
sub-committee’s approval and get us out of the way and so none of the
detail which | read about subsequently or which is in your [summary of
material] were told to the Board members and | feel extremely strongly
about that ... ~

2.21 We are satisfied that the meeting of the subcommittes did take place on 30
March 1988. However the minute of the meeting prepared by Tennent does
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not record the directors who were present.

The parties involved

Our understanding is that the major parties to the arrangements were:

(a)

(b)

()

BNZ Services Limited ("BNZS"), formerly BNZ Pensions Limited,
is a wholly owned subsidiary of the Bank of New Zealand with a
paid-up share capital of $10,000. We have been told that BNZS
was a "shelf” company prior to its use in this transaction and has

no connection with any pension services provided by the Bank for

its own staff or externally;

BeleggingsmaaSchappij Amstelmond BV ("BV") is a Netherlands

registered insurance company that is notionally owned by
Kredietbank SA of Luxembourg, itself an associate of the major
Belgian Bank Kredietbank NV. BV appears to have a capital of
100,000 Dutch guilders, approximately NZ$90,000. Kredietbank
SA had total assets of US$13.0 billion at 31 March 1991;

European Pacific Investments S.A. ("EPI"), which is incorporated
in Luxembourg and is the parent of the EP Group. At the time
the Bank entered into the arrangements EPI was listed on the
New Zealand Stock Exchange and had a paid up capital of
$US50 million. EPI's share capital was owned as to 28% each
by the BNZ, Capital Markets Limited ("CML") and Brierley
Investments Limited ("BIL"). 10% of the shares were held by a
Mr David Lioyd, and the balance by the New Zealand public.

EPI was listed on the New Zealand Stock Exchange on 5 January
1987 and delisted on 20 November 1989 at the company’s
request following an Extraordinary General Meeting which



(d)

()

(f)

19

approved a capital reduction of 98%. Travers was a member of
the Board of EPI for much of this period. Diack was his alternate
on the Board.

According to a "Memorandum to Shareholders" of EPI, dated 31
October 1989 and signed by Mr D.M. Richwhite as Chairman, the
BNZ and CML sold their respective shareholdings around that
time to Laverton Securities Limited, a company associated with
the management of the European Trust and Banking Group
Limited.

We are unaware of the current ownership of EPI;

European Pacific Banking Corporation ("EPBC") is a Cook Islands
registered Banking subsidiary of EPI. Its capitalisation is not

known. At the time the arrangements were entered into EPI held
49% of the shares of EPBC, but as part of the 1989
reconstruction of EPI it was indicated that EPBC would become
wholly owned by EPI;

European Pacific Underwriters Limited ("EPUL") is a Cook Islands
registered subsidiary of EPBC. Details of EPUL'’s capitalisation

are not known but it is expected to be modest;

European Pacific Trust Company (Hong Kong) Limited

("EPTCHK") is a Hong Kong registered company with a share
capital at 1 April 1987 of HK$1,000,000 (approximate-ly
NZ$250,000) with shareholders all being members or associates
of the EP Group. We understand that the EP group recently sold
its trust account business, but not EPTCHK, to the Standard
Chartered Banking group;
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BNZ Finance Limited ("BNZF"), is a listed public company and
registered Bank 78% owned by the BNZ. Shareholders’ funds at
31 March 1992 were $163 million;

Morgan Guaranty Trust Company of New York ("Morgans”) is a
United States Bank with consolidated assets at 31 December

1988 (the latest figures available in The Bankers’ Almanac) of
$US66.8 billion;

Dai-lchi Kangyo Bank Limited ("DKB") is one of the three largest
Banks in the world with total assets at 31 March 1991 of $US457
billion and a December 1992 Moodys rating of AA3 for its long-

term obligations.

The formal contractual documents

2.23 The formal legal documents relating to the establishment of the

arrangements were as follows:

(@)

(b)

BNZ entered into a Deed of Indemnity on 30 March 1988 with
BNZS under which BNZS indemnified BNZ against losses of up
to $200 million on specified lending and investment risks (as
defined) up to a maximum face value of $2 billion. The cost of
this indemnity was $109,812,209.90 including premium, fees and

expenses (see Appendix E);

BNZS entered into an Investment and Credit Risk Insurance
Contract with BV dated 30 March 1988 which provides BNZS with
back-to-back cover for its obligations under its Deed of iIndemnity
with BNZ. The directors of BNZ Pensions Limited resolved on 30
March 1988 to enter into the insurance arrangements. The cost
of the premium was $108,560,977.09 (see Appendix F);
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BV entered into a Reinsurance Contract with EPUL on 30 March
1988 for 90% of the amount of risk insured between BV and
BNZS. BV retained 10% of the risk. The cost of this reinsurance
was $97,704,879.00 (see Appendix G);

EPUL and BV entered into separate Deeds of Trust with EPTCHK
on 30 March 1988 whereby the trustee (EPTCHK) agreed to hold
on trust for the insured party (BNZS) all relevant securities placed
with it by EPUL or BV respectively. Under the terms of the Deed
of Trust the first call on the proceeds on the maturity of the
securities was to meet the costs, charges, expenses and liabilities
of the trustee and the second priority was to pay the claims of the
insured parties under the insurance policy (see Appendices H and

).

The funds flows

2.24 The principal funds flows invoived in the arrangements at the time they were

first set up included:

(a)

On 31 March 1988 BNZ paid to the credit of EPBC
$109,812,209.90, of which $108,560,977.09, the premium
payable under the arrangements, was credited to an account at
EPBC in the name of BV while the balance, $1,251.232.81, the
cost of various fees and expenses, was credited to a European
Pacific group company account at EPBC. BV then paid
$97,704,879.00 to EPUL's account at EPBC. BV and EPUL
deposited $10,856,097.00 and $97,704,879.00 respectively in an
account in the name of EPTCHK at EPBC. EPTCHK then
deposited these funds into an account at the BNZ Singapore
where they remained on deposit until 6 April 1988 (i.e., over
Easter).
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The terms
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Date

7.4.88
7.4.88
7.4.88
7.4.88
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On 6 April 1988 EPTCHK used $108,560,977.09 to purchase zero
coupon bonds from BNZ Singapore. These bonds had a
redemption value of $200 million. A letter of 11 April 1988 from
BNZ Wellington to EPTCHK indicates that EPTCHK received
interest of $321,855.07 on its deposit over the Easter weekend,
paid $496,855.04 to BNZ Singapore by way of "Interest
Compensation Movement”, leaving a balance on the original
amount paid by BNZ of $1,076,232.84 which was credited to
EPBC’s account with the BNZ Waellington.

On 7 April 1988 BNZ Singapore acquired Negotiable Certificates
of Deposit ("NCD's") issued by BNZ's subsidiary BNZF in
Wellington, for $108,834,616.22. The proceeds of the sale of
these NCD’s were used by BNZF to purchase identical NCD’s
issued by the BNZ Wellington.

of issue of the Certificates of Deposit and Bonds were:
Maturity Face Issue Yield
Date Value Price %
30.3.90 $10 mn $7,580,531.01 14.50
29.3.91 $10 mn 6,684,989.48 14.00
31.3.92 $10 mn 5,889,302.49 13.76
31.3.93 $170 mn 88.679,793.24 13.50

$200 mn $108,834,616.22

The $200 million face value of the bonds represents the total amount of the

indemnity under the insurance arrangements.

The purpose of the particular structure to the transactions described in

paragraph

2.24 was explained in a memorandum from Diack to McCay of 27

April, 1988:
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The above structure is required to avoid GST on the premium, under the
Double Tax Agresment between New Zealand and Holland, to ensure
deductibility of the premium and to minimise the risk of being liable to
New Zealand Withholding Tax.

2.27 The proceeds of the premium did not remain invested in NCD's issued by
BNZ and BNZF.

(a)

(b)

On 9 August 1988 BNZ repurchased its NCD’s from BNZF for
$113,455,000.00. BNZF redeemed its NCD’s then on issue to
EPTCHK on the same day for the same amount.

BNZ Singapore, in a memorandum dated 5 August 1988,
instructed BNZ Wallington to pay the proceeds of this redemption
to an account at BNZ Wellington in the name of EPUL. By a
memorandum of 8 August 1988 EPBC instructed BNZ Wellington
to pay these funds to the account of Morgans (London Branch)
at BNZ Waellington.

On 25 August 1988 EPTCHK made a deposit of $113,454,600.00
with DKB, evidenced by a Deposit Agreement dated 25 August
1988 (see Appendix J).

The deposit had coupon payments of:

31 March 1990 $10,000,000

31 March 1991 $10,000,000

31 March 1992 $10,000,000
and a final maturity of:

31 March 1993 $170,000,000

$200,000.000



24

2.28 A diagram setting out the above relationships is set out below:

BNZ
(Indemnified)

BNZ

(Indemnifier)
BNZS
(Insured)

Insurance Policy
(arranged by broker Kamerbeek

BV
(Insurer)

Trust Deed
—Deposit of $10,856,097

+——Reinsurance Contract
(90% of Insurance Policy with BNZS)

Trust Agreement under which
EPTCHK holds deposit on
trust for BNZ

EPUL
(Reinsurer)

Deposit of $97,704,879—
Trust Deed———]

EPTC (HK)

Deposit
Agreement

BNZF
(to Aug.
1988)

DKB
(after
Aug.

1988

All transactions took place on 31 March 1988 except the investment with BNZF
which occurred on 6 April 1988 and the deposit agreement with DKB which

occurred on 25 August 1988.

2.29 The arrangements terminated on 31 March 1993 when the proceeds of the

maturity of the DKB deposit were received by the Bank.
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ARE THE ARRANGEMENTS A GENUINE INSURANCE TRANSACTION AT
LAW?

As we shall see later the question whether or not the arrangements are a
genuine insurance transaction has some significance when considering how the
use of the arrangements should have been treated in the financial statements
of the Bank. The legal form is not, however, determinative on the question,
and if the arrangements, aithough in legal form an insurance contract are in
substance a form of investment, then the substance of the arrangements would
have to be recognised when accounting for them.

Do the Insurance Contracts reflect the true agreement between the
parties?

Diack has told the Commission that he instructed the Bank's solicitors, Budfin,

to draw up the documents as an insurance contract.

The Bank has informed the Commission that it does not have any written legal
advice on the question of the effectiveness of the arrangements as an
insurance contract, although it did recsive legal advice from Budfin on taxation
questions which were not material to the Commission’s enquiry.

In submissions during the course of the enquiry, BGBW argued for the Bank
that the insurance documents were not in law a sham because they were
"legally enforceable and at all times accurately reflected the agreement
between the parties”. They referred to comments by Mr Justice Richardson in
NZ| Bank Limited v Euro National Corporation Limited |1 992] 3 NZLR 528, 539:
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The legal principles are well settled. First the true nature of the transaction
can only be ascertained by careful consideration of the legal arrangements
actually entered into and carried out. It is not to be determined by an
assessment of the broad substance of the transaction measured by the
overall economic consequences to the participants. The forms adopted
cannot be dismissed as mere machinery for effecting other purposes. At
common law there is no half-way house between -sham and
characterisation of the transaction according to the true nature of the legal
arrangements entered into and carried out. A document may be brushed
aside if and to the extent that it is a sham in two situations. The first is
where the document does not reflect the true agreement between the
parties in which case the cloak is removed and recognition is given of their
common intentions. The second is where the document was bona fide in
inception but the parties have departed from their initial agreement while
leaving the original documentation to stand unaltered. Once it is
established that a transaction is not a sham its legal affect will be
respected.

It is important to bear in mind, however, that the refusal by the common law to
recognise any "middle-siot” or half-way house between a sham and the
characterising of a transaction according to its legal form, means that the courts
will give effect to a transaction in accordance with its expressed legal form
where the true intent of the parties requires this, notwithstanding that this form
may differ from the "substance” of the transaction viewed in relation to its
economic purpose and effect: Re Securitibank Ltd (No. 2) [1978] 2 NZLR 136,
150-152, 164-165, C.A. The distinction between legal form and the substance
of a transaction was clearly expressed by Richardson J. in Marac Life
Assurance Ltd v C.I.R. [1986] 1 NZLR 694, 706:

The true nature of a transaction can only be ascertained by careful
consideration of the legal arrangements actually entered into and carried
out: not on an assessment of the broad substance of the transaction
measured by the results intended and achieved or of the overall economic
consequences.

3.5 The Bank’s directors and executives acknowledge that there was no potential

for any cash or other economic benefits accruing to the Bank from the policy
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because the Bank would only get back its original "deposit” with interest.
Regardless of the form of the arrangements, they were designed primarily to
allow the Bank to smooth its reported profits. The premiums were to be written
off over the life of the policy. Diack said that the potential for income
smoothing was the main justification for the arrangements and that this had
been made clear to the directors.

This view was shared by the EP Group, through which the arrangements were
put together. In a memorandum dated 31 March 1988 from Mark Jones to the
directors of EPBC, under the heading "Description of Transaction", the following
explanation is provided:

17.1 The insurance transaction is designed to enhance a financial
institution’s balance sheet. Instead of making an immediate
provision in the institution’s accounts for the debts the premiums are
written off over the life of the policy.

17.2 The insurance policy that is being taken out will ensure that the BNZ
Group need not show the total extent of the write-off of doubtful
debts in their accounts in the present financial year and thus affect
their financial position. If $200 million was written off immediately
this would have a detrimental effect on BNZ's gearing ratios. Rather
BNZ will accrue the premium and show it as a deduction across the
five year life of the policy. This is a profit smoothing technique.

The premium (approximately $110M) paid by the Bank for the indemnity was
initially invested in zero coupon bonds issued by BNZ Singapore and was later
invested in a deposit with DKB. This deposit had three coupon payments
which have already been paid in the sum of NZ$10 million each on 31 March
1990, 1991 and 1992. The final maturity for NZ$170 million took place on 31
March 1993 and has been the subject of claim by the Bank. The premium was
therefore used solely as a financial investment for the bensfit of the Bank.

The bond/deposit arrangements were not recorded in the formal legal
documents. A memorandum prepared by Mark Jones at the time the
documents were finalised expressly set out the initial bond arrangements. By
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memorandum dated 29 March 1988 sent to Diack and Dowland, Jones records
the maturity dates and respective amounts of the four bonds. Later in the

same memorandum Jones records that:

4.5 On the 31st of March 1990 BNZ can make a claim for up to NZD10
million under the policy.

4.6 On the 31st of March 1991 BNZ can make a claim for up to NZD20
million. .

4.7 On the 31st of March 1992 BNZ can make a claim for NZDD30
million.

4.8 On the 31st of March 1993 BNZ can make a claim for a further
NZD170 million as the final insurance proceeds.

These financial arrangements are confirmed in a memorandum dated 30 March
1988 from McCay to a sub-committee of the BNZ Board, and in the
memorandum dated 31 March 1988 from Jones to the directors of EPBC.

It is curious that the Deed of Indemnity and other formal insurance documents
omitted the detail regarding the initial bond investment and the important
function it served in the overall transaction. The central function of the initial
bond investment was clearly set out in the various memoranda which were
prepared at the time to explain the arrangements to both the Bank board and
the EPBC board. This raises serious doubts as to whether the formal
documents evidenced the entire agreement between the parties. This issue is
discussed further in paras 3.34 to 3.43.

BV and EPUL respectively as insurer and reinsurer under the arrangements
entered into Deeds of Trust with EPTCHK whereby the trustee agreed to hold
on trust for the insured party as set out in the Deeds all relevant securities
placed with it by BV or EPUL respectively. Clause 2.6 of the Deed of Trust
which EPUL had with EPTCHK provided:
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At the expiry of the Policy or Policies (including any renewal or extension

thereof) the Securities or the proceeds thereof or the balance of such

securities or such proceeds shall, after satisfaction of all outstanding

liabilities under such Policy or Policies be paid to and beneficially retained
by EPUL free from the trusts hereby constituted.

It should be noticed, however, that clause 2.6 of the trust agreement between
BABV and EPTCHK is in quite different terms and directs EPTCHK to hold any
surplus in trust for the insured. That clause states:

- The expiry of the Policy or Policies (including any renewal or extension
thereof) the Securities or the proceeds thersof or the balance of such
Securities or such proceeds shall, after satisfaction of all outstanding
liabilities under such Policy of Policies, be paid to and beneficially retained
by the Insured free from the trusts hereby constructed.

RMcV argued that the words "the Insured” in the Deed of Trust with BV were
an error and the intention of the parties was that the Deed should be in the
same form as the Deed of Trust with EPUL. Counse! drew attention to two
other occasions when the word "insured" is w}ohgly referred to in the BV Deed
and it is apparent that the reference should in each case have been to BV.
The error may be explicable on the basis that BV was the "insured” under its
reinsurance contract with EPUL.

Even accepting that the BV Deed of Trust wrongly refers to the insured and is
capable of rectification, it is important to observe that the Deed of Trust in that
form appears to contradict the representation made to the board of the Bank
in McCay's memorandum of 30 March 1988 which in setting out what were
described as being "details of the policy” states with reference to any trust on
which the zero coupon bonds would be held only that "The Bonds are held in
trust for the benefit of the policy holder". |
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The Board clearly proceeded thereafter on the basis that the arrangements
created a trust over the bonds for the benefit of the Bank. In a memorandum
from Mr.B.A. Stockwell (then Senior Manager, Capital Markets, Investment
Banking Group) to the General Manager, investment Banking and the Senior
Chief Manager, Corporate & Financial Services dated 2 May 1989, it was
stated with reference to the deposit under the arrangements with BV and
EPUL:

This deposit is held by European Trust Company (Hong Kong) Limited on
trust for BNZ (the insured party).

This is another respect in which the formal documents did not evidence the

entire agreement between the parties.

Are the arrangements a contract of insurance at law?

BGBW has referred to Hardy lvamy’s text General Principle’s of Insurance Law

(5th ed. 1986), which provides the following generally accepted definition of an

insurance contract (pages 3-4):

A contract of insurance in the wider sense of the term may be defined as
a contract whereby one person, called the ‘Insurer’, undertakes, in return
for the agreed consideration, called the '‘Premium’, to pay to another
person, called the ‘Assured’, a sum of money, or its equivalent, on the

happening of a specified event.

The specified event must have some element of uncertainty about it; the
uncertainty may be either (a) as in the case of life insurance, in the fact
that, although the event is bound to happen in the ordinary course of
nature, the time of its happening is uncertain; or(b) in the fact that the
happening of the event depends upon accidental causes, and the event,
therefore, may never happen at all. In the latter case, the event is called
an ‘accident’. :

The specified event must further be of a character more or less adverse to
the interest of the assured, or in other words the accident must be
calculated, if it happens, to result in loss to the assured.
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Where the payment of the money or other benefit is discretionary and not
obligatory, the contract is not one of insurance. [Emphasis added].

As pointed out by Mr G.P. Curry of RMcV in his submissions these principles
are in large part based on the Ileading case of Prudential Insurance Co v IRC
[1904) 2 KB 658.

A further significant feature of insurance contracts is that they are aleatory
contracts, having an element of speculation. Colinvaux’s Law of Insurance 6th

ed 1980 summarises this principle as follows:

Contracts of insurance, like wagering contracts are aleatory contracts”
depending on an uncertain event of contingency as to both profit and loss
(Webster's New International Dictionary (2nd ed)); for financial or other
consideration the insurer agrees to pay or otherwise benefit the assured on
the happening of a specified event or contingency which is outside the
control of the insurer. "Insurance is a contract upon a speculation” (per
Lord Mansfield in _Carter v Boehm (1766 3 Burr. 1905)).

It is necessary to focus on two particular elements of a contract of insurance
when considering the nature of the arrangements entered into by the bank:

(a) Do the arrangements involve a "specified event” which has some element
of uncertainty about it?

(b) Do the arrangements involve an element of speculation as to whether there
will be profit or loss to the insurer?

(a) Uncertainty

BGBW and RMcV have submitted that the "specified event” was the incurring
of losses by the Bank, which had the requisite uncertainty as to both timing and
amount. BGBW have further submitted that all that is required is some element
of uncertainty: most aspects of the contract may be certain but as long as



3.20

3.21

32

there is one element of uncertainty that is enough to have insurance.

in Black’s Law Dictionary, Henry C. Black, (6th ed., 1990), "uncertainty” is
defined (at page 1524) to mean "the state or quality of being unknown or
vague". Further, in Hickman v Peacey [1945] AC 304 (HL), Lord MacMillan (at
pages 321 - 324) in interpreting the word "uncertain” (in the context of section
184 of the Law of Property Act 1925 (UK)), notes that "uncertain” in its ordinary
everyday acceptance denotes "a reasonable element of doubt” so as to "satisfy

the mind of a person of reasonable intelligence”. Accordingly, uncertainty is
judged objectively. This requires an assessment of the circumstances in which
the relevant uncertainty is claimed. BGBW and RMcV argued that these

pronouncements in Hickman v Peacey were made in a case turning on the

meaning of "uncertainty” in a section in the Property Law Act and have no
relevance to the very different context of insurance. The Commission accepts
that in the case of insurance it is sufficient to show that some element of
uncertainty is present. In determining, however, whether that element of
uncertainty exists the meaning of the word in other legal contexts is appropriate
and as Hickman v Peacey shows the court approaches the task of defining

uncertainty from the objective standpoint of reasonableness. In the present
context it is for the court on the basis of reasonableness to determine this
question. It is not sufficient to look at uncertainty only from the subjective
standpoint of the directors.

There are three elements of an insurance contract which may have some

degree of uncertainty about them:
(i) event and quantum of loss;
(ii) timing of claims;

(iii) amount of the claims and payments.
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Each of these elements will be dealt with in turn.

() Event and quantum of loss

BGBW and RMcV have submitted that the question of uncertainty must be
looked at at the point at which the contract was entered into and that at the end
of March 1988, while it was clear that losses would occur, it was far from

certain as to when the losses would occur and what gquantum they would be.
In considering these matters it is necessary to take into account the

surrounding circumstances and facts known to the Bank.

If these surrounding circumstances can properly be looked at it is apparent that
the Bank already had general and specific provisions for doubtful debts of $195
million after finalisation of its March 1988 financial statements and after writing
oft bad debts of $161 million. The Bank’s total book at this time was in excess
of $12 billion.

In addition to the general and spscific provisions for doubtful debts, the terms
of the Bank'’s "indemnity” also covered the Bank for losses on investments, loss

of returns and various other contingencies.

We do not consider that there was any uncertainty that the Bank would be able
to identify $200 million of losses under the arrangements.

Diack was in no doubt about this. He was asked whether he regarded the
arrangements as an insurance policy. He said, at p.149:

Yes | do because it is an insurance policy. ... we've said it was based on
captive insurance principles. ... But the way it was structured and certainly
looking at it from [a] 1988 perspective and the accounting principles
applying in those days we believed it was. ... How it was utilised ...
wouldn't have mattered. The point is that we put something in place that
it didn’t matter whether it wasn't used at all because we had an assurance
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and would be able to get our monsey back together with interest thereon.
and, at p.150:

That's not unusual in terms of financial captive insurance. | mean there’s
nothing unusual about that.

Asked whether it was his expectation that, whatever happened, whether there
were claims or not, the Bank would get its money back at the end of the five

years, Diack said at p.150:

Absolutely. That's why we made the claim. We didn’t have to worry about
whether there were claims or not. We made it so wide that there would
almost certainly be able to be claims at the end of the day.

At p.147 Diack said in answer to the question whether it was totally open to the
Board to decide at any time, no matter whatever happened to the economy, to
make a claim even on the second day of the five year term:

Yes that's exactly right in that respect. That's why it was a five year
insurance policy. We could claim, we know that we couldn't get paid as we
know, but we could certainly claim at any stage in that five year term.

We observe that, in the first nomination of "specified debts and specified
investments” for indemnification under the policy, made by the Bank on 20
December 1988, approximately $420 million of debts and investments were
identified.

RMcV drew attention to evidence given by Lojkine (p.940 of transcript) that it
was possible that at some point in the future a larger claim might need to be
made under the policy. That evidence must howe;/er be placed against other
evidence from Lojkine which indicated that there was no uncertainty in her mind
that the Bank would always be in a position to recover the full $200 million
under the policy. At p.947 Lojkine states:
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.. My view was that whether or not we had only unexpected ones [i.e.
claims] we would certainly have some claims. We were certain to be able
to recover it against bad or doubtful debts one way or the other. So, it was
not, it was certain, that we would be able to make the claims that we were
required to make.

At p.950:

The bad and doubtful debt provisioning history indicated that we would
always have enough to get the money back, but my understanding was that
we couldn't get it back unless we had a valid claim. So yes in that sense,
yes, there was a risk but in my opinion it was negligible.

The nature of the arrangement as described in McCay'’s mevmorandum to the
board dated 30 March 1988 in clauses 3(g) and 5 was such that the amount
of the zero coupon bonds into which the premium was invested matched on
maturity the maximum amount of cover under the policy, and these bonds were
said to be "held on trust for the bensfit of the policyholder". Directors on the
basis of this memorandum were assured that the bank would recover the whole
of the present value of the amount outlaid. It would have been a matter of
concern were there any real possibility of the bank recovering less than this.

BGBW and RMcV submitted that under the insurance documents if a recovery
was made by the Bank in respect of which a claim had previously been made
by it, and paid, then the Bank was legally obliged to pay the money over, in
which case the Maximum Insured Amount would be reinstated to that extent.
Clause 3.5 of the Insurance Policy (and the corresponding provisions in clause
3.5 of the Deed of Indemnity and of the Reinsurance Policy provide that:

Any recoveries after a claim is accepted but not paid shall reinstate the
available Maximum Insured Amount to that extent. Any recoveries after a
claim is paid shall be paid to the Insurer and shall reinstate the available
Maximum Insured Amount to that extent.
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it was argued that by reason of this provision it could not be said on 30 March
1988 that there was certainty that the Bank would have been able to recover
the full $200 million. If economic conditions had markedly improved and debts
claimed under the policy were later received by the Bank the policy would
have had to be reinstated to that extent. There may, it was submitted, have
been a reasonable expectation on the part of the Bank that it would be able to
recover the full insured amount but it was not a certainty.

The nature of the arrangement as set out in the contemporary documents and
the way in which both management and, as indicated by Lojkine’s evidence, the
Board itself, understood and intended the arrangements to have effect, do not
support this argument. In addition it is not without significance that the Bank
under clause 7.3 of the Deed of Indemnity was under no obligation to pursue
any matter which had been brought under the policy as a specified debt.

(i) Timing of claims and the amount and payment of claims

BGBW submitted that there was uncertainty as to when claims would be made
(and for what amount) and this is why an "Auditor’s Certificate” was required

evidencing losses by the Bank.

It is important to observe that claims made by the Bank (whenever made) are
to be paid on certain known dates. In the context of any uncertainty in the
arrangements as between parties the timing of claims in the present case is
itself not of real significance. It is the timing linked to a known date for
payment which is important. The two must be looked at together. The timing
of claims may have an accounting significance for the insured but this is of no
significance to the insurer who knows with certainty that the claims whenever

made need be met only on certain known dates.
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The Deed of Indemnity requires BNZ to serve an "Indemnity Notice" advising
the Indemnifier that BNZ wishes to be indemnified in respect of certain of the
Specified Debts and Specified Investments sarlier nominated. However, to be
valid, an Indemnity Notice must be accompanied by an Auditor's Certificate (by
virtue of the definition of the indemnity Notice).

The Deed of Indemnity sets out the procedure for the bank to make claims
against the indemnifier (BNZS). Under clause 3.2, the Indemnifier can either
pay the indemnified amount within 14 days of receiving the Indemnity Notice
(and Auditor’s Certificate) or notify BNZ that it elects to defer payment in whole
or in part until a later date being a date no later than the expiry date of the
indemnity i.e. 30 March 1993. This clause enables the Indemnifier to choose
when it wishes to meet claims (within the overall duration of the policy).

The Deed of Indemnity, on the face of it, provided that claims could be made
at any time (and for any amount up to the maximum sum indemnified of $200
million). However, as stated earlier, we consider that the intention of the
parties was set out in a memorandum dated 29 March 1988 from Mark Jones
to Diack and Dowland referred to in para 3.8 above and in clause 3(h) of
McCays memorandum set out at para 2.15. The latter memorandum states
that the policy is structured so that while claims may be made by the Bank and
accepted by the indemnifier the maximum amount payable fof the first four
years is restricted to $10 million per annum in years 2, 3 and 4. The balance
of $170 million is payable in year 5. Jones' memorandum gives the actual
dates namely 31 March of each year. These dates were consistent with the
maturity dates of the bonds/deposit. It is interesting to compare those dates
with what actually happened. The Bank has made claims (pursuant to an
Indemnity Notice accompanied by an Auditor’s Certificate) for $10 million each
for payment on 30 March 1990, 26 March 1991, 31 March 1992 and for
$170 million for payment on 25 March 1993.
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Consistent with this arrangement and understanding, BGBW acknowledged

that:

Now certainly the reality was that over the five year period it was going to
make sure it made these claims otherwise it is just throwing away its
money and equally clearly, however much it claimed and when, it wasn ‘t
going to get paid other than on the 10, 10, 10, 170 formula ...

Counsel went on to say:

... but in my submission all we need is the element of uncertainty and that's
satisfied by the lack of clear knowledge at 30 March 1988 just when these
claims are going to be made and at what amount. That's the uncertainty.
As | say in the outline the definition does not require that payment should
take place immediately upon the making of the claim.

The uncertainty to which BGBW refers is on a matter which was not significant
as between the parties in terms of the total arrangements. It was of little
consequence (except to the Bank in an accounting sense) that the Bank could

at any time make claims under the policy when it was known:

(a) that the Bank would always be in a position to claim the amount of the

losses prior to the respective dates for payment; and

(b) that these claims would not be paid except upon certain known dates with
the major part of the payment ($170 million) coming at the end of the five
year period.

Although the Deed of Indemnity gave the Indemnifier discretion to pay on any
date before 30 March 1993, the actual arrangements as confirmed by McCay's
memorandum to the sub-committee of the Board of 30 March 1988 limited
payment dates to the maturity dates (and amounts) of the deposit. Thus the
$200 million face value of the bonds/deposit represents the total amount of the
indemnity under the arrangements.
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3.41 The reality of the situation was that the Bank was paid $10 million each on or
near 31 March 1990, 31 March 1991,and 31 March 1992 and was paid $170
million on 31 March 1993. These are the amounts which the Bank has claimed.

3.42 By comparison the Bank has taken the benefit of the following amounts into its
accounts:

$40 million on 31 March 1989
$94 million on 31 March 1990
$38 million on 31 March 1991
$6 million on 31 March 1992
$22 million on 31 March 1993

$200 million

3.43 The Bank’s failure to make claims for the actual amounts for which it took
benefit into its financial statements raises further doubts over whether there
was ever any uncertainty about when the Bank would make claims and the
amount those claims would be for.

Investment Component

3.44 RMcV submitted that the Commission must not be influenced by what it
considers to be the substantial investment component of the policy:

Considerable emphasis has been placed, in our submission wrongly, on the
timing of maturity of investments (placed by BABV and EPUL with Dai-Ichi)
and payments made under the policy. These types of investments are a
very common feature of financial insurance and reinsurance. They are a
sensible and prudent way of ensuring that when and if claims are made
under a policy, there are likely to be sufficient funds to satisfy those claims.

RMcyV referred to the decision of the Court of Appeal in Marac Life Assurance
Ltd v CIR [1986] 1 NZLR 694, as a case where the court unanimously
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concluded that the life bonds in that case were life insurance policies,
notwithstanding the investment component. In that case Richardson J. stated

at 705-706:

It is not sufficient for Mr Jenkin’s argument to say that the Marac life bonds
involve the investment of moneys. It may readily be accepted that each
bond was entered into as an investment. But in one sense that is true of
all life insurance. Indeed whole of life and endowment insurance with
participation in bonuses is not readily explicable except as being designed
partly as securing an ordinary investment return - fixed death cover alone
may be provided by simple term insurance. The principal question must be
whether the transaction is properly characterised as a contract of life
insurance (or endowment insurance), not whether the expected or
guaranteed return makes it a good investment if the investor survives to
maturity when the return is compared with straight lending transactions.
Investors are free to enter into whatever lawful financial arrangements will
suit their purposes. They cannot be treated as having entered into a
different arrangement which would or might have achieved somewhat
similar economic advantages and whether or not they ever had that
alternative in contemplation. If Marac life bonds are policies of life
insurance that is the end of the inquiry. :

The true nature of the transaction can only be ascertained by careful
consideration of the legal arrangements actually entered into and carried
out: not on an assessment of the broad substance of the transaction
measured by the results intended and achieved or of the overall economic
consequences.

The Commission accepts that in determining whether the arrangements in the
present case are to be described as a contract of insurance, it must do so on
the basis of the legal form of the arrangements, and not their broad substance
or economic consequences. It is, however, in the Commission’s view on the
basis of their legal form that the present arrangements can be distinguished
from the insurance arrangements considered in the Marac case. In that case
the court was unanimous in holding that the life bonds had an element of
uncertainty depending on the contingencies of human life. Although the sum
payable on maturity was calculated by adding to the premium a given
percentage and compounding the resulting figure if necessary, it was only if
death occufred on an exact anniversary of the commencement of the risk, that

the sum paid would correspond to the premium and interest for the actual use



3.46

3.47

41

of the money. All of the bonds were in this way dependent on the
contingencies of life. In the Commission’s view the arrangements in the
present case do not have that element of contingency or uncertainty.

Extrinsic Evidence

RMcV put before the Commission an expert opinion on the nature of the
insurance arrangements provided by Mr P.A. Bawcutt, Managing Director of
Risk & Insurance Research Group Limited, an independent firm of international
consultants. Bawcutt is an acknowledged international expert on captive
insurance and contracts of financial reinsurance. Bawcutt, from an examination
of the insurance contracts, expressed the view that the contracts in this case
came within the definition of insurance in Prudential Insurance Co v IRC

(supra). In particular because there was uncertainty as to whether the insured
event would happen, if the event is one which must happen at some time, there
was uncertainty as to the time at which it would happen. In reaching that
conclusion Bawcutt and also.BGBW placed weight on the fact that there was
nothing in the contract documentation requiring payment in accordance with the
10.10.10.170 formula. Furthermore, in the event of there being no claims
under the policy or claims of a relatively low amount the excess of premium
and investment income over the claims payments is returned to the insurer at
the end of the contract period. Counsel referred to clause 2.6 of the trust
agreement which EPUL has with EPTCHK which was set out in para 3.11.

Accordingly, it was argued, any excess was to be paid not to the BNZ (or
BNZS), but rather to BABV and EPUL in their respective proportions.

BGBW in their final submissions also referred to the terms of the documents
themselves as confirming the Bank’s submission as to uncertainty. BGBW
referred to the right of subrogation arising in favour of the insurer and reinsurer
under insurance policy 1A clauses 3.5, 8 and 10 against the Bank’s debtors
where claims are made by the Bank under the deed of indemnity and referred
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also to the requirement under clause 3.5 of the insurance policy and the
corresponding provisions of the deed of indemnity and the reinsurance policy
which require that any recoveries made by the Bank are to be paid to the
insurer and to reinstatement of the available maximum insured amount to the
extent of any recovery. Bawecutt in his second letter dated 21 April 1993 in
supporting his opinion that at the time the policy was taken out there were
uncertainties which would indicate an insurance policy as defined by the
various cases and opinions available, has placed weight on the fact that there
was nothing in the contract documentation which relates to what may have
been the expected payment schedule of 10.10.10.170 and that there was not
contained in the contract documentation a mechanism whereby the excess of
premium and interest income over the claims payments would be returned to

the insured at the end of the contract period.

There is force in Bawcutt's and BGBW's arguments if the terms of these
documents are read alone without reference to the explanatory memoranda and
surrounding circumstances. Read in this restricted way the contracts are
arguably in the form of a contract of insurance. It is, therefore, important to
consider whether it is permissible for the Commission in examining the legal

form of the arrangements to have regard to this extrinsic evidence.

It is well recognised that parol evidence is not admissible to contradict or vary
the meaning of a written insurance policy because after the contract is reduced
into writing, the parties are not at liberty to show, by giving evidence of what
passed between them at the time of effecting the policy, that they contracted
otherwise than in accordance with the words which they have chosen to

express the terms of their agreement: Hardy Ivamy, General Principles of

Insurance Law 5th ed, 1986 225. There are, however, a number of well

established exceptions to the parol evidence rule. Two relevant exceptions are
that extrinsic evidence is admissible to prove that the policy does not accurately
set out the actual terms of the agreement between the parties, and secondly
to supplement the contract by adding collateral terms: A.M. Bisley & Co Ltd v
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Thompson [1982] 2 NZLR 696, 702-703, CA.

Writing not intended to be the entire contract between the parties

3.50 Hardy Ivamy on the law of insurance summarises this exception to the parol
evidence rules as follows:

Where the question arises whether the policy as issued contains the real
contract agreed between the parties, the court must necessarily refer to
what passed between them during negotiations, including any preliminary
documents, such as a prospectus, a proposal or a slip, in order to discover
whether there was ever, in fact, a completed agreement and if so, what
were its precise terms.

Chitty On Contracts 26th ed, 1989 vol 1, para 847 states the exception in these
words:

In particular, since the nineteenth century, the courts have been prepared
to admit extrinsic evidence of terms additional to those contained in the
written document if it is shown that the document was not intended to
express the entire agreement between the parties. So, for example, if the
parties intend their contract to be partly oral and partly in writing, extrinsic
evidence is admissible to prove the oral part of the agreement. In Gillespie
Bros & Co v Cheney, Eggar & Co, Lord Russell C.J. stated ".. although
when the parties arrive at a definite written contract the implication or
presumption is very strong that such contract is intended to contain all the
terms of their bargain, it is a presumption only, and it is open to either of
the parties to allege that there was, in addition to what appears in the
written agreement, an antecedent express stipulation not intended by the
parties to be excluded, but intended to continue in force with the express
written agreement.” It cannot therefore be asserted that, in modern times,
the mere production of a written agreement, however complete it may look,
will as a matter of law render inadmissible evidence of other terms not
included expressly or by reference in the document. "The court is entitled
to look at and should look at all the evidence from start to finish in order to
see what the bargain was that was struck between the parties.” : J. Evans
& Son (Portsmouth) Ltd v Andrea Merzario Ltd [1976] 2 A All ER 930.

3.51 When the surrounding circumstances to the arrangements entered into by the
bank are considered there are several indications which tend to show that the
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parties’ entire contractual intentions are not contained in the written documents.

In particular:

(a)

(b)

the memorandum referred to in para 3.8 above from Jones to Diack and
Dowland dated 29 March 1988, prepared at the time the documents were
finalised and described as a "Settlement Memorandum, sets out the initial
bond arrangements and records the specific dates on which the bank "can

make a claim” under the policy.

paragraph 5 of the memorandum dated 15 March 1988 from McCay to the
Board seeking the approval of the Bank’s board to the arrangements

states:

The benefit of establishing insurance cover is to avoid the impact on
profit of a large write-off in any one year by spreading the risk more
evenly through the payment of an annual premium. Effective cost
of the programme and the five year period is similar to writing-off the
same amount of debt but smooths the reported profits.

This paragraph contemplates the recovery of the full insured sum over the
course of the five year period and treats the effective cost of the
programme as being similar to the writing-off of the same amount of debt

i.e. the present value of the premium spread over a five year period.

the memorandum dated 30 March 1988 from McCay to the sub-committee
of the board provides what are described as "details of the policy” and was
provided at the time that contract documentation was being finalised. It is
important to observe that the board was not provided with copies of the
contract documents and relied entirely on this memorandum and the
memorandum referred to in (b) as providing adequate particulars of the
documentation to which it was proposed to commit the Bank. Paragraph
3(h) of this memorandum describes payment under the policy in these

terms:
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Payment: the policy is structured so that while claims may be made
by the Bank and accepted by the indemnifier nevertheless the
maximum amount payable in the first four years of the policy is
restricted to $10m per annum in years 2, 3 and 4. The balance of
$170m is payable in year 5. (emphasis added)

Clause 5 provided details of the basis on which the single premium was to
be invested by way of zero coupon bonds issued by prime institutions and
the time at which those bonds would mature. It was expressly stated in
this paragraph that "the bonds are held in trust for the benefit of the policy
holder".

Neither of those details were contained in that form in the formal contract
documentation but they formed the basis on which the board was invited
to approve the entry by the bank into the contractual arrangements and it
is apparent from the memorandum referred to in (a) above also formed the
basis on which senior bank management was prepared to put the proposal
forward.

The memorandum of 15 March 1988 was prepared by Diack and although
Diack was not clear in his recollection McCay’s evidence was that the
memorandum of 30 March 1988 was most likely prepared by Diack. The
evidence received by the Commission was that Diack was the person
within the Bank who dealt with EP and discussed the structure of the
arrangements was Jones. The particulars set out in these memoranda on
Diack's evidence represent what he understood to be the proposal coming
from EPBC. ‘

the memorandum dated 31 March 1988 from Jones to the EPBC board
was prepared at the time that board was being requested to approve the
transaction. It describes the transaction in paragraph 17 which concludes
the secfions set out at para 3.8 above. This description also sets out in
17.3.4 the details as to the timing of payment of the bonds corresponding
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to the dates in the Jones memorandum to Diack and Dowland. The EP

board was also informed in para 5.

Security: Assignment of zero coupon bond to a trustee for the
benefit of BNZ as policyholder.

(f) It is significant that the two directors who had a clear recollection of their
appreciation of the nature of the arrangements at the time they were
entered into both regarded the arrangements as having the feature that the
Bank would over the course of the policy be entitled to recover an

equivalent amount of the present value of the sum which it was required to

pay.

In the Commission’s view the details of the arrangements which are set out in
these memoranda are foundational to a proper understanding of the nature of
the arrangements and were so regarded by the board and senior management
of the bank and it would also seem from (d) above the board of EPBC. The
particulars as to the timing of payments and the making of claims are not
inconsistent with the provisions of the formal documents and the broader
discretions set out in the formal documents should be read as limited in order
to accord with the intentions expressed in these memoranda. There is one
respect in which there is inconsistency, namely the reference in paragraph 5
of McCay’s memorandum of 30 March 1988 to the bonds being held in trust for
the benefit of the policy holder. This is consistent with the provisiohs of the
deed of trust between BV and EPTCHK (although that Deed should possibly
be rectified in this respect, see para 3.12 above) but is inconsistent with the
provisions of the deed of trust between EPUL and EPTCHK. An inconsistency
on a matter on which a clear representation was made to the board of both the
bank and EPBC would in the Commission’s view afford strong grounds on
which a collateral contract could be asserted of which this representation forms

a term.
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Collateral Contract

The particulars set out in the memoranda which do not form part of the formal
contract documents may be said to form terms of a collateral contract or series
of collateral contracts to which the Bank and BNZS are parties respectively.
Where a party is induced to enter into a contract on the basis of certain
representations as to the nature and effect of that contract the court may treat
those representations as being the terms of a collateral contract which are
enforceable at the suit of the representee. Extrinsic evidence may be referred
to in support of such a collateral contract: A.M. Bisley & Co Ltd v Thompson

(supra). In the Commission’s view the express representations in the
memorandum to the sub-committee of 30 March 1988 which are described as
"details of the policy” form strong grounds for asserting a coliateral contract in
the present case.

Although a collateral undertaking which directly contradicts a primary provision
in the written contract will not be enforced, the Courts will give effect to a
contradictory collateral undertaking which merely varies an aspect of a written
contract without being directly contradictory of its primary purpose: A.M. Bisley
& Co Lid v Thompson (supra) at 701-702. In the present case the
representation made to the board of the Bank that the bonds would be held on
trust for the policyholder (the Bank), although this representation may not be
consistent with the terms of the Deeds of Trust, was not directed to the
"primary purpose” of the arrangements and so can be given effect pursuant to
a collateral contract. This contract would require EPBC, and its related
company EPTCHK, to procure that EPUL and BV respectively held any
available surplus on the termination of the arrangements on a further trust for
the Bank.

N.M. Superannuation Pty Ltd v Young (1993) 7 ANZ Insurances Cases 77871.
After coming to the views expressed in the preceding paragraphs the

Commission’s attention was brought to the recent decision of the Federal Court



3.56

48

of Australia, given on appeal from the judgment of a single Federal Court judge.
If this case is accepted as authoritative it provides support for the arguments
addressed on behalf of the Bank and the directors represented by RMcV.

This case concerned whether a payment made to a bankrupt from a

superannuation fund administered by a life insurance company was protected

. from being an asset in the bankruptcy divisible among creditors by reason of

certain statutory protection given to policies of assurance or endowment
assurance. The question before the Court was whether the particular

- superannuation plan in the present case was a policy of assurance. The

Federal Court on appeal reversed the trial judge and held that there was a
sufficient element of uncertainty in the sense in which that word was used by
Channell J. in Prudential Assurance Co v CIR (supra) for the contract in this

case to be a contract of insurance. The uncertainty as to time of claims and
of the amount and payment of claims were, as in the present case,
insubstantial, but the court was prepared to accept them as being sufficient for
it to treat the contract as being one of insurance. The superannuation fund

entitled the bankrupt to payment of a benefit in any one of three circumstances:
(1) on retirement after age 65,

(2) on death before the age of 75 while still in employment, or

(3) on leaving employment before retirement date.

One of these three events would have to affect the employee. There was no
uncertainty about that fact. The amount payable on the happening of any of

these events was also certain. It was the amount of the employer’s

contributions together with interest to the date of payment.
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The court found uncertainty by looking separately at each of the thres events -
giving rise to payment. The bankrupt might die before reaching retirement date
and receive no benefit under that clause. He might retire before death and so
receive no benefit under that particular clause. It was held that the fact that the

quantum of benefit would be the same in each case did not affect the outcoms.

In this case the court was prepared to treat matters of a very tenuous kind as
providing evidence of uncertainty. The context in that case can, however, be
distinguished from the present arrangements. There was a real element of
uncertainty as to the time at which the bankrupt would be entitied to payment
of a benefit. It could not be known at the time the contract was entered into
whether the bankrupt would be able to receive a bensfit on death, or on
retirement, or upon his leaving émployment. There is no such uncertainty in
relation to the present arrangements. The time at which payments would be
made was determined at the outset of the arrangements.

There are also grounds for treating the NM Superannuation case as being a
case which was decided in the special context of insolvency legislation and

should be limited to those facts and not given a wider application. The decision
was given in the context of insolvency legislation the policy of which was to

encourage investment in life insurance. Hill J. at p. 77881 states:

....there has existed in Australia for in excess of 100 years a policy of
encouraging the investment in life assurance by affording to the policies of
life assurance and endowment a limited protection in the event of
bankruptcy.

Burchett J. after a detailed examination of the history of the legislation says at
p. 77874

This survey of authority, which is far from exhaustive, shows that provisions
from which s.116(2)(d) derives have been consistently regarded as of a
beneficial or remedial nature. That brings the provision within a well known
rule. It should not be construed in any narrower or more restrictive sense
that its language would fairly allow.
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This policy factor, which clearly influenced the approach of the Court in the NM

Superannuation case, is not present in relation to the present arrangements.

(b) Are the arrangements a contract of speculation in relation to the insurer?

It is clear from paragraph 5 of McCay's memorandum to the sub-committee
dated 30 March 1988 that the single premium to be paid by the Bank under the
arrangements was intended to be invested in zero coupon bonds which would
produce an income of $90 million so that the present value of the premium
would represent the maximum insured amount of $200 million. In this

paragraph the memorandum provides:

5. The single premium is invested in zero coupon bonds issued by
prime institutions. The bonds will mature as follows $10m per
annum in year 2, 3 and 4 and $170m in year 5. The bonds are held
in trust for the benefit of the policy holder.

The only risk, therefore, carried by the insurer was an investment risk. RMcV
put forward in evidence an opinion from Bawcutt. In a letter dated 8 April 1993
in which Bawcutt expresses certain views on the present insurance

arrangements he states:

The possibility of the insurer and reinsurer making an underwriting loss or
a significant underwriting profit are obvious characteristics of an insurance
contract and would certainly fit well within the definition of insurance in the
classic judgment of the judge in the case of Prudential Insurance CovIRC
1904 ...

Bawcutt refers to the possibility of the insurer and reinsurer having the
opportunity (when regard is had to the wording of the policy documents in this
case) of making a substantial profit and he referred to the absence of a
mechanism‘ (unlike many financial insurance contracts) whereby the excess of

premium in investment income over the claims payments is returned to the
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insured at the end of the contract period. Bawcutt does not, however, refer to
any risk of loss on the part of the insurer, other than a reference in a further
letter dated 21 April 1993 to:

the possibility of a risk to the insurers, in the early contract years, when the
premium payment plus investment income might not meet the level of claim
payment.

and to what he describes as a significant withholding tax risk in the event that
withholding tax becomes payable on the investment placed with DKB.

The question arises whether an investment risk of this kind carries the
speculative element which is required of a contract of insurance. There does
not appear to be any real possibility of a loss upon a speculation arising to the
insurer in the present case. Lojkine recognised that this significant element of
an insurance policy was missing in the present case. In p.946 of the evidence
she states:

I don't consider it was an insurance arrangement as one commonly
understands the term because that normally involves a much smaller
payment by the insured and a gamble as to whether or not some larger
sum will have to be paid back. In this case there was no gamble. It had
only in common with insurance the fact that the advice was that the single
premium would be deductible and that you deducted it over a period of
years and recovered when the event takes place which was covered.

The need for a contract of insurance to have a speculative element has long
been regarded as one of the fundamental features of the contract. The
passage cited in para 3.16 from McGillivray on Insurance requires that the

insurer be exposed to the risk of both profit and loss. This element was
referred to by Tindal C.J. in Paterson v Powell (1832) 9 Bing 329 in these

words:
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Our decision, therefors, in this case, must turn on the provisions [of the Act

of 1774], if this instrument can be deemed a policy. Upon that point we .
entertain no doubt. Here is a premium paid in consideration of the insurers

incurring the risk of paying a larger sum upon a given contingency.

This principle has been applied in the United States as recognised by
Richardson J. in Marac Life Assurance Ltd v Commissioner of inland Revenue
[1986] 1 NZLR 694,705. Although it was not necessary in that case for him to
express any view on the issue in relation to the law in New Zealand,

Richardson J. stated:

... nor is it necessary to review the emphasis placed in some American
authorities on risk-taking by the insurer as inherent in the concept of life
insurance.

The American cases cited to the court included Helvering v Le Gierse 312 US
531 (1941), Zimmerman v C.I.R. 241 F 2d 338 (1957 CA 8) and S.E.C. v Valic
359 US 65 (1959).

However, a recent appeliate decision of the Federal Court of Australia doubts
whether the incurring of the risk of both profit and loss by the insurer was a
necessary feature of a contract of insurance and further held that if such an
element was required it was satisfied by the presence of an investment risk.
This case, NM Superannuation Pty Ltd v Young (supra) was discussed earlier

in another context.

The trial judge (Van Doussa J.) held on the facts of that case that there was
no risk of profit or loss to the insurer. The risk incurred was no more than an
ordinary investment risk such as would be incurred on any term savings or
investment contract. At p. 77504 of the report of the case at first instance
[(1992) 7 ANZ Insurance Cases 77493), Van Doussa J. after citing the above
referred to passage from McGillivray, stated:
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It is a characteristic of a contract of insurance that the amount of the
premium s not intended to be equivalent to the present value of the
insurer’s actual performance; McGillivray and Parkington on Insurance Law
7th Ed at p.3. And conversely the insurer's actual performance, the
payment of the sum insured on the happening of the contingency, is not
intended to be equivalent to the value of the moneys paid to the insurer by
way of premium.

That a contract of insurance involves an element of speculation is not, of
course, a sufficient criterion for distinguishing a contract of insurance from
contracts of some other kind. There is an element of speculation in
contracts of suretyship and in warranties as to the quality or performance

- of chattels, but the absence of an element of speculation which carries a
risk to the putative insurer that the contract may be worth more or less than
the value of the premiums received indicates that the contract is not one
of insurance.

With reference to the policy taken out by the debtor in the present case the
learned Judge stated at p.77504:

In no relevant sense was National Mutual exposed to a risk that it might
suffer a loss. The contract did not contemplate that at any time would
there be a chance that National Mutual would bensfit or lose according to
when the death of the bankrupt occurred. The contract contemplated that
money would be received by National Mutual in respact of the bankrupt’s
interest in the Fund, that the money would be invested by it, and that
whenever the time for payment of a benefit arose the moneys received
together with accrued interest would be repaid.

A capital guaranteed investment, offered for example by a bank or other
financial institution to its clients, would not normally be considered to
involve a contract of insurance with the client. The financial institution
provides to its clients an investment service. ... In these situations, the
happening of the event which would require the provider to meet the
guarantee would usually be uncertain, yset the contract would not be one of
insurance as the event is not one outside the control of the provider.

The Court on appeal reversed the judgment of Van Doussa J. on this and other
issues. Hill J. who delivered the leading judgment doubted that there was any
case authority to support Van Doussa J.’s views and held that if risk to the
insurer is a necessary requirement of an inéurance policy, such risk exists in
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that the insurer may not be, in fact, able to obtain the interest made, but will

nevertheless remain liable to pay the sum on the happening of the risk. It was
held that there was a sufficient element of risk in that the policy ensured to the

person insured a benefit greater than the premium paid.

If the authority of this case is accepted in New Zealand it does provide support
for the argument advanced on behalf of the Bank and the directors that the
insurer under the arrangements entered into by the Bank assumed a sufficient
risk for the arrangements to be described as insurance. it would be difficult to
distinguish the type of risk here assumed by the insurer from that in the NM

Superannuation case.

The Commission has been informed that application has been made for leave
to take this case on appeal to the High Court of Australia. In the Commission’s
view the correctness of the decision is open to serious doubt. It fails to deal
with the issue raised by the trial judge in distinguishing between investment
contracts and contracts of insurance. If the appeal court is correct virtually
every savings bond or term investment contract has a sufficient element of risk
on the part of the insurer for the contract to be one of insurance. The borrower
in these investment contracts takes the risk of being able to make a sufficient
return on the invested sum to make payment of the agreed figure on maturity.

In additon for the reasons advanced earlier in para 3.56 the NM
Superannuation case should be treated as a case turning on its own special
facts and limited by the particular statutory context in which it was decided.

Conclusion

The Commission concludes that when regard is had to all the surrounding
documents and circumstances it is doubtful whether the arrangements can
properly be described at law as a contract of insurance. We do not consider
that the formal documents evidenced the complete agreement between the
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parties and the memoranda passing between Jones and senior management
of the Bank and memoranda presented to the respective Boards of the Bank
and EPBC and the surrounding circumstances must be looked at to determine
the true nature of the arrangements. In addition there was no sufficient
element of speculation or risk as far as the insurer was concerned for the
arrangements to be a true contract of insurance. The issuse is not beyond
doubt because of the width of the pronouncements in a recent decision at
appeliate level of the Australian Federal Court. We have doubts as the proper
basis of that decision but if its authority is accepted there may be grounds for
treating the present arrangements as being a true contract of insurance.

We are of no doubt, however, that when the broad substance and economic
consequences of the transaction are examined, measured by the results
intended or achieved by the parties, the arrangements were not in substance
an insurance policy but a form of investment. We deal with that question in
more detail later in this report.

WERE THE PROCEDURES FOR APPROVING THE ARRANGEMENTS
ADEQUATE?

The arrangements

The contractual documents do not, as observed at paragraph 3.45, contain all
aspects of the arrangements as approved by the Board. Moreover aspects and
details of the arrangements were omitted from McCay’s memo of 30 March
1988 (see para 2.15):

(@  the memorandum did not say that the proceeds of the premium were
initially to be invested in securities issued by the publicly listed
subsidiary of the Bank, BNZF. It was several months before the
funds were placed on deposit with a major Japanese bank;
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(b)  the owner of the insurance company, described in the memorandum
as "Kreditbank”, had a put option back to an EP company;

(c)  the nominal owner of the insurance company was a Luxembourg

associate of the major Belgian banking group, Kredietbank NV;

(d)  the Netherlands insurance company was "reinsuring” 90% of its risk
with a member of the EP group;

(6) the Bank was to incur total costs of around $1.65 million as a
consequence of entering into and participating in the arrangements,
of which $1.15 million would be fees payable to EP Group
companies, $100,000 comprised professional fees, and $250,000
covered the fees payable to Kredietbank, the nominee directors and
the costs of establishing the insurance company vehicle in the
Netherlands. An additional $150,000 was payable to BNZF.

Members of the subcommittee of the Board which met on 30 March 1988 (see
para 2.15) said in evidence to the Commission that they may have felt
differently about approving the Bank’s participation in the arrangements if they
had known about the additional details including the put option granted to
Kredietbank. Bayliss said at p.906:

..there were some very experienced people on the Board and | think if they
had seen the full detail of this thing that they wouldn’t have been happy
and | certainly wouldn't have been happy myself. | find it difficult to believe
that if | had known what | know now | would have willingly and gladly
assented to the thing which | did. It never occurred to me that there was
anything that wasn't completely above board in the proposal, a
straightforward insurance proposal done with reputable and honourable
people ...
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Campbell said at p.810, when asked about the put option:

I was surprised when I read that. | don’t believe | was aware of it at the
time.

When asked if he thought he should have been told about it the put option,
Campbeli said at p.811:

Yes | do.

Lojkine, although not a member of the sub-committee, was asked if she was
aware of the put option back to EP. She said she was not. Lojkine was asked
whether, if she had been aware of the put option, it would have affected her
final judgment about the Bank’s participation in the arrangements. She said at
p.946:

I would have wanted to be sure that the money was .... under the control
of an organisation in which the Bank could have confidence. And provided
that were the case it wouldn't really matter where it was. | mean, you
understand the mechanics of the scheme, so you know that the Bank's
money was coming back to it.

The 30 March memorandum, together with the record of the sub-committee’s
approval and the earlier March 15 memorandum, were formally received by the
Board at its meeting of 28 April 1988. Directors present at that meeting
cannot recollect any substantive discussion on the matter taking place. The
minutes of the mesting do not indicate there was any discussion.

Although the decision to enter into the arrangements had been taken by that
time, our view is that the additional material provided to the directors in April
(in particular the 30 March memorandum) was sufficient to alert those directors
who attended the April meeting that these were unusual arrangements where
the return was related solely to the proceeds of the investment of the premium
in zero coupon bonds and where there was no transfer of insurance risk away
from the Bank.
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Discusslons with professional advisers

McCay's 15 March 1988 memorandum refers to "extensive discussions” having
taken place with both the Bank's auditors and legal advisers about the "concept
and practical application” of the proposal and of having their full endorsement
of the "validity and viability" of the proposal "for the purposes intended". The
30 March 1988 memorandum refers to the "close involvement” of the auditors
and legal advisers and to the anticipated provision of appropriate legal and

audit opinions.

The Bank’s auditors

Mr P.A. Garty, partner of E & Y (then Ernst and Whinney), one of the Bank’s
two firms of auditors at that time, told us that he first became aware of the
arrangements when he attended a meseting at the offices of Budfin late in the
afternoon of March 30 1988. He recalls being shown draft documentation but
was not asked to study it, to comment on it, or to express any views on the

arrangements as proposed.

We also questioned Mr P.U. Macaulay, then senior partner in Ernst and
Whinney, who recalls first being told of the arrangements by Garty following the
30 March meeting. He said at p.391 that he was given:

An outline of, you could say an intriguing and unusual financial
device and you could almost say it was received by me with extreme
apprehension.

Asked the reason for this apprehension Macaulay said at p.391:

Because of the intriguing and novel nature of it to me.
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Macaulay said he had not previously encountered a transaction of this kind.

Mr P.A. Nankivell, of BDO, the Bank’s other firm of auditors at the time, said
he did not learn of the arrangements until some time later.

Late in February 1988 Dowland made a note of a number of matters he
considered should be followed through by Diack. These matters included that
Diack should discuss the proposed arrangements with the Bank’s auditors.

Diack stated that he did have discussions with the auditors prior to the
preparation of the March 15 memorandum, but could not identify any particular
meeting. He said at p.670:

I'm convinced having written it | would have had some discussion. It may
have been by phone, it may have been quite informal.

We are satisfied that any discussions which may have taken place with the
auditors prior to the afternoon of 30 March 1988 were, at best, minimal. Inour’
view the directors of the Bank were misinformed on this aspect by McCay'’s two
memoranda. In our view the responsibility for this lies primarily with the
Investment Banking Division. However Travers, the General Manager
responsible for the Division, has informed us that he was not personally
involved in the development of the arrangements.

The Bank’s legal advisers

We would expect to find that the Bank had obtained extensive advice from its
legal advisers relating not only to the detail of the documents the Bank
proposed to sign, but also to the effectiveness of the concept, including the
requiremenf that the Bank would get its money back, and its viability for the
purposes intended.
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The Bank's legal advisers, Budfin, were involved in the preparation of the
documents. Moreover we have been told that Budfin issued a certificate to
BNZS prior to the affixing of that company’s seal to the Deed of lndqmnity to
the effect that it was in order and a proper Deed for signature, but neither the
Bank nor Budfin can locate that certificate. Only an unsigned draft document

has been found.

We have been told that Budfin was asked to give advice relating to some
taxation aspects of the proposal but not aspects which were relevant to the
issues raised by our enquiry. We have also been told that Budfin were not
asked to give an opinion on the overall insurance concept or on the potential

for the arrangements to be used as an income smoothing device.

in our view the directors of the Bank were misinformed over the references to
Budfin "fully endorsing the validity and viability of the approach for the purposes

intended”.

As would be expected the directors of the Bank gained comfort from the
assurances given about the support of the Bank'’s auditors and legal advisers.
Bayliss was asked if he got comfort from these assurances. He told us at
p.904:

Yes. As a Board member then | had no reason to believe that it wasn't
anything but a straightforward insurance proposition fully supported by
experienced and knowledgeable Bank-executives with the support of the
Bank legal and accounting experts outside and | just felt that it was an
absolutely straightforward proposition.

Campbell said at p.795 that the main concern of directors at the 17 March

meseting was:

...that the Bank was in receipt of appropriate audit and legal opinion as to
the properness .... of the transaction.
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When asked if directors were told that this was the case he said, also at p.795:

Well again my recollsction strongly is that appropriate assurances were
received that [the Bank] held both audit and legal opinion as to the proper
nature of the transaction.

The role of Buddle Findlay

4.20 We note that two former partners of Budfin Wellington office acted for both the
Bank and the EP Group companies at the time the arrangements were
established.

4.21 Budfin did not give evidence to the Commission. BGBW informed us that BNZ
claimed privilege in respect of any advice given by Budfin. We decided not to
challenge this claim. However we thought it necessary to consider whether it
was appropriate for Budfin to represent both BNZ and the EP Group of
companies in March 1988 in settling the documentation of the arrangements.
On the matter Budfin submitted, in a Ietter to the Commission dated 26
February 1993:

(@) In the case of the credit insurance arrangements, as in other
instances, there is nothing to prevent one firm of solicitors acting for
more than one party to a transaction with the prior consent of the
parties concerned.

(b)  The firm acted for Bank of New Zealand and European Pacific with
the prior consent of both these parties.

(c) This is not an unusual circumstance where two parties to a
transaction are working together to bring that transaction to fruition
and, because of the particular circumstances, do not consider it is
necessary to engage separate counsel,

Accordingly we do not think there is anything to suggest it was improper or
inappropriate for our firm to ‘act for the Bank and European Pacific.
Furthermore, to raise the question of whether a particular course of action
Is "appropriate”, when there is nothing to suggest that it is not appropriate,
may lead to incorrect conclusions being drawn ... .
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In a further letter dated 8 April 1993 Budfin added:

(i) We were initially instructed by the Bank to act for it in relation to a
transaction structured and put to it by EP. We were subsequently
requested by EP to provide to it certain limited advice. The Bank's
consent to our acting in this capacity was obtained.

(i) Where a law firm accepts instructions to act for more than one party
to a transaction it must be careful to ensure that such a role does
not prevent it from providing independent advice to its clients. We
are very mindful of this fact. We would not have agreed to act for
both the Bank and EP if we had considered that such a course of
action precluded the provision of independent advice to the Bank.
That is fundamental to our position as solicitors. We are firmly of
the opinion that as solicitors to the Bank on this matter we properly
discharged our obligations.

We observe that, while it is common in routine transactions for one firm of
lawyers to act for both parties, this was a large, complex and highly unusual
transaction involving the investment of over $100 million and the payment of
around $1.1 million in fees by one party to the other. It was a transaction in
respect of which BNZ management felt it necessary to assure directors that
they had "extensively discussed the concept and practical application” with the
lawyers and that the lawyers "fully endorse the validity and viability of the

approach for the purposes intended".

The fact that both sides were agreeable to using the same partners of the
same legal firm suggests that there was perceived to be some commonality of
interest between the two parties.

The provision of an independent legal view would have assisted the Bank and

its directors to comprehend the true nature of the arrangements.

In our view it would have been prudent for the Bank and the EP Group to retain
different solicitors, or at least different partners within the same firm, to act for

each side of the transaction in the particular circumstances. Nevertheless in
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view of the Bank’s consent for Budfin to act also for EP we do not consider it
was improper for Budfin to receive instructions from both parties.

The payment of fees

Bank directors and executives acknowledged in evidence that there was no
potential for any cash benefits to accrue to the Bank from the arrangements
other than investment benefits because the Bank would get back only its
original "deposit” with interest and did not benefit from any transfer away of
insurance risk.

We appreciate that merchant banks were accustomned to charging high levels
of fees during the late 1980’s. However in our view the fees paid by the Bank
appear high in relation to the potential benefits gained by the Bank.

We have already noted that the Board memoranda made no reference to the
level of fees payable by the Bank. Diack said that it was quite normal for that
kind of detail not to be provided to the directors. However at least one director,
Lojkine, can recollect being aware that EP was to receive fees of "around
$800,000".

We have not been provided with any explanation for the level of fees paid by
the Bank. We are informed that no costbenefit analysis was undertaken before
the contracts were entered into. We find this surprising.

We have been unable to ascertain who approved the payment of the initial
fees, and whether the payment was within that person’s authority. Diack says
that he negotiated the fees in consultation with Travers. Travers says that he
had no authority to approve fees of that order and was not involved in the
negotiation process. He adds that as a director of EPI he would have had to
disassociate himself from any negotiation of fees between the Bank and EPI.
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In our view, however, it would be surprising if Travers, who was general
manager of the Investment Banking Division, was not at least aware of the

process.

4.32 What is clear is that the Board was not formally told of the level of fees payable

and did not approve them.

The reasons for the Bank entering into the arrangements

4.33 McCay's memoranda identified several reasons why the Bank should enter into

the arrangements. These were:

15 March memo

...to avoid the impact on profit of a large write-off in any one year by
spreading the risk more evenly through the payment of an annual premium.

...[to] provide the auditors with a degree of assurance when testing the
adequacy of doubtful debt management.

...[itf] may also provide comfort to rating agencies when assessing the
Bank's credit standing.

30 March memo

...[it] provides the benefit of avoiding the impact on profit of a large write-off
in any one year by spreading the risk through the amortising of the
premium over a 5 year term.

4.34 None of the present and former executives or former directors of the Bank who
gave evidence before the Commission resiled from any of these reasons. We

consider them in turn.
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Income smoothing

Diack said that the potential for income smoothing was the main justification for
the arrangements and he was confident all the directors understood this. Diack
said at p.143:

... felt that the reason for the establishment of the policy was to take that
one big hit whether it was a Judge ... or a Chass ... or an Equiticorp....

and at p.150:

[It was]..there to protect [against] that one big hit in the next two to three
years. ...

While Lojkine, Pearson and Bayliss were uncomfortable with the income
smoothing objective they did not have sufficient reservations to oppose the
proposal. Lojkine said at p. 942/3:

Well | disapprove in principle of income smoothing.! have had in my
somewhat limited career as a company director a number of arguments
about profit smoothing, most of which have been in connection with the
relationship between half yearly accounts and end year accounts...... .

But however there have also been arguments about profit smoothing
between years and this is one of them. | considered first that although the
arrangement had something in common with an insurance policy in the
sense that money was being spent now and deducted now which would
come lo credit in the event of an emergency of some kind;: it was more in
the nature of a sinking fund rather than an insurance policy. ...

and further, at page 951:

...in general terms | disapprove of profit smoothing. In the circumstances
of that time | don't necessarily think that was so abhorrent given exactly
where we were in relation to the share market crash and the assurances
by management that we had provided every specific bad or doubtful loan,
but there was just this feeling there could be others.
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and at p. 952:

Well to my mind it was a sensible thing to do, not to overstate the Bank’s
profits for 1988 or if you remember in 88 they were saying... . Againin my
view we were sensible not to overstate those profits in view of the fact that
there was a possibility that we could have unexpected, unexpectedly larger
than normal bad debts. .... If we had deducted the pro-rata share of the
payment and, of course interest income was lower so approximately 40
million a year lower profit than we would otherwise have shown. That
would have been sensible as a form of provisioning against future
enormous bad debts. ~

Bayliss, on the objective of income smoothing, said at p.909:

...that seemed to me to be a pretty reasonable benefit to be aiming for and
which would result from your bona fide insurance proposition. That's what
it appeared to me.

Pearson, on whether he was comfortable with income smoothing as a use of
the policy said at p.1156:

No. ... I'm an investment analyst. ... No | wasn't, no. But | nevertheless
accepted the logic of the capital adequacy issue in the ... sense of going
towards the BIS rules and all that kind of thing. | could see that, properly
used, it was conceivable that there was a proper use for that at some point,
possibly.

Assurance to the auditors

The auditors have given evidence that the arrangements did not provide them
with "...[any] degree of assurance when testing the adequacy of [the Bank's]
doubtful debt management” as at 31 March 1988. We have examined the

documents carefully. We accept this evidence.

There is evidence that the Bank’s auditors had some regard to the existence
of the arrangements when looking at the Bank'’s provisioning in subsequent
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financial periods. This is dealt with elsewhere in this report.

Assurance to the ratings agencies

We questioned Bank executives on whether the ratings agencies were told
about the existence of the policy. While those responsible for direct contact
with the agencies said they were sure the agencies were aware of the
existence of the arrangement, the Bank has been unable to provide any
documentary evidence that the rating agencies were informed about the
existence or use of the arrangements.

Mr C.P. Purvis, Chief Manager Group Accounting, told us at p.1217:

I'm not sure if it would have provided comfort to the credit rating agencies.

When asked why not, he replied at p.1218:

[ think the credit rating agencies would have seen it as what it was, just an
income smoothing device.

We agree with Purvis.

The haste to put the arrangements in place

McCay’s 15 March memorandum, in recommending the establishment of a
Board sub-committee to approve the Bank entering into the arrangements,
referred to the "..obvious benefits in putting the insurance cover in place and
effecting the premium before 31st March".
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We questioned directors and management on what these "obvious benefits”
were. We were conscious that if the Bank was to make any use of the benefits
available under the arrangements in the year ended 31 March 1988 they would

have had to be in place before then.

Evidence from some of the witnesses indicated that, in their view, the
arrangements were not "tax-driven” and that the capacity for income smoothing

was the main attraction of the proposal.

However some others, including Lojkine and Diack, saw the promise of tax
benefits as the "obvious benefits" to which McCay referred. Lojkine told us at

p.939:

My impression was that the Bank management thought that they could get
a tax deduction in the 1988 year for either the whole premium or ...
certainly one year’s share of it, regardless of what was done for accounting
purposes. My impression was that the matter had been brought to their
attention rather at the last minute and that they were scrambling to try to
take advantage of what they thought might be an advantage, a benefit to
the Bank before 31 March.

Diack said that the Bank had hoped to be able to expense one fifth of the total
premium, $22 million, in the year ended 31 March 1988. He considered this
to be adequate reason to push the proposal through. He was also concerned
that the opportunity to participate in the arrangements might be lost if the Bank
did not move quickly.

If indeed there had been a belief that the Bank could have charged $110
million, or a one-year equivalent of $22 million, against the Bank’'s 1988
income, that belief would quickly have been set aside had professional tax
advice been sought.. Such advice would have included the irhplications of
s104A of th'e income Tax Act 1976, introduced in 1987, under which the new

maccrual rules” applied to disallow the deduction of insurance premiums, other
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than amounts below a nominal threshold, where those premiums relate to
periods yet to expire, i.e prepaid premiums.

In the event the Bank charged only one day’s premium in its 1988 financial
statements and tax accounts. If the hope of initial tax gains was a motivation
for getting the arrangements in place by 31 March 1988 those hopes were not
realised.

We have been told that Budfin were not asked to give taxation advice to the
Bank on matters relative to the Commission’s enquiry. (see para 4.16).

We find that the Bank did not obtain comprehensive legal or accounting advice
on the taxation implications of the arrangements prior to committing itself to
them. We form no opinion as to "obvious benefits in putting the insurance
cover in place and effecting the premium before 31 March".

The Commission’s findings concerhing the approval process

The directors of the Bank approved the arrangements on the basis of

information which was, in our view, inadequate.

In respect of the involvement of the Bank’s professional advisers it is our view
that the directors were misinformed by management. We are satisfied that
neither the Bank’s auditors nor its legal advisers were asked to advise on

whether the arrangements would be effective for the purposes intended.

Not only was the Board misinformed on the matter of professional advice
received, but Bank management, without prbper advice, failed to ascertain at
the time of approval the full nature of the arrangements which were about to
be entered into or the way in which they might be applied in practice.
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We are satisfied that, prior to commitment, neither the Bank’s auditors nor its
legal advisers were asked to give advice on whether the arrangements could -
be used by the Bank for the purpose of income smoothing.

We consider it is likely that the Bank’s legal advisers did not provide a signed
certificate that the deed of indemnity was in order and a proper deed to be
executed by the Bank, before BNZS's seal was affixed, in accordance with the

procedure routinely required by the Bank.

In our view someone in the Bank’s senior management team should have
ensured that appropriate legal and audit sign-offs had been obtained before the

proposal was formally approved by the Board sub-committee.

We consider that the directors were entitled to believe that certificates from
both the Bank’s auditors and legal advisers on both the "technical” issue of
documentation and the broader issues of the use of the arrangements were

being obtained.

In our view the directors should have been formally advised of the level of fees
to be paid by the Bank and been requested to give approval to them.

We do not think it was prudent for the Bank to consent to its firm of legal
advisers also acting for the EP Group in the arrangements given the

circumstances of the transaction.

We accept the assurance given by those Bank executives and former
executives, particularly McCay, and those directors who gave evidence to.us
that, at the time of entering the arrangements, there was no intention to apply
the benefits under the contract against doubtful debts aiready identified as at
31 March 1988.
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We consider that the directors of the Bank of the day understood that income
smoothing in future financial periods was to be the major purpose of the
arrangements.

We recognise that the subject matter of the arrangements would have been but
one of many pressing matters engaging the attention of the directors in March
1988. In addition, the overall level of clarity of information provided to the
Board for the meeting on March 17 1988 fell well short of the standard the

Board was entitled to expect.

Nevertheless, the report in the agenda papers of 28 April 1988, being the report
to the Board sub-committee of 30 March 1988, provided sufficient basic details
of the arrangements to suggest to the more alert directors who attended the
meeting that the arrangements contained unusual features. Whether or not
directors recognised this in April 1988 they were well aware of the circular
nature of the arrangements by October 1988 when they first came to apply
them.

The directors of the Bank in March 1988 were entitied to expect the
management of the company, in which they had confidence, to act with
competence and integrity. Nevertheless the arrangements were unusual and
we think there may have been good reason for the directors to make further
enquiry before they gave authority for the Bank to enter into them.
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CAPTIVE INSURANCE ARRANGEMENTS AND THEIR USE BY BANKS
AROUND THE WORLD

General background

In paragraph 4 of his memorandum of 30 March 1988 to the sub-committee of
the Board (see paragraph 2.15 above) McCay described the proposed loan loss
insurance arrangements as being on "captive insurance principles”. Before
moving on to consider the Bank’s use of the arrangements we briefly consider
what these principles are, and whether or not it is common for banks to enter
into such contracts. We observe, however, that the arrangements in the

present case do not come within the description of "captive insurance”.

"Captives" are so named because they are generally insurers established as
subsidiaries of non-insurance companies, having, as a captive market, their

owners' insurance requirements from which to generate their business.

The arrangements were not "capfive" in this sense. The arrangements were
entered into with and premiums made over to entities outside of the BNZ group.
Diack stated at p.149:

We said it was based on captive insurance principles. The difference is
that [in the case of] most captives ... _the insurer is a subsidiary of the
principal company. In our case it wasn't, because we had a tax situation
we avoided, a GST situation we avoided by having a third party insure it
before it went through the structure. If you took away that then obviously
and quite rightly as you've said it can be seen as a deposit zero coupon
deposit. But the way it was structured and the accounting principles

applying in those days we believed it was.

Because, however, the description of "captive insurance” was loosely applied

to these arrangements we consider briefly the use of captive insurance.
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According to Bawcutt', there were about 1,500 registered captive insurance
companies in 1986, accounting for about 20% of worldwide industrial insurance
premiums. We have seen more recent estimates putting the number of
captives at around 3,000 accounting for annual cash flows of about $NZ20
billion per annum. We have not attempted to verify these figures from source
information but have no reason to dispute them.

Captives are often established in countries which are tax havens and which

have relatively relaxed laws governing the conduct of insurance business.

Industrial companies establish captive insurance companies for a number of
purposes. One can be to provide economical insurance cover. A bona fide
insurer can provide the owner with access to the reinsurance market, a market

said to be characterised by low overhead costs and fine operating margins.

Another purpose for establishing a captive is to provide a funding mechanism
to meet the owner’s future, possibly cyclical, losses. Rather than the company
establishing an internal sinking fund, contributions to which are not tax
deductible, the company may enter into an insurance policy where the
premiums payable will be tax deductible. This may enable the owner to bring
forward the deductibility of the "costs" of future losses.

Captive insurance companies may be "paper” captives, generally formed in tax
haven countries with the emphasis on business secrecy, relaxed regulatory
supervision and low taxation, providing services solely for their owners, or may
be quite substantial companies offering services to a range of affiliated

companies. Bawcutt says that most captives are between these two extremes.

it is apparent that some captives are formed to provide genuine cost effective
insurance cover for their owners. It is aiso apparent from the domicile of most
of the captives that many are formed to provide tax advantages for their

owners, with or without genuine insurance cover.
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5.10 The fact that a particular "financial reinsurance” contract (see para 5.19 for an
explanation of the term) is made with a genuine captive insurance company
does not mean that such a contract will necessarily meet either the legal or
accounting definitions of a contract of insurance.

The Commission’s survey of banks

5.11 We asked a number of overseas owned registered banks operating in New
Zealand to comment on their experience, and that of their overseas head
offices, with captive insurance arrangements.

5.12 Of the eight responses received, no bank or its parent acknowledged that it has
direct knowledge or experience, either in New Zealand or elsewhers, of the use
of captive insurance arrangements to cover losses from bad debits.

5.13 The head office of one bank advised us that it uses a captive insurance
company, but this is in respect of non-loan losses.

5.14 The head office of another bank indicated that it was aware that certain banks
used captive insurance companies to cover the risk of losses in their loan
portfolios, but commented that these have proved to be tax inefficient because
the transfer of insurance risk had been questioned by the relevant taxing

authority.

5.15 We have seen one possible example of the use by a bank of loan loss
insurance, by the major French banking group, Paribas. Paribas’ 1990 Annual
Report discloses that the Bank took out insurance policies in March 1990
covering a portion of its high-risk sovereign debt exposures. This may have
been a captive insurance arrangement, but we have no confirmation of this.

5.16 From the admittedly limited enquiries that we have been able to make it
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appears that captive debt insurance arrangements taken out by banks to cover
lending risks are rare anywhere in the world, but their'attempted use is not
unknown.

Overseas comment

The Department of Trade and Industry (United Kingdom) made available to us
a copy of the paper entitled "Financial Reinsurance" which was prepared by
DTI's Insurance Division. The paper records that many financial reinsurers are
spin-offs from normal reinsurers whereas others are "captive insurers”. The
paper then goes on to distinguish financial reinsurance conducted through
"captives” which represents' genuine reinsurance from financial reinsurance
which does not. The paper states:

Insurance is a risk transfer mechanism whereby the insured can shift some
of the uncertainty of life onto others. If there is no risk transfer there is no
insurance. [Original emphasis]

The DTI paper gives a number of examples of financial reinsurance where
there is no transfer of risk.

The Division informed us that the paper had been written in response to
growing concerns over the manner in which some insurance companies were
structuring their financial statements to facilitate off-balance sheet diversion of
insurance risk.

E&Y provided to us through Mr Ratner a very helpful paper produced by their

Australian office in April 1991 called Financial Reinsurance: A Discussion

Paper. This paper described the nature and use of financial reinsurance and
the emerging accounting implications. The special features of financial

reinsurance are described as follows:
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The following three characteristics are distinctive features of financial
reinsurance:

. The premium payable by the insurer, and the cover provided, are
arrived at by reference to an interest rate assumption

. The financial outcome, or range of possible outcomes, for each party
is generally documented at the outset

. The reinsurer’s profit is generally not dependent upon the amount of.
claims arising under the contract.

While financial reinsurance contracts can strengthen the insurer by
removing volatility in its results and bringing the support of the financial
reinsurer, they can also be used to disguise the true financial position of
the insurer.

In extreme cases, insurers with solvency difficulties could prevent
regulators from detecting their problems and thereby delay and possibly
magnify their ultimate collapse.

Financial reinsurance contracts usually have one of three purposes:

. To recognise the time value of money
. to "smooth” underwriting results between years of account
. To provide a mechanism for funding of future claims payments.

The authors also deal with accounting issues arising from financial reinsurance.
We will examine their comments in section 10 when we consider the

appropriate accounting treatment for the arrangements.
In dealing with the responses of the regulatory authorities the paper states:

Regulators are concerned about possible use of financial reinsurance
contracts to improve the balance sheet of insurers who might otherwise
have difficulty in meeting solvency requirements. Financial reinsurance
contracts can distort the results of insurers to such an extent that
supervisory bodies are unable to detect warning signs which would
otherwise lead them to take appropriate action. In April 1991 in the UK, the
Department of Trade and Industry ( which supervises insurers) expressed
its concern that the information provided in insurers’ statutory returns was
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insufficient to enable the DTl to accurately determine the impact of financial
reinsurance policies.

There has been growth evident in the captive insurance industry. We have
concluded, as a result of our own enquiries and, in particular, our discussion
with the Department of Trade and Industry, that this growth is more likely to
arise from financial reinsurance transactions which are not genuine reinsurance

than from transactions which are.
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PART i

THE BANK'S MARCH 1988 FINANCIAL STATEMENTS

THE ALLEGATIONS BY MR W.R. PETERS M.P.

On 23 September 1992 Peters made a number of allegations in the Houss of

Representatives concerning various parties involved in the management of the
affairs of the BNZ.

Peters’ principal allegations, as set out in papers tabled in the House of

Representatives, so far as they relate to the present enquiry, were:

4. (That) the BNZ in 1988 provided to the New Zealand Government, the
New Zealand people and to overseas institutions that provide them with
funding lines a false set of accounts.

This was done by a conspiracy between:

(i)

(1)
(iii)
(iv)

(i)

(i)

(iii)

(iv)

some BNZ Office Holders and Executives

the BNZ's Auditors

the BNZ's Lawyers

and Fay Richwhite

Some of the BNZ Executors (sic) and Directors because they
knew and agreed with the concealment arrangement.

The BNZ auditors, Ernst & Young, who the documents show gave
the BNZ aadvice on the transaction called a "profit smooth”.

The Bank’s lawyers, Buddle Findlay, who acted for all parties and
organised the scam.

Fay Richwhite who facilitated the re—inéurance half of the circle
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with the use of secret Cook Island companies.

5. In March 1988 these people put into affect [sic] a scam to permanently
conceal losses of $200 million from the BNZ's books. These losses until
today remained concealed because the documents show that the deal has
effect until March 1993.

6. The Accounts published were fraudulent and had been relied upon by
innocent parties. The fees paid were massive and cavalier.
[Original emphasis]

Source: Paperé tabled in the House of Representatives on 23 September
1992.

6.3 Later, on 7 October 1992, Peters made further allegations in the House of

Representatives. In part he said:

How do you ensure [sic] $200 million, with a paid up capital company of
$30,000 New Zealand? The answer is you can't - the answer is that this
whole arrangement is a scam.

The whole arrangement concerns a NZ $30,000 piece of paper. It looks
like a valid deal, it has the appearance of a valid deal but it is facade
without substance. A facade designed for the sole purpose of deceiving
the market, deceiving the minority shareholders buying BNZ shares,
deceiving the taxpayer - owner who we represent and, last, to deceive the
overseas financial markets providing credit lines to the BNZ as to the true
credit worthiness of the Bank.
[Original emphasis]

Source: Papers tabled in the House of Represéntatives on October 7 1992.

6.4 Peters also tabled letters and memoranda prepared within the EP group.
These included a letter of 24 February 1988 from Jones, an executive of the
EP group, to the Bank. Jones stated that:

We have discussed with KPMG Peat Marwick the accounting implications
of the transaction. It is our understanding that the existence of the
insurance policy will enable Bank of New Zealand to receive, in respect of
the loans insured, not less than the amount provided for in the policy and
thus the value of the assets insured by the policy. Notwithstanding that
payment is not made until the end of the policy, as the Bank can, because
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of the security outlined [above] be certain of the recovery of the principal
amount it need not write down the debts as doubtful debts. In KPMG Peat
Marwick’s view the application of appropriate accounting principles will
result in the accounting treatment we have discussed. We understand you
will have to obtain separate advice from Ernst and Whinney on these

aspects.

This advice is consistent with a memorandum to the Directors of EPBC from
Jones, dated 31 March 1988, in which it is said, at paragraphs 17.1 and 17.2:

17.1

17.2

The insurance transaction is designed to enhance a financial
institutions balance sheet. Instead of making an immediate
provision in the institutions accounts for the debts the premiums
are written off over the life of the policy.

The insurance policy that is being taken out will ensure that the
BNZ Group need not show the total extent of the write off of
doubtful debts in their accounts in the present financial year and
thus effect their financial position. If $200 million was written off
immediately this would have a detrimental effect on BNZ's gearing
ratios. Rather BNZ will accrue the premium and show it as a
deduction across the five year life of the policy. This is a profit
smoothing technique.

On their face these letters and memoranda appeared to indicate that the Bank
may have adjusted its March 1988 financial statements to conceal the
existence of $200 million of bad debts and overstate its profits for that year
correspondingly. The Commission determined to undertake more detailed

enquiries.

In Part | of our report we commented on the role of the Bank’s legal advisers
and auditors at the time the Bank entered into the arrangements. We found no
evidence of conspiracy as alleged by Peters. We proceed to consider the
impact of the arrangements on the BNZ's March 1988 financial statements.
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THE FINANCIAL STATEMENTS OF A BANK

In order to consider whether the Bank might have modified its accounts to
conceal the existence of any bad or doubtful debts it is useful to consider briefly
how the financial statements of a bank are structured.

Banks lend sums of money which become assets called "loan receivables” or
"advances” in the financial statements of the bank. In the ordinary course of
business a bank expacts to earn interest on these advances over their course
and to receive the principal back at the end of the loan period.

Some loans go bad. When they do, or in expectation that they will, it is
necessary for a bank to recognise this in its accounts so that the bank’s income

and assets are not overstated.

The first point at which banks recognise such losses is when they create
"provisions for doubtful debts" in their financial statements. When a provision
is created it is a direct charge against the bank’s profits in that year, and the
amount is deducted from the balance sheet total of the bank’s loan receivabies.

There are two types of provision for doubtful debts, "general” provisions and
"specific” provisions.

The general provision is often likened to a reserve. Banks have general
reserves as an acknowledgement that, even with the best lending practices
possible, some loans will go bad. To deal with this contingency it is normal for
a bank to establish and maintain, by setting aside some of its income, a
"general provision for doubtful debts" in its balance sheet. This process is akin
to putting something aside for a rainy day.
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There is no prescribed way for a bank to determine the amount it will put into
its general provision. Practices differ between banks. They have evolved over
time. A traditional practice is to put aside and maintain a provision which is
equivalent to a fixed percentage of the bank’s total loan outstandings or of

certain classifications of its receivables.

Specific provisions are created when individual loans go bad. A bank will
generally realise that recovery of a particular exposure has become doubtful
some time before such a loan is finally written off. The specific provision is
effected in a similar manner to the general provision: a charge is made against
profits for the year in the profit and loss account, and the amount of the charge
is shown separately, and offset against the total of loan receivables, in the

bank’ balance sheet.

In order for a bank to present a true and fair view of its affairs it is necessary
to make assessments of the extent of possible losses in its loan receivables as
at its balance date or interim balance date. These assessments are inevitably

subjective and can be very difficult.

One relevant consideration is the value of any security held by the bank. For
example, if a bank has advanced $100 million to a property developer who
subsequently fails, and the bank holds valid security over the developer’s
property, then the extent of the bank’s expected loss would be measured by the
amount of its exposure less the realisable value of the property over which the
Bank holds security.

In a thin but falling property market it is difficult to obtain reliable measures of
value. BNZ executives have quoted us an instance of a building originally
valued by professional valuers in March 1988 at $90 million now said to be
worth $15 million.
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Special difficulties can arise where a bank lends to a member of a group of
companies which have engaged in a complex web of interrelated financing
transactions and the group subsequently fails, possibly being put into statutory
management. How does one measure the possible extent of a bank’s losses?
What if there are competing security claims over the same assets?

In all of these instances bank directors would be expected to determine the
bank’s likely loss on a basis which is conservative but not so conservative that
the value of the bank’s business becomes understated.

Provisioning is an on-going process. In administering the normal management
information systems of a bank, the credit executives will keep problem
exposures under review. As new doubts arise about a particular exposure
some additional provisioning may be recommended. The board of a bank will
regularly update its doubtful debt provisioning to reflect advice from
management.

If a bank finds itself in a situation where it has to make additional specific
provisions, it may be possible to make a corresponding reduction to the level
of its general provision. If the bank follows this course there would be a nil
impact on the bank'’s profit in that year because the general provision had been
created by charges against the profits of earlier years. This course will only be
appropriate if the bank’s general provision remains adequate after the transfer
to specific provisions has been made.

It is worth noting that the timing of the actual write-off of a bad debt for which
specific provisioning has previously been made is largely irrelevant to the
determination of a bank’s annual profitability. When a debt is written off it is
against the specific provision which was previously created with respect to that
particular debt.
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It is because banks have the capacity to set aside profits into their general
provisions in good years, and draw on them in poorer years, that doubtful debt
provisioning is sometimes regarded as giving the opportunity for profit-

smoothing.

Although the form of profit-smoothing referred to above [which was also
referred to by Lojkine in her evidence (see para 4.36) has the capacity to
misinform, by departing from the true and fair view required of financial
statements, the approach which postpones recognition of profit is far less
objectionable than the approach which accelerates recognition of income. This
view accords with the fourth of the four "important criteria” established by
paragraph 4.8 of SSAP-1 (see para 10.9 for further discussion of these criteria)
for selecting the most appropriate particular accounting policy from the range

of alternatives:

Prudence

The uncertainties which surround many business transactions should be
recognised by the application of prudence in the selection of the particular
accounting policies to be used. [Original emphasis]

THE BANK’S MARCH 1988 IFiNANCIAL STATEMENTS

The financial statements

In the financial statements for the year ended 31 March 1988 the Bank
recorded an Operating Profit before Provisions and Tax of $461 million
(compared to $335 million the previous year), charged $206 million against
income to increase general and specific provisions for doubtful debts
(compared to $63 million the previous year) and produced an Opserating Profit
before Tax of $255 million ($271 million in 1987).




8.2

8.3

84

8.5

8.6

85

Of the $206 million charged against profits to increase provisions for doubtful
debts, $35 million was for the purpose of increasing the Bank’s general
provision for doubtful debts, which at 31 March 1988 stood at $129 million, or
0.94% of the Bank’s total advances of $13.7 billion. (The equivalent level at 31
March 1987 was $94 million, or 0.85% of total advances of $11.0 billion.) The
remainder of the charge against profits, $171 million, increased the Bank's
specific provisions for doubtful debts.

In 1988 the Bank also wrote off bad debts, net of recoveries, of $160 million,
compared to net write-offs the previous year of $24 million. The timing of these
write-offs did not affect the Bank’s profit, as provision had already been made
for these bad debts. However the timing of the write-off would have been
material for taxation purposes.

Our review of the Bank’s March 1988 financial statements
——=r=v p’ e Danx s March 1988 financial statements

Procedure

For the purpose of satisfying ourselves as to the Bank’s 1988 financial

statements we reviewed all material considered by the Board relative to

provisioning from September 1987. We have also reviewed all the audit work
papers of E & Y (initially Ernst & Whinney and BDO) relating to the Bank’s
provisioning from September 1987.

We have examined this material closely. We have questioned various persons

who were executives or directors of the Bank at the relevant time.

The Bank’s specific provisioning

The Board papers disclose that management had identified a need for total
specific provisions as at 31 December 1987 of $124 million. By the end of
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January 1988 (based on papers considered by the directors on 17 March 1988,
the same meeting at which directors first become aware of the proposed
insurance arrangements) this requirement for specific provisions had increased
to $186 million. At their meeting of 28 April 1988 the directors considered
recommendations from management to increase specific provisions at 31
March 1988 to a net $204 million (before write-offs).

At the mesting of the Board on 19 May 1988, at which the Bank’s March 1988
accounts were approved, directors considered management recommendations
to increase specific provisions to a level, before write-offs, of $215 million. This
would have required a charge against profits of $163 million. In the event the
charge made against profits in the financial statements for additional specific
provisions was $171 million, which, when added to the Bank’s opening level of

specific provisions of $55 million, totals $226 million.

One of the Bank’s largest provisioned accounts was its exposure to Judge
Corporation which at 31 March 1988 was $111 million. The Bank provided
(and wrote off) $50 million against that exposure in its financial statements, with
the balance being covered by the value of a block of Ariadne shares over which
the Bank held security.

It is apparent that the Bank continued to increase its specific provisioning
requirements both prior to the commencement of negotiations with EP, during
the process of approving the arrangements, and after the arrangements were
put in place.

There is no indication in the papers that the existence of the arrangements

influenced the specific provisioning process at 31 March 1988.
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The Bank's general provision

The Bank increased its general provision at 31 March 1988 by $35 million to
a figure of $129.4 million. The Bank did not use any of its existing general
provision to fund its increased specific provisions.

We found no evidence in the papers that the arrangements had influenced the
level of the Bank's general provision at 31 March 1988,

Evidence of witnesses

McCay, Diack and Tennent, in their evidence to us, vigorously denied that the
existence of the arrangements had any bearing on the level of the Bank’s
general or specific provisioning at 31 March 1988.

It is apparent from the evidence of these executives that the Bank was going
through a very stressful period at the time. There had been the sharemarket
crash in October 1987 and they did not know how deep or prolonged the
effects would be. There were uncertainties in the property market although it
still appeared to many to be reasonably firm. The Bank recognised that it could
have problems with some of its corporate exposures and was moving to try and
improve its security position and otherwise to address the matter through
appropriate provisioning.

Several Bank directors gave evidence on this issue. Lojkine said at p.967:

| assure you that my recollection of the time there was no linkage between
entering into this arrangement and the current provisioning. ... | can’t recall
any hint of concern about the level of provisioning or concern about the
profit.
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Lojkine said that her expectation, based on advice from Bank management,
was that the Bank would be profitable in both 1988 and 1989. She expected
that the arrangements would be used to put profits aside (by charging
premiums against income and not making any claims) in the early years to

provide a form of reserve to meet possible losses occurring some years away.

Bayliss, asked if the arrangements influenced 1988 provisioning, said at p.919:

...1 think that we [the directors] forced up [the level of provisioning]. | think
there was quite an argument at the Board and | think the provisioning was
quite significantly increased. It was the first time there was an absolutely
very strong difference of opinion between the Board and the executive...

Audit work papers

The audit work papers give no indication of any under-provisioning in the
Bank’s 1988 accounts.

It is normal procedure for auditors to form their own view of a bank's
provisioning requirement and to compare this with the recommendations made
by the bank. Garty said in evidence that in performing this task at the BNZ he
was not influenced by, and the arrangements made no difference to, the level
of the Bank's provisioning at 31 March 1988 or to the way the auditors viewed
it.

The auditors’ management letters to the Bank during this period indicate some
concerns about the procedures the Bank was using to ensure a close watch
was kept on non-performing accounts. These concerns may help to explain
why the Bank significantly increased its level of doubtful debt provisioning in
later periods, but they do not indicate any possible or planned use of the

arrangements at 31 March 1988.
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Our findings relating to the Bank’s March 1988 financial statements

We find that the only influence the arrangements had on the Bank’s 31 March
1988 financial statements was with respect to the charge against profits of
$62,000 and the substitution of a pre-paid expense asset of $110 million for an
investment asset of like amount. Given the size of the Bank and its profitability
for the year, neither of these influences was material and in our view there was
no requirement for the Bank to disclose them.

We find that the directors of the Bank did not use the existence of the
arrangements to understate the level of the charges against profits for either
general or specific provisioning for doubtful debts in the Bank’s financial
statements for the year ended 31 March 1988.

We have no reason to believe that the financial statements of the Bank for the
year ended 31 March 1988 did not present a true and fair view of the financial
affairs of the BNZ at that time.

While it is easy to argue with hindsight, particularly given the Bank’s losses in
1989, that the Bank should have made even larger doubtful debt provisions in
1988, we do not think the need for this increased provisioning was evident to
directors at the time. The Bank’s actions must be seen in the light of the
circumstances and knowledge of that time.

We found no evidence that BNZ published a false set of accounts for the year
ended 31 March 1988 as alleged by Peters.
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PART il

LEGAL AND ACCOUNTING ISSUES RELATING TO
THE BANK’S USE OF THE ARRANGEMENTS
FROM SEPTEMBER 1988 UNTIL SEPTEMBER 1992

LEGAL RESPONSIBILITIES IN RELATION TO THE TRUTH AND FAIRNESS

OF COMPANY ACCOUNTS

Introduction

In section 3 we examined the question whether the arrangements were a
genuine insurance contract at law. That assessment contained a review of the
legal form. In this section we review the legal responsibilities of directors and
auditors in relation to the preparation of the financial statements of a reporting
entity in terms of the Companies Act 1955 and the Securities Act 1978. In the
succeeding sections of this Part we explore further the requirement that
financial statements present a "true and fair" view and outline a framework for
determining how the accounting treatment for any particular transaction shouid

be arrived at.

The responsibilities of directors

Directors have a statutory responsibility to present the accounts of the company
before shareholders in accordance with the provisions of the Companies Act
and have a further responsibility under the Securities Act in relation to accounts

which are contained in any prospectus.
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Section 153(1) Companies Act 1955 provides -

Every balance sheet of a company shall give a true and fair view of the
state of affairs of the company as at the end of its financial year, and every
profit and loss account of a company shall give a true and fair view of the
profit or loss of the company for the financial year.

Sub-sections (2) and (3) of this section make it clear that the requirement that
the company’s accounts are to comply with the requirements of the Eighth
Schedule is subject to the over-riding requirement of the truth and fairness in
sub-section (1).

Section 156(1) sets out a similar obligation in relation to group accounts -

The group accounts laid before a company shall give a true and fair view
of the state of affairs and profit or loss of the company and the subsidiaries
dealt with thereby as a whole, so far as concerns members of the
company.

Sub-section (3) again makes it clear that the obligation to comply with the
Eighth Schedule is subject to the over-riding obligation of truth and fairness.

Clause 16, Second Scheduls, Securities Regulations 1983, provides that a debt
prospectus is to contain -

an audited consolidated balance sheet of the group giving a true and fair
view of the state of affairs of the group -

(a) As at the end of the most recently completed accounting period
thereof; ...

Clause 27(1) requires the prospectus to contain -

An audited consolidated profit and loss account of the group giving a true
and fair view of the results of the group -

(a) | For the most recently completed accounting period thereof ...
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Section 159(1) Companies Act 1955 provides -

Every balance sheet of a company shall be signed on behalf of the Board
by two of the directors of the company.

Section 41(b)(i) Securities Act requires every prospectus delivered to the
Registrar for registration under that Act to be signed by every person who is a
director of the issuer at the time the prospectus is delivered to the Registrar,

or by its or his agent authorised in writing.

It is apparent from these provisions that the obligation to present accounts to
shareholders which comply with the truth and fairness requirement of the
Companies Act, and the obligation to include in a registered prospsectus a
balance sheet and profit and loss account which comply with the truth and
fairness requirement, are obligations which these statutes place on the

directors.

A director must bring his or her individual judgment to bear on matters which
are brought before the director in the exercise of his or her responsibilities, in
particular, on matters which come before the director at Board meetings which
the director has attended. In the leading case of Dovey v. Cory [1901] AC 475,
492 Lord Davey stated -

| think the respondent was bound to give his attention to and exercise his
judgment as a man of business on the matters which were brought before
the Board at the meetings which he aftended ....

In Jagwar Holdings Ltd v. Julian (1992) 6 NZCLC 68040, 68075 Thorp J

summarises the responsibility of a director in this respect in the following words

.. While directors have only limited obligations to search out information,
they have always been required to pay attention and give appropriate
consideration to material placed before them: see 6.g. Land Credit
Company of Ireland v. Lord Fermoy (1870) LR 5 Ch App 763 at p. 770,
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where Lord Hatherley declared it was the duty of directors "to be awake,
and their being asleep would not exempt them from the consequences of
not attending to the business of the company.

9.11 Where directors are required to certify to a particular state of affairs, such as
the state of a company’s accounts, each of them is bound to exercise an
individual judgment on those accounts and cannot delegate that responsibility
to some part only of the Board, or to other persons. In Deloitte Haskins & Sells
v. National Mutual Life Nominees (1991) 5 NZCLC 67418, 67427 the Court of
Appeal affirmed the judgment of Henry J who had held that each director on

the Board had a responsibility to ensure that quarterly reports made to trustees
for debentureholders on the financial position of the company were true and
correct. That responsibility was held to extend to a director who had not signed
the relevant report and was absent from the meeting at which it was
considered. The Court observed that the report was required by the debenture
trust deed to be signed by two directors on behalf of the Board, and accordingly
the Board as a whole had responsibility to give the matter their attention.
Similar considerations apply to a company's balance sheet and profit and loss
account which the statute require are to be signed by two directors "on behalf
of the Board", and, in the case of a company prospectus, the prospectus is
required to be signed by every director or his or her authorised agent.

True and Fair View

9.12 In determining whether the accounts present a true and fair view as required
respectively by the Companies Act and the Securities Regulations for the
purposes of those respective statutory provisions, regard must be had to
statements of accounting practice. In Lloyd Cheyham & Co. Ltd v. Littlejohn &
Co. [1987] BCLC 303 the Court considered whether defendant directors in that
case were entitled to rely on statements of standard accounting practice issued
by the Institute of Chartered Accountants of England and Wales ("ICAEW").
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The Court stated at p.313 -

As to the proper treatment of such statements, the approach of both
counsel was the same and | accept this approach. While they are not
conclusive, so that a departure from their terms necessarily involves a
breach of the duty of care, and they are not as the explanatory foreword
makes clear, rigid rules, they are very strong evidence as to what is the
proper standard which should be adopted and unless there is some
justification, a departure from this will be regarded as constituting a breach
of duty. It appears to me important that this should be the position
because third parties in reading the accounts are entitled to assume that
they have been drawn up in accordance with the approved practice unless
there is some indication in the accounts which clearly state that this is not
the case.

This was a case concerned with the application of SSAPs but the principle
stated is equally applicable to generally accepted accounting practices (GAAP)
when there is no SSAP on the matter in issue. The relevant principles are
helpfully discussed by McGee in an article "The True and Fair View Debate: A
Study in the Legal Regulation of Accounting” (1991) 54 Mod. L. Rev 874,

SSAPs and GAAP must be read subject to the overriding requirement of truth
and fairness. As stated by Vinelott J. in Prudential Insurance Co v Newmans
Industries (No. 2) [1980] 2 All ER 841, 850:

The Institute of Chartered Accountants from time to time issues Statements
of Standard Accounting Practice which prescribe methods of accounting
approved by the Council of the Institute. The Standards prescribed are not
intended to be a comprehensive code of inflexible rules but they are
intended as more than a guide or indicator of practice. Where, for some
exceptional reason, they are impractical or inappropriate a departure from
the Standards must be disclosed and explained. They must of course be
read subject to the overriding requirement that accounts must be so
presented as to give a true and fair view of a company'’s affairs.

The Commission in its Report on Capital Structure and Financial Reporting in
New Zealand, December 1989, paras 4.7 to 4.10 referred to two approaches to

"true and fair":
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(@)  an overview approach giving the words their ordinary and popular
meaning,

(b)  a financial approach, giving the words an interpretation as a term of
accounting, i.e. in accordance with accounting principles recognised
by authoritative accounting bodies or best accounting practice.

The Commission rejected the technical approach and considered the overview
approach should prevail:

Our opinion is that the "technical” approach should be rejected and the
"overview" approach should prevail. The question whether a given set of
financial statements presents a true and fair view should be treated as a
question of fact in each case. On that basis, compliance with legal
requirements and accounting standards is requisite, but not necessarily
sufficient, to present a true and fair view. A true and fair view requires that
the financial statements be prepared, not by a mechanical process applying
the accounting standards and regulatory requirements, but with the
exercise of judgment to ensure that the presentation is appropriate,
consistent and comparable and that weight is given to the reasonable
expectations of the users'of general purpose financial statements. In other
words, it seems to us that authors of financial statements, ha ving complied
with the law and the SSAPs, should stand back from the result and
consider whether or not further information should be included in the
statements to present a true and fair view.

This "overview approach” was also taken in an influential legal opinion provided
to the Accounting Standards Committee of the Institute of Chartered
Accountants of England and Wales and published in Accountancy, November
1983 (pp 154-156), and cited in The Accountants’ Journal, February 1984 (pp
18-19). The opinion given was that the question whether accounts give a true

and fair view is a question of law to be determined by the Court, having as a
guide the ordinary practices of professional accountants and in particular
SSAPs, but depending finally on the Court’s view of whether "the information
contained is sufficient in quantity and quality to satisfy the reasonable
expectations of the readers to whom they are addressed”. These expectations
include what the readership of the accounts (which will consist of businessmen,
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investors and bankers as well as professional accountants) all expect to find
there, with those expectations moulded by the practices of professional

accountants.

The role of the auditor in relation to directors’ responsibilities

The present facts raise a further issue of some importance. To what extent, in
having regard to statements of standard accounting practice, or to the
application of generally accepted accounting practice, is a director able to defer
to the judgment of the company’s auditor as a person having particular
professional expertise and competence in making judgments of that kind? Little
guidance is given in the cases which have come before the Courts as almost all
of the reported decisions concern failure on the part of directors (and auditors)
to detect defalcation or errors in the compilation of the company’s accounts
made by employees of a company. Clearly directors have an independent
responsibility when it comes to the detection of fraud or the maintenance of
adequate internal accounting systems. The directors may rely on trusted
employees and auditors to carry out their respective responsibilities in
administering and checking internal financial systems. The cases have also
dealt with the responsibility of directors when facing business risks and incurring
expenditure. It is in contexts of that kind that the Courts have stated that a
director is not liable for mere errors of judgement and is entitied to rely on the
judgment, information and advice of apparently competent management or
professional advisers. Again in Dovey v. Cory (supra.) Lord Halsbury LC stated
at p.485 -

The argument raises a serious question as to the responsibility of all
persons holding positions like that of directors, how far they are called upon
to distrust and be on their guard against the possibility of fraud being
committed by their subordinates of every degres. It is obvious if there is
such a duty it must render anything like an intelligent devolution of labour
impossible. Was Mr Cory to tum himself into an auditor, and managing
director, chairman, and find out whether auditors, managing directors and
chairmen were all like deceiving him? That the letters of the auditors were
kept from him is clear. But he was assured that provision had been made
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for bad debts, and that he believed such assurances, is involved in the
admission that he was guilty of no moral fraud; so that it comes to this,
that he ought to have discovered a network of conspiracy and fraud by
which he was surrounded and found out that his own brother and the
managing director (who have since been made criminally responsible for
frauds connected with their respective offices) were inducing him to make
representations as to the prospects of the concern and the dividends
properly payable which have turned out to be improper and false. | cannot
think that it can be expected of a director that he should be watching either
the inferior officers of the Bank or verify any calculations of the auditors
himself. The business of life could not go on if people could not trust those
who are put into a position of trust for the express purpose of attending to
details of management.

At p.492 Lord Davey states -

| think the respondent was bound to give his attention to and exercise his
Judgment as a man of business on the matters which were brought before
the Board at the meetings which he attended and it is not proved that he
did not do so. But | think he is entitled to rely upon the judgment,
information, and advice of the chairman and general manager, as to whose
integrity, skill and competence he had no reason for suspicion. | agree with
what was said by Sir George Jsssel in Hallmark’s case (1878) 9 ChD 329
and by Chitty J in re Denham & Co. (1883) 25 ChD 752 that directors are
not bound to examine entries in the company’s books. It is the duty of the
general manager and (possibly) of the chairman to go carefully through the
returns from the branches, and to bring before the Board any matter
requiring their consideration; but the respondent was not, in my opinion,
guilty of negligence in not examining them for himself, notwithstanding that
they were laid on the table of the Board for reference.

Similarly, in re City Equitable Fire Insurance Co. Ltd [1990] Ch. 407 Romer J
held that a director who acts honestly is not liable for mere errors of judgment,

and that in the absence of grounds of suspicion a director is justified in trusting
officials of the company to perform their duties honestly. The same approach
was taken recently by Gallen J. in New Zealand in Grayburn v Laing [1991] 1
NZLR 482,

It is in the context of those statements of principle that the observations of
Rogers CJ in the recent decision of the New South Wales Supreme Court in
AWA Ltd v. Daniells (1992) 10 ACLC 933 must be understood. At p.1015
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Rogers CJ states -

In relation to auditors, if directors appoint a person of good repute and
competence to audit the accounts, absent real grounds for suspecting that
the auditor is wrong, the directors will have discharged their duty to the
Corporation. The directors are not required to look at the entries in any of
the Corporation's books of record, or verify the calculations of the
Corporation’s accountants in preparing the financial statements or of the
auditor himself. Directors are entitled to rely on the judgment, information
and advice of the auditor (cf. In re Denham & Co. (1883) 25 ChD 752, 766;
Dovey v. Cory (supra.) 486, 492.) Reliance may properly be more
complete where the auditor is acknowledged as being more knowledgeabls,
skilled and experienced in the particular matter in question than the
directors or other auditors. A director is entitled to expect the auditor to
carry out its duties utilising that higher degree of knowledge, skill and
experience. In such circumstances the auditor will be under a higher duty
of care than the standard of care of an auditor without such specialist
knowledge, skill and experience. (In re Thomas Gerrard & Son Ltd [1968]
Ch 455, 575; Pacific Acceptance Corporation v. Forsyth (1970) 92 WN
(NSW) 29, 74; Haig v. Bamford (1977) 72 DLR (3RD) 68, 74; Bartleft v.
Barclays Trust Co. Ltd [1980] 1 Ch 5§15, 534). In the present case, Daniells
was a partner in one of the big six major international accounting firms.
The directors were entitied to rely on the belief that he could draw on all
the resources of such a firm. Indeed, if the truth be known, to a large
extent it was not lack of knowledge of facts that inhibited the proper
discharge by Daniells of his duties.

This was a case where serious accounting irregularities were revealed in the
foreign exchange operation run by AWA Ltd. It was in relation to their failure to
detect thess irregularities that the directors were held to be entitled to rely on

the expertise and professional judgment of the company’s auditors.

That is not the issue in the present case. We are not here concerned with any
alleged failure on the part of the Board to detect fraud or irregularities in the
records or internal accounting controls conducted by the Bank. The issue with
which we are concerned is whether the accounts of the Bank as placed before
the shareholders in general meeting and released to the market, and the
accounts as set out in prospectuses issued by the Bank, presented the financial
position of the Bank with truth and fairness as required by the provisions of the
Companies Act and Securities Act earlier referred to. In that respect the
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directors are, in accordance with the cases referred to in the preceding
paragraphs 9.18 and 9.19, required to exercise their judgment as a Board. In
doing so they are entitied to have regard to expert assistance and advice of
professional auditors, but they are not able to delegate to the auditors the

function which they have as directors under the Companies Act and the

Securities Act. In that respect we note the increasing reluctance on the part of
the Courts to permit directors to shelter behind a delegation of responsibility.
As stated by Thorp J in Jagwar Holdings Ltd v. Julian (supra.) at p.8075 -

... Such decisions as Hilton International Ltd (In _Lig.) v. Hilton [1989] 1
NZLR 442 and the dissenting Jjudgment of Kirby P in Metal Manufactures
Pty Ltd v. Lewis (1988) 13 NSWLR 315 are evidencs of a growing desire
to limit director’s ability to "wash their hands” of any obligation to maintain
an intelligent oversight of the company’s affairs.

It is also important to observe that the Board of the Bank appointed an audit
committee with special responsibility to examine auditing issues and confer with
the auditors and report to the Board. The application of appropriate accounting
standards and judgments on the truth and fairness of the accounts and issues
of materiality in relation to appropriate disclosure were examined by that
committee and were the subject of report to the Board. The Board was required
to make its own judgment on these matters, aided by the professional advice of
the auditors, and the Board did so. With respect to the Bank’s financial
statements for the year ended 31 March 1990 the minutes of the Bank's meeting
of directors of 21 May 1990 records that Sadler, chairman of the audit
committee, advised the Board:

In respect of the need for directors to take a True and Fair view of the
accounting position of the Bank, Mr Sadler reviewed the differences
between the USA and UK/Commonwealth interpretations, and concluded
that the legal view in New Zealand is to stand back from the mechanistic
line by line approach to provide an overall True and Fair view. Mr Sadler
also noted that the accounts are those of the directors; and the directors
cannot therefore stand behind the auditors. Further there is a need to raise
standards of disclosure from companies across the whole market, and less
than full disclosure was seen to be intolerable.
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The responsiblilities of auditors

9.22 Like the directors, the auditors have certain statutory responsibilities under the

Companies Act and the Securities Act in relation to the truth and fairness of the

company’s accounts. Under s.166(1)(c) of the Companies Act the auditors are

required to make a report to shareholders on the accounts examined by them,

and on every balance sheet, every profit and loss account and all group

accounts laid before the company in general meeting during their tenure of

office, and the report is to state, inter alia -

(c)

Whether, in their opinion, according to the best of their information
and the explanations given to them and as shown by the books of
the company, -

(i) The balance sheet is properly drawn up so as to give a true
and fair view of the state of the company'’s affairs at the
end of its financial year;, and

(ii) The profit and loss account is properly drawn up so as to
give a true and fair view of the results of the business of the
company for its financial year, -

or, as the case may be, so as to give a true and fair view thereof

" subject to the non-disclosure of any matters (to be indicated in the

report) which by virtue of Part Il of the Eighth Schedule to this Act
are not required to be disclosed.

9.23 In relation to a debt prospectus, clause 36 Second Schedule Securities

Regulations 1983 provides that the prospectus must contain -

A copy of a report by a qualified auditor, signed by him (either in his own
name or that of his firm), stating -

(a)

Whether or not, in his opinion, the financial statements that are
required by clauses 16 to 31 of this Schedule and that are required
to be audited comply with these Regulations and in accordance
therewith give a true and fair view of the state of affairs of the
group as at the date thereof and of the results and cashflows of the
group for the period to which they relate; and
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(b) Whether the amounts stated pursuant to clauses 7(2), 7(3), 8(2),
8(3) and 12 of this Schedule have been taken from audited financial

statements, and whether or not the amounts have been correctly
taken.

The relevance of statements of standard accounting practice and generally
accepted accounting principles in determining whether the accounts present a
true and fair view has been considered at paragraphs 9.12 to 9.14 above.

The standard of care to be exercised by an auditor in carrying out his or her
responsibilities are aptly stated by Henry J in National Mutual Life Nominees
Ltd v. Worn (1990) 5 NZCLC 66384, 66420 -

The standard of care required by an auditor in the performance of his
professional duties is well-established. It is to exercise the skill and the
care properly expected of a reasonable and prudent auditor carrying out the
tasks in question. The classic statement is that of Lopes LJ in Re Kingston
Cotton Mill Co. (No.2) [1896] 2 Ch 279 at pp.288-289: ’lIt is the duty of an
auditor to bring to bear on the work he has to perform that skill, care and
caution which a reasonably competent, careful and cautious auditor would
use. What is reasonable skill, care and caution must depend on the
particular circumstances of each case. ...". The nature of the legal duty
has not altered, although of course the reasonableness and skill to be
exercised must meet the changed conditions of today. Evidence as to the
general practice of auditors is relevant, although it must be borne in mind
the ultimate decision in any particular case must be for the Court.
Evidence of general practice is valuable but not necessarily determinative

That statement found support in the Court of Appeal in Deloitte Haskins & Sells
v. National Mutual Life Nominees (1991) 5 NZCLC 67418, 67431.

The auditors in approaching their task must do so in accordance with
recognised and explicit professional standards and regard must be had in this
context to statements of auditing practice issued by the New Zealand Society
of Accountants. This was recognised by the Court of Appeal in Deloitte
Haskins & Sells v. National Mutual Life Nominees (supra.) at p.67432 where

Casey J stated -
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These principles afford special protection to auditors, whose task is not to
draw the accounts nor to turn every stone and open every cupboard but to
exercise their very considerable skill and judgment in carrying out checks
and investigations in accordance with complex but nonetheless detailed

and explicit professional standards.

Many entries in the accounts will depend on the exercise of the directors’
judgment for example, matters such as the adequacy of provisions for doubtful
debts and questions of materiality in relation to disclosure. In those respects
the auditors’ function is to satisfy themselves, not that the judgment is correct,
but that it is reasonable. At p.67432 Casey J repeats observations that were
earlier made by the Court of Appeal in England in Caparo Industries pic v.
Dickman [1989] 1 All ER 798, 811 -

Many entries in the accounts will depend on the directors’ judgment and
here it is for the auditors not to satisfy themselves that the judgment is
correct but that it is reasonable. Lord Hailsham LC said in Re W (an infant)
[1971] 2 All ER 49 at 56, [1971] AC 682 at 700:
"Two reasonable parents can perfectly reasonably come to opposite
conclusions on the same set of facts without forfeiting their title to
be regarded as reasonable ... Not every reasonable exercise of
judgment is right, and not every mistake in exercise of judgment is
unreasonable.”.

It is important to take those observations into account when examining the
approach taken by the auditors in the present case. On matters of judgment,
where views may legitimately differ, the auditor’s function is to determine
whether the directors’ judgment on those matters is reasonable, and it is for the

auditors to be satisfied in that respect.
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THE APPROPRIATE ACCOUNTING TREATMENT FOR THE
ARRANGEMENTS

A framework for determining the appropriate accounting treatment for the

arrangements

In section 9 we outlined the legal requirements that accounts should present
a true and fair view of the state of affairs and results of a particular entity. We
now consider how this requirement should be interpreted in practice.

The requirements for presentation of a True and Fair view

Professor D.G. Trow, who appeared as an expert witness for the Bank, in a
speech to an IIR conference on 14 June 1988 entitied Presentation of a True

and Fair View, subtitied How far can you go whilst complying with the

accounting standards provides useful guidance. He states:

The statutory requirement is designed to ensure that parties outside the
company administration, especially shareholders and creditors, are
informed on the financial position and results of operations of the
enterprise.

These parties are entitled to be fully informed on the company’s
circumstances. As a consequence | find appeal in the following explanation
of a true and fair view as set down in the recent technical series release
603 from the Institute of Chartered Accountants in England and Wales
("ICAEW"):

A true and fair view implies the provision of sufficient information,
properly displayed, to enable the user to assess the performance
of the business, the full extent of its assets and liabilities and its risk
exposures.

When it comes to the technical requirements to meet the qualitative
standard | find it best to refer to the prescription of New Zealand Auditing
Guideline No 2 which states:
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A true and fair view implies disclosure and appropriate classifica tion
and grouping of all material items and consistent application of
acceptable accounting principles. Conformity with acceptable
accounting principles implies (i) compliance with SSAPs and (ij) that
any accounting policies not covered by SSAPs are appropriate to
the circumstances of the entity and have substantial authoritative
support.

This still leaves the question - what is it that constitutes "substantial
authoritative support"? The use of a particular procedure by another
company does not in itself constitute substantial authoritative support. If a
circumstance is not covered by a New Zealand Standard this support would
be found in standards of overseas countries in, | suggest, the following
descending order of importance:

IASC, UK, Australia, Canada, USA

Other sources of support would be exposure drafts from these territories,
and leading text books.

If a proposed procedure cannot be supported by reference to these
authoritative sources then | would suggest it is most unlikely that the use
of the procedure on the New Zealand scene can be justified.

We have found this outline useful, although as we shall see later we received
contradictory advice concerning the significance of American accounting

standards.

in looking at the accounting treatment of any particular transaction (assuming
for the moment that it is sufficiently large to have a "material” influence on the

results of the entity) we consider it is necessary to ask the following questions:

(1) does the treatment comply with current SSAPs?

(2) if the treatment being used/proposed is not covered by current

SSAPs, are the accounting policies:

(i) appropriate to the circumstances of the entity; and
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(ii) do they have substantial authoritative support; and

(iii) are they in accordance with the entity’s own general
accounting policies.

Later in this section we will apply these criteria to the arrangements to

determine what we consider is the appropriate accounting treatment for the
arrangements looked at at the present time.

The requirements of current SSAPs

There has not been a specific New Zealand statement of standard accounting
practice which deals with the manner in which the arrangements were treated.
However there has been general guidance available throughout the period.

SSAP 1 Determination and Disclosure of Accounting Policies, first issued in

November 1975 and revised in December 1983, provides guidance on the
choice of an entity’s general accounting policies. Para 4.2(b) of the Statement
says:

Matching of Expenses and Revenues. Under accrual accounting,
expenses and revenues are recognised as they are incurred or earned
(rather than as money is paid or received) and recorded in the financial
statements of the period to which they relate. Results for the period are
determined by matching expenses with the related revenuss.

The Bank states, when nominating its "General Accounting Policies” in its
published financial statements,

Accrual accounting is used to match expenses and revenues.

This policy is commonly referred to as the "matching principle”. It is consistent
with that of virtually all private sector reporting entities.
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10.9 Where the New Zealand chartered accountant is unable to find a directly

relevant New Zealand accounting standard SSAP-1 lays down guidance for the

selection of appropriate particular accounting policies. It says:

4.8 Certain important criteria should be considered in selecting the most
appropriate particular accounting policy from the range of alternatives -

(a)

(b)

(c)

(d)

Substance over form. Transactions and other events should be
accounted for and presented in accordance with their substance,
that is their financial and economic reality, and not necessarily in
accordance with their legal form.

Relevance. Financial statements should provide users with
information which may assist in making evaluations or decisions.

Consistency. Particular accounting policies adopted by an entity
should normally be consistent from one period to another, and
should be applied to all items of a similar nature. However,
consistency, in itself, should not be used as an argument for the
retention of a particular accounting policy which is no longer
appropriate.

Prudence. The uncenrtainties which surround many business
transactions should be recognised by the application of prudence
in the selection of the particular accounting policies to be used.

10.10  In terms of the SSAP-1 guidance we need to look at any accounting treatment

and ask:

(a)

(c)

(d)

did it follow the Bank’s general accounting policy and properly
match expenses to revenues?

did it recognise the economic substance of the arrangements?
was the treatment relevant to the circumstances of the Bank?

Was the treatment consistent with that for previous periods, noting
that consistency should not be used to justify continued application
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of inappropriate accounting treatment? and
(®) was the treatment prudent?
Having reviewed the actual or proposed treatment for the arrangements in
terms of the guidance of SSAP-1 we then need to consider, in terms of Auditing

Guideline 2 referred to by Trow, whether there was any substantial
authoritative support for the particular treatment chosen.

The "substantial authoritative sdggort"

The Financial Accounting Standards Board of the United States ("FASB")
issued its Statement of Financial Accounting Standards No.5, Accounting for
Contingencies, in March 1975. In an appendix to the statement, setting out

examples of the application of the standard, it says:

Payments to Insurance Companles That May Not Involve Transfer of
Risk

44. To the extent that an insurance contract or reinsurance
contract does not, despite its form, provide for indemnification of the
insured or the ceding company by the insurer or reinsurer against
loss or liability, the premium paid less the amount of the premium
to be retained by the insurer or reinsurer shall be accounted for as
a deposit by the insured or the ceding company. Those contracts
may be structured in various ways, but if, regardless of form, their
substance is that all or part of the premium paid by the insured or
the ceding company is a deposit, it shall be accounted for as a
deposit.

45. Operations in certain industries may be subject to such high
risks that insurance is unavailable or is available only at what is
considered to be a prohibitively high cost. Some enterprises in
those industries have "pooled” their risks by forming a mutual
insurance company in which they retain an equily interest and to
which they pay insurance premiums. For example, some electric
utility companies have formed such a mutual insurance company to
insure risks related to unclear power plants, and some oil
companies have formed a company to insure against risks
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associated with petroleum exploration and production. Whether the
premium paid represents a payment for the transfer of risk or
whether it represents merely a deposit will depend on the
circumstances surrounding the enterprise’s interest in and
insurance arrangement with the mutual company. An analysis of
the contract is required to determine whether risk has been
transferred and to what extent.

The FASB issued its Statement of Financial Accounting Standards No 97
Accounting and Reporting by Insurance Enterprises for Certain Long-Duration
Contracts and for Realized Gains and Losses from the Sale of Investments in
December 1987. Section 15 of the Standard says:

Investment Contracts

15. Investment contracts issued by an insurance enterprise, as
defined in this Statement, do not incorporate significant insurance
risk as that concept is contemplated in Statement 60 and shall not
be accounted for as insurance contracts. Amounts received as
payments for such contracts shall not be reported as revenues.
Payments received by the insurance enterprise shall be reported as
liabilities and accounted for in a manner consistent with the
accounting for interest-bearing or other financial instruments.

FASB 5 describes contracts which do not involve the transfer of insurance risk,
but does not elaborate on what the term means. FASB 97 refers to contracts
which do not incorporate significant insurance risk as that concept is
contemplated in FASB 60.

FASB 60, Accounting and Reporting by Insurance Enterprises, was issued in
June 1982 and includes in paragraph 40 almost identical wording to paragraph

44 of FASB 5.

These standards indicate that American authorities have seen a need to give
guidance to the profession on how to account for insurance contracts which do
not involve fhe transfer of risk. However it is apparent from our enquiries that
it has not only been American insurance regulators who have been concerned
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over the manner in which the insurance industry deals with and accounts for
certain types of reinsurance contracts which are regarded as being the
equivalent of financial arrangements. The authorities in the United Kingdom
have also been concerned for a number of years. (See section 5.)

These concerns are evidenced by a paper Accounting for Non-Life Financial

Reinsurance: A Discussion Paper issued in December 1991 by the ICAEW?,

The paper, while primarily concerned with accounting for reinsurance
companies rather than the insured parties, gives very useful guidance for
determining if transactions which may be insurance in form are insurance in
substance for accounting purposes.

The paper opens by outlining the characteristics of financial reinsurance. It
says:

(a) The premium payable by the cedent and the cover provided by the
reinsurer is arrived at by reference to a discernible or explicit
application of an interest rate assumption:

(b) The financial outcome, or range of possible results, for each party
Is determinable and generally documented at the outset, because
with financial reinsurance the reinsured will always make a recovery
from the reinsurer;

(c) The reinsurer’s profit is generally not dependent upon the amount
of claims arising under the contract.

The interaction between a stated or implied interest rate and the
quantification of the premium payable, the cover provided, and the amount
and timing of reinsurance or other recoveries is not present in conventional
reinsurance and is a feature which makes financial reinsurance special and
in need of appropriate accounting treatment.
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The paper says later:

In substance, financial reinsurance contracts are often agreements whereby
the ceding company is effectively placing a time deposit with the reinsurer
as an investment or is borrowing funds from the reinsurer to finance the
payment of claims which loan is required to be repaid. As explained below,
this type of agreement should not be accounted for as a contract of
reinsurance but should be treated as a ‘financing arrangement.

The need for authoritative guidance arises becauss, if financial reinsurance
is accounted for as conventional reinsurance, the balance sheet of both the
ceding company (or reinsured) and the assuming company (or reinsurer)
may give a misleading view of their financial positions; published
underwriting and operating results may also be distorted.

The paper lays stress on the question of transfer of risk:

Transfer of Risk
13 A contract of insurance is characterised by:

(a) the indemnification of the insured against loss, liability or
other consequence of an adverse event by the insurer on
payment of a premium; and

(b) uncertainty as to whether the loss event will occur or when
it will occur.

In other words, insurance risk should be inherent in the contract. ...

14 Different elements of risk may be present in a contract of
reinsurance, as described below. However as indicated ......, the existence
of certain elements of risk, in isolation, may not be sufficient evidence of
the transfer of ‘insurance risk’ from the ceding company to the reinsurer.

In this way the paper recognises that a contract, although in the form of a
contract of insurance because of the existence of "..certain elements of risk.."

may not involve a transfer of insurance risk for accounting purposes.
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10.22  The Discussion Paper then identifies the two principal elements which are

representative of ‘insurance risk’. These are:

(a)

(b)

Underwriting risk

Timing risk

Uncertainty as to the occurrence of the loss
event and/or the ultimate amount of any claim
payments.

Uncertainty as to when gross claims are paid
and consequently when reinsurance
recoveries will become due to the cedent from
the reinsurer.

10.23  Elements which are present in some arrangements, but which do not represent

the transfer of insurance risk, include:

(c)

(d)

()

Investment return
risk

Credit risk

Expense risk

Investment income earned on premium
cash flows is a component of premium
pricing or rating. The investment return
risk is the uncertainty as to the ultimate
investment return which a reinsurer will
earn, other than by reason of the timing
risk, on net moneys accruing under a
reinsurance contract.

Risk borne by the cedent that the reinsurer,
by reason of insolvency or otherwise, does
not meet its obligation to pay losses, return
premiums or profit commissions under the
reinsurance contract. ...

Uncertainty as to whether expense
loadings in the premiums ceded to the
reinsurer will be sufficient to meet the
operating costs of the reinsurer. '

10.24  We observe that accountants do not regard investment return as an element

of insurance risk.
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We observe that since 1975 there has been authoritative guidance available,
in terms of the hierarchy of guidance outlined by Trow, in the form of FASB 5.
This guidance has been strengthened by later pronouncements in the United
Kingdom as well as the United States. It has not been contradicted by

authoritative guidance from any accounting authority in this period.

Current view of accounting for the arrangements

We conclude, in terms of the both the substance of the arrangements and the
recent guidance given by FASB 5 and the ICAEW paper, that the arrangements
were the equivalent of a financial arrangement for which the appropriate
accounting treatment would recognise the interest accruing on a compounding
basis on the investment of the "premium” in zero coupons bonds/the DKB
deposit.

Our conclusion is supported by a number of those who gave evidence or made
submissions to us, as well as by the Bank’s auditors and by Coopers. Their

comments are set out in the following paragraphs.

Trow said in a written statement:

28. Speaking in idealistic terms, it appears to be inappropriate for the
arrangement to be recorded by the accountant as an insurance
scheme. This is mainly because the insurance company has
accepted no risk for bearing losses in excess of the amounts pre
arranged as the proceeds of the policy. Likewise, the insurance
company does not retain any of the premium if the loss suffered by
the BNZ happens to be a lesser amount.

29. Although the legal form is a properly constituted insurance policy
with an insurance company, the economic reality of the
circumstances, in the absence of any risk taking by the insurance
company, is merely the placing of funds on an interest bearing
deposit for a term of five years. The arrangement therefore, would
appear to be more appropriately recorded as an interest bearing
deposit for five years with income from the dsposit recorded
accordingly. :
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1029 Ms E.M. Hickey a partner and the National Director of Accounting of E & Y,
whose responsibility was to provide technical advice on accounting issues to
Garty, the partner of E & Y responsible for the audit of the BNZ, also made
submissions on the issue. She said at p.611:

It [treatment as an investment] is clearly the preferred treatment if we look
at the situation now. It was in my view the best available treatment when
I looked at it in 1990...

(Hickey then went on to argue that "appropriate” use of the matching concept

as used by E & Y was an acceptable accounting alternative in 1988.)

10.30  MrP.L. Hays, a chartered accountant giving evidence as an expert witness on
behalf of certain of the 1990 directors gave his view at p.92, 2nd hearing:

So using my knowledge of today and not trying to make judgments as to
back in 1988 or 1990, | would see that in the way the document is couched
and | haven't read the detailed document but that with the, obviously there
are some uncertainties and so on that recover nevertheless you could
expect that people acting rationally you would normally end up the money
coming in on the dates that were specified and the money’s well protected,
there was no, presumably no risk of the ability to collect the money on the
due dates, the three lots of 10 million and then the $170 million and those
circumstances, the substance of a transaction was a financial instrument.
That's with my, that's today if | had that matter put before me that’s the
way | would look for it to be handled., :

10.31  The Bank received advice from Coopers in an Operational Review Report
presented to the Bank in March 1991. That report said, in part:

Substance of Transaction

5.4  Whilst the form of the arrangement is structured as an
indemnity/insurance arrangement, the substance of the
arrangement is a five year coupon investment. This
conclusion is supported by the fact that:
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(a)  timing of payment of claims submitted by BNZ can be varied
at the option of the indemnifier;

(b)  total payments to the BNZ are predetermined...
5.5 As there is no transfer of risk, the above arrangement is not in our

opinion an insurance contract.

Accounting Treatment

5.6 FASB 5 paragraphs 44 and 45, and FASB 97 paragraph 15, state
that where there is no transfer of risk and part or all of the premium
paid is in the nature of a deposit, then the arrangement should be
accounted for as an investment in accordance with the substance.

Notwithstanding some of the comments made to us the Bank appears to have
accepted, at least since 1991, that the treatment of the arrangements as a
financial instrument was thereafter the correct method. The Operational
Review report of Coopers (see above) was considered by the Operational
Review Committes, comprising Sir Michael Fay, Mr D.G. Sadler and Mr L.C.
Pyne at a meeting on 12 April 1991. The minutes of that meeting record:

Don Shelton [then Chief Financial Officer] then raised the issue of the bad
debt insurance.

He commented that Coopers & Lybrand were prepared to leave the
treatment as it was as they considered that a change at this time would not
provide a "true and fair view". * On the other hand, Ernst Young were not
now happy with the current treatment and wished to change it at this year
end.

Michael Fay queried what the auditors attitude had been in previous years.

David Sadler commented that probably the best alternative was to continue
with the status quo and note the correct treatment in the accounts.

[*We note that Coopers’ view as recorded in these minutes does not accord
with their written report or with their evidence to us. See para [16.31]]
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Although there is, as we shall see later, quite a wide divergence of opinion as
to what could have been reasonably required of the Bank, by using the
knowledge of generally accepted practice in 1988 and later years, there at least
appears to be unanimity on the accounting approach which could now be
considered as the correct treatment and reflecting best international practice.

That "most correct” accounting treatment for calculating the benefit of an
investment transaction is generally referred to as the "Yield to Maturity” or
"YTM" method.

The use of the YTM method would have recognised the substance of the
arrangements, the substance being the investment of a "premium” of $110
million in zero coupon bonds/a deposit maturing on scheduled dates at
amounts totalling $200 million, in other words a "financial instrument”. It would
not permit the recognition as income of any more than the amount of interest
earned by the Bank over the particular accounting period.

The YTM method is a method of calculating revenue derived from the
compounding interest accruing on the zero coupon bonds/deposit over their five
year term. The revenue as thereby derived is matched with expenses in
accordance with the "matching principle” and with the Bank’s own General
Accounting Policy. No anticipation of incoms is possible.

The impact of the use of the YTM method on the profits of the Bank for each
accounting period is outlined in section 11.

Determination of the appropriate accounting treatment for the arrangements

Submissions made to us on behalf of the Bank, certain former directors of the
Bank, and the Bank’s auditors have placed heavy emphasis on ascertaining the
accounting approach considered acceptable at the relevant times throughout
the life of the arrangements rather than forming opinions with the bensfit of
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hindsight. We agree with these submissions.

This report therefore seeks not only to determine the most desirable accounting
practice in today’s terms but also to determine those practices which could
reasonably have been followed by the Bank over the full five year period of the

arrangements.

We apply the framework outlined in this section to the circumstances of each
accounting reporting period when we consider the Bank’s methods of
accounting for the arrangements and their impact on each set of the Bank'’s

published financial statements.

OVERVIEW OF HOW THE BANK HAS USED AND ACCOUNTED FOR THE

OVERVIEVY U FUVY I DA A S e e e —— — — — — — — ——————

COSTS AND BENEFITS UNDER THE ARRANGEMENTS FROM
SEPTEMBER 1988

In the previous section we concluded that the arrangements were in substance
an investment, with the Bank paying a premium of approximately $110 million
and receiving back $200 million on a fixed repayment schedule, producing a

yield of around 13.7 per cent per annum on that investment.

While the Bank could make claims for any amount up to $200 million at any
time over the five year period, it would only get back $10 million at the end of
March 1990, $10 million at the end of March 1991, $10 million at the end of
March 1992 and $170 million at the end of March 1993.

The arrangements produced for the Bank $90 million of earnings over five
years. If the arrangements had been treated as an investment that income
would have been incorporated in the Bank’s revenue on an accrual basis over

the period.
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However, the Bank on several occasions posed the question of itself whether
it could bring some or all of that $90 million of net revenue into its reported
income earlier than would apply if brought into its income on an accrual basis.

At various times the Bank appears to have considered several possibilities.
The two extremes, assuming for the moment they were both acceptable
accounting treatments, were:

First, the Bank might have claimed the full $200 million at 31 March
1988. Had it done so it would have been required to charge the full
premium against income at the same time, thereby enhancing its
immediate profit by the maximum of $90 million;

Alternatively, the Bank might have expensed the premium over some or
all of the five years but not made any claim at all until the last year of
the arrangements, 1993. Following this course would have meant that
the Bank's profits over the first four years of the arrangement would
have been depressed by both the amount of the premium expensed and
the amount of the income foregone on the investment in the premium
(about $40 million per year), while profitability in 1993 would have been
enhanced by around $160 million ($200 million claimed less premium
expensed and average accrued interest foregone of $40 million in that
year). Effectively it would have established a sinking fund over the early
life of the policy. '

The Bank’s actual taking of benefits under the arrangements fell between the
two extreme possibilities outlined above. The Bank recognised the following

income benefits in its financial statements over the years:
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'Benefits "claimed” by the Bank in each year

Year ending Benefit taken
31 March 1989 $40 million
31 March 1990 $94 million
31 March 1991 $38 million
31 March 1992 $ 6 million
31 March 1993 $22 million
$200 million

11.7 The net impact on the Bank’s reported profitability over these years, taking into
account the amortised premium and the foregone interest on the Bank’s

investment in the premium was as follows:

The net impact on the Bank’s annual profits

Year Benefit Cost* Profit Impact

1989 $40 mn $37 mn $ 3 million

1990 $94 mn $39 mn $55 million

1991 $38 mn $40 mn ($2 million)
1992 $6mn $42 mn ($36 million)
1993 $22 mn $42mn . ($20 million)
Totals $200 mn $200 mn Nl

*  computed by adding the amount of the premium amortised each year ($22
million) to the amount of interest the Bank would have earned on the

money invested in the premium.
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11.8 Had the "yield to maturity” or "YTM" method been followed the net impact of the
arrangements on the Bank’s reported profits would have been as follows
(including a comparison with the Bank’s treatment):

Contribution to the Bank'’s reported profits

Year YTM Bank* Difference
1989 $15 mn $18 mn $3 mn
1990 $17 mn $72 mn $55 mn
1991 $18 mn $16 mn ($ 2 mn)
1992 $20 mn ($16 mn) ($36 mn)

1993 $20 mn 0 mn ($20 mn)
Totals $90 mn $90 mn $0 mn

*

Computed as the amount of the bensfit taken in each year less the
amount of premium charged against that year's profits

11.9 There would have also been influences on a number of items disclosed in the
Bank’s published financial statements. Use of the YTM method would have
meant that the Bank’s disclosed annual charges against income for debt
provisioning, instead of being reduced by $40 million in 1989 and $54 million
in 1990, would have been unaffected. Other income and expense lines in the
profit and loss statements would also have been affected because in some
years the Bank used benefits taken under the arrangements to offset the
premium amortised and the interest foregone.

11.10  Trow expressed certain views to us on the broad issue of the Bank'’s utilisation
of the arrangements. He said in his written statement:
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THE EXTENT OF PROFIT DISTORTION

The extent of the profit distortion can be ascertained by first determining
how the $90 million income should have been spread over the 5 year
period. The spread should ideally have been in accord with the interest
accumulation on the premium of $110 million, as shown [he repeats a
similar table to that set out above].

It should be noted ... that the $55 million overstatement of profit for 1990,
the only year in which significant over statement occurred, is nowhere near
the $160 million maximum overstatement envisaged for one year, as
outlined in [his] explanation of profit smoothing...

Likewise the actual understatement of profits in 1991 ($2 million) 1992 ($36
million) and 1993 ($20 million) is markedly less than the $40 million per
annum envisaged in the arrangement for profit smoothing as explained. ...
These figures serve to confirm that the Bank of New Zealand applied the
proposed arrangement for credit insurance and associated profit smoothing
to only a limited extent. [Original emphasis]
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PART IV

CONSIDERATION OF THE BANK'S
PUBLISHED FINANCIAL STATEMENTS
FROM SEPTEMBER 1988 ONWARDS

METHODOLOGY OF OUR REVIEW OF EACH SET OF FINANCIAL

STATEMENTS

In this Part we review each of the Bank's published financial statements from
September 1988 to September 1992, consider whether the accounting
treatment used by the Bank was appropriate at each relevant time and, if not,
whether any resultant influences on the Bank’s reported profits and/or net worth
were sufficiently material to impact on the truth and fairness of the Bank's
published financial statements.

For each set of the Bank’s financial statements examined we calculate, where
relevant, the difference between the impact of the Bank'’s accounting treatment
of the arrangements on:

(@)  operating profit before doubtful debt provisions and tax:

(b)  profit and loss account charge for doubtful debt provisioning;

(c)  operating profit before taxation and extraordinaries;

(d) thelevel of the Bank’s doubtful debt provisions (general and specific
combined) as disclosed in its balance sheet;
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the level of the Bank’s shareholders’ funds;

compared with the outcome if the YTM method had been applied.

12.3 The application of the YTM method would result in the inclusion in the Bank’s

"interest income" of the amount of interest earned on the investment of the

premium payment. To calculate the differences between the application of the

YTM method and the Bank’s treatment it is necessary to:

(a)

(b)

(d)

reverse the charge to "other operating expenses” made for the

amortisation of the premium; and

substitute the correct amount of accrued interest for any influences

on the Bank’s interest income already included by the Bank; and

reverse any influence of the arrangements on the‘Bank’s annual
charge for provisions for doubtful debts both in the profit and loss
account and in the balance sheet; and

adjust the level of the Bank's disclosed sharsholders’ funds for the
income effects, after tax, of the difference between the Bank's
reported income and what it would have been if the YTM method
had been applied to the arrangements.

12.4 We have used the YTM method as the starting point for calculating variances.

We have not assumed that the YTM method was necessarily the only one for

the Bank to use to account for the arrangements in any of the early years. That

is a matter for consideration in the course of our analysis.

12.5 We reviewed the accounting treatment used by the Bank for each reporting

period in terms of the framework for determining the appropriateness of any

particular accounting policy we outlined in section 10.
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Where the Bank’s accounting treatment does not accord with SSAPs, and/or
with the Bank’s general accounting policies, and/or with authoritative guidance
available, we then review the materiality of the effect of the influences resulting
from the Bank’s accounting treatment as compared with the YTM method.

It the resultant variance in either the Bank’s published level of profit before
taxation and extraordinary items or published level of shareholders’ funds
appears to be "material”, we then consider the work of the auditors and all
relevant evidence and submissions recsived.

If we reach a conclusion that the financial statements of the Bank for a
particular period do not present a true and fair view of the results for that period
or the affairs at that time we then examine the actions of the directors and
auditors in approving those financial statements.

Where we have recalculated any influences on the Bank’s financial statements
details of our calculations and -adjustments are set out in Appendix K.

MATERIALITY

Before looking at each set of financial statements we need to consider what is
meant by the accounting concept of "materiality” in the context of published
financial statements.

Application of the appropriate accounting standard

The first point of reference is the relevant New Zealand accounting standard
which is SSAP 6 Materiality In Financial Statements. .The Statement says:
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Subject to compliance with statutory or other requirements binding
upon the reporting entity, financial statements should be prepared
having regard to the materiality of the information to be given.

In deciding whether an item is material, its nature and its amount
should both be taken into account. Ordinarily, the nature and the
amount of an item should be evaluated together, although in
particular circumstances either alone may have to be recognised as
the decisive factor.

For the purposes of determining whether an amount is material -

(a)  items of the same or a similar category should be considered
in aggregate;

(b)  profit and loss statement items for which separate disclosure
is not made may be aggregated even though they are
dissimilar.

When considering the materiality of an item, its amount should be
compared with an appropriate base amount.

In applying the materiality test, the following should also be
considered -

(a)  the purpose of the financial statements in question;

(b)  the identity, and the information needs, of the users of those
statements; and

(c) the obligations of the reporting entity.

13.3 The Appendix to the Standard states:

Criteria to Assist in Determining Materiality

Determining materiality of an item is essentially a matter of judgment. In
making that judgment the following comparisons might be made where
applicable:

(a)

Profit and loss statement items (including extraordinary items) could
be compared with the pre-tax profit before extraordinary items for
the current year or the average pre-tax profit for the last, say, three
years (including the current year), whichever is the more relevant
measure of profit having regard to the trend of the business over
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that period. Where the tax charge is not fully equal to a charge at
current tax rates on pre-tax profits, or an item being considered for
adjustment is not tax deductible, it may be more appropriate to
evaluate the materiality of the item based on the after-tax profits.

(b)  Balance shest items could be compared with the lower of:
(i) total share capital and reserves, and

(ii) the appropriate balance sheet class total, for example, current
assels, non-current assets, current liabilities, non-current
liabilities.

(c) Where an item is subject to comparison with the base amounts in
both (a) and (b) above, the more stringent test should prevail.

To assist in practical situations the following percentage limits are
suggested as guidelines:

(@) A variation in amount which is equal to or greater than 10 percent
of the appropriate base amount, could be presumed to be material
unless there is evidence to the contrary.

(b) A variation in amount which is equal to or less than 5 percent of the
appropriate base amount could be presumed to be immaterial,
unless there is svidence to the contrary.

(c) Whether or not a variation which lies between 5 and 10 percent of
the appropriate base amount could be material is a matter of
Judgment and depends upon the particular circumstances of the
case.

In providing these percentage limits it must be stressed that percentages
are not ‘'magic numbers’, and all circumstances surrounding the items, the
reporting entity, and the users should be taken into account.

Submissions

Trow, on behalf of the Bank, submitted at p.310 that the appropriate basis for

measurement of materiality was against:

...the BNZ's normal profit before tax...
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Trow asserted at p.310 that this figure was:

...over $200 million..

13.5 ‘In response to questioning he elaborated on this. He said at p.310:

...you should be aware of the fact that when auditors look at impact on
profit numbers you're not quite so concerned with the actual result for the
year although that of course is important but you've got to make sure that
you retain some measure of commonsense that you look at what is the
normal profit for the organisation or what is the investor expecting as the
profit for the company and one attains this by looking at the profit
performance over the years...

13.6 Later he said at p.336:

Our New Zealand Standard on materiality | don't think mentions the term
normal profit. ... | think it talks about looking at the profit pattern over the
years which my interpretation is to try and establish what a normal profit is.
... You never get a normal profit that's an unusually low amount because
the business just goes out of business if that's the case and | would hold
very strongly to my view that you refer to normal profit.

13.7 When he was reminded that the standard does not mention "normal” profit and
provides for reference to the current year's profit if this is the more relevant,
Trow said at p.337: '

Look let’s not lose reality here. I'll get that Standard changed or try and
influence it if | can. You think about the investors and the market place.
What matters to an investor | mean we look for certain profits from
companies. We know there's an expected level and if you have three or
four abnormal years when there'’s practically no profit it's absolutely absurd
to relate some distortion fo that particular circumstance. It just doesn 't make
sense at all. You've got to look at it in [the] context of the organisation
you're looking at.
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13.8 At a subsequent appearance before the Commission Trow drew our attention

to a section of the Commission’s 1989 Report Capital Structure and Financial

Reporting in New Zealand when the Commission’s view on the subject was:

8.21.2 Materiality is an important qualitative characteristic in financial
reporting. By drawing attention to the items which are significant, users of
financial reports are in a better position to make informed Judgment. It is
important to have a definition expressed in terms of the circumstances
where the disclosure of the item may influence the making of decisions by
users of the financial statements.

8.21.3 Whether an item is or is not material is ultimately a matter of
judgment. If quantitative guidelines are quoted, they will tend to be read
as definitive boundaries to the exclusion of the exercise of judgment. The
accounting standard includes 5% and 10% guidelines and this should be
a sufficient guide to preparers of financial statements.

8.21.4 It is considered that materiality should be defined by stating that a
statement, fact, or item is material if given full consideration to the facts
and the surrounding circumstances at the time of completion of the financial
statements, it is of such a nature that its disclosure, or the method of
treating it, is necessary for a true and fair view and would be likely to
influence the making of decisions by the users of the financial statements.

8.21.5 Itis also considered that no quantitative guidelines need be given,
13.9 Trow then explained his earlier reference to "normal profit” at p.29, 2nd hearing:

| certainly had to think as to where I'd got this expression "normal profit”
from and it obviously came from the time when | was working in the United
States and we were frequently using the term because both of those
references [two texts he cited] are from North America and | hope that | will
be able to show ..... that there was some credence to my term "normal

income”,

13.10  Hays also gave evidence to the Commission on materiality. He said at p.99,
2nd hearing:

| think it's a little bit unfortunate really that in New Zealand we've had this
accounting standard No. 6 which has had this appendix which has had
those different measures in materiality. We are the only country left now |
think the Australians have delsted that appendix and | would think that
when the accounting financial reporting standards get approved in due
course under the new Financial Reporting Bill that that particular appendix
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won't be part of it. In other words the emphasis should come back on

what's materiality really about. In other words how will it affect the
misstatement or non-disclosure whatever it may be, how does it affect the

decisions of the users of the financial statements and that | think then really

becomes the issue and becomes for me how to assess this amount of

abnormal change in relation to the overall history of the bank.

13.11  When questioned on the use of the term "normal profit” by Trow, Hays said at

p. 105, 2nd hearing:

That was one area that | wouldn't agree with Professor Trow. A normal
year is not in my view what he suggested which was a desirable or
expected level but to me a normal year is what that organisation that entity
has achieved and its trend in achieving those in the past.

and at p.102, 2nd hearing:

There are parts of Professor Trow’s discussion on a normal year, a normal
profit which | agreed with and some parts that | did differ. My approach to
materiality when we have a year when profits are unduly low or a company
has made a loss has been to assess materiality in relation to actual results
of the company round about that time immediately preceding and that has
been my basis of a normal profit of what the company has actually
achieved in those other years.

Our view on the issue of materiality

13.12  We have considered these submissions carefully. In our view judgments on
materiality in relation to the financial statements of the BNZ, made in terms of
the guidance set out in SSAP-6, should take into account the following general

considerations:

(@  Over the relevant period the BNZ was the country's largest bank, a
publicly listed company and a major borrower of funds in the
domestic market. The Bank was subject to intense public and
shareholder scrutiny as a result of its various difficulties and, most
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recently, its sale to the National Australia Bank.

The arrangements entered into by the Bank were most unusual ones
for a Bank either in New Zealand or anywhere else in the world.
Neither shareholders nor depositors would have any reason to
expect the Bank to be influencing its levels of provisioning or
profitability by the use of such arrangements.

The Bank suffered a very large loss in the year to 31 March 1989.
In the nature of things the impact of such a loss could be expected
to be felt by the Bank for many years. Any past pattern of
profitability would not be particularly relevant when considering the
Bank’s position in the next year, to 31 March 1990.

Both the directors and auditors could expect that the Bank’s
profitability for 1990 and later years would be under very close
scrutiny as the market tried to determine if the Bank was going to
make a successful return to profitability.

At the time of publication of the Bank’s September 1990 half year
report the Bank also announced that, subsequent to balance dats,
it had provided for very substantial additional doubtful debts and was
being restructured.

We remain of the opinion expressed in our 1989 report already referred to.

While percentage guidelines provided by the Appendix to SSAP-6 are useful,

those measures are merely an aid to determining whether a departure from the

true profit before tax is sufficiently significant to impair the ability of users of the

financial statements to make informed judgments. The question is whether the

misstatement is likely to influence the making of decisions by users of the

financial statements.
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Position of the auditors

in the course of any audit there will be differences of view between the auditors
and the statement preparers over the proposed accounting treatment df various
items or transactions. Normally these audit differences or "unders and overs”
will be discussed between the auditor and the chief executive or chief financial

officer of the company concerned.

Where there are differences with the client company the auditor will prepare an
munders and overs schedule” or "schedule of audit differences” in order to
determine whether or not, after taking these differences into account, the
impact on the company’s profit or position is of such magnitude that the results
as reported by the company are materially at variance with the auditor's
assessment. The audit of the BNZ followed this practice.

It will be seen that in certain years in the period under review E & Y relied on
their "unders and overs" schedules in assessing the effect on financial
statements of the Bank’s accounting treatment of the arrangements and in
deciding whether to give an unqualified audit report. For this reason we found
it necessary to review the "unders and overs” schedules. |

This review process has required us to examine the Bank’s issue of Perpsetual
Subordinated Capital Notes in 1988, which was not covered by our terms of
reference but which feature prominently in.the unders and overs schedules.
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14.0 FINANCIAL YEAR ENDED 31 MARCH 1989

Interim financial statements for the six months ended 30 Se tember 1988
=TS oF the six montns ended 30 September 1988

The financial statements

141 In the six months to 30 September 1988 the Bank recognised as income $20
million of the amount claimable under the arrangements. This amount was
used to reduce the charge for provision for doubtful debts made against profits.

14.2 The effects of the Bank’s accounting treatment on its financial statements,
compared to use of the YTM method, include:

Profit and Loss A/c 6 mths to 30/9/1 988

Bank YTM Variance
Operating Profit before
provisions and tax $218 mn $236 mn -$18 mn -7.6%"*
Provisions for doubtful _
debts $188 mn $208 mn -$20 mn -9.6%
Operating profit before

tax $ 30 mn $28 mn +$2mn +7.1%

Balance Sheet as at 30/9/1988

Bank YTM Variance
Provisions for
doubtful debts $319 mn $339 mn -$20mn . -5.9%
Shareholders’ funds $1,074mn  $1,073mn  +$1mn  +0.1%

* Throughout these comparison tables the sign ("+" or "-") indicates whether the
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particular item as disclosed by the Bank is larger or smaller than the resultant
figure if the YTM method had been used.

The appropriateness of the Bank’s accounting treatment for the arrangements

The influence of the Bank'’s use of the arrangements on its profit before tax was
only $2 million. The accounting method used complies with the matching
principle (see paras 10.7 and 10.36) because it approximately matches the
Bank’s costs of the arrangement with the revenues recognised. We observe
that the method used does not fully accord with recognising the substance of
the arrangement because the arrangements are accounted for as an insurance
arrangement and not as a deposit. We note that the method used is
nevertheless prudent because it does not involve the anticipation of income.
We observe that the method used does not accord with the overseas guidance
available in FASB 5 (although the end result is very similar).

We will not review the submissions received on the interpretation of accounting
standards and guidance at this point since the impact of the Bank’s accounting
treatment for the arrangements on either its results or balance sheet is not
material. However it is relevant to consider the advice received and the
decision taken by the Board of the Bank on the use to be made of the
arrangements during the half-year.

Advice from Ernst and Whinney

The first recorded advice provided by the Bank’s auditors was included in a
letter dated 1 June 1988 to Diack from Garty. It said:

Following discussions with you recently regarding your Indemnity Risk
Insurance Policy we now set out our agreement in relation to the following
two matters:
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1. We agree with the accounting treatment as discussed in relation to
the premium and principal cover of the insurance policy. The
insurance premium is to be expensed on a straight-line basis over
the life of the policy (5 years) in the accounts of the Bank. There
is no requirement for the Bank to disclose in the notes to the
accounts the amount of insurance cover held. The Bank may wish
to in future years word an appropriate note should the insurance
policy be used to offset the effect of any bad and doubtful debt
write-off.

The Board's decision on utilisation of the arrangements in the interim financial

Statements

At a number of meetings of the Board during October 1988 the directors
deliberated on the Bank’s half-yearly financial statements to 30 September
1988.

After considering a number of alternatives, including that the Bank should take
the benefit of the full $200 million under the arrangements in these financial
statements, management recommended to the Board that the Bank apply $60
million of the benefits available under the arrangements against specific
provisions in the period.

Despite having that recommendation from Bank management to claim $60
million under the arrangements, the directors decided to limit the amount to be
claimed to an amount which did not exceed the sum of the premium amortised
to that point and the income already foregone on the investment in the
premium. On this basis the Bank took an income benefit of $20 million in those
accounts for the half year.
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Minutes of a meeting of the Board of the Bank on 20 October 1988 include:

Dr Lojkine commented that she was under the impression that this policy
was a method of putting aside income akin to a reserve to cover future
large unexpected losses. She considered that at this point the Bank should
only utilise an amount equivalent to that effectively paid to date under the
policy arrangement. ...

Deputy Chairman [Campbell] commented that with the level of provisioning
currently being undertaken it was unlikely on information currently available
that the Bank would sustain further substantial losses. Group Chief
Executive advised that at present the Bank was only making provisions and
that these possible losses were not being written off until absolutely
necessary. He noted that if the Bank made a claim of $60 million it would
be against provisions and not write-offs at this stage.

Observing that there was some reluctance to make a substantial claim
against the policy Assistant General Manager [Tennent] commented that
the outside auditors considered that the Bank could place up to $200
against the insurance policy” and they had initially questioned the need to
make a note in the accounts. Bidders are aware of the existence of the

policy.

Mr Pearson stated that he did not feel comfortable with the proposed
course of action and felt it may be better to disclose what has happened
and state that we do have an insurance policy which can be utilised if
necessary. In support, Dr Lojkine commented that she could not support a
claim greater than the premium paid to date, namely $20 million. Mr
Pearson agreed.

Group Chief Executive advised that there had been a change in the basis
of provisioning and this was now significantly different to that in the past.
There had bean a much more determined effort to assess possible present
and future provisions. ...

[*Garty has informed us in evidence that this was not an accurate statement of
E&Y’s view.]

Minutes of a further meeting of the Board on 26 October 1988 include:

Dr Lojkine felt that if the Bank claimed $40 million against the insurance
policy some disclosure should be made. However if a claim of only $20
million was made this could be treated as a contra and no disclosure would
be necessary.
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The minutes of a further Board meeting on 31 October 1988 record:

A draft set of half-yearly accounts was tabled for Board perusal. These
accounts included an application of $20 million against the insurance policy.

Notwithstanding the fact that the Bank could utilise more of the insurance
policy it was agreed that the current set of accounts provided an accurate
reflection of the Bank’s accounts at the present time.

It seems clear that the directors took a policy decision that the amount of
benefit "claimed" under the arrangements should not exceed the amount of
premium which had been written off against profits together with interest
accrued to that point from the investment of the premium payment.

The implications of the Board's decision in this area are reflected in a number
of the Bank’s internal records. The following extract from the minutes of a
meeting of the Bank’s Assets and Liabilities Management Committee dated 14
March 1989, chaired by McCay and including a number of the Bank's senior
executives, included:

Capital Base Supplement

As referenced previous minutes;

ii) Loss Insurance - paper covering possible treatments and
unwinding of policy [which had been requested at the meeting of
the committee of 10 March 1989] not received - Chairman advised
that there was no prospect of the policy being used this year
beyond the present level ($40m).
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Another reference to the Board's policy was in an internal management
memorandum from Stockwell, Senior Manager Capital Markets, Investment
Banking Group to the General Manager Investment Banking dated 2 May 1989
(referred to at para 3.14. The memorandum is headed "BNZ CAPITAL
ADEQUACY PROPOSALS FOR GENERATION OF TIER ONE CAPITAL".
included in the memorandum, which includes consideration of winding up the

scheme, is:

Claims on the [Credit and Investment risk insurance] scheme have been
limited to date to the amount of accrued annual premium and funding
opportunity cost resulting in a neutral profit and loss position.

At the conclusion of a lengthy appendix to the paper headed "BNZ
INSURANCE POLICY" it is stated:

7. CONCLUSION

Under the present accounting policy there is no monetary benefit to the
Bank in maintaining the insurance policy, however there is presentational
benefit.

This presentational benefit is gained by the Bank being able to move a
$40M cost from bad debts expense and provisions into interest charges
and insurance premium expense without any adverse impact on the Profit
and Loss but contemporaneously showing better performance via reduced
provisions.

Appendix 2 to the paper, dealing with proposals to increase the Bank’s Tier
One capital, and headed "OPTION 1 Use Insurance Policy” says:

Although it has been decided to utilise the Insurance Policy on an accruals
basis over the term of the policy it may now be considered appropriate to
accelerate the utilisation of this policy in light of present Tier 1 capital
constraints and future provisioning following Booz Allen’s investigations.
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Itis clear from this memorandum that the Bank’s senior management regarded
the Bank as having adopted a particular policy for the use of the arrangements
which resulted in a neutral profit and loss position. Management was then
(May 1989) looking at a review of that policy as one way of increasing the
Bank’s tier one capital. It is clear from the evidence that any contemplated
changes in the Bank’s policy were not pursued.

In a written submission to us of 18 April 1993 Lojkine states:

....the accounting policy advocated by Mr Pearson and by me, and adopted
by the Bank, meant that the Bank’s financial statements for the above three
periods [September 1988, March 1989 and September 1989], were "true
and fair” within the materiality standard.

As corroborated by Stockwell’s memorandum the effect on the Bank’s reported
profits of this policy decision was almost the same as if the Bank had decided
to treat the arrangements as an investment, although this was not explicitly
stated.

RMcV, for certain former directors of the Bank, disputes that the actions of the
1988 Board constitute the establishment by the Bank of an accounting policy
for the arrangements. They state in their submissions to the Commission:

The 20 October 1988 minutes note Dr Lojkine as saying that the
insurance was available to cover future large unexpected losses but that,
"at this point” the Bank should only utilise an amount equivalent to that paid
to date. .... Mr Campbell’s attitude was based on a lack of need at that time
for a claim, because the level of provisioning taken and the unlikelihood of
the Bank sustaining further substantial losses. There was reference in the
minutes to the Group Chief Executive saying any claim would be against
provisions only and not write-offs at that stage. Mr Tennent was noted as
having told the board that the auditors said it could claim the full $200
million without a note in the accounts.

Mr Pearson was uncomfortable about a $60 million claim and Dr Lojkine
agreed they should only claim the premium to date. Mr McCay was then
noted as having referred to the better approach taken by the Bank to
provisioning. The whole tenor of the minutes to a subsequent reader is
that the Bank was now adequately provisioned, there was no need for a
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substantial claim, and so one should not be made at that time. It was,
however, clearly accepted that the possibility of a large claim was available
in case of need in the future.

In the 26 October 1988 minutes, there is reference to Dr Lojkine feeling
that a large claim should involve some disclosure, but if $20 million only
was claimed, no disclosure would be necessary. The 31 October 1988
minutes adopted the $20 million claim for the half-year, but referred
specifically to the Bank’s ability to utilise more of the policy.

There is nothing in those minutes which establishes for a subsequent
reader that there was a board "policy” that only the premium payment
should be claimed. Indeed the opposite appears - the minutes suggest that
the old board felt that no claim was then appropriate because of the
adequacy of provisioning and the lack of foreseeable losses at that time.
In other words, the circumstances for which the insurance had been
established, to meet large unexpected losses, had not then arisen. ......

Indeed, if there had been .... a change in "policy” established by the
previous board this would require a formal resolution of the board. There
is no such resolution. ........ [Original emphasis]

We are satisfied that the Board of the Bank established a policy for the use of
the arrangements in October 1988. This is confirmed by the minutes of the
Assets and Liabilities Management Committee and in Stockwell’'s memorandum
referred to earlier. Lojkine's evidence to and correspondence with us further

confirms it.

Our view on the September 1988 financial statements

In our view the influence of the use of the arrangements in the Bank’s reported
profitability for the half-year to 30 September 1988 was not material. This is
the direct consequence of the policy decision made by the Board to limit its

benefit to an amount which offset the Bank's costs to that point.

While the influsnce on the amount charged for the provision for doubtful debts,
at over 10%, could be regarded as material in relation to provisioning, the end

effect on profit was not material.
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We do not agree with this undisclosed adjustment to the Bank's stated charge
for doubtful debt provisioning, certainly not without disclosing the arrangements.
The level of doubtful debt provisioning is an important figure in the financial
statements of a bank and any adjustments thereto should be disclosed.
However we do not consider the omission to be sufficiently material to affect
the truth and fairness of the Bank’s financial statements for the half-year ended
30 September 1988.

Audited financlal statements for the year ended 31 March 1989

The financial statements

For the full year financial statements to 31 March 1989 the Bank took the
benefit of $40 million under the policy, all of which was used to reduce the
disclosed charge for provision for doubtful debis.

The effects of this action on the Bank’s published financial statements included:

Profit and Loss A/c year ended 31/3/1989

Bank YTM Variance
Operating profit before X
provisions and tax $348 mn $385 mn -$37 mn -9.6%
Provision for doubtful
debts $1,294 mn $1,334 mn -$40 mn -3.0%

Operating loss before
tax and extraords $946 mn $949 mn +$3 mn  +03%
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Balance Sheet as at 31/3/1989

Bank YTM Variance
Provisions for
doubtful debts $1,206 mn $1,246 mn -$40 mn -3.2%
Shareholders’ funds $389 mn $387 mn +$2 mn +0.5%

The appropriateness of the Bank’s accounting treatment for the arrangements

The Bank continued to follow the accounting policy it established in October
1988. The benefits taken approximated the costs of the arrangements to 31
March 1989, despite the very large increase in the level of the Bank's doubtful
debt provisioning. This treatment was in accord with the Bank’s general
accounting policy of matching costs and revenues and did not involve the
anticipation of income. However the treatment did not fully accord with the
substance of the arrangement and was not in accordance with available
authoritative guidance (FASB 5). The impact on the Bank's profit was

immaterial.

Our view of the March 1989 financial statements

In our view the Bank's treatment of the benefits it took under the arrangements
in the year ended 31 March 1989, which followed the policy established by the
directors in October 1988, while it did not accord with best practice, did not
affect the truth and fairness of the Bank’s financial statements for that period.
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FINANCIAL YEAR ENDED 31 MARCH 1990

Interim financlal statements for the half-year ended 30 September 1989

The financial staternents

Little evidence was submitted in respect of the half-year ended 30 September
1989 but it seems that there was no change in the accounting treatment and
that the recognition of income was restricted to $20 million consistent with the
two previous sets of financial statements. In preparing the following tabulation
we have assumed that this $20 million was offset against the provision for
doubtful debts.

The Bank's use of the arrangements had the following influence on its
published financial statements:

Profit and Loss A/c for six months to 30/9/1989

Bank YTM Variance
Operating profit before
provisions and tax $117 mn $137 mn -$20 mn  -14.6%
Provision for doubtful
debts $98 mn $118 mn -$20 mn -16.9%

Operating profit before
tax and extraords $18 mn $18 mn nil 0.0%
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Balance Sheet as at 30/9/1989

Bank YTM Variance
Provisions for
doubtful debts $1,304 mn $1,364 mn -$60 mn -4.4%
Shareholders’ funds $838 mn $836 mn +$2 mn +0.2%

The appropriateness of the Bank's accounting treatment for the arrangements

We understand the Bank continued to follow the policy established by the
Bank's Board in October 1988. As a result the Bank’s general accounting
policy of accrual accounting was observed. There was no anticipation of
income. However, as noted previously, the substance of the arrangements was
not refiected in the financial statements and the available authoritative overseas

guidance was not followed. The impact on the Bank’s profit was not material.

The auditors understandably had little to say in the matter at that stage. The
approach adopted by the Board, while not the exact requirement of a YTM
approach, was not responsible for any material distortions in reported' profit,
and the "neutralising” of the effect of the arrangement excused the lack of any
disclosure of the existence of the arrangements.

Our view of the September 1989 financial stgtehents

In our view the Bank’s accounting for its use of the arrangements in the haif-
year ended 30 September 1989, which again foliowed the policy established in
October 1988, while it distorted the charge for provision for doubtful debts, had
no material affect on the truth and fairness of the Bank’s financial statements

for that period.
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Audited financial statements for the year ended 31 March 1990

A. The financial statements

In the year ended 31 March 1990 the Bank made extensive use of the

arrangements. The Bank recognised as income $94 million of benefit which

was applied as follows:

Reduce provision for doubtful debts
Reduce reported operating expenses

Increase reported operating income

$54 million
$22 million

18 million
$94 million

The effect of this level of utilisation of the arrangements on the Bank’s financial

statements included the following:

Profit and Loss A/c year ended 31/3/1990

Operating profit before
provisions and tax

Provision for doubtful
debts

Operating profit before
tax and extraords

Bank

$293 mn

$193 mn

$100 mn

YTM
$292 mn
$247 mn

$ 45 mn

Balance Sheet as at 31/3/1990

Provisions for
doubtful debts

Shareholders’ funds

Bank

$1,217 mn

$1,098 mn

Y™

$1,311 mn

$1,058 mn

Variance

+$1 mn

-$54 mn

+$55m

Variance

-$94 mn

+$39 mn

+0.3%

21.9%

+122%%6

-7.2%

+3.7%
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These effects were not disclosed in the Bank’s published financial statements.

The apparent profit enhancement of $55 million appears material in relation to

the Bank’s reported profit before tax and extraordinaries for the year.

B. The appropriateness of the Bank's accounting treatment for the

arrangements

The Bank’s use of the arrangements in the year ended 31 March 1990:

(a)

(b)

(c)

(d)

(f)

does not appear to accord with the Bank’s own general accounting

policy of matching expenses and revenues;

does not appear to recognise the economic substance of the

arrangements;

does not appear consistent with the policy of the Board established
in October 1988,

appears to involve the recognition of anticipated income;

does not appear to accord with the authoritative guidance on the
treatment of such arrangements (FASB 5). |

appears to result in a material undisclosed misstatement of the

Bank's income.

We examine each of the matters in turn. We review the records of the Bank,

the evidence of the parties involved and of independent expert witnesses,

submissions made to us, and accounting literature over the period.
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(a) Matching Expenses and Revenues

As previously noted, the Bank, when nominating its "General Accounting
Policies” in its published financial statements, states:

Accrual accounting is used to match expenses and revenues.

Paragraph 4.2(b) of SSAP-1 describes the "matching principle” as:

Matching of Expenses and Revenues. Under accrual accounting
expenses and revenues are recognised as they are incurred or earned
(rather than as money is paid or received) and recorded in the financial
statements of the period to which they relate. Results for the period are
determined by matching expenses with the related revenuss.

The approach followed by the Bank in the year ended 31 March 1990 did not
involve "matching”. The Bank recognised $94 million as income from the
arrangements compared with the costs "incurred” of one-fifth of the premium
paid on the policy, $22 million, and the foregone interest of $17 million. If the
Bank was to have matched costs with revenues taken it would have brought
to charge against revenue an additional $55 million of the premium.

We regard YTM as the correct method by which to comply with the matching
concept. It is simply a calculation of the compounding interest accruing on the
investment of the "premium” thereby providing the Bank with increasing

earnings over the five year term of the arrangements.

For further discussion on the application of the matching principle to the
arrangements see paras 15.36 to 15.40 and 15.106 et seq.
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We conclude that the Bank’s accounting treatment for the arrangements in the
year ended 31 March 1990 did not accord with the Bank’'s own general
accounting policy of matching revenues and expenses.

(b) Substance over form

The first of the important criteria as set out in SSAP-1, which should be
considered in selecting the most appropriate particular accounting policy from
the range of alternatives, is:

(a) Substance over form. Transactions and other events should be
accounted for and presented in accordance with their substance,
that is their financial and economic reality, and not necessarily in
accordance with their legal form.

The concept of "substance over form"™ has been entrenched in accounting
thought for many years. Early overseas reference can be found in Accounting
Principles Board Statement No 4 issued in October 1970 by the Accounting
Principles Board of the American Institute of Certified Public Accountants
("AICPA") which remains authoritative in the areas it covers. Included in
chapter 2 are the basic features and basic elements of financial reporting,
which include "substance over form". That term is described as:

Financial accounting emphasises the economic substance of events even
though the legal form may differ from the economic substance and suggest
different treatment.

Later, in the same chapter, there is a further referencé:

Although financial accounting is concerned with both the legal and
economic effects of transactions and other events, many of its conventions
are based on legal rules, the economic substance of transactions and other
events are usually emphasised when economic substance differs from legal
form. ‘
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The Commission itself expressed a view on the question of "substance” over

"form" in its report Capital Structure and Financial Reporting in New Zealand

at the time of its presentation to the Minister of Justice in December 1989°.

Our report was three years in preparation and drew on mainstream accounting

thinking at the time. This reference was in the Chapter "Proposals for
Legislation” and under the heading "NON-COMPLIANCE AND "CREATIVE
ACCOUNTING".

After giving some background to the problems following the sharemarket crash,

non-compliance with SSAPs and "Creative accounting” we said:

7.3

7.4

Some authorities approach the problems of reporting transactions
of these kinds (if they are made known to the accountant or auditor)
by preferring "substance” over "form", or "commercial effect” over
"legal relationship”. We think an accountant or auditor should
exercise caution where his assessment of the substance or effect
differs from the form or legal relationship. Sometimes, especially in
the case of a dispute, the form or legal relationship prevails
whatever one might think of the substance or effect. (Snook v.
London and West Riding Investments Ltd. [1967]2 Q.B. 786 (C.A.),
Bateman Television Ltd. v. Coleridge Finance Co. Ltd [1969] NZLR
794(C.A.), [1971] NZLR 929 (P.C.); Commissioner of Inland
Revenue v. Smythe [1981] 1 NZLR 673 (C.A.).

We think that there are circumstances where the substance of a

- transaction will differ from the legal form, and where reflecting the

substance of the transaction in the financial statements is
necessary in order to give a true and fair view. It is implicit in this
circumstance that reflecting the form of the transaction or the legal
relationship alone will not result in a true and fair view. While we
prefer the view that a contract should normally be reported as it is,
because it is the contract that is definitive of the rights and
obligations of the reporting entity, we acknowledge that there may
be circumstances where, because of the "true and fair" override,
the substance of the transaction perceived by the accountant and
auditor should be reported in the financial statements. In these
circumstances, a note should disclose the terms of the contract and
the full effect of the departure form reporting the legal form in the
financial statements. Where possible, that effect should be
quantified and disclosed.
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Trow, in his 1988 paper referred to at para 10.2 said:

The precedence of substance over form is fundamental to true and fair
reporting. If directors can successfully argue legal form as the basis for
reporting we will certainly be facing up to a crisis of the most serious kind.

In a written statement in evidence to the Commission Trow commented:

34. The direction that is provided in FASB Statement 5 is an application
of one of the background guidelines for accountants when selecting
accounting procedures. The guideline (as set out in SSAP 1) is
that transactions should be accounted for in accordance with their
substance, that is their financial and economic reality, and not
necessarily in accordance with their legal form.

35. In practice, however, it is not always an easy matter to decide when
a particular legal form should be overlooked and the circumstance
presented in financial statements in a substantially different way.
Judgment needs to be exercised and the decision on the fairest
presentation may be difficult. Lawyers in particular can be strident
advocates for the "correctness” of legal form when directors,
accountants and auditors may be giving consideration to recording
the event in a different manner.

36. It must be explained also, that the accountant’s attitudes and
practice on matters of substance over form have evolved only
gradually in recent years. During the latter part of the 1980s a
number of off balance sheet items and artificial schemes were
recorded in accordance with the legal form. The introduction of a
new accounting standard on business combinations at the end of -
the 1980s together with a better understanding of these
circumstances had helped to bring about a noticeable and recent
change in attitude to the recording and presentation of such terms.

37. The United Kingdom has had an exposure draft on "Accounting for
special purpose transactions” on issue for over three years and it
is only now that the UK profession is close to issuing a definitive
standard on the topic. This exposure draft covers a variety of
topics on the issue of substance over legal form, but does not cover
the topic of insurance arrangements.

Hays, in giving evidence, commented on the "emerging accounting recognition”
of substance over form at p.82, 2nd hearing:
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It would need to be recognised that issue was emerging and | think where
it got to, when | saw the [Commission’s consultative draft] report is here as
at 1990 the particular issue had not developed strongly enough and it didn’t
really emerge stronger until 1991 at which time the Coopers & Lybrand
report had come along.

and at p.91/92:

I've tried to put myself back into a position of 1988 through to 1990 and say
as an accountant we would have accepted that there was an insurance
policy. Today, | consider with the knowledge of today and | would say no
it was a financial instrument and had a different form of accounting for it.
From an accounting viewpoint its proper accounting treatment.

Hickey commented to us about the issue of "substance over form." She said
at p.536:

The substance over form notion ....was known and acknowledged in 1988
and referred to in SSAP-1. ... | have to say howsever, and | think this will
become clear in terms of the accounting pronouncements that for an
arrangement like this, an insurance arrangement, it did not surprise me
when | first looked at it in 1990 to find that it had been accounted for on the
basis of being an insurance arrangement and applying the matching
principle.

Why was | not surprised by that? First of all there were no New Zealand
accounting standards. There are none currently, there were none then ...
New Zealand SSAP-1 is a standard which primarily requires disclosure of
the accounting policies that have been adopted by an entity. In its
Discussion Section rather than its Standards Section it does provide some
guidance in determining most appropriate accounting policy. One of the
criteria it gives is the substance over form criteria ... Other criteria that are
listed, and there’s no particular weighting given to one criteria over another,
are relevance to users, consistency over time, and prudence or
conservatism.

We have considered these comments. We do not accept the submission that
the concept of substance over form was only emerging in New Zealand
accounting thought in the early 1990s. We believe it was well established

considerably earlier than that. We have reviewed accounting literature in the




15.26

15.27

15.28

150

1980s for references to the concept of substance over form. We have set out
further references to "substance over form" in Appendix L to this Report.

RWS, in submissions for E & Y in a letter dated 4 May 1993, noted that, for the
purpose of determining the appropriate accounting treatment for a particular
transaction: |

The key factor is that in determining the economic substance of a
transaction, one must start with the legal form in order to determine the
nature and extent of relationships that have been established. The point
was made by Richardson, J in Marac Life Assurance Ltd v. Commissioner
of Inland Revenue [1986] 1 NZLR 694 in a passage cited with approval by
Hill, J in the NM_ Superannuation Pty Ltd v_Young [Fedsral Court of
Australia, South Australia District Registry (No SG 41 of 1992, 12 March
1993)] Judgment:

.. what is crucial is the ascertainment of the /egal rights and duties
which are actually created by the transaction into which the parties
entered. ‘

Having regard to those rights and duties, the accountant is then required
to step back and consider whether there is an economic result which,

because of some other reason or arrangement, dlffers from the result which
the parties have created at law.

We agree with RWS. In doing so we note their caution that:

...the determination of the economic substance of a transaction is often a
matter about which people of principle and good intention can disagree.
It is also a matter on which the views of an individual, or a profession, can
change over time.

Economic substance should over-ride form where to follow legal form may
impair the truth and fairness of the results of an entity or its state of affairs, that

is, may obscure financial and economic reality.
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While the arrangements wore the clothes of an insurance contract they did not
involve the transfer of any insurance risk and the Bank’s return was related
solely to the interest yield on the investment of the premium. The attitude
taken by the October 1988 Board, and the caution expressed by E & Y’s senior
audit partner, Macaulay, when first acquainted with the arrangements (see para
4.9), suggests their substance was well understood from the beginning.

We conclude that the arrangements were not accounted for in accordance with

their economic substance in the year ended 31 March 1990. In our view they
should have been.

(c) Consistency of application of accounting policies

The third of the important criteria which should be considered in selecting
appropriate particular accounting policies is the consistency of the application
of accounting policies over time. SSAP-1 says:

Consistency. Particular accounting policies adopted by an entity should
normally be consistent from one period to another, and should be applied
to all items of a similar nature. However, consistency, in itself, should not
be used as an argument for the retention of a particular accounting policy
which is no longer appropriate. [Original emphasis]

The criterion of consistency appears to have been recognised by the Bank. In
the draft minutes of the Audit sub-committee meeting of May 11 1990:

The loss insurance claim of $100 million has been dealt with in two parts.
Firstly by way of an offset of $40 million against the annual premium cost
of $22 million and lack of interest income of $18 million. This has had the
effect of increasing the operating profit before provisions and tax by $40
million. . Secondly, by a reduction in the requirement for provision for
doubtful debts by $60 million.

In this years audit review Ernst & Young have utilised their senior technical
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partner, Liz Hickey, with a full review of all the Bank's accounting policies
and practices including this policy. Ms Hickey indicated that the accounting
treatment which was agreed by the auditors in financial year ending 1988
may not now be in line with emerging and developing accounting practices.

In reviewing these comments the directors noted there is now variance on
this matter and they consider it is appropriate to maintain a consistent
treatment for this policy.

15.33  In order to test the logic and relevance of the phrase "maintain a consistent
treatment for this policy” we have prepared the following summary of the
accounting treatment given to the insurance arrangement on each successive
annual balance date until 31 March 1990.

Year ended 31 March 1988

One day’s premium charged against income

Year ended 31 March 1989

$40 million in benefits claimed. All this amount deducted from provision for
doubtful debts.

$22 million premium charged to "other operating expenses".

Year ended 31 March 1980

$94 million in benefits taken, of which:
$54 million is deducted from the provision for doubtful debts:
$22 million is offset against other operating expenses;
$18 million is added to operating income.

$22 million of premium is amortised to other operating expenses.

15.34  Lojkine, together with Pearson, guided the Board of October 1988 in the

determination of an appropriate accounting policy and established a level of
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"claims” for ensuring that the Bank did not overstate its income in that
accounting period.

The Board’s accounting policy was described by Stockwsell in his memorandum
of 2 May 1989 (see para 14.14):

Claims on the scheme have been limited to date to the amount of accrued
annual premium and funding opportunity cost resulting in a neutral profit
and loss position.

We consider the Bank’s original policy was to match revenues with expenses.
$40 million in benefits under the arrangements was recognised as incoms for
the year ended 31 March 1989, matched with:

The annual premium (1/5 of $110m) $22m

One-fifth of the interest accruing on

the bonds over 5 years ($90m) $18m
$40m

With the use of the more precise YTM calculation the Bank would have
recognised interest at the lesser figure of $15 million. However the $3 million
overstatement of income which resulted is not material in this context, and the
policy followed by the Board was acceptable.

Whereas the $40 million benefit was deducted from the doubtful debts
provision, the use of YTM would have applied the $37 million:

Reversal of the premium $22m
Interest income 15m
37m
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It is thus necessary to compare the above approach, also reflected in the half-
yearly statements to 30 September 1988 and 30 September 1989, with the
approach followed for the 1990 financial statements.

In our opinion, the decision to recognise income of $94 million, $55 million in
excess of the "matching expenses”, was a departure from the policy followed
in the three preceding accounting periods when the recording of income was
limited to the equivalent of the premium and interest "foregone” on the

investment of the premium.

The claim of consistency is further eroded by the way in which the claim was

reflected in the 1990 financial statements (see para 15.33).

Our conclusions are:

- (a) The policy formulated by the 1988 Board was based on the
conviction that future income should not be anticipated or reported
as income in periods earlier than those in which that income would

be derived;

(b) The change in 1990 was a major departure from that policy;

(c) We do not consider that the approach adopted in the Bank’s 1990
financial statements was consistent with that followed in 1988 or

1989. In our view, the approach in 1990 represented a major

change in accounting policy involving inconsistency.

(d) Prudence

The fourth of the important criteria which should be considered in selecting the

most appropriate particular accounting policy for a transaction is prudence.
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SSAP-1 says:

Prudence. The uncertainties which surround many business transactions
should be recognised by the application of prudence in the selection of the
particular accounting policies to be used.

15.44  We have noted that the Bank’s treatment of the arrangements involved the
recognition of income in advance of the time when it had been earned. In our
view this is not prudent.

15.45  Prudence was in the minds of the directors of the Bank in October 1988.
Lojkine, when asked for her views on the recognition of claims made in
advance of the ability, or the obligation, of the insurer to pay out those claims,
said at p.955:

What would have weighed more with me would be the effect on the profit
and loss account in a way that | don’t think would have been correct. But
it did come up as you know in relation to the half-yearly accounts in the
1988/89 year and there was a bit of an argument about it so it was
probably also evident because the Bank wanted to bring back more than
had been set aside in the first half-year.

15.46  We asked Lojkine to comment on the Bank’s use of the arrangements in 1990.
She advised us, in a memorandum of 6 February 1993:

...In my view, this was technically untenable. To exceed this figure [the
sum of the premium and the interest accrued to that date] means that
income has been anticipated, and both assets and shareholders’ funds are
overstated in the balance sheet.

(e) Evidence of substantial authoritative support

15.47  We noted earlier that, in terms of Auditing Guideline No 2, any accounting
policies which are not the subject of specific SSAPs are required to be
appropriate to the entity and have substantial authoritative support.
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In the case of the Bank’s accounting for the arrangements we have not found
any authoritative support for the Bank’s accounting policy. We have identified
the American standards FASB-5 and FASB-97, both of which were issued
before March 1988, which appear directly relevant to the point. The Bank did
not follow the guidance of those standards. We now proceed to deal with this
question.

We observed at the beginning of section 10 that in 1988 Trow had listed US
standards as a source of accounting authority. We received several

submissions on this issuse.

Trow submitted, after quoting from FASB & referred to by Coopers and set out
in paragraph 10.12):

32. There is no other known reference in accounting standards in any
other country in the world relating to this topic.* It is interesting, in
this instance, that the matter is covered in an appendix to a
statement that is not directly concerned with topics such as
insurance schemes. ... In these circumstances, an accountant might
be excused for failing to appreciate that the topic had been covered
in one of the accounting standard publications.

33. It should also be realised that from before 1988 up to the present
day there have been a number of accounting practices that have
been generally accepted in New Zealand but contrary to the
standards of the United States. There is no requirement for New
Zealand accountants to follow US standards when preparing
financial statements on the local scene, although the US standards
can be seen as a useful source of authority when unusual
circumstances are encountered.

38. In the early part of the 1980's it was accepted practice in the
insurance industry in the United Kingdom, for companies to record
arrangements similar to the BNZ credit insurance as insurance
schemes, when amounts were placed on deposit as reinsurance
premiums and these were designed to smooth the impact of
insurance losses over an extended period of time.
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39. The arrangements for the Insurance companies were stopped when
scandals on the misappropriation of the deposits were revealed.
The accounting presentation of such arrangements as insurance
schemes has been accepted practice in the UK. | notice that in
December 1991, however, the Institute of Chartered Accountants
of England and Wales issued a discussion paper on Accounting for
reinsurance transactions that indicates that, in circumstances such
as those now under review, it is considered appropriate that the
arrangement should be recorded as an interest bearing deposit.
Now we are seeing some instances of the arrangements in the
banking sector (e.g. Paribus in France) and | understand that the
arrangements are currently being marketed in the banking sector in
additional countries.

40. In view of these comments, the conclusion to be reached is that at
the time of the commencement of the arrangement in 1988, it would
be apparent that the accounting procedures that were proposed
were within the bounds of the generally accepted accounting
practice of the time.

41. In other words, it was reasonable and understandable for the BNZ
to have given favourable consideration to the proposed accounting
for the insurance arrangements as outlined in 1988. As has been
noted, however, the BNZ adopted the proposed arrangement and
associated profit smoothing to only a limited extent. ............

[* Trow does not refer to FASB 97 in this context]

15.51  Hays, in a letter submitted on behalf of a number of former directors of the
Bank, said:

14 Reference has besen made .... to an example set out in an Appendix
to FASB 5 "Accounting for Contingencies”, which had been in effect
in the USA since 1975. The example cannot be considered to
represent generally accepted accounting practice in New Zealand.
The New Zealand Society of Accountants, when reviewing overseas
precedents, looks primarily at the standards issued by the
International Accounting Standards Committee, the Australian
standard setting bodies, and the UK profession. If those bodies in
their standards dealing with accounting for contingencies have not
excluded from the definition of contingent liabilities the risks
associated with investment insurance contracts, then there would
be no basis for contemplating an example which make the
exclusions but was contained in an explanatory appendix to a US
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financial reporting statement, being effective as generally accepted
accounting practice in New Zealand. ..

It was not until 1990" that the FASB-105 "Disclosure of Information
about Financial Instruments with Off Balance Sheet Risk and
Financial Instruments with Concentration of Credit Risk” became
effective in the USA: in 1991 when the International Accounting
Standards Committee issued a draft proposed statement ED-40
"Financial Instruments”, and February 1992 when the N.Z. Society
of Accountants released its exposure draft ED-66 "Disclosure of
Information about Financial Instruments”. The effect of these
standards and proposed standards is to support the reporting of the
substance of the transactions over their legal form.

However, back in March 1988 with many innovative financial
arrangements being entered into, which often blurred the once
relatively distinct lines between different types of financial
arrangements, it was believed that if these were reported according
to their legal form, then a true and fair view would be given as
required by the Companies Act 1955. .......

and, after referring to the Commission’s 1989 publication "Capital Structure and

Financial Reporting in New Zealand", which we referred to earlier, he said:

1.9

To summarise, in my view the treatment of the arrangement as an
insurance policy by the prior board of the BNZ in that bank’s 31
March 1988 financial statements was likely to be reasonable and
within the limits of generally accepted accounting practice in New
Zealand at that time.

In these circumstances there would have been a considerable
range of tolerance within which the BNZ was able to offset future
bad debt losses it incurred and hence were claimable under the
policy, with recoveries available to it in accordance with the policy.

['Hays does not mention UK ED42, "Accounting for Special
Purpose Transactions”, which was issued in March 1988 and deait
extensively with accounting according to the substance]

Writing in April 1991 the authors of the paper Financial Reinsurance - A

Discussion Paper, which we have already ready referred to in para 5.19, state:
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While the accounting profession has built up over the years a number of
general principles and practices there is, as yet, little in the way of
accounting standards that assist auditors in determining how to handle
financial reinsurance contracts. Until recently accountants and auditors had
accepted, without looking at the substance of the individual policies, that
financial reinsurance contracts should be treated the same as any other
reinsurance policy. They are now beginning to look at the substance of the
contracts.

and further state:

While reinsurance provides a legitimate mechanism for risk transfer, few in
the accounting profession would maintain that, in principle, insurance
company results should be completely smoothed by the transfer of losses
between reporting years or that reinsurance contracts should be able to be
used to disguise the financial viability of an insurer.

Accounting authorities on both sides of the Atlantic Ocean have recently
been considering financial reinsurance with a view to prescribing key
elements which must be present before a contract can qualify as a
reinsurance contract. While discussion papers have been issued in both
the USA and the UK, mandatory arrangements have yet to be laid down in
those countries. ’

In both the UK and USA authorities hold the view that, where thers is no
transfer of insurance risk, financial reinsurance should be accountsd for as
if it were a financing arrangement and not as a reinsurance contract.

15.53 RWS, for E & Y, have submitted:

6.4 Both Mr Macaulay and Mr Garty were of the opinion that in
accordance with the accounting standards of the time, the
arrangements were properly dealt with in accordance with the
matching principle. ~ There were at the time no applicable
accounting standards or practices which required them to treat the
transaction in the 1990 accounts otherwise. ....

8.4 The only accounting authority which arguably indicated that the
arrangements should be treated as a deposit at the relevant time
was an explanatory note to an American accounting standard
dealing with contingencies which ..... if it were on the point would
not be binding In New Zealand.

[Original emphasis]
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Mr J. Chin of Coopers, referring to the work which had been done for the
Operational Review Committee, said at p.555:

We have quoted Financial Accounting Standard No 5 issued by the United
States Financial Accounting Standards Board | think it is which specifically
refers to transactions which may not involve the transfer of insurance risk.
We believe that provided us with authoritative support for our view.

Chin was asked if he would have come to a different view if Coopers had been
carrying out the Operational Review in 1988 instead of 1991. He said at p557:

I guess its very much a hypothetical question but bear in mind that in the
mid 80s certainly leading up to the sharemarket crash there were a lot of
accounting policies adopted by a lot of entities which were deemed to be
appropriate which probably now in hindsight people believe is inappropriate.
It is difficult for me to say, to cast my mind back to that environment and
then say if [I] was looking at this transaction at that time | would have said
that this transaction was categorically inappropriate or otherwise. | guess
the only substantive comment | can make is that the authoritative source
that we have cited was issued prior to 1988 but | would also counter that
by saying that at that time a lot of companies and perhaps accountants
didn’t pay that much reliance to overseas accounting standards. | believe
that focus has now changed but seeing that at that time there was a clear
focus on New Zealand accounting standards and to the extent that there
was no New Zealand accounting standards specifically addressing the
transaction which | understand was the case at that time, addressing this
transaction at that time, there may have been a bit of leeway in adopting
an alternative treatment.

We draw attention to an article in the December 1986 Accountants Journal,
"Creative Accounting - Quo Vadis” by Don Christiansen, then senior partner
with Peat Marwick Mitchell and Co. He said:

To best serve company shareholders in particular and society in general a
public company auditor must keep two thoughts uppermost - the first is the
need to keep an open mind in reaching an opinion; the second is the need
to preserve the authority of his audit report.

The current wave of so-called "creative accounting” makes both these aims
very difficult.
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and:

Not surprisingly company directors are under very great pressure to present
information, particularly performance type information, in the best possible
light.

and:

An auditor must arrive at an open-minded purely judgmental decision
whether the accounting is "true and fair". This can be hard in a fast moving
commercial environment, particularly as creative accounting techniques
nearly always involve issues of the substance of the arrangement over the
form of it - ......

- To help the auditor make his or her decision an auditor needs standards.

The modern auditor is lost without Standards. ...

and:

Unfortunately the Standard setting process is slow and cannot keep pace
with the rate of change. Though auditors have great respect for what has
been achieved in New Zealand by practitioners in their spare time and the
limited research facilities of the Society of Accountants, the fact is that it
has taken too long to deal with major issues needing standards. In practice
auditors have tended to fill the gaps by reference to the Standards of other
countries, particularly the FASB in the USA.

While US standards were not directly binding on members of the New Zealand
Society of Accountants ("NZSA") in March 1988 (a situation which is changing
as Parliament and the NZSA move to define the term "generally accepted

accounting practices” in the New Zealand context), and the reference to FASB

S may not have been well known, nonetheless the guidancs is directly on the
point.




15.58

156.59

15.60

15.61

162

Paragraphs 44 and 45 of FASB 5, indicate that, as far back as 1975, the
existence of certain financial arrangements, purporting to be insurance policies,
was the cause of sufficient concern to compel the FASB of the United States
of America to issue a very clear statement which both identified the elements
of the offending arrangements and the appropriate accounting treatment. The
Bank's arrangement is of the variety addressed in FASB-5.

It is apparent that financial reinsurance is a type of contract which has been
used in the general insurance industry. It would appear that one of the main
objectives of its use is to achieve a discounting of future liabilities where the
regulatory authorities would not permit such discounting for the purpose of
calculation of statutory reserves. It is acknowledged that one of the objectives
of financial reinsurance is to smooth the reported profits of the reinsured. It
would appear that accounting and regulatory authorities have been working to
develop accounting guidance to overcome the mis-reporting of such insurance

contracts.

In the present case we are dealing with a bank not an insurance company. We
can find no authoritative source of support for the Bank's accounting treatment
of the arrangements. We do not regard the questionable reporting practices
of certain insurance companies in other countries as providing authoritative
support for the Bank’s accounting policy in New Zealand. We do not accept
the submissions of Trow and Hays that the accounting practice followed by the
Bank in March 1990 was within the bounds of generally accepted accounting

practice of the time.

On the contrary FASB 5, whether seen by the Bank or not at the time, was
sufficiently authoritative in 1988 and 1990 for us to consider that the accounting
practice followed by the Bank in March 1990 did not have authoritative support.
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Conclusion

We conclude that the accounting practice followed by the Bank in 1990: did
not accord with the Bank’s own general accounting policy of matching revenues
and expehses; did not account for the economic substance of the
arrangements when it should have; departed from the accounting policy
consistently applied in the three preceding reporting periods; was not prudent:
and did not have authoritative support or come within the bounds of generally
accepted accounting practice.

C. Materiality of Misstatements in the Bank’s financial statements

The next issue to determine is whether the distortion to the Bank’s pre-tax
income resulting from the Bank'’s use of its inappropriate accounting treatment
for the arrangements was material.

The Bank’s use of the arrangements in the year ended 31 March 1990 resulted
in an increase in the BNZ's pre-tax profit of $55 million. With total pre-tax profit
of $100 million this influence appears material. We now proceed to examine the
records of the Bank, the views of directors, the advice available to directors,
and submissions made on their behalf.

(a) The records of the Bank

The Board of the Bank finalised its March 1990 financial statements at a
meeting on 21 May 1990. The Board received extensive documentation for this
purpose prepared by the Bank's Chief Financial Officer, Mr D.C. Shelton.

Mr D.G.Sadler, then chairman of the Board's Audit and Finance Sub-
Committee, wrote a memorandum to the full Board of the Bank dated 17 May
1990. In that memorandum he noted:
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The draft accounts (assuming no change to Provisions requirements
following audit completion of Australian branch) have been made available
and show an after tax profit for the year (before extraordinaries) of $126
million (second half $75 million).

However this improved result has been affected by a number of abnormal
items of which two are not currently identified in the proposed notss being
the use of the credit insurance proceeds as to $100 million and the
(correct) recognition of perpetual notes surplus of $32 million.

Analysts and media writers using a mechanistic procedure would calculate
the second half results as shown in Appendix |. Notes of abnormal
amounts new items compared to the first half are shown as notes.

Therefore if analysts said let us strip our the abnormal items and the
changes in policy/practice as at that appeared in the second half (assuming
that we did disclose items 5-8 inclusive as shown in Appendix I) they would
come up with second half results hence trends as shown in Appendix II.

Further directors would have increased difficulty in justifying recognition of
tax credits unless there is a substantial injection of capital - the stage three
results shown .... include $400M of new capital and this is likely to be
around the minimum quantum necessary to restore reasonable earnings
which would allow us to recognise future tax benefits of the proposed
magnitude.

The results indicate the size of the turnaround job still remaining which
should not be surprising - e.g. Bank of America, Mellon Bank.

Dividends for 1989/90 are in my view difficult to support.
[Original emphasis]

156.67  Appendix | of Sadler’s analysis, when referring to the use of the arrangements,

states:

6. [Interest Margin] Includes $18M use of credit insurance being
compensation for loss of income on deferred cash proceeds. Not
disclosed in the accounts or notes.

7. [Expenses] Includes credit of $22M to offset cost of credit
insurance premium. Not disclosed in the accounts or notes.

8. [Provisions] Includes offset of $60M credit insurance. Not
disclosed in the accounts or notes.
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Appendix |l referred to by Sadler shows that, if analysts separated out the

abnormal items and changes in policy/practice, the Bank’s results might be

seen to be:

($Millions)

Interest income
Operating
income (other)

Net Income
Expenses

PBT & Provns
Provisions

PBT
Tax

PAT before
minorities

Extraords
Pref Shares
dividends

30.9.89
6 months

232

231

31.3.90
6 months

185
206
391
350

41
153

(112)
(52)

(60)

1989/90
12 months

417

437

854
697

157
251

(94)
(85)

The minutes (headed "Draft”) of an Audit Subcommittee meeting held on 11

May 1990, also included in the papers considered by the directors at their

Board meeting on 21 May 1990, incorporated more extensive references to the

use of the arrangements. These references include:

4. The loss insurance claim of $100 million has been dealt with in two
parts. Firstly by way of an offset of $40 million against the annual
premium cost of $22 million and lack of interest income of $18
million. This has had the effect of increasing the operating profit
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before provisions and tax by $40 million. Secondly, by a reduction
in the requirement for provision for doubtful debts by $60m.

Provisioning for specific and general doubtful debts.

The draft accounts included in the profit and loss statement a
transfer of [$166.4 m] to specific and general provisions. This
comprised transfer to specific provisions of $214.8 and a write back
from general of $48.4m. The specific provisioning in 1990 does not
include amounts for various debts totally $60 million which have
been indemnified under the debt insurance policy. The level of
specific provisioning has been reconciled to the BAH [Booz Alien
Hamilton] review as follows:

$000
Specific provision balance 901,688
BNZ Finance 8,688
Sub total : 893,000
Plus late write-offs
of Specific Provisions 107,000
Sub-total 1,000,000
Plus net balance held in
loss insurance : 100,000
BAH recommendation 1,100,000

The directors having reviewed the recommendations from Group
Credit and Booz Allen are satisfied with the recommendation with
regards specific provisioning. On general provisioning there is a
range of scenarios for Australia and New Zealand based on various
economic forecasts. The draft accounts included a balance of
general provision totalling $288.6m including BNZ Finance. This
balance was within the upper and lower extremes of the BAH
recommendations and directors decided to take an even more
conservative approach and transfer an additional $25m to general
provisions.

Mr Garty was supportive of the directors approach which was in line
with their estimates. He has agreed with all provisioning in New
Zealand [and] with the general provision. However [he] will  be
visiting Australia next week to review their specific provisioning.
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Later, after Garty is recorded as having joined the meeting, it is noted:

2. General Provisions.

Mr Garty admitted that the directors actioning [sic] increasing the
provision was more in line with their estimats.

15.70  The minutes of the Board meeting of 21 May 1990 record that the Board
considered Sadler's analysis (see paragraphs 15.67 and 15.68 above) and
decided:

Items Six to Eight are intertwined. It was resolved that the offset of $60m
credit insurance should be reduced to $54 million; and disclosure in
accounts or notes is not required, as the amount should be seen in relation
to the $1,217,288,000 Specific and General Provisions and is hence not
material.

15.71 We observed that the directors of the Bank had measured the impact of the
use of the arrangements only against the balance sheet figure for overall
provisions, without apparently considering the impact on the Bank's reported
profits. This did not appear to accord with SSAP 6.

15.72  We observed that the directors were aware that full disclosure of the "abnormal
items™ and "policy/practice changes” could lead analysts to the conclusion that
it profitability was calculated on a comparable basis to the previous year, (but,
we note, without any benefits being taken under the arrangements), the Bank
would show a pre-tax loss for the year ended 31 March 1990 of $94 million.

15.73  We questioned a number of directors on the Bank’s use of the arrangements
in 1990.
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(b) Evidence given by directors of the Bank

It was put to Sadler that the additional benefit of $55 million, recognised as
income in the March 1990 accounts, represented improper use of the
arrangements, and that acceptance of that view would have resulted in a
reduction of $55 million in the Bank’s annual profit before tax. Sadler resisted
the suggestion by responding that the Bank could have lowered the general
provisioning as an alternative thereby leaving the original profit before tax
undisturbed. He told us at p.203:

| reject the suggestion ... that the audit committee’s analysis did not accord
with SSAP 6. Because the insurance claim was an optional component of
provisioning it had no effect on the Bank’'s profit hence the level of
shareholders’ funds. Likewise | reject and take strong exception to the
suggestion ... that the 1990 financial accounts were incorrect in a
fundamental respect.

Sadler was asked to comment if the arrangements were an income smoothing
device. He responded at p.216:

No because you would not have made the same level of provisions. It was
in the directors’ hands to make a judgment on level of provisioning required
at a certain time and that was forward looking. It was always going to be
something that was a best estimate so if you used that credit insurance in
90 rather than in 91 and 92 then you realised that there was going to be
some impact on provisioning in that period but the amount that you
provided at any particular point is one and a half billion dollars. You
wouldn't be certain if that was going to result in income smoothing or not.

Referred later to the possible impact on the profit and loss account of the use
of the arrangements Sadler said at p.245:

Only if you have then said right oh we stay with the provisioning figure, we
don'’t reduce the provisioning figure and therefore the non-taking of credit
insurance will result in a lower profit. | am saying that if the credit
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insurance had not been taken then almost certainly you would have
relooked at the provisioning figure and been able to easily argue you know
not just 50 million a hundred, two hundred million.

Sadler is also recorded as having said, in the minutes of a meeting of the
Operational Review Committee held on 13 March 1991, referring to the

arrangements:

David Sadler commented that it had been adopted prior to his appointment
to the Board but that he had always seen it as an income smoothing
device.

When asked whether this was still his view Sadler said at p.219:

Yes but it wouldn't have had to be used.

Congreve said to us at p.1357:

-..| saw this and | still see it in the context of the Bank’s provisioning and
it was, | saw it and | still see it as a mechanism that the Bank put in place
[for] quite proper purposes as a part of its provisioning...

When asked to comment on the transparency of any adjustments made to
general and specific provisioning, when compared to the use of the
arrangements, Congreve said at p.1358:

Well, all | can say to the Commission is to repeat that | viewed this as
being a valid insurance policy which enabled the Bank to make a claim
which in the year 1990 enabled it to make a claim to augment very
significant provisions of approaching as I recall $170/180 million to augment
or to in conjunction with the claim that was made against general provisions
also in that year and that, that decision was made in the context of a billion
dollars of specific provisions and $300 million of general provisions which
were available to the Bank at that time which was nearly 2% of the Bank’s
at risk portfolio which was regarded as being a very large general provision.
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and at p.1364:

...If the three alternatives [increase in specific provisioning, lowering the
general provision, and use of the arrangements] hadn’t been open to us,
I am quite clear in my mind that what we would have done is we would
have charged more to the general provision. As it was, ..., we had the
insurance policy open to us, we had another string to our bow if you will,
which enabled us to keep a bit more of the general provision up our
sleeves, which it was for because obviously at that period which was post
March 1990 we were becoming aware that all was not well in Australia...

and, also at p.1364:

| feel its important that my position on this be recorded. Firstly that it was
an insurance policy and secondly that it was used in the context of general
provisioning at the point of time when we felt that we were very, very
adequately provided for in the general provision.

Pyne, when asked to explain his understanding of the arrangements, said at
p.1496:

...my understanding of the policy was that it was there as a contingency for
an additional component of provisioning that one could use. Certainly | had
not, no one had voiced to me for it to be anything different than that and
why we had not required it in 1989 [was] because of the provisioning we
had done. In 1990 we thought it was appropriate to use it.

and at p.1511:

...it is inextricably linked with provisioning. It is no more, no less than
provisioning.

Questioned concerning the impact of the Bank’s use of the arrangements on

the Bank’s disclosed profitability Pyne said at p.1581:

| am saying that the general provision was of such a magnitude that it was
quite excessive. This is what the banks had done in the past and that's 1%
of all debt, it was something like 2% so any potential provisioning that we
put to the insurance policy could have been put through the general. We
had the policy and that's why we used it.
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and at p.1582:

...in using it, it allowed us to keep the general provision at its current level
which gave us even more support or more buffer in terms of any potential
that might have come out of the non-performing debt that we were getting
concerned about.

15.82  Fay was asked if he agreed that the use of the policy had had a significant
impact on the Bank’s profits in 1990. He responded at p.1719:

No, no | wouldn't agree. | don't think it was, | think you've got to see the
exercise in provisioning at large and the Bank was facing substantial
provisioning that year, we had the capacity in my mind as a director to look
at the insurance policy, the genseral provisioning and then specific
provisioning. Now to the extent that you have to make a judgment as to
how much specific provisioning you do, how much general you will use,
then you, yes, you do or don't have an impact on the profit and loss.
Specific provisioning does, the general provision doesn't, and | saw the
insurance policy as part of the general provisioning exercise.

and at p.1721:

...we had three things available to us in that year, we had the insurance
policy, we had the general provision which was, as | recall, quite large that
year, nearly 2% of the risk weighted or adjusted balance sheet of the Bank,
and then specific provisioning...

and at p.1739:

I think my personal view as a director at the time was that we were being
conservative in taking, in keeping, using the capacity we had the insurance
policy and the general plus specific and keeping the general provision high,
higher than perhaps you would need to given the amount of specific
provisioning we were doing, more due to the fact that we didn't really know
and | don't think any banks knew, Australia was a question mark at that
time in the Board’s mind.
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On the questions of materiality and disclosure Fay said at p.1739:

... do recall that there was some discussion as to materiality which |
suppose would impact on your view of disclosure to the extent it was
material, ... and | think we did have a netting off, a sort of an overs and
unders arrangement which did include the net pre-tax effect of using $54
of the provision to the insurance policy against it. There was some general
adjustment that year, it wasn't big. $30 million odd ! think.

(c) Evidence from the Bank's Chief Financial Officer

Shelton, the Bank’s Chief Financial Officer in 1990, was asked if he agreed the
arrangements did not involve the transfer of insurance risk. He replied in the
affirmative. He was asked for his views of the arrangement. He said at p.844:

I thought the transaction was a strange one in the first instance and |
sought to see whether we could unwind it at any stage but | was told that
we couldn't...

Shelton agreed that the arrangements should be accounted for on a YTM

basis.

With respect to the planned usage to be made of the arrangements in 1990
Shelton was asked if the Bank was looking to achieve a particular "bottom-line”

result. Shelton said that this was the case.

Asked his view on the way the Bank used the arrangements in 1990 he said
at p.847:

Taken in isolation | wasn'’t very enamoured with it but | recognise in the
overall accounts that there were offsetting items as alluded to in the unders
and overs schedules.
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(d) Submissions on materiality

15.87  Hays was asked whether the overstatement of profit for the 1990 income year
was material. He said at p.99, 2nd hearings:

If | might first qualify my remarks in that I've not examined the financial
reports of the Bank of New Zealand for the years. I've not had the time
and I've merely a summary of the key figures extracted from those
accounts so subject to that you know | do observe that the profits of 1987
of a certain amount went up in 1988 and then plunged to a massive loss
in 89. Then in 1990 it restored to profit but not to the levels of the 87 and
88 years. My assessment in those circumstances would be that $54 million
for 1990 was not material.

and at p.104, 2nd hearings:

To me the user of the reported accounts in 1990 would make much the
same decision on those accounts whether the profit was $50 million lower
than the figure reported or 50 million dollars higher. It showed whichever
number one had eventually there | think would show the same result.
There had been a recovery from 1990 but it was a still a long way short of
what had been achieved in 87 and 88 and that's why | belisve that the
amount referred to in the report for an adjustment for 1990 is not material
when you look at the affairs of the Bank of New Zealand.

and at p.105, 2nd hearings:

The way | would see it is that the user of the accounts and | think we’d
generally be talking here in terms of the shareholders as the users would
have seen after a disastrous year in 1989 that the bank had recovered a
great deal. It was not now reporting a result as bad as 1989. It was
reporting a profit but a profit which was not large in relation to what had
been achieved in the years immediately before 1990 and that's why | would
see that the user of the accounts would look at that reported result in
relation to the actual results of 87 and 88 and if materiality was to be a
factor then that would have also be assessed in relation to the results of 87
and 88.
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Trow’s view, at p.22/23, 2nd hearings, was:

I would not include the impact of the Insurance arrangements in the alleged
- over-statement, because the accounting treatment is within the generally
accepted practice of the time.

We note, however, that in a 1991 paper presented to a New Zealand Law
Society Seminar on Auditors’ Liability, by Trow and Rhys Harrison, the authors

said:

If the distortion is more than 10% of Net Income and the client will not
modify the financial statements, the auditor will prepare an "except for”
opinion i.e. the opinion would be that, except for the item in dispute, which
is quantified, the financial statements present a true and fair view. A
distortion of around 50% or more would probably lead to an adverse
opinion i.e. the opinion would be that the financial statements do not
present a true and fair view. The decision on whether, and at what level,
to issue an except for opinion or adverse opinion is a matter of judgment
for the auditor concerned.

(e) Qur view

The directors of the Bank submitted that the influence of the Bank’s use of the
arrangements in the year ended 31 March 1990 was immaterial becauss, if the
Bank had not used the benefits under the arrangements to the extent that it
did, it would have simply lowered its then general provision by more than it did.

We accept that in a financial institution the size of the BNZ the task of
determining the appropriate level of doubtful debt provisioning is difficult.
Complex judgments are involved. However, the Bank, from 1989, employed
outside consultants who devised and implemented a classification system for
the Bank’s exposures. Through the use of this system appropriate levels of
general and specific provisions were identified, although always still subject to
the directors’ judgment at the end of the day. The auditors conducted their own
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classification exercise and came to their own conclusions about an appropriate
level of provisioning for the Bank.

It is our view that the necessary level of general provisioning should be
assessed in isolation from consideration of the arrangements, and that the
degree of use of those arrangements should not be allowed to vary the original
assessment of provisioning.

We are somewhat concerned to see the Bank's directors acknowledging the
possibility of adjusting the level of the Bank’s provisioning to suit the
circumstances.

We further comment that the level of general provisioning should not be open
to reductions in recognition of benefits apparently available under the
arrangements.

In addition, there appear to be factors, other than principle, which should have
discouraged any compensating adjustments to general provisioning.

A Bank paper over the name of Pyne, dated 20 August 1990, considered by
the directors at their meeting on 27 August 1990 records:

By the time of the release of the financial result for the year ending 31
March 1990, in June 1990, it was apparent that as a consequence of the
position in Australia, the Bank may’ potentially need to make further
substantial provisioning in this year and in future years. In view of this,
before releasing the results, the Chairman and Managing Director
approached the Minister of Finance [then Hon D.F. Caygill] to indicate that
it was likely that the Bank would require an increase in capital and that
work was underway to define the extent of the Bank’'s needs.

In evidence Pyne said at p.1599:

lam ve'ry clear what the chairman and | said to the Minister at the time in
May was one of that we may need to address the Bank’s profitability
because of the non-recurring items in the profitability.
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Pyne was asked if those "non-recurring” items the Minister was told about
included the Bank's use of the arrangements. Pyne said no, and further
informed us at p.1600:

. What I was referring to in non-recurring items was the fact that we had
... sold investments which were no longer going to generate income for us.

We consider that it was not reasonably open to the directors to lower the
general provision for doubtful debts as an alternative to using the proceeds of
the arrangements. In our view, subject to an analysis of the unders and overs
schedule of the auditors which we consider in paras 15.122 et seq, the Bank’s
pre-tax profit for the year ended 31 March 1990 were overstated by $55 million.

We do not agree with the views of either Trow or Hays (arrived at in different

ways) that the profit difference was immaterial in 1990.

We do not agree that the appropriate basis for measuring materiality is against
an average of the Bank’s recent profits i.e. the concept of "normal profit”
referred to by Trow. In our view averaging has a limited degree of relevance

to a cycle of financial results as follows:

Profits before taxation

$
1987 271
1988 | 255
1989 (939)
1990 | 45

* Commission’s initial corrected figure
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An averaging of results which has regard solely to profits, while deeming losses
as abnormal or irrelevant, is suspect in our opinion.

We consider that the distortion to pre-tax profit arising from the Bank’s reporting
of the arrangements, measured against the Bank’s corrected pre-tax profit for

the year ended 31 March 1990, appears material.

We now proceed to examine the work of the auditors, E & Y.

D. The Bank’s auditors
It was the view of E & Y that the influence of the arrangements on the Bank's
reported profits, after taking account of their "unders and overs", had not been

material in any of the years under review, including in 1990.

(a) The auditors’ view of accounting for the arrangements

E & Y said "matching" was an appropriate treatment for the arrangements in
1990. It should be noted, however, that this was a different concept of
matching than that view described by us in this report. Hickey said that it
would have been reasonable for the Bank to have adopted the "matching”
principle from 1988 to 1991. She said in a written submission:

Matching

In March 1988 (and until comparatively recently - 1992 issue of
ED60 Statement of Concepts), the matching of expenses and
revenues was a primary accounting principle.

SSAP 1 para 4.2(b) "Matching of Expenses and Revenues:
Under accrual accounting, expenses and revenues are recognised
as they are incurred or earned (rather than as money is paid or
received) and recorded in the financial statements of the period to
which they relats. Results for the period are determined by
matching expenses with the related revenues.”

ED60 continues with the accrual basis of accounting, rather than
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the cash basis. However, it indicates a shift in emphasis from
"matching” as a primary accounting principle, to emphasis on
recording assets and liabilities. ...

Value at Which Assets Recognised

The historical cost system of accounting does not usually recognise
the time value of money. That is a future receivable or payable is
recognised at the nominal amount to be received or paid without
regard for the time period until expected receipt or payment.
(Interest bearing receivables or payables are recognised at an
amount that reflects time value of money, in respect of the total
cash inflows or outflows, provided the interest rate reflects
approximate market rate.

In response to questioning Hickey said at p.611:

... .| can accept that the alternative of an appropriate matching was
perfectly acceptable at the time as well. In other words the treatment that
| came up with in May 1990 .[the YTM method]... was my view of
accounting for the transaction in terms of its substance but there were
arguments that could be made that an acceptable alternative was to
account for it in terms of a matching concept. | believe that this alternative
was an acceptable alternative in 1988, | believe it was still an acceptable
alternative in 1990 but | believe the people looking at the transaction now
in 1993 would not regard the matching as an acceptable alternative and the
reason | say this is because of those two papers, the UK paper and the US
paper in September and December of 1991 which deal specifically with the
transaction as opposed to the references ... made to FAS 5 and FAS 97...

E & Y included an assessed income overstatement of $27 million arising from
the use of the arrangements in their 31 March 1990 "Error Schedule” (see
appendix M). This is described thus:

Insurance Policy Overstatement - on a net present value method the
insurance benefits have been taken up in excess of the related costs.

E & Y explained that they derived this amount by applying the "matching”
principle to the arrangements. Based on the Bank’s originally intended 1990
claim of $100 million, that is half of the total sum insured, E & Y considered
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that the Bank should expense half the premium i.e $55 million. Since the Bank
was only charging $22 million in premium this meant there was an undercharge '
against income of $33 million. When the final claim was lowered to $94 million
E & Y also took $6 million off the amount of premium undercharged in their
unders and overs schedule, giving $27 million. They acknowledge they should
only have deducted $3 million. |

15.110 E & Y’'s computation takes no account of the fact that the Bank would not
receive the proceeds of its claim for three years. Their reasoning is explained
in a file note "Bank of New Zealand 31 March 1990 Year End Issues” dated 11
May 1990 and signed by Hickey. She said:

Because the bad debt provisions against which the insurance claims are
being netted will not accrue further interest over the period until the claims
are paid, | have accepted an accounting treatment that does not involve
recognition of interest on the deferred settlement of the insurance claims.
However, the accounting treatment currently adopted by the BNZ is
unacceptable on a matching basis. The insurance premiums should be
matched against recognition of the claims, and not on a time basis.

15.111  We do not agree with this line of reasoning for the following reasons:

(a) The arrangements were not in substance an insurance arrangement
with the transfer of risk. The amount the Bank could claim was
determined solely by the interest yield obtained on the investment
of the premium payment. Settlement of claims was deferred solsly
in order to allow that interest income to accumulate;

(b) Non-recognition of the interest on the deferred settlement of the
insurance claim is the equivalent of recognition‘of the compounding
interest on the zero coupon bonds as income in advance of the
periods in which that interest would be derived. Such anticipation

of income is unacceptable;
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(c) As we have outlined earlier in our report, it did not recognise the

substance of the arrangements.

In our view E & Y’s version of "matching” was flawed. The matching approach
used by the Bank in earlier reporting periods had regard to both the amortised
premium cost and the interest accruing (foregone) on the deposit/bonds. The
later version used by E & Y does not take account of the interest "foregone” by
the Bank.

In our view E & Y did not correctly apply the "matching” principle to the

arrangements.

In our view the appropriate level of overstatement to have been recognised in

the "Error Schedule" on account of the arrangements should have been the $55

~ million difference between the application of the YTM basis and the basis used

by the Bank.

(b) Advice given to the directors of the Bank

The directors of the Bank received advice from E & Y that the Bank’s proposed
treatment of its intended use of the arrangements in 1990 may have been
incorrect. The first record of this is in the minutes of the Audit Sub-committee

meeting of the Bank on 11 May 1990 where it is stated:

In this years audit review Ernst and Young have utilised their senior
technical partner, Liz Hickey, with a full review of all the Bank’s accounting
policies and practices including this [loss insurance] policy. Ms Hickey
indicated that the accounting treatment which was agreed by the auditors
in financial year ending 1988 may not now be in line with emerglng and
developing accounting practices.

In reviewing these comments the directors noted there is now variance on
this matter and they consider it appropriate to maintain a consistent
treatment for this policy.

Later Peter Garty reconfirmed the accounting treatment included in the
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Draft Accounts.

15.116 Apart from this reference there is no evidence that Garty "reconfirmed the
accounting treatment” for the arrangements. We know the auditors accepted
the financial statements as a whole. We note from E & Y’s records, in the file

note referred to in para 15.110, that Hickey says:

However, the accounting treatment currently adopted by the BNZ is
unacceptable on a matching basis.

15.117 Garty, in a file note "Bank of New Zealand 31 March 1990 Year End Issues",
dated 11 May 1990, said:

| also informed the meeting [of the Bank's Audit Sub-committee] that we
were looking at the treatment of the perpetual note and the insurance
policy. A discussion ensued ..... I noted that there were some problems
with the insurance policy and matching the revenue with the related costs.

The Directors are of the view that this insurance policy value, ie $200m can
be taken up at any stage as this is the nature of the product. However |
stated that they may have to match the premiums against the value they
take up. | do not believe that the Directors accept this position.

We will need to follow-up with Don Shelton and Charles Purvis.

15.118  Garty’s subsequent "Report to Management 1990, provided to the Bank under
cover of a letter of 17 July 1990 addressed to Pyne, said:
BNZ Group Accounting Issues
1. Insurance Premium

The insurance premium of $110 m is being taken to Profit and Loss
account on a straight line basis over the five year "life” of the policy.

In our opinion, the treatment is not strictly correct and the premium should
be matched against the revenue taken under the policy.

In 1989 there was no effect of adopting our recommendations because




15.119

15.120

15.121

15.122

182

under either method the amount taken to income and expenditure was the
same. However in 1990 a difference of $27m exists between the two
methods.

Although we did not propose an adjustment for the above, because of its
immateriality when considered with other possible adjustments of lesser
amounts, we would recommend consideration be given to adopting the
method we have suggested in the 1991 Financial Statements.

It has been noted that Hickey had advised the Bank that the treatment agreed
by the auditors in the 1988 financial year "may not now be in line with emerging
and developing accounting practices”. The minutes in question do not state
whether Hickey also added that the 1990 treatment had departed from that
used in 1988.

We conclude that the auditors did not approve the accounting treatment
adopted by the Bank for the arrangements in the financial statements for the
year ended 31 March 1990 and observe that this view was expressed by Garty
to the members of the Bank’s Audit Sub-committee at its meeting on 11 May
1990. It was confirmed in the Report to Management of 17 July 1990.

We will now examine the compilation of the auditors’ "unders and overs”

schedule.

(c) The auditors’ "unders and overs” schedule

E & Y provided us with an original "Error Schedule” prepared by them in
respect of their audit of the accounts to March 1990. This records the basis of
their conclusion that the distortions to the Bank’s profitability arising from
various sources, including the arrangements, were not material. That schedule
concludes that there was a profit overstatement of $7.3 million for the March
1990 year. A copy of the schedule is included in the report as Appendix M.
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E & Y’s "Audit Planning Memorandum" for the year ending March 1990, when
discussing "Planning Materiality”, includes:

We believe that the operating results and shareholders equity will be the
key figures on which external users of the financial statements will focus,
and we will therefore use these figures as the base for our calculations of
PM [planning materiality]. : :

The document then reviews a number of measures, based on averages of the
outcomes over the preceding four years, but also including the budgeted

profitability for the year, before concluding:

The most appropriate figure for PM therefore appears to be $8M based on
operating results before provisions and tax, budget 1990 profit after tax,
and shareholders equity.

This gives a tolerable error of $4M.

On the face of it a net overstatement of profit of $7.3 million, on a reported
profit before tax and extraordinaries of $100 million, is in the marginal area but
may not be considered material. We note that it is at the limit of the level of
E & Y’s "planning materiality."

We have carefully reviewed E & Y’'s approach to the calculation of audit
differences. There are a number of areas where we disagree with their
assessments. Later in this section we present our own revised schedule. The
purpose of this is not to restate "overs and unders" with the benefit of hindsight,
but to exclude errors which should have been clear at the time.

We accept without comment the three items, "Sale of London Building",
"Overaccruals” and "Gratuities Overstated".

We have already reviewed E & Y’s treatment of the arrangements. As we
noted, in our view E & Y should have included a variance of $55 million arising
from the misstatement of income from the arrangements, not the $27 million
which they did.
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The Error Schedule also includes a net-of-tax amount of $13 million ($20 million
before tax), shown as an understatement of profit, and explained as:

Restructuring costs taken up in the accounts which we do not consider to
be required as they are an ongoing expense.

We note that the Bank treated its restructuring provision as an extraordinary
item. Accordingly in our view this understatement is not relevant when
computing the impact of the various accounting differences on the Bank’s

profits before tax and before extraordinaries. It should not have been brought

into the schedule. In our revised schedule we have omitted this item from the
assessment of the overstatement of pre-tax profitability.

Trow has given evidence that many commentators would have returned the
restructuring provision to an "above-the-line" item when analysing the Bank’s

financial statements, and he considers the Commission should do likewise.

Whatever commentators may have done, the Bank included the restructuring
provision below the line and the auditors did not qualify the accounts as a result
of that treatment. We have to deal with the financial statements as they were

presented by the Bank and using the contemporary materiality measures.

We include a further item in our schedule relating to an income overstatement

on account of the Bank’s treatment of its issue of Perpetual Subordinated

Capital Notes ("the capital notes”) which were made in 1988. We were alerted
to this item both through Sadler’s note to the Board identifying that $32 million
was included in the Bank's 1990 profits on account of the amortisation of these
notes and because E & Y included variances in subsequent "summaries of
audit differences” schedules for 1991 and 1992.

By way of explanation the Bank raised US$200 million by the issue, through a
subsidiary, of the capital notes. The interest rate the Bank paid was related to

market benchmark rates. The Bank immediately purchased, for around US$54
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million, a zero coupon bond with a maturity value of US$200 million in 15 years
time. The investors in the capital notes have control of the zero coupon bond
and we understand will be repaid from its proceeds in the year 2003.

The capital notes have been recorded in the Bank’s balance sheet at their net
value i.e. the original issue price less the current assessed value of the zero
coupon bond. As the value of the zero bond goes up the Bank’s net exposure
to the capital notes goes down.

The Bank’'s 1989 financial statements did not include any adjustment on
account of the increasing value of the zero coupon bond. It was explained to
us that this was an oversight because there were so many other issues being
dealt with in the accounting area at the time. In 1990, however, the Bank
"caught up” and included adjustments for both 1989 and 1990. The gross
amount taken was $32 million, of which $16 million related to 1988/89.

We agree that the increased value of the zero coupon should be recognised

in the Bank’s income. Arguably the inclusion of the 1988/89 adjustment in

March 1990 income should have been separately disclosed, given its size. Our
concern, however, relates to the Bank’s method of calculation, which was to
record the accretion in value of the zero coupon bond on a straight-line basis.
Thus the growth of the bond over 15 years, around US$145 million, was being
brought into income at the rate of US$10 million per year.

In our view the accretion to income should have been computed on a YTM
basis especially as the bond was of a type computed with a fixed yield over a
fixed period of time.

Coopers, in their Operational Review Report in March 1991, advised that YTM
was the correct accounting treatment. They computed the variances arising
from the difference between a straight-line and a YTM basis. For the years
1989 and 1990 these income differences amounted to US$6.2 million and
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US$5.8 million respectively. This meant that the Bank had overstated its
income in 1990 by (US$12.0 million @ 0.58) $20.7 million.

We have subsequently received a submission from RWS that Coopers’
computations were not correct and that on an alternative calculation basis, a
basis which we are told was used by the Bank in November 1992 to restate the
value of the Notes in the bank’s financial statements, the overstatements are
less. Coopers are said to have agreed that their earlier calculations were
incorrect. We have decided to accept the revised basis put forward by RWS
for the purpose of restating the Error Schedule. On the revised basis the
income overstatement for 1990 is US$9.23 million @ 0.58, $15.9 million.

E & Y looked at this issue in 1990. In Hickey's file note of 11 May 1990 she
describes the capital notes but does not indicate an awareness of the zero
coupon bond. She acknowledges that the Bank is using a straight-line basis
rather than a yield to maturity basis but concludes:

Because the interest rate is a floating one based on LIBOR, it is not
possible to calculate the reduction in the perpetual capital notes on a yield
to maturity basis. Accordingly, the Bank’s adopted straight-line basis is
accepted.

In fact the amount of the income overstatement relates to both the interest rate
on the capital notes, which was floating, and the yield on the zero bond, which

was fixed.

It is worth noting that in November 1992, following the takeover of the BNZ by
the National Australia Bank, the Bank changed its accounting policy with
respect to the capital notes so that they were recorded on a YTM basis. The
immediate impact of this change of accounting policy was reflected in an
increase in the carrying amount of the Capital Notes from $198 million at 31
March 1992 to $227 million at 9 November 1992.
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Garty’s "Error Schedule” also refers to the level of specific and general

provisions made in New Zealand and Australia. He states that, following his

visit to Australia:

..., on the basis of our review of the Australian loans we believe that there
were some conservative provisions made in Australia and additionally there
was general provisions made in excess of what we had expected. It is
difficult to quantify this amount, however, it may be in the region of $20-30
million.

We have the report Garty made to the Bank following his visit to Australia. In
a letter dated 8 June 1990 to Pyne, Garty identifies one or two accounts where
additional provisioning is needed and one which is over-provisioned by about
$3-5 million. He does not record a view that Australian provisioning is $20-30
million too high. We found no evidence to justify this. Indeed the Bank's
directors and management had serious concerns at that time about the
Australian position.

(d) The Commission’s Revised Unders and Overs Schedule

Based on the preceding analysis we have computed the following revised
schedule of audit differences:

Overstatement on account of the benefits

taken under the arrangements $55.0 million

Overstatement on account of the incorrect
treatment of the capital notes $15.9 million

Understatement on account sale of

London building ($0.7 million)
Overaccruals ($1.0 million)
Gratuities Overstated ($5.0 .million)

Revised overstatement of 1990 profit
before tax and extraordinaries $64.2 million
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Wae observe that, after revision of the "Error Schedule”, the variance between
the Bank’s recorded pre-tax profit for the year ended 31 March 1990 and what
we consider is the correct figure is now larger than the variance arising from

the treatment of the arrangements alone.

We have aiready concluded that, in our view, a variance of $55 million in
respected of a corrected profit figure of $45 million was material. Our view is
even stronger when considering a profit overstatement of $64 million on a

corrected profit of $36 million, an overstatement of 177.8%.

E. Our findings on the March 1990 financial statements

The Bank’s reported profit before tax and extraordinaries for the year ended 31
March 1990 was $100 million. On our assessment, based on our revised "error

schedule”, this was an overstatement of $64 million.

We believe the reporting of the pre-tax profit in 1990 of $100 million when it
was $36 is indeed material. We have no doubt that users of the financial
statements would have been misled to the degree that judgements and

decisions made would be affected.

We view the 1990 overstatement of profits as material, a material distortion of
the Bank’s results for the year which was "fundamental” as the term is used in
Auditing Standard No 10, "Audit Reporting", of the NZSA.

We conclude that the financial statements of the BNZ for the year ended
31 March 1990 did not present a true and fair view of the results for that

period.

The overstatement of the Bank’s shareholders’ funds, at $55 million or 5.3% of
the corrected shareholders’ funds amount, was not material.
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F. Our findings in relation to the performance of Emnst and Young

E & Y gave an unqualified audit opinion with respect to a set of financial
statements for the BNZ for the year ended 31 March 1990 which did not, in our

opinion, present a true and fair view of the results of the Bank for that period.

Garty, in our opinion, derived false comfort from his error schedule. The
incorrect treatment of the arrangements, viewed either in isolation or in
conjunction with other variances, was material to the extent that the 1990

annual! financial statements failed to show a true and fair view.

With respect to the Bank’s treatment of the arrangements we consider that E
& Y should have insisted that the Bank adopt a matching approach which
equated the benefits taken by the Bank with the full cost of the arrangements
(the amortised premium plus foregone interest) to account for its use of the
arrangements in 1990 rather than the version of "matching” which E & Y
advocated.

In our view E & Y should not have incorporated, in their "error schedule”, an
amount of $27 million as the variance arising from the Bank's use of the

arrangements. The amount should have been $55 million.
In our view E & Y should have included an income overstatement of at least

$15.9 million on account of the Bank’s incorrect treatment of the capital notes.

The omission of such an adjustment was an unfortunate error.

G. The position of the directors of the Bank

The Bank’s directors approved the publication of financial statements for the
Bank for the year ended 31 March 1990 which did not, in our view, present a
true and fair view of the results of the Bank for that period. @ Were the
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decisions they made, which resulted in the publication of the financial
statements in the form they took, reasonable having regard to the advice they
had received or had available to them?

We now examine these questions.

(a) Directors’ beliefs as to the nature of the arrangements
Several directors gave evidence as to their understanding of the arrangements.

Congreve said at p.1341:

| considered it to be a genuine captive insurance arrangement that offered
certain flexibility to the Bank in terms of the provisioning over the period of
the arrangement.

and at p.1358:

Well, all | can say to the Commission is to repeat that | viewed this as
being a valid insurance policy which enabled the Bank to make a claim in
the year 1990...

Pyne told us at p.1497:

I considered it to be a genuine insurance. It was something that had been
looked at very closely by the Bank’s auditors. It had been looked at by the
Bank’s legal firm. Certainly we had the benefit of both Dr Lojkine™ and Mr
Sadlsr who | have the very highest respect for in terms of their professional
qualifications indicating that that was what it was for. It was established for
provisioning. | never really questioned it.

[*Lojkine has reviewed this statement by Pyne. She observes that she was no
longer a director in 1990 and that at no time had she argued that the
arrangements constituted genuine insurance]

Sadler said at p.209, on the nature of the arrangements:
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No not an insurance policy with a transfer [of] risk definitely not.
Sadler is also recorded as having said, in the minutes of a mesting of the

Operational Review Committee held on 13 March 1991, referring to the

arrangements:

David Sadler commented that it had been adopted prior to his appointment
to the Board but he had always seen it as an income smoothing device.

When asked by us whether this was still his view Sadler said at p.209:

Yes but it wouldn't have had to be used.

(b) Advice received by the directors concerning the accounting treatment for

the arrangements

We have already observed that the directors on the audit sub-committee of the
Bank received advice from E & Y that there should be a "matching” of the costs
charged against income with the benefits taken.

Pyne also received advice from the Bank’s Chief Financial Officer, Shelton.

In evidence before the Commission Shelton referred to "budget meetings” with
Pyne and divisional managers. He was asked whether he said anything at
those meetings about the use of the arrangements that was proposed. He said

at p.140, 2nd hearings,:

At that time | said to him [Pyne] that | wasn’t comfortable with the insurance
arrangements nor was | comfortable with the perpetual notes.

RMcV submitted to us that these comments would have been made in the
context of wide ranging discussions where many views may have been
expressed.
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(c) Knowledge of the previous Board's accounting policy

We have concluded that the 1990 Board departed from the accounting policy
for treatment of the arrangements applied by the Bank since October 1988.
Several directors commented on this issue.

On the Board’s knowledge of, and reasons for departing from, the previous use
of the arrangements, Sadler told us at p.231:

No | wouldn't have been aware of it [the Board'’s previous policy] at that
time [May 1990].

and at p.215:

There were no motivations [for the level of use in 1990]. The insurance
policy was there for a rainy day as I've heard it described and it was used
for that rainy day because in March 90 that was seen as the peak of bad
debt provisioning.

On his knowledge of the Board’s previous policy on usage of the arrangements

Congreve said at p.1345:

No | wasn't aware of any such policy at any time.

On the matter of the his knowledge of the Bank's previous use of the
arrangements and of the Board discussions in October 1988 Pyne told us at
p.1495: )

No | don’t think so. As again | didn’t look back in the past. You know to
me it was a product | didn’t really understand at the time. We didn’t need
it [in 1989] because of the general provisioning and really had relied, |
probably relied a lot at the half-year [September 1989] on those who had
been on the Board prior to that,...
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Fay was asked if he was aware of the basis of usage of the policy in the year's
prior to 1990. He told us at p.1714:

Probably only in the context of the numbers that were being looked at as
to how much we could claim. | probably would have become aware that
there had been a claim in the previous year of $40 million | think, which
gave us the $160 million balance in the policy...

and, on the 1988 Board’s rationale of offsetting costs and benefits, he said at
p.1714:

No, there wouldn't be a lot of point in having it if that was going to be your
treatment of it.

(d) Reliance on the auditors’ unders and overs

It is relevant to note the extent the directors may have relied on the auditors’
overall assessment of the Bank’s financial statements.

Sadler said at p.241:

Well | don't rely on the provisioning argument, | could fall back and | don't
think | need to. | could fall back on what was the overall impact on
earnings for the year when you take account of the auditors’ unders and
overs. Nothing.

Pyne said at p.1552:

If you looked at the bottom line the item was not material once you took
into account the unders and overs that the auditors had gone through.

Fay said at p.1739:

...| do recall that there was some discussion as to materiality which |
suppose would impact on your view of disclosure to the extent it was
material, ... and | think we did have a netting off, a sort of an unders and
overs arrangement which did include the net pre-tax effect of using $54 of
the provision to insurance policy against it. ....
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(e) Submissions on behalf of the directors

15.178 RMcV have submitted on bshalf of certain former directors of the Bank:

156.179

15.180

In this case, the Commission had direct evidence from some of the
directors as to their actual beliefs about the nature of the transaction. Quite
simply, the directors believed that it was an insurance policy because all
the information available to them indicated it was and in fact it was an
insurance policy. Only in 1991 were concerns as to accounting treatment
raised by accountants. These concerns were never subjected to a
thorough legal analysis and arose principally from changes in accounting
trends. ‘

With respect to Sadler's comment that he did not consider the arrangements
an insurance contract RMcV submitted:

...that statement was made with hindsight, having seen the Commission’s
1992 Summary of Materials, and, more importantly, was the view of an
accountant on an issue of law.

On the question of the reasonableness of the directors’ belief that the

arrangements were genuine insurance RMcV submitted:

The reasonableness of these beliefs is to be judged partly subjectively and
partly objectively. The subjective element relates to the experience and
expertise of the particular directors involved. The objective element relates
to the surrounding circumstances and knowledge available to the directors
at the time. There is a very great danger of imputing to the directors
knowledge gained with hindsight, the appropriateness of subsequently
developed views, and the knowledge or views of others, either at the time
or subsequently. There is a particular risk in these circumstances, where
the Commission has over many months, and years later, heard from many
people and contemplated at its leisure arrangements which were already
in place and which were presented to directors in the middle of a
particularly heavy "rainstorm”.

The following are relevant circumstances in assessing the reasonableness
of the directors’ belief: ‘

(a) The transaction was already in place. The new Board was not
considering its appropriateness but was entitled to assume, in the
absence of any indication to the contrary, that the contract was a
valid one.
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The form of the transaction was a contract of insurance format.

It was presented to them as an insurance arrangement. It was
always described and referred to as an insurance arrangement.
The directors were entitled to assume, in the absence of any
indication to the contrary, that was so. Indeed, at paragraph ..... of
the draft Report, the Commission finds that the previous Board was
entitled to rely on aadvice fo it by staff.

The arrangement had been used as insurance in the past.

There had been no suggestion from the carry-over Board members
that it was other than an presented by the staff, an insurance
arrangement. Mr Bayliss believed right up to the time of the
enquiry that it was an insurance arrangement.

It had been accepted in the past by the auditors as insurance.

The directors did not look at the documents themselves - there was
no reason given the foregoing for them to do so. It would be
extraordinary to suggest that directors inheriting all the transactions
that a Bank of that size had entered, that the new Board should
have reassessed a particular transaction when there was no
apparent reason why they should. However, even on doing so, the
form of the documents indicated an insurance arrangement to these
particular directors with their individual levels of experience and
expertise. They would have found approval (apparently at least) by
lawyers and auditors. To suggest that they should have formed a
contrary view of something as complex as this transaction in those
circumstances would be unreal.

Even today there has been considerable debate as to the true
nature of the arrangement. Differing views have emerged. In 1991
the issue was raised by Emst & Young and Coopers & Lybrand.
They are accountants and not lawyers and were dealing with a
legal issue. It is apparent that there is a very substantial market for
such arrangements and they do not fall neatly into two classes -
"pure” insurance and pure financial arrangements. There is instead
a continuum, with a very great range of permutations. There is no
clean cut off, but a large middle area where distinguishing between
the two categories is 'difficult” indeed. Even arguendo, the
arrangements were not a contract of insurance, the directors could
not be expected, in 1990, to be able to determine that issue.
However, in fact and law, it was insurance and they were duty
bound to treat it as such.

The Commission has already found that the prior Board (which
implemented the arrangement and accordingly had good reason to
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examine it in detail), were reasonably able to consider that it was
insurance... . It would be extraordinary to suggest that the later
Board, which had no reason to reassess it, should have considered
it as anything else.

In the light of the situation the new Board found itself in, it is clear that in
March 1990 there was nothing which would, or should, have led it to
reconsider the nature of the transaction which was presented to it as an
insurance policy. It was there, it had been used, it was available for use,
and the then current circumstances suggested it was appropriate to use it
again. Even if the new Board had in fact looked back and reconsidered the
arrangement, there was nothing in the history available to the directors,
either in the documents themselves, the formation history, the prior
treatment or the advice from lawyers, which would lead them, as insurance
"laymen” or reasonable businessmen, to consider it as anything other than
had been presented to them. The Commission’s [draft] finding on the
appropriateness of the previous Board’s view makes that conclusion
inevitable. The directors’ clear belief that this was insurance was in the
circumstances a reasonable belief. Indeed it was the only responsible
belief.

(f) Our view of the directors’ comments

We have considered these arguments and submissions carefully.

In our view the directors on the Audit Sub-committee in 1990 understood the
substance of the arrangements. Whether or not they considered the
arrangements to be genuine insurance, they knew that the Bank’s accounting
income was being materially boosted by inclusion of the proceeds of a large
"claim” made under the arrangements. They also knew that the Bank would

not receive the proceeds of the "claim” until 1993.

Shelton told Pyne that the proposed accounting treatment of the arrangements
did not have his support. The views of the Bank’s Chief Financial Officer seem

to have been ignored. We think they should have been given greater weight.
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The accounting treatment adopted by the directors in 1990 was not in
accordance with the advice of the Bank's auditors, E & Y. The Bank’s directors’
chbse not to follow the "matching” policy advocated by E & Y. While E & Y
were prepared to give an unqualified audit opinion of the financial statements
this was only after taking account of their "unders and overs”. It does not
appear that these were fully discussed with directors. We do not think the
directors of the Bank should have relied on their knowledge that the auditors
were prepared to give an unqualified opinion in the circumstances without

carefully scrutinising the auditor’s reasons.

Not all members of the Board in 1990 could have been exposed to the same
level of knowledge of the background of the arrangements, the earlier
accounting treatment, or the views of the Chief Financial Officer. Nevertheless,
those directors to whom the rest of the Board looked for guidance and advice,
the members of the Audit Sub-committee, were better equipped to guide the
Bank to the appropriate accounting policy. It appears that they did not.

In 1988 and 1989 the directors considered it inappropriate to make a claim
under the arrangements for an amount which exceeded the accumulated costs
to that point of foregone interest and amortised premium, thereby anticipating
incoms. In our view the 1990 Board could reasonably have been expscted to
come to the same conclusion.
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FINANCIAL YEAR ENDED 31 MARCH 1991

interim financial statements for the half-year ended 30 September 1990

The financial statements

From September 1990 the Bank, while continuing to claim the remaining
benefits under the arrangements, no longer offset these against the charges for
doubtful debt provisioning in its audited annual accounts. Instead the amounts
claimed were used to enhance the level of the Bank’s interest income.
However it is apparent from the Bank’s working papers that adjustments were
still made to the level of provisioning in the unaudited half-year financial

statements.

In the Bank’s budget for 1990/91, approved in May 1990, it was intended to
claim $60 million of benefits under the arrangements for the full year to 31
March 1991. Accordingly, for the half-year to 30 September 1990 we assume
that the Bank took in benefits half the intended amount, or $30 million, of which
$10 million was offset against the level of provisioning. The effects on the

Bank’s published financial statements included:

Profit and Loss A/c half-year ended 30/9/1990
Bank YTM Variance

Provisions for doubtful _
debts (net) $10 mn $20 mn -$10m -50.0%

Operating profit before
tax and extraordinaries $86 mn $76 mn +$10mM+132%
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Balance Sheet as at 30/9/1990
Bank YTM Variance
Shareholders funds $815 mn $753 mn +$62m+8.2%

Note: adjustments to balance sheet levels of provisioning no longer calculated
since the amount of $94 million, previously offset against the arrangements up
to 31/3/1990, was added back to the provisions in these financial statements.

The results for the half-year to September 1990 reflected the continuing effect
of the decisions made by the Bank in March 1990. The amount of bensfits
claimed was $10 million in excess of the cost, as measured by the premium
amortised and the interest income foregone, of the arrangements.

The appropriateness of the Bank's accounting treatment for the arrangements

The benefit amount claimed in the half-year exceeded the cost of the
arrangements for the same period. Accordingly the accounting treatment did
not comply with the Bank’s general accounting policy.

For the reasons already outlined in the preceding section the Bank’s accounting
treatment did not accord with the substance of the arrangements and did not

have authoritative support.

The accounting treatment adopted was probably consistent with that followed
in the full year to 31 March 1990 in that the benefits claimed exceeded the cost
of the arrangements and this excess was probably used to reduce the charge
for doubtful provisioning. Consistency is, of course, no justification for
continuing with an inappropriate accounting policy.
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We conclude that the accounting treatment for the arrangements used by the
Bank in the interim accounts for the half-year ended 30 September 1990 was

not appropriate.

As noted in the table this resulted in an overstatement of $10 million in the

Bank’s operating profit before tax.

Our view on the September 1990 financial statements

Although at first sight these enhancements to profit before tax and shareholders
funds could be considered to be material, the financial statements were
published in a half-yearly report which described the Bank’s already announced

"Adbro" restructuring.

That restructuring included increased equity capital, notice of additional doubtful
debt provisioning of $797 million which was recognised after balance date, and
the establishment of an associated company, Adbro Investments Limited owned
jointly by the Crown and Fay, Richwhite & Company Limited, to which a large
volume of the Bank’s doubtful loan exposures was to be transferred. Further
details of the restructuring are explained in the Bank's press release of 5

November 1990 which is included as Appendix N.

These interim financial statements also included a large prior period adjustment
which removed $315 million from the Bank’s retained earnings on account of

removal of the Bank’s deferred tax asset.

In the circumstances we do not consider the variances resulting from the
arrangements were sufficiently material to affect the truth and fairness of the
Bank’s financial statements for the half-year to 30 September 1990.
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Audited financial statements for the year ended 31 March 1991

A. The financial statements

The financial statements for the year ended 31 March 1991 included the
transactions related to the establishment of Adbro Investments Limited, the
transfer to that company of a large quantity of the Bank’s bad and doubtful
debts, and the recapitalisation of the Bank.

The Bank included in its income $38 milion of benefits under the
arrangements, $22 million less than the $60 million originally budgeted. This
amount was effectively credited to operating profit with none being offset
against the provisions for doubtful debts.

The effect on the Bank’s published financial statements was as follows:

Profit and Loss A/c year ended 31/3/1991

Bank YTM Variance
Operating profit before
tax and extraordinaries $176 mn $178 mn -$2mn -1.1%
Operating loss after
extraordinaries (%71 mn) ($69 mn) -$2mn -2.9%

Balance Sheet as at 31/3/1991

Shareholders funds $912 mn $858 mn -$56 m+6.5%

Although the effect of the Bank's use of the arrangements on profitability was
negligible, there was still an influence carried through to the closing level of
shareholders’ funds.
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B. The_appropriateness of the Bank’'s accounting treatment for the

arrangements

The amount of benefits taken by the Bank, $38 million, almost equated with the
"costs" of the arrangement for the same period, $40 million. Accordingly the
Bank’s general accounting policy was complied with.

For the reasons already outlined, however, the accounting method for the
arrangements did not accord with their substance and did not have authoritative

support.

The Bank also changed its method of recording the benefits under the
arrangements. These were now all added to operating income rather than
some portion being offset against the doubtful debt provision. |

We conclude that the accounting treatment used for the arrangements by the
Bank in the financial statements for the year ended 31 March 1991 was not
appropriate.

The impact on the Bank's pre-tax profit of the continued use of this
inappropriate accounting treatment, at only $2 million, was not material. There
was an overstatement of the level of the Bank’s shareholders’ funds by $56
million. This also was not material in the context of the Bank’s financial

statements as at 31 March 1991.

C. Our views on the March 1991 financial statements

In our view the level of the Bank’s shareholders’ funds was overstated at 31
March 1991 by an amount which, while significant in absolute terms, was not
material in terms of the applicable accounting standards. The Bank’s results
for the year ended 31 March 1991 were not affected by the use and accounting
for the arrangements during the year.
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D. Implementing a change in accounting policy

Ordinarily we would not comment further on financial statements where the
impact of use of the incorrect accounting treatment for the arrangements did
not appear material. However the directors of the Bank received advice from
E & Y and Coopers prior to the finalisation of the financial statements which
required them to address the question of the continued method of accounting
for the arrangements. We will review that advice, and the directors’ response
to it. In addition there are aspects of the auditors’ computation of their overs
and unders which we wish to consider at greater length.

(a) Advice from Ernst and Young

The Bank received advice during the 1991 audit that E & Y no longer
considered the arrangements should be treated as an insurance arrangement
but as a financial arrangement. In the 1991 Report to Management of the
Bank E & Y said:

As previously advised, we believe the receipts under the policy should be
accounted for on a yield to maturity method, as although the transaction is
an insurance arrangement, in essence we consider it more comparable to
a five year coupon investment. ...

The directors did not follow this advice.

(b) Advice from Coopers and Lybrand

in 1990/91 the Bank commissioned Coopers to undertake part of a wider
Operational Review. The Review was undertaken by the Bank at the request
of the Minister of Finance (Hon Ruth Richardson) and covered major areas of
the Bank’s operations. We have already referred to the report in previous
sections.
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16.27 At page 64 of the Coopers’ report to the Bank, under "Bad Debt Insurance” the
report states:

Accounting Treatment

5.6  FASB 5 paragraphs 44 and 45, and FASB 97 paragraph 15, state
that where there is no transfer of risk and part or all of the premium paid
is in the nature of a deposit, then the arrangement should be accounted for
as an investment in accordance with the substance. BNZ has accounted
for this transaction as an insurance policy by:

(a) expensing the insurance premium over five years;
(b) accruing a claim recovery on bad debts; and
(c) accruing notional income foregone.”

[The report then includes a comparison, not reproduced here, of the effect
of the two methodologies, based on a $66 million "claim” for 1991.]

5.8 This comparison highlights a large difference in timing of reported
earnings. Whilst the total income over the five years is fixed at $90m:

(a) the BNZ's current treatment results in significant additional income
in the initial three years, offset by losses thereafter; whereas

(b) the alternative treatment spreads the $90m reasonably smoothly
over the five years.

5.9 If the accounting policy was to be changed at 31 March 1991 (and
effected as a prior period adjustment) the effect would be:

(a) a reduction of $57m in opening shareholders’ funds;
(b) a reduction of $26m in current year’s profits; and

(c) an improvement to profits of approximately $41m and $42m in each
of 1992 and 1993 respectively.

5.10 Whilst the alternative treatment outlined above is more supportable,
a change in accounting policy at this stage (effected as a prior period
adjustment) may raise public concern as to the motives behind such a
change. This factor should be considered in determining whether a change
of policy at this stage would improve the overall credibility of the financial
statements.
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We questioned the Coopers partner responsible for the work on the
arrangements, Chin, about the form of their recommendation in their paragraph
5.10.

Chin explained that Coopers were not carrying out an audit role but were rather
giving advice on ways the Bank could improve its operations and its credibility.
He said at p.566:

When you make a prior period adjustment you start shifting items, which
should have gone through profit and loss, directly against retained earnings
and therefore these items don't go through profit and loss. ... If we had
done a prior period adjustment we would have significantly enhanced the
earnings in the subsequent two years. Now, whilst the informed reader will
understand what'’s going on, occasionally you could get readers who would
suggest that the Bank was up to something unusual, to perhaps enhance
its earnings in later years. ...What we are saying here is that, whilst we
have identified an alternative treatment, in implementing an alternative
treatment they may have done more damage to their credibility, which was
the whole objective of this operational review, than would have been the
benefit. Now that comment is mads, of course, without regard to the
materiality of this adjustment to the financial statements.

and at p.573:

Right now the issue of credibility really applies only where the items are not
material and then you ask yourself well do we need to make this
adjustment. If it's not material and if it's going to damage our credibility
let’'s not make it. That sort of option really only exists when the amount is
not material.

(c) The Bank’s response to the advice from Coopers & Lybrand

Minutes of the mesting of the Operational Review Committee held on 12 April
1991, chaired by Fay and attended by Sadler, Pyne, James Ogden (CS First
Boston) Sam Knowles (BNZ) and Stephen Norrie (Fay, Richwhite) (and
apparently with attendance by other BNZ personnel as required) have been

referred to earlier in our report. They include:




16.31

16.32

16.33

206

He [Shelton] commented that Coopers & Lybrand were prepared to leave
the treatment as it was as they considered that a change at this time would
not provide a "true and fair view". On the other hand, Ernst Young were
not now happy with the current treatment and wished to change it at this
year end.

Michael Fay queried what the auditors attitude had been in previous years.

David Sadler commented that probably the best alternative was to continue
with the status quo and note the correct treatment in the accounts.

We note that the Coopers’ view recorded in these minutes does not accord with
their written report and not with their evidence to us. Shelton, in evidence, said
that the expression "true and fair" may have been used in a "loose™ way.

Fay, who was the chairman of the Operational Review Committee, said in
evidence at p.1762:

| think the committee ... and subsequently the Board were of a view that
you wouldn’t change it, and quite frankly, as | recall, irrespective of the
written minutes ...l think on balance as | recall it Coopers and Lybrand
would not have changed it either.

and at p.1763:

...maybe it should have been viewed differently in terms of was it a real
insurance policy, well the answer is it was treated as an insurance policy...

Shelton was asked to comment on why the Bank continued to treat the
arrangements as an insurance contract despite the Coopers’ advice and his
own view that the arrangements were not an insurance contract. He said at
p.844:

It was a continuation of the previous policy and it wasn't a situation where
my personal opinion was necessarily relevant.
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(d) Evidence from expert witnesses

16.34  Trow said he thought the Bank should not have changed its accounting policy
in 1991. He said at p.315 that such a change:

...would create more problems than it would solve.

16.35 Hays' view is that 1991 is the earliest date at which the directors of the Bank
might reasonably have made a change in accounting policy. However he also
said:

4.4 ..it was also just as reasonable for them to make the decision to
continue the same accounting policy on a basis consistent with
previous years, particularly in the knowledge that the arrangement
was not long term and would come to an end after a further 2
years.

4.5 I would also note that to date there have been no statutory or other
regulatory requirements enacted, nor Statements of Standard
Accounting Practice issued, that would have required the BNZ to
change its practice from treating the arrangement as an insurance
policy.

16.36  Garty also commented at p 496:

| think it's more like what Coopers said in that last paragraph they were so
far down the track with it to change at that stage would have been more
undesirable.

and, also at p.496:

Well | think it may have been seen to be or certainly would have been seen
them back down from their previous utilisation of the policy and secondly
if it got out it may have raised some public concern that that change could
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occur particularly if they put it as a prior period they would have to explain
what it was and that they may have raised more issues than it would have
solved.

A (e) Our comment

The Board elected not to incorporate the changes which would have ensured
"best international practice” with a preference for "credibility” that remained the
approach throughout the remaining years of the arrangement.

Had the Bank changed its accounting policy in 1991 there would have been a
prior period adjustment in the Bank’s financial statements, decreasing the
opening level of shareholders’ funds and increasing profit for 1992 and 1993.

Such a change may have lead to criticism of the Bank because it would have
exposed the Bank'’s use of the arrangements in the past and the impact on its
future profitability.

In our view the need for financial statements to provide a true and fair view
should override any issue of the credibility of the issuer of those statements.

Because a change of accounting policy would have corrected the
overstatement in shareholders’ funds and removed a foreseeable, potentially
material, distorting effect on the Bank’s future profitability, in our view the Bank
should have changed its accounting policy for the treatment of the
arrangements in 1991. This would have necessitated a consequential prior

period adjustment in its 1991 published financial statements.

In our view Coopers in their report should have added the additional
qualification, as communicated to us, that their advice would not apply if the
amounts were considered material. On the evidence of the minutes, and of
Fay, the Bank appears to have construed Coopers’ advice as being that a
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change in accounting policy would result in financial statements that did not
present a true and fair view. Although this may‘have been the way Coopers’
advice was communicated to the Committee by Shelton, it was not the formal
advice given by Coopers. Indeed if it were we do not consider it would have
been sound advice.

E. E& Y’'s overs and unders calculations

E & Y's "Summary of Audit Differences” as at 31 March 1991 (included in the
report as Appendix O) concluded that profit before tax and extraordinaries of
$176 million was overstated by $16 million, and the loss after tax and
extraordinaries of $71 million was understated by $1 million .

In the schedule E & Y included $54 million profit overstatement on account of
the arrangements. They also include an offsetting amount of $30 million profit
understatement from their assessment of an accumulated yield to maturity
difference on the capital notes.

In terms of the Bank's 1991 profits the annual impact of the Bank's treatment
of the arrangements was only $2 million, not $54 million. In our view $2 million
is the amount which should have been included in the Scheduls.

E & Y, not having previously made any adjustment on account of earlier
miscalculations in respect of the capital notes, included an amount in their 1991
schedule for the 1989 and 1990 as well as 1991 financial years.

We have been provided with dstails of E & Y's calculations. E & Y appear to
have measured the accruing interest on the zero coupon bond on the basis that
the annual amount of interest is reducing over the relevant period in contrast
to the reality of the matter which is that interest is to be calculated on an
increasing compound basis.
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The difference we calculate to include in the unders and overs schedule is a
profit overstatement of US$3.89 million @ 0.59, $6.6 million. This contrasts
with the profit understatement of $30 million included in E & Y’s schedule.

Our revised "Summary of Audit Differences”, taking all other items as correct,

would show an influence on pre-tax profits of:

Other differences, net -$8 million
Arrangements -$2 million
YTM on capital notes +$7 million
Net impact on profit before tax -$3 million

E & Y's schedule includes an "extraordinary” item for a capital profit of $17
million on the sale of the Bank’'s Western Samoan operation which was
apparently not included in the Bank’s accounts at 31 March 1991. We assume
this would only be a timing difference. We note that in 1992 the Bank recorded

a profit of $1 million on sale of non-core operations.

Our comment on the performance of Ernst and Young

In our view E & Y should not have incorporated accumulated differences in
respect of the arrangements and the perpetual notes in their schedule of audit
differences. In our view the appropriate amount to be included should be not
the accumulated but the annual impact of any particular differences of opinion

between the auditors and the Bank.

We were concerned to see very large offsetting misstatements in individual

items included in the unders and overs schedule.
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16.53  We are concerned that E & Y appear to have misunderstood the way in which
the difference in profit impact between the Bank’s straight-line approach and
the correct YTM method for the capital notes should be calculated. We would
expect any computational differences between an auditor and a client to be
resolved by discussion between them so that any remaining differences are
ones of principle. We see this as an obligation on the part of both the auditor
and the client, particularly where the client intends to rely for reassurance on
the auditor’s calculation of audit differences.

16.54 We are drawing the attention of the NZSA to this situation and inviting them to
consider whether they think further guidance should be given to their members
with audit responsibilities.

17.0 FINANCIAL YEAR ENDED 31 MARCH 1992

Interim financial statements for the half-year ended 30 Se tember 1991
— = O oments Tor the half-year ended 30 Septe

The financial statements

171 For the half-year ended 30 September 1991 the Bank took a nil benefit from
the arrangements. It continued to amortise $11 million of premium. it also
used the existence of the arrangements as a basis for adjusting several line
items in the published financial statements as follows:

Interest income - $6 million

Other operating income -$11 million

Provisions for doubtful
debts -$17 million
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The impact which these adjustments, and the amortisation of the premium, had
on the published statements, compared to the YTM method, was:

Profit and Loss A/c half-year ended 30/9/1 991

Bank YTM Variance
Operating profit before
provns and tax $145 mn $183 mn -$38m -20.8%
Provisions for doubtful
debts $40 mn $57 mn -$17m -20.8%
Profit before tax and
extraordinaries $105 mn $126 mn -$21m -16.7%

Balance Sheet as at 30/9/1991

Shareholders funds $966 mn $923 mn +$43m+4.7%

These financial stateménts demonstrate the effect on profits and shareholders
funds of the reversal of the benefits taken in 1990. Profits are now understated

and the overstatement of shareholders funds is diminishing.

The appropriateness of the Bank’s accounting treatment for the arrangements

The Bank did not match the benefits from the arrangements with their
associated costs, being $11 million in amortised premium and $10 million in
foregone interest. The Bank did not follow its own general accounting policy

of matching costs and revenues.

For the reasons outlined earlier the Bank’s accounting treatment did not accord

with the substance of the arrangements or have authoritative support.
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Again the treatment did not accord with the advice of E &Y, which by now was
that YTM was the proper method of accounting for the arrangements.

The treatment in the Bank’s accounts was inconsistent with that followed in the
preceding full year. In this half-year the Bank used the arrangements as a
means of reducing the provisioning for doubtful debts and making
compensating reductions in interest income and other operating income.

We conclude that the Bank'’s accounting treatment for the arrangements in the
financial statements for the half-year ended 30 September 1991 was not
appropriate.

There was an overall incorrect reduction in pre-tax profit for the half-year of $21
million or 16.7% of pre-tax profit for that half-year.

The half-year financial statements are unaudited and accordingly there is no
computation of "unders and overs". However it is reasonable to assume that
the above profit understatement was ofiset by the overstated gain of $3.1
million (US$1.75 million @ 0.57) arising from the Bank’s continuing erroneous
treatment of the gain on the capital notes.

When the error on the capital notes is taken into account the profit'

understatement in the half-year to 30 September 1991 is reduced to $18
million, meaning profit before tax was 14.6% lower than it should have been.

Our view concerning the September 1991 financial statements

The profit understatement of $18 million is not, in our view, sufficiently material
to affect the truth and fairness of the results of the Bank for the period.
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We observe, howsver, that these financial statements included several
undisclosed adjustments to components of the Bank’s profit and loss account
and balance sheet. These adjustments were made notwithstanding the firm
advice the directors of the Bank had by then received about the appropriate
accounting treatment of the costs and benefits of the arrangements.

Mr T.K. McDonald and Mr S.L. Maier were appointed to the Board in
July/August 1991. The September 1991 financial statements were approved
in October 1991. McDonald has said that he had no reason to make any
enquiry as to whether the statements were incorrect by virtue of matters
affecting the arrangements. We accept this statement unreservedly. We think
it will also apply to Maier. It also applies in respect of the March 1992 financial
statements of the Bank.

Audited financial statements for the year ended 31 March 1992

A. The financial statements

Due to the amounts the Bank had claimed in the earlier years of the
arrangements it was limited in what it could do in the 1992 financial year. The
Bank included in its reported income for 1992 an amount of $6 million of

benefits from the arrangements. This was credited to "other operating income”.

The effect of this usage of the arrangements on the Bank’s published financial
statements included:
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Profit and Loss A/c year ended 31/3/1 992

Bank YTM Variance
Operating profit before
provns and tax $287 mn $323 mn -$36m -11.1%
Operating profit before
tax $241 mn $277 mn -$36m -13.0%

Balance Sheet as at 31/3/1 992

Shareholders funds $1,046 mn  $1,013 mn +$33m+3.3%

B. The appropriateness of the Bank’s accounting treatment for the
arrangements

The Bank took income benefits of $6 million into its financial statements, $36
million less than the costs of the arrangements in the same year. This meant
that the Bank did not follow its general accounting policy of matching revenues

and expenses.

For the reasons already explained the Bank’s accounting treatment did not
accord with the substance of the arrangements and did not have authoritative
support. In addition to FASB 5, by this time the ICAEW exposure draft referred
to in paras 10.17 to 10.23 had been issued. Both the auditors and Coopers
had advised that the arrangements should be accounted for as an investment.

The treatment foliowed in the 1992 year-end financial statements was similar
to that followed in the 1991 financial statements in that the benefits taken were
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added to interest incoms.

We conclude that the accounting treatment used by the Bank to account for the
arrangements in the financial statements for the year ended 31 March 1992
was not appropriate and did not have authoritative support.

The resultant profit understatement of $36 million, compared to a "correct” pre-
tax profit figure of $277 million appeared to be in a range which could be

considered material.

Because of our awareness of the misstated income from the capital notes we
decided first to review E & Y’s schedule of audit differences.

(a) Qur review of the summary of audit differences

The "Summary of Audit Differences” prepared by E & Y is included as
Appendix P to our report. It concludes that there was an overall understatement

of the Bank’s profit of $8.5 million.

The summary includes a profit overstatement on account of the arrangements
of $16 million, being the accumulated influence the arrangements had had on
the Bank’s profitability from establishment to that point.

Our view is that the differences should only include the annual influences on
profit since all previous variances had been offset in earlier years by other
items. On this the proper measure of the effect of the Bank’s incorrect
treatment of the arrangements which should be recorded in the schedule is an

understatement of $36 million.

The schedule also includes a profit understatement of $36.1 million which was
E & Y's computation of the accumulated difference between the Bank and the
auditors on the capital notes since they were put in place.
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17.27  Our assessment with respect to the capital notes is that the influence for the
year is a profit overstatement of $6.1 million (US$3.36 million @ 0.55).

17.28 We have already commented on the approach taken by E & Y to the
construction of the unders and overs schedules.

(b) The Commission’s revised schedule of audit differences

17.29  Accepting E & Y's other adjustments, our revised schedule of audit differences

becomes:
Arrangements -$36.0 million
Capital Notes +$6.1 million
Other differences, net +$ 7.3 million
Impact on Profit before tax -$22.6 million

C. Our views on the March 1992 financial statements

17.30 A profit understatement of $23 million is an understatement of 8.7% in relation
to the Bank’s corrected profit before tax and extraordinaries for the period. In
our view this is not a material amount. In our view the truth and fairness of the
financial statements of the Bank for the year ended 31 March 1992 was not
materially effected by the way the Bank accounted for the arrangements once
other adjustments are taken into account.
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D. The takeover offer from National Australia Bank Limited

The 31 March 1992 financial statements were the latest statements available
at the time of the offer for the shares of the Bank by a subsidiary of National
Australia Bank Limited ("NAB"). Accordingly we questioned several directors on
the profit understatement in those financial statements in view of that offer.

The responsibility for provision of information to the minority shareholders rests
with the directors of the Bank. In this case they appointed Baring Brothers
Burrows & Co Limited ("Barings”) to provide a report to the minority
shareholders. A high standard of performance could also be expected from

Barings in the circumstances.

(a) Comments from directors

The directors considered the profit understatement was not material. They
pointed out that Barings, who had been retained by the Bank’s independent
directors to provide minority shareholders with an independent assessment of
the reasonableness of NAB's offer and of the Bank’s future sustainable
earnings, would have factored the return flow of funds expected in March 1993

into their calculations.

(b) Comments from Barings

Barings made no mention of the arrangements in their reports to the Bank'’s
directors although they referred at several points to making adjustments for

"non-recurring items".

When assessing the Bank’s recent financial performance, Barings included only
the Bank's income statements for the years ended 31 March 1991 and 1992.

They said:
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As a result of the restructuring programme discussed above, we believe
that the Bank’s profit history prior to 1991 is not relevant in assessing the
future maintainable earnings of the Bank.

17.36  Barings were asked by the Bank, following discussions with the Market
Surveillance Panel of the New Zealand Stock Exchange, to provide additional
written advice to shareholders on a number of supplementary matters in
relation to NAB's offer, including:

whether [NABJ has received, in the course of conducting its due diligence
exercise on the Bank, information which is non-public and which, if it were
public, would, or would be likely to, lead a reasonable investor to believe
that the price offered by [NAB] is too low:

17.37  Barings’ response to this question, as set out in its Ietter of 29 September 1992
to the directors of the Bank was:

In our opinion:

[NAB] has not received information in the due diligence process which
would lead a reasonable investor to believe that the price offered by [NAB]
is too low; and no information has been made available to [NAB] which
would cause us to change our recommendation that the Offer is fair;

17.38  We asked Barings for their comments on several matters in relation to their
report to the minority shareholders of the Bank. They have informed us in a
letter dated 8 March 1993:

... The historical impact of the captive insurance transaction upon the Bank’s
reported profitability in 1991 and 1992 had no bearing upon the future cash
flow projections of the Bank, nor upon our DCF* valuation or assessment
of the faimess of the Offer. However it should be noted that the effect of
the arrangement as it related to 1993 was factored into our DCF valuation...

In our éssessment of the value of the Bank, we also considered the
valuation method based upon the capitalisation of future maintainable
eamnings ("FME"). As indicated in our report, this method is based upon
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the derivation of future maintainable (core) earnings of the Bank. In this
context, the captive insurance ftransaction is a non-core item and
consequently its impact on the Bank’s reported profitability for 1991 and
1992, was not relevant to our assessment of the future core maintainable
eamnings of the Bank.

*Discounted Cash Flow

17.39  With respect to the reasons why Barings did not consider information about the
arrangements to be sufficiently material to influence the views of the reasonable

investor about the share offer Barings advised:

...the impact of the captive insurance transaction upon the Bank'’s recent
historical cost financial performance was not relevant to our valuation of the
Bank, nor was it material in our assessment of the faimess of the offer. ...
It was considered as a non-core non-maintainable item, which, aside from
its residual cash flow impact in 1993, had no bearing upon, or relevance to,
our valuation of the Bank. Accordingly we formed the opinion that this
information, if it had been public, was not likely to have led a reasonable
investor to believe that the price offered by [NAB] was too low.

17.40  This reasoning was expanded on in a second letter dated 25 March 1993.
in their letter Barings set out their own accounting analysis of the BNZ's "future
maintainable earnings". They demonstrate their point of view as follows:

Bank YTM

1992 Operating Profit before

tax $241m $277m
Less Profit Impact of Accting

treatment of Arrangements

(which is a non-recurring

item) 16m 20m
1992 restated profit before

tax $257m $257m

The table demonstrates that the 1992 base for assessing future
maintainable _eamings of the Bank (assuming there were no other
adjustments) was $257 m and this would be arrived at irrespective of
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whether the Bank had accounted for the arrangements on a YTM basis or
under the Bank’s accounting treatment since the arrangements are non-
recurring. It is entirely specious to factor in a $20 m increment to 1992
profits arising from a non-recurring item on the basis it is relevant in
assessing future maintainable eamings. [Original emphasis]

BGBW, for the Bank, have fully endorsed the Barings submissions as also
representing their own views.

(¢) Our comment

The effect of following the YTM approach is to treat the Bank’s earnings from
the arrangements as "core" interest earnings.

Treating the Bank’'s investment in the "premium” as a straight-forward
investment earning interest would have resulted in net interest earnings for the
Bank of $20 million in 1992. Instead there was a net cost of $16 million. Both
those influences are non-recurring. The difference is a $36 million non-
recurring pre-tax understatement in the year ended 31 March 1992. In the year
ended 31 March 1994 the Bank will be able to earn a clear return on the
reinvestment of the payment of $170 million it received on 31 March 1993.
That will be part of the Bank's future core earnings.

While the negative, non-recurring influence on the Bank’s pre-tax income for
the year ended 31 March 1993 is only $20 million, not $36 million, because of
the benefits of $22 million left to claim in that year, the difference in pre-tax
income between the 1992 year and the 1994 year is $36 million.

In our view Barings incorrectly assessed the impact of the arrangements on the
future core earnings of the Bank.

Although we consider there was a $36 million non-recurring influence on the
Bank’'s 1992 pre-tax income from the arrangements we do not believe that
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influence, after taking into account other adjustments such as that relating to

the capital notes, was material to shareholders when considering the

reasonableness of the offer from NAB.

FINANCIAL YEAR ENDED 31 MARCH 1993

Iinterim financial statements for the half-year ended 30 September 1992

The financial statements

The amount remaining to be taken as income under the arrangements in the
year to 31 March 1993 is limited to $22 million, which offsets the remaining

amount of premium to be charged against profits in the same financial year.

Assuming that the Bank took $11 million of benefits in the half-year, all of which
was included in interest income, the effects on the Bank'’s results would include:

Profit and Loss A/c half-year ended 30/9/92

Bank YTM
Operating profit before
provns and tax $149 mn $159 mn
Operating profit before
tax and extraordinaries $117 mn $127 mn

Balance Sheet as at 30/9/92

Shareholders funds $1,115mn  $1,098 mn

Variance

-$1 Om -6.3%

-$1 Om -7.9%

+$17m+1.5%
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The appropriateness of the Bank's accounting treatment for the arrangements

The amount of bensefit taken in the half-year did not match the effective cost of

the arrangements for the same period. Accordingly the treatment did not
accord with the Bank's general accounting policy of matching revenues and
expenses.

As discussed in previous sections, the Bank’s accounting treatment for the
arrangements did not record them according to their substance and was not in
accordance with accepted accounting practice.

We therefore conclude again that the Bank's accounting treatment for the
arrangements was not appropriate.

There was a profit understatement of some $10 million arising from this
incorrect treatment.

This profit understatement would again have been partially offset by the impact
of the Bank’s incorrect treatment of the capital notes, which would have
overstated income by approximately $2.7 million ($$US1.46 million @ 0.54).
A $7 million profit understatement represents a variance of 5.6% from the
appropriate level of profit.

Our views on the September 1992 financial statements

These particular financial statements were released at a time to allow them to
be considered at an Extraordinary General Mesting of the Bank held on 30
October 1992 to address a number of issues related to the NAB takeover offer.
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In the circumstances we would expect the directors of the Bank to have been
meticulously careful to present a set of financial statements which were as
accurate as they could make them.

Taking into account the purposes for which the Bank’s September 1992 half-
yearly financial statements were intended we find that the profit understatement
was not sufficiently material to affect the truth and fairness of those financial

statements for that period.

DEBT SECURITY PROSPECTUSES ISSUED BY THE BANK UNDER THE
SECURITIES ACT 1978

The requirements of the Act and Regulations

The BNZ is an issuer of debt securities for the purposes of the Securities Act.
To mest the terms of the Act and the Securities Regulations the Bank has been
required to register and distribute prospectuses for debt securities since 1 July
1988. The obligation to comply with the Act and Regulations are modified by
the provisions of a Securities Commission exemption notice for registered

banks as a class of "continuous issuers”.

The construction of the Act is such that issuers of debt securities are required
to register a new prospectus each six months, and this prospectus is required
to contain the latest audited financial statements of the issuer plus, if the date
of any deposit with the bank would be more than nine months after balance
date, a set of interim financial statements, which need not be audited, in
respect of the subsequent half-year. Appropriate comparative figures must also

be included.
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The Regulations stipulate that a registered prospectus must contain certain
prescribed information, including accounting information. Clause 16 of the
Second Schedule of the Regulations provides that a debt security prospectus
must contain:

16(1) An audited consolidated balance sheet of the group giving a true
and fair view of the state of affairs of the group -

while clause 27 requires prospectuses to contain:

27(1) An audited consolidated profit and loss account of the group giving
a true and fair view of the results of the group -

Clause 28 details a number of specific matters which must be included in a
borrower's profit and loss account.

Section 56 of the Act provides for certain civil remedies if a person suffers loss
as a result of subscribing for securities on the basis of a prospectus which
contains statements which are untrue. No question of civil liability relating to
loss by depositors has been raised with the Commission.

Section 55 of the Act says:

For the purposes of this Act -

(a) A statement included in an advertisement or registered prospectus
shall be deemed to be untrue if -

(i) It is misleading in the form and context in which it is
included; or

(ii) It is misleading by reason of the omission of a particular
which is material to the statement in the form and context
in which it is included:;
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(b) A statement shall be deemed to be included in an advertisement or
registered prospectus if it is contained therein, or on the face
thereof, or in any report, memorandum, or document accompanying
the advertisement or registered prospectus or by reference
incorporated therein or distributed therewith.

Regulation 5(1) of the Regulations says:

If a statement required to be included in a registered prospectus would be
misleading if additional information were not also included, the prospectus
shall also contain that additional information.

In section 12 of this report we reviewed the financial statements of the BNZ
since March 1988. In this section we consider the Bank’s debt security

prospectuses.

The variances referred to in this section are the same as the revised figures we
used in the preceding sections. Details of these variances can be found in
Appendix K. However the comparisons are made against the amounts stated
in the financial statements as included in each debt security prospectus. These
financial statements are those of the "borrowing group”, i.e. the BNZ parent

only, rather than those of the normal consolidated group.

Our review of each prospectus

Prospectus No 1 dated 21 June 1988

The financial statements

The arrangements were entered into in March 1988. The Bank paid a premium
of $109.8 million, almost all of which was held as a pre-paid expense. No
disclosure was made of the existence of the arrangements or of the

prepayment.
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Clause 9 of the Second Schedule requires a prospectus to include:

In relation to every material contract entered into by any member of the
borrowing group at any time in the 2 years preceding the specified date
(not being a contract entered into in the ordinary course of business of that
member), -

(a) Its date; and
(b) The names of the parties to it: and

(c) Its general nature.

In 1988 the Bank had total assets in excess of $16 billion. The arrangements,
which involved the investment of $110 million, while probably not being
entered into in the normal course of the Bank's business, were not material in
relation to the Bank'’s total assets.

We have stated earlier that we are satisfied that the Bank did not understate
the amount of provisioning for doubtful debts made for the year to 31 March
1988 as a result of it having entered into the arrangements. The only impact
on the Bank’s profit was the cost of one day’s premium, $62,000.

Our finding in relation to Prospectus No 1

We find that, in respect of the influence of the arrangements, the Bank’s debt
security prospectus No 1 did not omit any material matters which should have
been disclosed.
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Prospectus No 2 dated 22 December 1988

The financial statements

Debt security prospectus No 2 incorporated the Bank’s half-yearly accounts to
30 September 1988. These accounts included half-yearly amortisation of the

premium and a compensating "claim” benefit of $20 million.

Our finding in _relation to prospectus No 2

We have concluded at para 14.20 that the influences of the Bank’s use of the
arrangements on its financial statements for the half-year ended 30 September
1988 were not sufficiently material to affect the truth and fairness of those
financial statements, although there were undisclosed impacts on the level of
the Bank’s provisioning for doubtful debts. We find the same with respect to

the financial statements included in this prospectus.

Prospectus No 3 dated 16 June 1989

Comment and our finding in relation to prospectus No 3

Prospectus No 3 included the financial statements of the Bank for the year
ended 31 March 1989. As aiready stated in paragraph 14.26, in our view the
influence of the arrangements did not affect the truth and fairness of those
financial statements. We find the same with respect to the financial statements

included in this prospectus.
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Prospectus No 4 dated 21 December 1989

The financial statements

Prospectus No 4 included the Bank’s half-yearly accounts to 30 September
1989. Those accounts showed an operating loss before tax of $30 million for
the BNZ parent, and profit before tax for the BNZ Group of $18 million.

Our finding in relation to prospectus No 4

On the understanding that the Bank took benefits of $20 million in this period
which were offset against the provisions for doubtful debts, we have concluded
at paragraph 15.5 that the Bank’s use of the arrangements did not affect the
truth and fairness of the Bank's financial statements for the half-year to 30
September 1989. Similarly it did not affect the truth and fairness of the
financial statements included in this prospectus.

Prospectus No 5 dated 25 June 1990

The financial statements

Prospectus No 5 contains the Bank’s financial statements for the year ended
31 March 1990. In that year the Bank "claimed" $94 million under the
arrangements which, in our view, had a significant impact on a number of items
disclosed in the prospectus including:

Charge for provision for doubtful debts of $165 million was $54 million
lower than it should have been;

- Operating profit before tax and extraordinaries, after adjustment for revised
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"unders and overs” was $64 million higher than it should have been;

The level of provisions for doubtful debts in the balance sheet was $94

million lower than it should have been;

The leve! of the Bank’s shareholders’ funds, at $716 million was (after
adjustment for our amended unders and overs schedule) $55 million higher

than it should have been.

Our findings in relation to Prospectus No 5

We have already expressed our view in paragraph 15.152 that the Bank's
published financial statements for the year ended 31 March 1990 did not give
a true and fair view of the affairs of the BNZ at that date or for the period then
ended. We express the same view concerning the Profit and Loss account
included in Debt Security Prospectus No 5. In our view the Bank’s profit and
loss account did not present a true and fair view of the results of the Bank for
the period then ended.

As a consequence we consider that Debt Security Prospectus No 5 did not
comply with the requirements of clauses 16 and 27 of the Second Schedule of
the Regulations. However we observe that no depositor has been prejudiced
as a result of subscribing for any securities on the basis of this prospectus and

that it was issued some three years ago.

Prospectus No 6 dated 19 December 1990.

A. The financial statements

Prospectus No 6 incorporates the Bank'’s interim unaudited financial statements
for the half-year ended 30 September 1990. The prospectus included details
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of the Bank’s "Adbro" restructuring, although the full financial consequences
of that restructuring were not incorporated in the Bank's financial statements’
until the annual accounts to 31 March 1991,

The financial statements in the prospectus included a change of accounting
policy with respsct to the treatment of the deferred tax asset (resulting in a
downwards adjustment of $308 million in the Bank's opening retained
earnings).

We noted in paragraph 16.12 of our report that, assuming the Bank took half
the planned benefits for the year to end March 1991 in the half-year, and after
adjustment for the capital notes, there was a profit overstatement of $13 million
before tax. There would also bs an overstatement of shareholders funds of
$64 million.

We concluded that, although these overstatements were possibly material, their
effect would be overshadowed by the information concerning significant
doubtful debt provisioning (an additional $797 miltion) to be made in the next
full year's financial statements.

The impact of the arrangements on the financial statements in the Bank’s debt
security prospectus is the same, in absolute terms, as that on its published
financial statements. These impacts are:

Profit before tax and extraordinaries of $55 million was $13 million higher
than it should have been;

Shareholders funds of $453 million were $64 million higher than they
should have been.
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B. Our findings in relation to the financial statements in prospectus No 6

In our view the materiality of these variances has to be considered against the
background of the restructuring of the Bank which was going on at that time.
We conclude again that, considered in this light, the variances were not of such
materiality as to affect the truth and fairness of the Bank's financial statements
for the half-year ended 30 September 1990 included in this prospectué.

C. The restatement of specific provisions

(a) The statements in the prospectus

During the course of 1990 the Bank decided to restate its disclosed level of
specific provisions for doubtful debts. This arose as a consequence of a
change in the accounting treatment of past benefits taken under the
arrangements. This lead to a misunderstanding between the Bank and the
Registrar of Companies at the time of registration of Prospectus No 6 in
December 1990. We found it necessary to review the circumstances of this

misunderstanding.

While the Bank’s 31 March 1990 financial statements, as incorporated in
prospectus No 5, had shown the level of the Bank's specific provisioning as
$893 million, the statement in debt security prospectus No 6, under the heading

"Material Contracts" said that:

Bank of New Zealand had already recognised and provided for a restated
amount of $955.4 million as at 31 March 1990.

The difference of $63 million mainly comprised the level of the earlier benefits
taken under the arrangements which had been offset against the Bank's

specific provisions for doubtful debts.
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Note 6 "Advances and Other Accounts” on page 17 of the prospectus includes
the following statement:

The amount of $955.4 million in respect of doubtful debts referred to on
page 5 of this prospectus results from the fact that this amount takes
account of adjustments which have been made subsequent to the balance
date including debts not transferred to Adbro, exchange fluctuations and
debts for which reimbursement will be made from third parties through a
subsidiary company.

This statement that "reimbursement will be made from third parties through a
subsidiary company” is the only published reference to the arrangements
known to the Commission prior to the statements in the House of
Representatives in 1992,

(b) Documents provided by the Bank

An internal Bank memorandum from Purvis to Pyne, dated 17 December 1990,
headed "Prospectus No.6" says:

Two issues remain unresolved as regards the finalisation of the above
Prospectus for registration.

1. The first issue relates to the discrepancy between the balance of
specific provisions at 31 March 1990 as detailed in the Annual
Report and last prospectus of $893.9m for the parent company and
the level of provisioning restated in the restructuring transaction of
$955.4 m.

The major difference between the two amounts is the debt insurance
totalling $94 m.

We have experienced great difficulty with Mr Grasme Cassells of the
Companies Office in agreeing appropriate wording to explain the variance -
to date we have not used such terms as indemnity’ or 'debt insurance’.

Attached are two wordings which we consider factually explain the
situation. Richard McLean of Buddle Findlay prefers the statement:

“reimbursement from third parties will be made through a subsidiary
company.”
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In his opinion the other statement:
mreimbursement will be made from a subsidiary company”

may be misleading by the omission of a particular, section 55 of the
Securities Act says that a statement may be misleading by reason of the
omission of a material particular.

Peter Garty of Ernst & Young has also reviewed both wordings and while
both would be acceptable, his preference is also for the fuller disclosure.

Either of the proposed statements could result in further questions about
the source of the reimbursements. This could in turn lead to the disclosure
that there have been $200 million of further bad debts which have never
been disclosed as such in the Bank’s accounts.

Urgency is now required if we are to have the prospectus registered, before
the E.G.M.

The final wording was settled after this memorandum had been sent. We
understand that individual directors of the Bank were contacted by Purvis, at
the request of Pyne, to clear the final wording before the prospectus was

registered.

The restatement of the level of specific provisioning was referred to again in
May 1991. A memorandum dated 23 May 1991 from Shelton to the Audit Sub-

committee of the Board, stated:

The transfer of specific provisions to Adbro has required a restatement of
the comparative balance sheet figures on a gross basis. This may lead to
questions from analysts, and the Companies Office with respect to the next
prospectus. In anticipation of this, the matter has previously been
positioned with the Companies Office by including in the last prospectus the
following explanatory comment...

[Repeats the paragraph set out in paragraph 19.31 above]
We do not see any particular problem but it may become difficult to explain

the movements in specific provisions without disclosing the existence of the
debt insurance.
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We questioned a number of directors and officers of the Bank on this matter.
We also questioned Mr Graham Cassells, Senior Investigating Accountant, of
the Wellington Office of the Registrar of Companies.

(c) Evidence to the Commission

Sadler, when asked what he thought was the basis of the concern expressed
in Shelton’s note about disclosure of the arrangement, said at p.254:

Because it would just lead to another note. Here we have something else
to put in as a specific note in the accounts. You try and keep those to the
minimum. ...

Later Sadler was asked if it was not a matter of importance to him whether or
not, in a note to the prospectus or otherwise, reference was made to the
existence of the insurance policy. He replied at p.256:

No because the use of the policy was immaterial,

Purvis, who was primarily responsible for the preparation of the Bank’s debt
security prospectuses, was asked if he knew, at the time of the problems with
registering prospectus No 6, of any reluctance on the part of the Board to
disclose the existence of the arrangements. He said at p.1303:

I'm not sure if reluctance was the right word, but certainly it wasn't
disclosed.

Purvis was asked whose decision it was not to disclose the existence of the
arrangements. He said at p.1304:

...the use of the debt insurance was within the bounds of what it had been
established for in 1988 reaffirmed by the Board in 1 989, it hadn't been
disclosed at those points in time and | think ... there was a perception it
would create just as many difficulties as not disclosing. So | think at the
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end of the day weighing all those up and with the concurrence of the
auditors and our legal advisors, | think the general consensus was that we
didn’t need to disclose it.

Purvis was asked if this was the consensus of management. He said at
p.1304:

| think it was the consensus of management and | think it was also
consensus with the audit sub-committee and as | had previously advised
the [Commission], we did review our financial statements and all the notes
to the accounts fully with the Committes, and disclosure of the debt
insurance was raised with them, and they were aware that it was not
disclosed.

Purvis was asked if he was aware of any policy on the part of the Board or the
audit sub-committee that disclosure of the insurance arrangements should not

be made in the company’s accounts or prospectus. He said at p.-1316:

| think the directors wanted to continue their previous policy that it was not
disclosed, yes.

Purvis was asked if this was a policy already known to him or recognised by
him before he encountered the problems with Mr Cassells, he said at p.1316:

Disclosure of the debt insurance was debated with the 1990 accounts with
the change in the accounting treatment and the directors’ decision was
made not to disclose it at that time. ....all | am saying is that | went back to
the policy that was in place when the annual accounts had been provided
and continued on the basis that that policy was still in place, and from that
basis this note was written to the Managing Director and subsequently to
all the Board.

Later, when asked if the Bank was deliberately seeking to mislead the Registrar

of Companies, Purvis said at p.1319:

Waell from my personal ... involvement in the process | don 't think it was a
deliberate process that we were trying to thwart the Registrar. We certainly
didn’t tell the Registrar of the existence of the debt insurance. ...
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Phillips, who was primarily responsible for liaison with the Registrar, was asked
what were the difficulties he had in explaining the discrepancy in the levels of
specific provisioning which had been picked up by the Registrar's staff. He
said at p.1023:

...t was acknowledged that the debt insurance was, or had not been
disclosed in previous annual reports or prospectuses. ...it hadn’t been
disclosed previously and [it] would be appropriate not to disclose at that
time. So, but | never had any written instruction, | never saw any
documentation that said categorically this is not to be disclosed to anybody.
That's just the feeling that | had...

The Bank’s initial explanation to the Registrar was that the discrepancy in the
provisioning figure primarily related to foreign exchange losses, also that the
figure did not take account of miscellaneous provisions held in the item "bills
payable and other liabilities”. Phillips was asked if he agreed that this
disclosure was less than frank. He said at p.1026:

Yes. There certainly in material terms you are right. | guess the answer is
yes. Those other factors were part of it but they weren't the material
difference.

Phillips was asked if the final wording which was put forward had come from
the Bank’s solicitors, Budfin. He said at p.1027:

I don’t know the answer to that. | just can't recall. ...Charles [Purvis] and
I sat down with Richard MclLean [Budfin] for some hours that night
discussing the various options for wording. ...

Shelton, when asked why the Bank appeared to be reluctant to disclose the
existence of the insurance arrangement, said at p.881:
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Well as I've said the policy up till that stage had not been to disclose it so
| had been in effact highlighting that we may need to again not because it
was necessarily legally necessary or accounting policy necessary but just
because if we didn't we might have two figures without a bridge between
them which was not a desirable situation.

Asked why the Bank had a policy of not disclosing the arrangements, Shelton
said at p.881:

The policy was in place before | arrived. The Bank’s general policy had
been to disclose what was required to be disclosed in terms of discussions
with auditors and it was just the status quo that there hadn't been, ...

Pyne, who was Managing Director at the time of registration of prospectus No
6, was asked if there was a Board instruction or known Board policy at the time
of registration of that prospectus that the existence of the policy should not be
indicated. Pyne responded at p.1557:

| think the Board was following, | am not sure that there was any policy
decision | mean it was certainly understood by all Board members and by
members of the finance area that the Board considered it not necessary to
disclose it. :

Pyne was referred to Shelton'’s memorandum (see para 19.34) and asked if he
thought this indicated a reluctance on the part of Bank management to reveal

the existence of the policy. He replied at p.1566:

No | think that to me that indicates an intention to follow with the consistent
policy of not disclosing it.

Asked why not take the opportunity to disclose the existence of the
arrangement in the No 6 prospectus, Pyne said at p.1567:

Waell it hadn't been disclosed before and we were following a consistent
policy since 88 in not disclosing it.
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Garty was asked about the Bank's policy on disclosure of the existence of the
arrangements. He said at p.426:

My understanding of it at 1990 was still that the directors and mariagement
did not want to put a note disclosing the existence or the use of it.

Asked if he had any doubt about the Bank's attitude Garty said at p.427:

Well | think if you look at the prospectus No.6 you'd had to make that
conclusion yes.

Cassells confirmed he was never told of the existence of the insurance
arrangements. He eventually accepted the wording put forward by the Bank.
He said he did this following discussions with Garty of E & Y. Cassalls, after
outlining difficulties in getting in touch with Garty, said at p.598:

-..eventually when he came back to me he sort of assured me that there
were no real problems. | didn't get any real explanations ... but | felt
confident enough that if he was happy as auditor then | was happy...

(d) Submissions on behalf of certain directors of the Bank

RMcV, on behalf of certain directors, has submitted:

Itis quite wrong and misleading to infer that there was a deliberate "policy”
by the board of non-disclosure of the existence of the insurance. The
efforts made by the staff arose from the fact of previous non-disclosure,
and a "feeling” by some staff members that it was not to be disclosed. Mr
Phillips, who was responsible for the liaison with the Registrar, clearly
stated that he had no instructions about non-disclosure.

The initiative for non-disclosure did not come from the board, but from the
staff. Of their own initiative, they undertook the wording exercise with the
help of the Bank’s legal advisers. Although some of the initial responses
to the Registrar by staff were evasive and less than frank, that was not
driven by or even known to the board. There is a real danger that such
actions by staff are imputed to the Board's level of knowledge. The board
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did not know. In fact it is most unclear whether board members were even
properly informed about the issue at all.

-----------

It is clear that none of any underlying staff concerns about secrecy or any
positive "policy” of non-disclosure arose from or were raised at board level.
The directors were simply presented with the prospectus with a proposed
note, were told that it was to deal with a post Adbro discrepancy, had been
approved by the auditors, lawyers and Registrar, and they accepted the
advice.

D. Our views on the Bank’s disclosures in prospectus No 6

The Registrar's staff observed a discrepancy between the amount of the Bank's
specific provisions as described in its press reiease and as disclosed in draft
prospectus No 6. The Bank was required to explain this discrepancy. It related
to a variance which had arisen from the accounting application of benefits
under the arrangements in prior periods.

The Bank could have taken the opportunity to disclose the nature and previous
treatment of the insurance arrangements at that time. Instead staff went to
considerable lengths to devise a wording which they thought covered the

situation and yet avoided any reference to "debt insurance" or "indemnity".

We are satisfied on consideration of all the evidence that it was a settied and
consistent policy of the Bank not to disclose the existence of the arrangements

to its shareholders or depositors.

Did prospectus No 6 contain an "untrue” statement? In paragraph 19.5 we set
out the provisions of section 55 of the Act relating to the definition of "untrue”
statements in a registered prospectus. Of particular relevance is subparagraph

(a), which deems a statement to be untrue if:
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(i) It is misleading in the form and context in which it is included; or

(ii) It is misleading by reason of the omission of a particular which is
material to the statement in the form and context in which it is
included;

19.58  The relevant statement in the prospectus is:

...and debts for which reimbursement will be made from third parties
through a subsidiary company.

19.58 It was prepared in consultation with the Bank's lawyers and auditors who both
supported it. The statement does not:

(a) refer to the existence of and describe adequately the material terms
of the documents which were used as a vehicle through which
these "reimbursements” were to be madse; nor does it

(b) acknowledge that the "reimbursements” are being made from the
proceeds of the investment, at interest, of a substantial sum of the
Bank’s own resources.

19.60  However, in the context in which the statement was used, we do not consider
there was an "untrue statement” for the purposes of the Act. An incomplete
explanation of the change in the opening level of the Bank'’s specific provisions
for doubtful debts was unlikely, in our view, to have a material bearing on how
a reader of the prospectus would have viewed the financial condition of the
Bank at that time.
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Prospectus No 7 dated 25 June 1991

The Financial Statements

Prospectus No 7 contained the Bank's financial statements for the year ended
31 March 1991. During that year the Bank utilised $38 million of the benefits
under the arrangements. This had a relatively neutral influence on the Bank’s
overall profitability although the level of shareholders’ funds remained

overstated.

In terms of the balance sheet included in prospectus No 7 the principal impact

was:

Shareholders funds of $703 million were overstated by $57 million (after

taking account of "unders and overs”).

Our finding concerning prospectus No 7

In paragraph 16.22 we expressed our view that the influence of the
arrangements on the Bank’s financial statements for the year ended 31 March
1991, while significant in monetary terms, was not sufficiently material to affect
the truth and fairness of those financial statements. We find similarly with

respect to the financial statements in prospectus No 7.

Change in Accounting Policy

During this period the Bank received advice from Coopers in its Operational
Review report, and from E & Y, that it was not following the correct accounting
treatment for the arrangements. The Bank also received advice concerning
whether or not it should make a prior period adjustment in its accounts to
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reflect the previous misreporting of the arrangements.

Our finding in relation to the change in accounting policy

In our view the Bank should, 'at that point, have changed its accounting policy
for the treatment of the arrangements.

We believe the Bank's actions in circulating prospectus No 7 should be looked
at in the light of the advice the directors had by then received from both
Coopers and E & Y that their method of accounting for the arrangements was
no longer in accordance with best practice. The Bank had an opportunity, at
a time when a major restructuring provision was included in the accounts, to
also pass the adjustments to correct for the misreporting of the arrangements.
It chose not to do so.

Prospectus No 8 dated 13 December 1991

The financial statements

Prospectus No 8 incorporated the Bank's financial statement for the half-year
ended 30 September 1991. During that period the Bank took a nil net benefit
from the arrangements but made adjustments to several line items in the
accounts.

Overall, when compared to the YTM method, and adjusting for the capital
notes, the impact on the Bank’s financial statements was:

Profit before tax and extraordinaries, at $88 million, was $18 million lower
than it should have been.
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The impact of the low utilisation of the loss insurance on the balance sheet was
to reduce the previous overstatement of shareholders’ funds by $16 million.
This meant that:

Shareholders’ funds of $743 million were $41 million above what they

should have been.

Our findings in relation to prospectus No 8

in our view the influences of the Bank’s use of the arrangements on its financial
statements for the 6 months ended 30 September 1991 were not sufficiently
material to affect the truth and fairness of those financial statements.

Prospectus No 9 dated 26 June 1992

The financial statements

Prospectus No 9 is the last prospectus issued by the Bank prior to it sale to
NAB. It includes the Bank's financial statements for the year end 31 March
1992.

The Bank used $6 million of the claim value of the insurance arrangements in
the year ended 31 March 1992. The effects of this utilisation were:

The Bank’s net profit before tax and extraordinaries of $160 million, was,

after adjustment for revised "unders and overs”, $23 million understated.

The Bank’s shareholders funds’ of $731 million were $24 million overstated.
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Our findings in relation to prospectus No 9

19.73  In our view the understatement of the Bank’s profitability is not sufficiently
material to affect the truth and fairness of the Bank’s financial statements for
the year ended 31 March 1992 as published in the prospectus.
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PART V

MISCELLANEOUS MATTERS

FRAUD

During the course of our enquiry we did not find any evidence to suggest that
any director or officer of the Bank or of any shareholder of the Bank, or any
member or employee of the auditors or legal advisers to the Bank, had
committed any offence or conspiracy of a fraudulent nature in relation to the

putting in place, administration or accounting treatment of the arrangements.

BREACH OF FIDUCIARY DUTY

We have considered whether there were any circumstances in which directors
of the Bank with conflicts of interest may have been in breach of any fiduciary
duty to the Bank.

From May 1989 to November 1992 the Bank had two major shareholders, the
Government of New Zealand and Capital Markets Limited ("CML"), later Fay,
Richwhite & Co Limited. ("FRL").

Following CML’s acquisition of a stake in the Bank in May 1989 that company
nominated three directors, Fay, Congreve and Mr G.T. Ricketts (“the FRL
directors”) to the Board of the BNZ.

It has become apparent during our enquiry that the FRL directors took a close
interest in the running of the Bank since their appointment to the Board. Fay

was the chairman of the Operational Review Committee established in late
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1990. On their own evidence the FRL directors of BNZ spent a great deal of
time at the Bank and participated in numerous formal and informal meetings.

We were told that the FRL directors of BNZ were assisted by three members
of the staff of FRL, John Laird, David Botting and Henry Tait, on a full time
basis. These three staff members signed confidentiality agreements with the
Bank and, according to Fay and Congreve, operated within the offices of FRL
behind a permanent Chinese Wall.

We were told that some of the FRL directors of BNZ, the three FR staff
members, Pyne and Shelton met in Auckland in March 1990 as part of the
Bank's budget and planning process. We understand that that group
developed various scenarios covering many combinations of profit outcomes,
including the implications of the use of the benefits under the arrangements.

We did not think it was inappropriate for Pyne and Shelton to confer with FR
staff in circumstances of strict confidentiality as described. The BNZ
investment was a very large one for CML/FRL and it was not unreasonable for
FRL directors of BNZ to seek logistic and analytical support from FRL. It is
critical that the FRL directors of BNZ should recognise their fiduciary obligation
to all shareholders of BNZ in this process. We saw no evidence to suggest
that the process had besen misapplied.

We questioned other directors about the FRL influence on the affairs of the
Bank. Sadler, who was an independent director on the Board, was asked to
comment on whether there was any intrusion he would regard as improper in
the affairs of the company by either of its substantial shareholders, for example,
in the process of setting provisions, administering the arrangements,
determining the profit for the year or recommending any dividend payment. He
said at p.278:
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No none at all. | can be very forthright. ... | think there was one little
attempt to screw the scrum a wee bit in the first meeting [after the
introduction of Fay Richwhite as a major shareholder] and it got jumped on
and from the viewpoint of Fay Richwhite exemplary behaviour and we're
very lucky to have the quality of directors that we had there. Geoff Ricketts
in particular his standing, judicial and his way of thinking and didn’'t see
things from an individual shareholder viewpoint and Robin Congreve
similarly and Michael Fay I've no complaint at all. The great benefit of
Michasl Fay was in fact the energy and thinking that he brought to how do
we make this Bank work, how to make it go and he was tremendous.

21.9 He added that the only intrusion over the period of his service as a director
related to the establishment of the Operational Review Committes, a committee
of directors, in late 1990. That was an initiative of the Government. In Sadler’s

words at p.278:

So that was it that was good for the Bank.

21.10 Pyne was questioned about the 1990 profit result and its proximity to the
merger of FRL and CML. He was asked if that merger had been considered

at all when looking at the Bank’s profit position. Pyne said at 1534:

Absolutely not. | will say and | am under oath that at no time that | was
managing director of that Bank did any director or shareholder and that
includes the Government in any way act to influence the Bank's results.
There was never any indication at the Board table, all decisions at the end
of the day were a consensus decision, we never had to vote on anything
and those decisions were always made at the Board table and | never saw
any indication of an attempt to influence that situation. No.

21.11 We consider that there was no evidence of a breach of fiduciary duty on the

part of any director of the Bank in relation to the arrangements.
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ASPECTS OF THE ADMINISTRATION OF THE ARRANGEMENTS

Our enquiry into the arrangements has been more prolonged than it needed to

be because of a number of unsatisfactory aspects to the manner in which they

have been administered by the Bank. Particular points of concern for us have

been:

(a)

that the Bank did not obtain legal or audit opinions relating to the
nature of the arrangements and was unable to tender documents

to us in relation to this matter;

there was a lack of certainty about who within the Bank was
responsible for administering the arrangements. Diack appears to
have been mainly responsible for negotiating the arrangements, but
it was not clear which department of the Bank should take
responsibility thereafter. The accounting section in due course
acknowledged responsibility for making the claims and paying the
ongoing annual fees but there appears to have been some
confusion about this.

the Bank did not make claims under the arrangements for the
income benefits taken into its financial statements. The only claims
which were made were in respect of payments due to the Bank
under the payments schedule forming part of the arrangements,
that is $10 million at the end of March 1990, 1991, and 1992 and
$170 million at the end of March 1993.

The accounting section has been responsible for making the claims
but the manager responsible, Phillips, told us that he had never

seen the contract documentation.
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Phillips, Purvis and Dowland each told us that their understanding
was that by giving "indemnity notices”, which specify the debts and
investments covered by the policy, the Bank was making claims.

Garty of E & Y was aware that the Bank was not making. claims
when income benefits were being recognised in the Bank’s financial
statements but seemed unconcerned. He said at p.509:

... given the content of what the [policy] was it [was] all a bit
meaningless...

The Bank did not pass journal entries in its main accounting ledgers
in 1989 and 1990 to record the income benefits of $40 million and
$54 million offset against the specific provisions for doubtful debts
in those years. Instead the specific provisioning schedules were
reduced by the amounts taken under the arrangements and net

entries were passed.

This situation was only remedied in 1991 when the Adbro
restructuring was undertaken and the Bank’s specific provisions
were restated. This restatement of specific provisions was the
source of the difficulties encountered with the registration of debt
security prospectus No 6 when the Registrar’s staff detected the

discrepancy.

The accounting staff described their failure to pass the full entries
when due as being the result of "sloppiness”. The Commission
accepts this explanation and concludes there was no ulterior motive
to the Bank’s actions. |
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REPORTING TO THE RESERVE BANK OF NEW ZEALAND

It has not been a purpose of our enquiry to scrutinise the Bank's corﬁpliance
with the requirements of the Reéerve Bank of New Zealand ("RBNZ") as
prudential supervisor of the Bank. Nonetheless we did make limited enquiries
of the Governor of the RBNZ, Dr D.T. Brash. -

The BNZ first became subject to formal conditions of registration, including a
capital adequacy ratio, on 14 June 1990. The Bank has published details of
its capital adequacy ratios in its Annual Reports since 1991. The Bank has
always been shown as having exceeded its ratio requirements.

In our report we have expressed our view that the Bank’s pre-tax profits in
1990 were overstated by some $64 million (before tax and extraordinaries).
Based on the Bank’s level of capital reported at that time we are satisfied that
the consequential adjustment of around $55 million to the Bank’s tier one
capital would not in itself have put the Bank below its prudential requirement.
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PART VI

CONCLUSIONS AND REFERRALS

CONCLUSIONS

Nature of Arrangements

In March 1988 the BNZ entered into certain arrangements through its
subsidiary BNZS whereby losses of up to $200 million on debts owing to the
Bank occurring over a five year period were described as being insured with a
Dutch insurance company BV, which in turn reinsured 90% of its risk with
EPUL, a member of the EPI group. BV was nominally owned by Kredietbank
SA of Luxembourg, an associate of a major Belgian bank.

The Bank paid a single sum of $109.8 million to EPBC from which a premium
of $108.9 million was paid to BV to cover the full five year period of the
arrangements. The proceeds of this premium were initially invested in zero
coupon bonds issued by BNZF and several months later were reinvested in
terms of a deposit agreement with the major Japanese bank DKB. The
maturity dates of the bonds, and of the payments due under the deposit, were:

$mn
31 March 1990 10
31 March 1991 10
31 March 1992 10
31 March 1993 170
200

The bonds and later the deposit were held by EPHKTC, another EPI group
company on certain trusts which the directors of the Bank were told were for
the benefit of the Bank.
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24.4 It was agreed that payments in settlement of any claims would be made only
in accordance with the maturity schedule of the bonds/deposit.

24.5 The Bank recognised as income in its financial statements the following
benefits taken under the arrangements:

$mn

Y/e 31 March 1989 40

Y/e 31 March 1990 94
Y/e 31 March 1991 38
Y/e 31 March 1992 6
Y/e 31 March 1993 22

200

|

The Bank did not make claims corresponding to these income benefits.

Instead, the Bank made only the tollowing formal claims, in the form specified
in the contractual documentation: '

$mn
30 March 1990 10
26 March 1991 10
31 March 1992 10
25 March 1993 170

200

These claims closely preceded or coincided with the dates on which it had

been agreed payments would be made. Payment of the claims by the Bank
was covered by the funds from the maturing investments.
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The arrangements were facilitated by the EP group of companies which over
the five years of the arrangements received fees from the Bank of around
$1.15 million. In addition the Bank incurred other professional fees and
expenses, including the costs of capitalising the Dutch insurance company and

payments to the nominee directors of BV, in the order of $0.5 million.

Kredietbank had a "put” option over its shares in BV back to an EP group
company. In other words Kredistbank could, if it wished, require the EP group
company to take back the ownership of BV. To our knowledge this option was

never exercised.

Entry into the arrangements

The directors of thé Bank first learned of the proposal for the Bank to enter into
the arrangements in the agenda papers for a board meeting on 17 March 1988.
The decision of that mesting was to refer the matter for approval to a sub-
committee of the Board comprising, for convenience, two of the Wellington-
based directors of the Bank including Campbell as chairman. The other
member of the sub-committee, which met on 30 March 1988, was Bayliss.

The directors were told that the principal purpose of the Bank entering into the
arrangements was "income smoothing™. The arrangements were available to
protect the Bank from the one-off "hit” which might arise over the duration of
the arrangements. The directors were informed that the Bank’s auditors and
legal advisers had been closely involved with the development of the
arrangements and had endorsed the validity and viability of the arrangements

"for the purposes intended".

Our finding is that no discussions took place with the auditors before the
afternoon of the day on which the Bank entered into the arrangements and the

auditors were not then asked to advise on the validity or viability of the
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arrangements. With respect to the Bank’s legal advisers our finding is that they
were not asked to give advice on the proposed use of the arrangements, in
particular, for the purpose of "income smoothing™. We find that the directors
were misinformed by the management as to the involvement of the Bank’s
auditors and legal advisers.

We noted that the same partners of Budfin accepted instructions from both the
Bank and the EP interests in respect of the arrangements. It appears that the
Board was not informed of this. In our view it would have been prudent for the
Bank to have required separate firms of solicitors or at least different partners
of the same firm to act for the parties on the different sides of the transaction
in the particular circumstances of this case.

We consider that the directors should have been informed of the level of fees
payable by the Bank and should have been required to approve them.

In our view the adequacy and level of clarity of the information provided to the
Board fell well short of the standard the board was entitled to expect for the
purpose of deciding whether to commit the Bank to arrangements of such size
and complexity.

We have been critical of the clarity of the information provided. in addition, the
memorandum submitted to the sub-committes of the Board, and later the full
Board, omitted some details, including the put option. Nevertheless, by the
time the sub-committee minute reported that the decision had been made to
proceed with the arrangement, it is our view that the directors had sufficient
information given them to appreciate that the arrangements were little more
than a "money-go-round” with the Bank at their conclusion getting its own
money back with accrued interest. It is apparent from the evidence and the
documents that at least two directors in 1988, Lojkine and Pearson, had a
proper appreciation of the true nature of the arrangements.
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While we do not consider "income smoothing” to be a proper reason for the

Bank to enter into an arrangement of this size and cost we are satisfied that

the directors of the day approved the Bank entering into the arrangements on

the basis:

(a)

(b)

That there was no risk of the Bank losing its funds. The directors
of the day were satisfied that, in any eventuality the Bank would
always be able to receive the full $200 million back, by appropriate

claims under the arrangements;

That decisions on use of the benefits available under the
arrangements would always remain within the control of the

directors rather than the Bank’s management.

The essence of the arrangements was that a sum in the order of $110 million

was invested in securities yielding $200 million by the end of five years. There

was interest of $90 million earned by the Bank over the period. The objective

of "income smoothing” can be expressed at the two opposite extremes of the

practice, by either:

(a)

(b)

Setting aside $22 million of the Bank's profits in each of the first
four years of the arrangements, recognising none of the foregone
interest over that period, thereby depressing the Bank’s reported
income for those four years, and then claiming and bringing into
income the full $200 million in 1993; or

Claiming $200 million on 31 March 1988, all of which would-be
offset against the charges made against income for provisioning for
doubtful debts, thus increasing the Bank’s income by $200 million
in that year, and spreading the premium and foregone interest cost

over the next five accounting periods.
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Of these two extremes the latter is the more objectionable in that it has the
effect of anticipating income contrary to the criterion of "prudence" stipulated
in paragraph 4.8 of SSAP-1.

The reality of the Bank's use of the arrangements fell between these extremes.

Legal nature of arrangements

The formal legal documents evidencing the arrangements describe the
arrangements in terms of insurance and reinsurance. We have examined the
question of whether the arrangements were insurance contracts as a matter of
law.

We are of the view that when regard is had to all of the surrounding documents
and circumstances it is doubtful whether the arrangements can properly be
described at law as a contract of insurance. We do not consider that the
formal documents evidenced the complete agreement between the parties and
the memoranda presented to the respective boards of the Bank and EPBC and
the surrounding circumstances must be looked at to determine the true nature
of the arrangements. In addition, there was no sufficient element of speculation
or risk as far as the insurer was concerned for the arrangements to be a true
contract of insurance. The question is not beyond doubt because of the width
of the pronouncements in a recent decision at appellate level of the Australian
Federal Court. We have doubts as to the proper basis of that decision but if
its authority is accepted there may be grounds for treating the present
arrangements as being a true contract of insurance. We are of no doubt,
however, that for accounting purposes, and when examined from an economic
perspective, the arrangements were not in substance an insurance policy but
a form of investment.
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Use of the arrangements at 31 March 1988

The arrangements were put in place on 30 March 1988. The Board was
informed by management that there were "obvious benefits” to the Bank in
entering into the transaction and effecting the payment of the premium before
31 March 1988. We have been unable to find what those "obvious bensfits”

were.

We have been told that there was the possibility of a taxation benefit to the
Bank through the expensing, for tax purposes, in the financial year ended 31
March 1988, of some or all of the premium which the Bank paid on 30 March
1988. No such benefit accrued to the Bank and we are confident that if the
Bank had sought proper taxation advice at the time it would have appreciated
that any such benefit was impossible to obtain under tax law of the time.

We were concerned to see whether the "obvious benefits” related to the ability
of the Bank to offset some or all of the $200 million claimable under the
arrangements against the charge made against income for provisioning for bad
and doubtful debt provisioning in the Bank’s financial statements for the year
ended 31 March 1988. |

We examined this question closely. We reviewed the relevant material
considered by the Board of the Bank from September 1987 onwards. We
reviewed the working papers of the Bank’s auditors, E& Y. We questioned the
Bank's then directors and executives at length. We have found no evidence
to indicate that the Bank’s financial statements for the year ended 31 March
1088 were amended or adjusted in any way on account of the Bank's ability to

make claims of up to $200 million against the arrangements.
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Limited use of the arrangements in financial statements in 1988-1989

We found that the Bank first recognised income as a benefit under the
arrangements in its interim financial statements for the six months ended 30
September 1988. Bank management proposed that the Bank make a claim of
$60 million to be offset against the charge for provision for doubtful debts in
that period. After extensive discussion the Board decided to take only $20
million of benefits under the arrangements. This amount approximately
represented the amount of the premium under the arrangements expensed to
that point ($11 million) and the amount of the interest foregone on the Bank'’s
investment in the insurance premium ($7 million).

Our findings are that the Directors of the time were of the view that it was
unacceptable to claim more than the cost of premium amortised to date and the
interest income foregone to the same point because that would have meant
anticipating unearned income.

We are satisfied that the Board of the Bank adopted an accounting policy from
October 1988 not to claim more in benefits than was matched by the costs of
the arrangements incurred to the same poiht. This policy is evidenced in
various internal Bank memoranda and documents, and was followed in the
Bank'’s financial statements in the year ended 31 March 1989 (when $40 million
of benefits was claimed) and in the interim financial statements for the six
months to 30 September 1989.

The Bank suffered a major loss in the year ended 31 March 1989 ($946 million
before tax, $648 million after tax and extraordinaries) which was followsd by a
capital injection through a rights issue to existing shareholders, underwritten by
the Crown, and the sale of shares to Capital Markets Limited. There were a
number of changes to the Board of the Bank during 1989, with Campbell,
Pearson, Lojkine, Leeming and Morrison all leaving the Board and being
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replaced by Sadler, Pasley, Fay, Congreve and Ricketts.

More extensive use of the arrangements in 1990

The Bank made its most extensive use of the arrangements in the year ended
31 March 1990, in which benefits of $94 million were claimed. Of this amount,
$54 million was used to reduce the charge made for provisioning on account
of doubtful debts while the remainder was used to offset the charge made for
amortisation of the premium ($;22 million) while the balance ($18 million) was
added to interest income to compensate for the foregone interest on the

premium.

The Bank recorded net profit before tax and extraordinaries of $100 million in
the year ended 31 March 1990. At first sight the Bank’s use of the
arrangement appeared to contribute over half ($55 million) of that pre-tax profit.

‘That influence was not disclosed in the Bank’s financial statements. The

financial statements had an unqualified audit report from the Bank'’s auditors,
E&Y.

The Bank's use of the arrangements gave rise to a number of important

questions, including:

(a) How should an arrangement like that entered into by the Bank in
March 1988 be accounted for in the financial statements of the

Bank?

(b) Was it open to the Bank to use the accounting treatment it did for

the arrangements in 19907

(c) Why was the influsnce on the Bank's profitability not disclosed?
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Was it open to E & Y to give the financial statements an unqualified
audit opinion?

We have studied the records of the Bank and of E & Y and have recsived

evidence from past and present directors and executives of the Bank. We have

heard from independent expert witnesses called by the Bank (T row) and by
certain 1990 directors (Hays). We have heard from the responsible audit
partner in E & Y (Garty) and from E & Y’s National Director of Accounting
(Hickey). We have received submissions from counsel! for the main parties.

We have researched accounting literature in New Zealand and abroad. We

have reached the following conclusions:

(a)

(b)

To accord with best accounting practice, supported by relevant
accounting authorities from the United States, the appropriate way
to treat arrangements of the nature entered into by the Bank is to
treat them according to their economic substance rather than their
purported legal form. That is, the arrangements should be treated
as a deposit earning interest each year rather than as an insurance
contract. Our review of accounting literature indicates that the
concept of treating matters according to their substance rather than

their form was entrenched in accounting thinking well before 1990;

In our view it was not open to the Bank to use the accounting
treatment it followed in 1990. That method was:

(i) inconsistent with the Bank’s own general accounting policy

of matching revenues with expenses;

(ii) inconsistent with the particular accounting policy adopted
by the Bank in October 1988 to record benefits taken under
the arrangement;
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(iii) contrary to the views of E & Y that a different form of
"matching” expenses to revenues should be adopted by the
Bank; '

(iv) responsible for the anticipation of income which was neither

prudent nor conservative,

(v) without authoritative support and outside the bounds of

generally accepted accounting practice at that time.

The directors’ reason for not disclosing the influence in the accounts
was that the impact on the Bank's balance shest level of doubtful
debt provisioning ($1.2 billion) was not material. The directors
argued moreover that there was no influence on the Bank’s
profitability because if the Bank had not used the arrangements it
would have made a corresponding reduction in its general provision
for doubtful debts. We do not accept these arguments. In our view
the influence of the arrangements should be measured against the
Bank's pre-tax profits and on any measure a $55 million net
influence is material. The level of doubtful debt provisioning should
not have been open to arbitrary reduction in this way;

E & Y did not agree with the way in which the Bank accounted for
the arrangements. They argued that an approach which E & Y
called "matching” required the Bank to offset, against the benefits
taken, the same proportion of the total premium paid as the
proportion of benefits taken. In other words, if the Bank took $100
million in benefits it would have to expense $55 million of the
premium. The application of this matching approach resulted in an
overstatement of profit, in E & Y’s view, of around $30 million.
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() Inour view E & Y’s approach to matching was flawed. It allowed
the anticipation of income in that it failed to include interest foregone
as one of the expenses to be matched. Their assessment of the
overstatement of the Bank’s profit arising from the use of the
arrangements was $28 million less than it should have been.

(f) E & Y then took into account other variances between their views on
accounting treatment for various items and the Bank's views
(referred to as the "unders and overs" calculations) and came to the
view that overall the Bank's profits were not materially overstated.

(g) The Bank’s 1990 accounting profit included $32 million resulting
from certain gains accruing to the Bank from the Perpetual
Subordinated Capital Notes issued in 1988. That amount included
gains for 1989 and 1990 and was incorrectly calculated on a
straight-line rather than a yield to maturity basis. The outcome of
the incorrect treatment for the capital notes was that the Bank’s
1990 pre-tax profit was overstated by a further $16 million in addition
to the effect of the arrangements.

(h) ~ Overall the Bank’s 1990 pre-tax profit of $100 million was overstated
by $66 million.

24.31 We received submissions that this overstatement was not material. We reject
those submissions as lacking credibility.

24.32 We found from our examination of the Bank’s records that the directors of the
Bank were told in May 1990 that, if analysts were made aware of:
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(@) the benefits taken under the arrangements;
(b)  the gain on the Capital Notes;

(c) the effects of certain other abnormal items and changes in

accounting policy or practice;

they could compute that the Bank would have incurred, (assuming it took
no benefits under the arrangements), a significant pre-tax, pre-
extraordinaries loss. We observed that the Chairman and Managing
Director of the Bank informed the Minister of Finance prior to the release
of the 1990 financial statements that the profit being announced was
affected by a number of one-off items, that the Bank expected to have to
make significantly increased provisioning against its Australian exposures,
and that the Bank needed a significant injection of capital to assist its
profitability. There was no suggestion of these concerns in the Bank's

Annual Report.

24.33 We find that the Bank’s profit and loss account for the year ended 31 March 1990
did not present a true and fair view of the results of the Bank for that year.

04.34 In our view the Bank's accounting in 1990 was an example of "creative
accounting”, a term which had considerable currency in the late 1980’s following
the sharemarket crash and revelations about shortcomings in the application of
existing accounting standards by companies in New Zealand and elsewhere.

24.35 "Creative accounting” was a practice condemned at the time by the Commission
and by many commentators, including Trow. The Committee of Enquiry into the
Sharemarket (the Russell Committee) was similarly critical of some companies for

enhancing profitability using innovative accounting practices.
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Use of the arrangements In year ending 31 March 1991

24.36 Later in 1990 the Bank announced a second major restructuring, with the
formation of Adbro Investments Limited, owned by the Crown and Fay Richwhite
& Co Limited, to take a significant quantity of the Bank’s non-performing and
doubtful debts. in the year ended 31 March 1991 the Bank announced an after-
tax after-extraordinaries loss of $71 million. This followed significantly increased
provisioning in respect of the Bank’s Australian.exposures.

24.37 The Bank took a further $38 million of benefits under the arrangements which
almost neutralised the cost of the arrangements for the period.

24.38 In November 1990 the Bank announced the establishment of an Operational
Review Committee chaired by Fay and including Pyne and Sadier. This
Committee was established at the request of the Minister of Finance and reported
back to her. It commissioned Coopers to undertake a review of the Bank’s major

accounting policies.

24.39 Coopers and Lybrand advised the Bank that the arrangements should have been
accounted for as an investment on a YTM basis in accordance with their
substance. However they advised the Bank that the making of an accounting
policy change to achieve this "may raise public concerns as to the motives behind
such a change”. Coopers said that before making any accounting policy change
the Board should consider whether the making (and therefore disclosing) of such
a change would "improve the overall credibility of the [Bank's] financial
statements”. The directors of the Bank were advised that the making of such a
change would not only have lowered shareholders’ funds as at 31 March 1990 but
also resulted in the Bank reporting increased profitability for 1992 and 1993.
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24.40 The over-statement in shareholders’ funds as at 31 March 1991 was not in our

24.41

24.42

24.43

24.44

view material. However the making of the accounting policy change in the
financial statements to 31 March 1991 would have removed a foreseeable,
possibly material, distorting effect on the Bank's profitability in the next two
financial years. (The influence of any accounting policy change on future years’
results is an important consideration in any decision to make such a change.)

By 1991 E & Y also considered that the Bank should be reporting the

arrangements on a YTM basis.

The Bank decided to continue with its 1990 style treatment. - We consider the
1991 treatment adopted by the Board was inappropriate. We believe that, once
advised that another approach was preferable, the Bank should have made an

accounting policy change at that time.

Use of the arrangements in 1992 and 1993

In the year ended 31 March 1992 the Bank took only $6 million in benefits under
the arrangements. This resulted in a non-recurring under-statement of $36 million
in the Bank’s reported profitability. Again this was not disclosed and was not

commentedon by E & Y.

Having reviewed E & Y’s "unders and overs” schedule, and having adjusted this
for a continued overstatement of profit arising from the Capital Notes, we
concluded that the Bank’s pre-tax profit for the year was understated by around
$23 milion. We accept the submission made to us that this level of
understatement was not sufficiently material for us to find that the Bank's 1992
financial statements did not present a true and fair view of the Bank’s results or

state of affairs for the year.
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24.45 The Crown and FRL announced the sale of their shares in the Bank to the
National Australia Bank group in July 1992. NAB made an offer to minority
shareholders on similar terms. The Bank’s independent directors retained Barings
to report on the fairness of the offer. They were specifically asked to indicate if
there was any information which NAB had which might effect the views of the
minority shareholders if it was known to them. Barings said there was not. From
submissions made to us by Barings it would seem they did not fully appreciate the
impact of the arrangements on the Bank'’s future core profitability but this did not
affect their own calculations of the Bank’s worth which was done on a discounted
cash flow basis. As with the Bank’s 1992 financial statements we do not find the
influence of the arrangements on the Bank's profit as disclosed in the offer
document (being the 1992 accounts) to be sufficiently material to require
disclosure to the minority shareholders in the takeover.

24.46 The arrangements terminated on 31 March 1993 when the Bank received $170
million from DKB in settlement of its final claim under the arrangements.

24.47 We anticipate that the Bank’s reported pre-tax profits for 1993 will be understated
by $20 million as a result of the arrangements.

Bank’s debt prospectuses

24.48 Throughout the period of the arrangements the Bank was an issuer of debt
securities in terms of the Securities Act 1978, issuing a prospectus each six
months commencing from July 1988.

24.49 The influence of the arrangements on the Bank’s profitability was not disclosed or
referred to in any way in any of the Bank’s debt security prospectuses except Debt
Security Prospectus No 6 issued in December 1990. That prospectus included
an extensive description of the Adbro restructuring and incorporated an adjustment
of some $60 million in the opening level of the Bank’s specific provisioning for



268
doubtful debts.

24.50 This discrepancy was found by the Registrar’s staff and the evidence is that the
Bank’s staff went to considerable lengths, in consultation with the Bank’s legal
advisers and auditors, to devise a form of descriptive wording which avoided the
need to disclose the existence of the arrangements. It was a settied and
consistent policy of the Bank not to disclose the existence of the arrangements.

24.51 in our view this description, while not adequate, was not a significant enough item

in the context of the prospectus to materially effect the view an investor would
form of the performance of the Bank.

The Commission’s main concerns

24.52 There are a number of findings arising from our enquiry which have given us

cause for concern. We summarise these as follows:

(a)  The information provided to the Board by management in support of
the recommendation for approval of the arrangements was

inadequate;

(b) The Bank misstated its profit position as at 31 March 1990 by
anticipating income to be earned in later periods;

(c) The Bank published financial statements in 1990 which did not give
a true and fair view of the results of the Bank for the year ending 31
March 1990;

(d) The Bank’s auditors provided the Bank with an unqualified audit
report in relation to the financial year ending 31 March 1990 in

circumstances in which we consider it was not appropriate:
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The Bank did not make a change in accounting policy recommended
in 1991 which would have prevented foreseeable future distortions
in the Bank's profit and corrected the over-statement in
shareholders’ funds which was then apparent. The distorting effect
on the Bank’s future profits had the potential to be material although
the over-statement in shareholders’ funds was not, in our view,
material;

The Bank's use of the arrangements in its financial statements in

1990 was "creative accounting” of a type that attracted adverse
comment in the 1980s.

Allegations made by Mr W.R. Peters M.P.

24.53 The Commission’s enquiry was initiated following certain allegations made in the

House of Representatives by Mr W.R. Psters in September 1992 concerning the

Bank, its directors, its legal advisers, its auditors, and Fay Richwhite & Co Limited.

24.54 We do not find Mr Peters’ allegations proven in the terms in which they were
made. Specifically:

(a)

(b)

we have found no evidence of fraud or conspiracy;

we have found no evidence that the Bank’s March 1988 financial
statements were "falsified" by the failure to disclose $200 million of
bad or doubtful debts allegedly offset against benefits under the
arrangements.
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Other important matters

24.55 Furthermore, during the course of our enquiry:

(a) we have found no evidence of improper conduct on the part of the
Bank's solicitors, Buddle Findlay or on the part of the Bank's
auditors, Ernst & Youhg (formerly Ernst & Whinney) or BDO Hogg
Young Cathie;

() we have found no evidence of breach of fiduciary duty by any
director of the Bank;

(c) we have found no evidence of any improper influence on the
activities of the Bank from either of its substantial security holders,
the Crown and Fay Richwhite & Co Limited.

25.0 REFERRALS TO OTHER BODIES

25.1

Registrar of Companles

We refer this report to the Registrar of Companies for his consideration. We do
not consider that the matters to which we have referred in this Report require any
action on the part of the Registrar under the penal provisions of the Companies
Act or the Securities Act. Although in the course of this Report we have been
critical of the conduct of the Bank’s management and of certain of its directors at
relevant times we do not consider that penal action would be appropriate or
warranted. We think that the Bank and its directors at the relevant times acted on
the basis of what they perceived to be an acceptable accounting treatment. The
auditors, while not agreeing with the Bank’'s accounting treatment for the

arrangements, gave an unqualified audit report. We do not agree with the
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accounting treatment which was applied. In our view it was inappropriate and not
in accordance with best accounting practice. There were errors of judgment on
the part of those responsible. However these took place in the context of a
complex transaction on which there have been conflicting views. We consider that
the criticism expressed publiclx in this Report is sufficient censure of the lapses
from best accounting practices to which we have drawn attention.

New Zealand Society of Accountants

Our report has identified the capacity of the audit process to accommodate quite
large differences of view between that of the auditor and that of the statement
preparer with respect to individual items, including items which are separately
disclosed in the financial statements, these differences being offset against each
other without any disclosure of their existence. Of particular concern was the
situation in 1990 and 1991. The unders and overs schedules are discussed in the
relevant paragraphs of this Report.

We invite the Society to review the relevant auditing standards or technical
guidance notes with a view to ensuring that proper guidance is given to audit
practitioners over how to deal with material differences of view on individual items
as between the directors and the auditors. For instance, it may be desirable,
where variances between the auditor and the client are material, that there should
be a requirement for the responsible audit partner to seek an extended review of
the variances by a second partner.
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Reserve Bank of New Zealand

25.4 BNZ is a registered Bank subject to the prudential supervision of the Reserve
Bank of New Zealand. It was a registered bank throughout the period of the

arrangements.

25.5 In our report we identify various problems with the Bank’s internal administration,

with its published financial statements, and with its debt security prospectuses.

25.6 Wae refer our report to the Governor of the Reserve Bank of New Zealand and
invite him to review the matters discussed and disclosed in our report and to
consider whether they are material to the procedures employed in the supervision

of registered banks in New Zealand.

Justice Department

25.7 The provisions of the Financial Reporting Bill, with their requirement that reporting
entities follow "applicable approved accounting standards” as approved by the
Financial Reporting Standards Board, are expected to diminish the capacity for
companies to engage in "creative accounting” of the kind outlined in our Report,
and to provide additional support to auditors through the required compliance with
generally accepted accounting practice.

25.8 The facts uncovered in this Report highlight the advantages of the procedure
which exists in England, where the public issuer is required to revise financial
statements which do not give a true and fair view, with discretion to require the
directors of the reporting entity concerned to pay the costs of revision where that
is appropriate. We doubt that the penal sanctions set out in the Financial
Reporting Bill will be as effective in dealing with defective financial statements.
We do not think that the sanction of public censure will be appropriate or
sufficient in all cases. The Commission’s Report on Capital Structure and
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Financial Reporting in New Zealand, December 1989 advocated a procedure of
this kind. We refer our report to the Secretary for Justice for him to consider
whether a procedure of this kind should be introduced into the Financial Reporting
Bill, and whether he should advise the Minister of Justice accordingly.

(%%W\

Chairman

24 May 1993

Securities Commission,
Level 6, Greenock Houss,
139 The Terrace,

P.O. Box 1179,
WELLINGTON
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Footnotes

1. "Captive Insurance Companies, Establishment Operation and
Management" by P.A. Bawcutt, published by Woodhead-
Faulkner, Cambridge, United Kingdom.

2. Accounting for Non-Life Financial Reinsurance: A
Discussion Paper. Issued in December 1991 by the
Institute of Chartered Accountants of England and Wales

3. Capital Structure and Financial Reporting in New Zealand
- Report of the Securities Commission. Published by the
Government Printing Office
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39 THE TERRACE, WELLINGTON

Securities Commission NEW ZEALAND

Qur ref:

FACSIMILE 4-472 8076
P.0.BOX 1179

8 December 1992

BANK OF NEW ZEALAND

ENQUIRY

TERMS OF REFERENCE

Pursuant to the Securities Act 1978 the Commission is enquiring into aspects of the
affairs of Bank of New Zealand ("BNZ") in relation to the period 30 September 1987
to the present date. The Commission is receiving evidence on the following matters:

1. The nature of certain transactions entered into by BNZ in March 1988 and
described by them as "captive insurance” arrangements.

2. The facts and circumstances of the BNZ's entry into the arrangements.

3. The effect of the arrangements on the policy, practices and obligations of BNZ,
its auditors and its advisers in relation to provisioning for bad and doubtful
debts. :

4. The administration of the arrangements and the manner in which action under

the arrangements was recorded in the books of account.

5. The effect of the arrangements on the policy and practices of BNZ and its
advisers in relation to the disclosure of information:

(a)
(b)
()
(d)

in financial reports, both annual and interim;
in prospectuses registered under the Securities Act 1978;
to the New Zealand Stock Exchange;

to the Reserve Bank of New Zealand, pursuant to the Reserve Bank Act
1989 and any prior legisiation.

6. Any other matters.
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LEVEL 6, GREENOCK HOUSE
39 THE TERRACE, WELLINGTON

Securities Commission NEW ZEALAND

TELEPHONE 4-472 9830
FACSIMILE 4-472 8076
P.O. BOX 1179

Ourref: ...ooviiiiiiiinnnn.,

6 May 1993

CONFIDENTIALITY ORDERS

The Securities Commission made the following orders under section 19(5) of the Securities
Act 1978 in relation to the Commission’s enquiries concerning the Bank of New Zealand
including any enquiry into "captive insurance” arrangements of the Bank of New Zealand:

b

(a) an order that the proceedings be heard in private;
(b)  an order prohibiting, with effect from the commencement of the enquiries:

(1) the publication or communication of any information or document or
evidence which is furnished or given or tendered to, or obtained by, the
Commission in connection with the enquiries,

(i)  the giving of evidence involving such information, document or
evidence by any person other than the Commission or the person
furnishing it or any person authorised to act on their behalf,

this order not to apply in respect of the publication of the Commission’s

Report on its enquiry into the "captive insurance” arrangements and the

information as contained in this Repont,

subject to further order of the Commission.

All previous confidentiality orders in relation to the enquiries were revoked.



The following persons

Commission.

Directors, former directors,

of New Zealand:

Mr
Mr
Mr
Mr
Mr
Mr
Mr
Dr
Mr
Mr
Mr
Mr
Dr
Mr
Mr
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Diack
Tennent
Sadler
McCay
Campbell
Shelton
Bayliss
Lojkine
Phillips
Travers
Purvis
Pearson
Congreve
Pyne
Dowland

Sir Michael Fay

Professor D.G. Trow

Mr P.L. Hays

Partners and

Mr
Mr
Ms

former partner of Ernst & Young

P.A. Garty
P.U. Macaulay
E.M. Hickey

Partners of Coopers & Lybrand

Mr J. Chin
Mr M. Schubert

appeared to evidence

Chartered

APPENDIX C

before the

staff and former staff of the Bank

(expert witness called by
the Bank of New Zealand)

Accountant
(expert witness called by
certain former directors of
the Bank of New Zealand)

Staff of the District Registrar of Companies, Wellington

Mr G. Cassells

Partner and former partner of BDO Hogg Young Cathie

Mr P.A. Nankivell
Mr R.B. Walker

(kgm\bnz\staff.lst)



APPENDIX D

QUESTIONS RELATING TO PROCEDURE AND JURISDICTION

INTRODUCTION

‘During the course of the Commission’s hearing on Thursday and Friday 22 and
23 April 1993, that is, the second hearing, legal counsel for certain ex-diréctors
of BNZ, Mr Gerard Curry, made submissions on the procedures adopted by the
Commission in the enquiry and on the Commission’s jurisdiction. Legal counsel
for BNZ, Mr Bill Wilson, and Ernst & Young, Mr Peter Ratner, also addressed
certain aspects of these matters. In considering these matters it is helpful to
review the role of the Commission in relation to enquiries of this type under the
Securities Act 1978 ("the Act") both generally and having regard to the

applicable principles of administrative law.

The functions of the Commission specified under section 10 of the Act include:

- to keep under review the law relating to bodies corporate, securities, and
unincorporated issuers of securities, and to recommend to the Minister

of Justice any changes thereto that it considers necessary,

- to keep under review practices relating to securities, and to comment
thereon to any appropriate body,

- to promote public understanding of the law and practice relating to
securities.

Section 15(7) of the Act provides that, subject to the provisions of the Act, the

Commission may regulate its procedure in such manner as it thinks fit.
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Section 18 of the Act confers on the Commission certain powers to take
evidence. In particular section 18(1) provides:

At any meeting of the Commission it may receive in evidence any
statement, document, information or matter that may in its opinion
assist it to deal effectively with the matter before it, whether or not
the same would be otherwise admissible in a Court of law.

Subject to certain exceptions specified in the Act the Commission may delegate

any of its powers to any person (section 27(1)).

The Commission may publish any report or comment made by it in the course
of the exercise or intended exercise of its functions (section 28A(1)).

The decisions of the Commission are subject to challenge if it has not acted

fairly or in good faith.

Discussions on the manner in which the principles of administrative law apply
to the Securities Commission and other equivalent organisations can prove
quite labyrinthine. As Lord Denning M.R. said in R v Home Secretary, exp.
Santills [1981] QB 778 (CA):

The rules of natural justice - or fairess - are not cut and dried.
They vary infinitely.

We drew counsels’ attention in the course of the second hearing to the
following statement which appears in de Smith’s Judicial Review of
Administrative Action (4th ed. by J.M. Evans) at page 205-206:

"Statutory tribunals are set up because they already have or can
be expected to acquire specialised expertise. Clearly they are
entitled to use their expertise to draw inferences from evidence.
If a tribunal is under an obligation to observe the rules of
evidence it cannot use its own expert opinion as a substitute for
evidence, though it may still be able to rely on an extended



3 .

concept of judicial notice to supplement evidence. But a number
of special tribunals are not bound by the strict rules of evidence.
They are charged with the task of actively finding the material
facts by any appropriate means; they may be permitted to adopt
inquisitorial procedures, undertake unaccompanied inspections,
consult experts and use their own technical and local knowledge
and their past experience which may be based on evidence given
in previous cases; their final decision may, in some cases, be
based on broad considerations of public policy. They are
nevertheless obliged to act in accordance with natural justice.
And this means that, in the absence of contrary intendment, they
must not place a party at a disadvantage by depriving him of an
adequate opportunity of commenting on material relevant to their
decision if it is gleaned from an outside source or in the course
of their own investigations, or from evidence given in earlier
cases. In other words, one may expect the doctrine of "official
notice” to be more readily applicable where the information relied
upon is drawn from the general, accumulated experience of the
decision-maker, rather than from an identifiable source upon
which he has relied, whether it be another person, particular
documents or specific prior events.

A similar statement appears in de Smith’s Constitutional and Administrative Law
(4th ed. by Street and Brazier) at page 541:

Tribunals usually take an active part in finding the facts for
themselves; they may adopt ‘inquisitorial’ procedures, probing
away with questions, not acting as detached umpires who rely
almost entirely on the material as presented to them by the
parties or their advocates. Some of them (for example, valuation
courts) regularly conduct site inspections. And though they must
observe those minimum requirements of procedural fair play
called the rules of natural justice they can draw on their own
expert and acquired knowledge in drawing inferences from the
facts found.

The first statement which we cite was referred to with approval with reference
to the Commerce Commission in New Zealand Cooperative Dairy Co Lid v
Commerce Commission [1972] 1 NZLR 601,63.
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Foulkes' Administrative Law (6th Ed) at page 241, when dealing with the
application of the rules of natural justice to a body with the power of
investigation of a matter which forms an opinion, stated:

In Re_Pergamon_Press Ltd [[1971] Ch. 388]it was said that
inspectors appointed to investigate a company can obtain
information in any way they think best, but before they condemn
or criticise a man, they must give him fair opportunity for
correcting or criticising what is said against him. They need not
quote chapter and verse. An outline of the ‘charge’ will usually
suffice so that, for example, they would not have to disclose
documents relied on against those criticised, or transcripts of
evidence of those who speak adversely to them: Maxwell v
Department of Trade and Industry [[1974] QB 523], was a sequel.
The inspectors’ report was very critical of M who asked the court
to say that the inspectors had disregarded the requirements of
natural justice. He said that having heard the evidence the
inspectors should have arrived at tentative conclusions and put
them to him so that he could challenge them, or that they should
put to a witness all relevant statements made by other witnesses
so that he could answer them. The Court of Appeal rejected both
views. It was enough if the inspectors put to a witness any
prejudicial point of substance against him so as to give him a
chance to explain it and having heard the evidence the
inspectors could come to definitive conclusions.

The principle was reiterated in Selvarajan v Race Relations Board
[[1976] 1 All ER 12]: that a body required, like the defendant, to
make an investigation and form an opinion, must act fairly. A
person in some way adversely affected by the investigation is to
be told the case against him, but it is enough if the broad
grounds, the substance, are given, and he is given a fair
opportunity of answering the case.”

It may be added in respect of Re Pergamon that the directors were in the view

of the court not entitled to see the transcripts of evidence given to the
inspectors, to have a right of cross examination, or to have a draft of any
adverse comment put to them for comment before being included in the report.

G D S Taylor ‘adds in Judicial Review - A New Zealand Perspective at page
302 that:
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the duty to consult is part of the ground of fairness

and continues at page 303:

Just as a decision-maker acts in breach of natural justice
(faimess) if he or she has closed his or her mind to the case put
forward, so too a decision-maker is in breach of the duty to
consult if his or her mind is closed to what the consultant puts
forward. The decision-maker must conscientiously take into
account what is put forward.

Curry made submissions to the Commission under the following headings:

(a)  Predetermination,

(b)  Absence of counsel assisting the Commission,

(¢)  The role of staff members of the Commission,

(d) Quorum of Members and the purported delegation of the judicial

function,

()  Jurisdiction,

For convenience we adopt these headings for dealing with all submissions
including those of Wilson and Ratner.

PREDETERMINATION

Curry’s essential submission was that the Commission appeared to him to have
predetermined its views on issues on which it was taking evidence and on

which it was in his view required to reach a final view judicially.
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We do not propose to itemise the particular matters which Mr Curry identified
in his submission. However we observe that the purpose of the Commission’s
two papers, the Summary of Material and the Confidential Consultative Draft
Report, was to inform the parties of the views of Commission Members on the
evidence received to date and the initial inferences which Commission
Members had drawn from it. The purpose of the two rounds of hearings was
to afford parties the opportunity to rebut those views and inferences.

The Commission made careful enquiry as to the persons who should be invited
to give evidence and to make submissions. These were agreed with counsel
for the Bank. The parties were free to have legal representation at all stages
of the enquiry. The Commission afforded ample opportunity to parties to
consider the Commission’s two papers before hearings commenced.
Documents on the basis of which the Commission had based its opinions were
segregated and were made available to counsel in special folders. All oral
evidence was transcribed. The typescript of evidence for the hearing in
January, that is, the first hearing, was, notwithstanding that this is not a practice
regularly followed by the Commission, made available to counsel, in advance
of the second hearing. No limitation was imposed on witnesses or counsel on
the matters they might address or on the length of time they might address the
Commission. We believe the parties were able to take full advantage of the
opportunity to tender evidence and to comment. In formulating this final report
each Commission Member had available to him a full transcript of evidence and

a copy of all material documents and these were carefully considered.

ABSENCE OF COUNSEL ASSISTING THE COMMISSION

The central issue raised by Curry in this submission was as follows:

The seriousness of the allegations of fraud and breaches of
fiduciary duty which led to the inquiry, the large number of
witnesses and complicated documents which were examined over
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a lengthy period, and the direction which the inquiry took, indicate
clearly that it was one case where competent independent
counsel should have been involved to assist the Commission from
the outset and to hear and review the evidence. Legal advice on
issues such as these is not a role with which the Chairman
should be burdened, especially given the time the role would
demand, the complexity of the required analysis, and the
demands on the Chairman in presiding over the procedures of
this enquiry and his role as Chairman of the Commission
generally.

The Commission has rarely employed counsel to assist it in its enquiries,
particularly where the enquiry is undertaken under conditions of privacy and
confidentiality. A quorum of three Commission Members with their range of
skills and experience, supported by Commission staff, is in our view well placed
to ascertain the truth of matters related to securities markets and to draw
appropriate inference from it.

The Commission in relation to the legal issues is supported by a small but
highly qualified and highly motivated team of legal officers. In the view of the
Commission the Chairman is réutinely well able to discharge the additional
burden of presiding effectively over mestings of the Commission.

Notwithstanding these general policy considerations the Commission last year
specifically addressed the question whether there should be an external
counsel to assist. We formed the opinion that there were no special
considerations which would lead us to depart from previous preferred practice.

THE ROLE OF STAFF

Mr Curry’s central submission was that the role of two staff members:

...went far beyond mere support and advice to Commission
members, and became that of members themselves. In doing so,
their participation went beyond the contemplation of section 27 of
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the Act. They should not have been permitted to question
witnesses, nor put interpretations or hypotheses to them.

Additionally, in their administrative roles they are probable
recipients of correspondence and information which would not
and should not have been available to members charged with the
Jjudicial task of hearing the evidence and submissions.

Commission staff have participated fully in the enquiry work of the Commission
since its inception. They are primarily responsible, particularly as in the present
case where there is a myriad of documents, in segregating documents which
are material to the issues which the Commission wishes to address. At least
for the past eight years Commission staff have participated in the examination
of witnesses. Indeed in many cases this has been encouraged by witnesses.
No objection has previously been taken to this Commission practice. No
objection was taken to this practice by counsel in the January hearings of the

Commission in the present enquiry.

We do not consider there has been any inconsistency with the Act or with the
principles of natural justice that staff members participated in the enquiry.

QUORUM AND PURPORTED DELEGATION OF JUDICIAL FUNCTIONS

During the course of the first hearing, while the Commission was receiving
evidence, a member of the Commission other than the Chairman was required
to be absent for a period of slightly in excess of two hearing days. The
Commission acting under the authority of section 27(1) of the Act delegated to
the Chairman and one other Member of the quorum the power to receive
evidence during the absence. The evidence received under this power of
delegation was transcribed and a copy was passed to the absent Member who
read the transcript before the second hearing commenced. The evidence was
taken fully into account by all Members of the quorum while settiing the terms

of the confidential consultative draft report, while considering submissions at the
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second hearing and while settling the terms of this final report. The
Commission also undertook the formality of receiving the transcript as a
document of the Commission in the enquiry.

The decision of the Commission to delegate this power was communicated to
counsel for the Bank on 14 January 1993. The Bank expressed no objection
to it. However both Wilson and Curry made submissions on the matter on
behalf of their respective clients at the second hearing.

In essence, as we understand the submissions, Wilson and Curry contended:

(i) the Commission’s powers to receive evidence are stated in section
18(1) in the following terms:

At any meeting of the Commission it may receive in
evidence any statement, document, information or matter...;

(ii) under section 15(5):

At any meeting of the Commission, the quorum necessary
for the transaction of business shall be 3 members;

(iii) the Commission may not receive evidence other than "at any meeting”;

(iv) while the Commission has a relatively general power of delegation "to
any person” under section 27(1) of the Act this does not apply to
empower the Commission to delegate its power to receive evidence to
any person other than to a quorum of at least 3 persons, for example,
by a full meeting of the Commission of 10 members delegating the
power to receive evidence in the enquiry to a Commission meeting of
3 persons. In Curry’s words:
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The delegation contemplated by section27(1) is a
delegation of the Commission’s power as a whole. It does
not authorise the delegation of a power that cannot be
exercised except in the presence of a quorum at a meeting
of the Commission".

In Wilson’s words:

"As a matter of law a purported delegation of power under
section 27 cannot override the mandatory requirement of
section 15(5) that at any meeting of the Commission the
necessary quorum is three members. What section 27(1)
authorises is a delegation of the Commission’s powers: it
cannot be used to circumvent a requirement that when the
Commission is exercising one of its powers at a meeting a
quorum of three members must be present;

(v) More generally, Curry submitted:

The quasi-judicial powers exercised by the Commission are
not amenable to delegation,

(vi) Curry further submitted:

A Commission member cannot subscribe to a report where
he has not heard all the evidence given on oath and seen
all the witnesses.

We proceed to deal with this under two headings:
(a) statutory questions: items (i) to (iv), and
(b) fairness questions: items (v) and (vi),

of the preceding paragraph.
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Statutory questions Under section 27(1) the Commission has a general

power of delegation, subject to stated exceptions. The exceptions relate to:

section 5(5) - exemption power,
section 44A - power to suspend or cancel a prospectus,
section 44B(2) - power to make orders in respect of

contributory mortgage brokers,

section 67 - power to request or approve inspections by the
Registrar of Companies,

section 69 - power to hear appeals against certain decisions
of the Registrar of Companies.

Section 27(1) appears to be a comprehensive statement of the power of
delegation. The exceptions are all important matters. Indeed in respect of
mestings for the purposes of section 44(1)(b), 44A, 44B(2) or 69 the person
acting as Chairman shall be a barrister or solicitor of the High Court of not less
than 7 years’ practice (section 19(2)). We think that if the Act were to restrict
the power of the Commission to delegate its power to receive evidence it would
have done so in explicit terms.

The purpose of section 18(1) appears to be twofold, to empower the
Commission to receive evidence, and to apply that power to any evidence

that may in its opinion assist it to deal effectively with the
matter before it, whether or not the same would be otherwise
admissible in a court of law".

It is for this reason we think that the words "at any meeting” appear in section
18 notwithstanding that they do not appear in other empowering sections of the
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Act including such important sections as 5(5), 44, 44A, 44B(2), 67 and 69. In

this sense section 18(1) supplements section 15(7) which empowers the
Commission to regulate its procedure in such manner as it thinks fit.

Whether or not these views are conclusive of the matter the full transcript of
evidence received under delegated authority has itself been received under

section 18(1) and constitutes a document of the enquiry.

Fairness questions During the second hearing the Commission referred

counsel to the judgement of the Privy Council in Jeffs v New Zealand Dairy
Production and Marketing Board [1967] 1 AC 551. In that judgement Viscount
Dilhorne said:

In some circumstances it may suffice for the board to have
before it and to consider an accurate summary of the relevant
evidence and submissions if the summary adequately
discloses the evidence and submissions to the board.

Unfortunately no such procedure was followed in this case.
The Committee was not appointed by the board, nor was it
asked by the board to receive evidence for transmission to it.
The committee’s report did not state what the evidence was
and the board reached its decision without consideration of
and in ignorance of the evidence.

The board failed to hear the interested parties as it was under
an obligation to do in order to discharge its duty to act judicially
in the determination of zoning applications.

We believe the circumstances of the case are very readily distinguishable.

Moreover the Commission believes that all evidence was given to it in this
enquiry in good faith. We do not consider the parties were disadvantaged by
the delegation of the receipt of certain oral evidence to the Chairman and one
other Commission Member and the inability of the other Member of the quorum

to attend the giving of that oral evidence.
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JURISDICTION

Wilson, Curry and Ratner addressed two matters under this heading:

(a)

(b)

the nature of the Commission’s power to comment and

whether the Commission has power to issue a report which contains
a conclusion for which no support can be found in the evidence which
the Commission has received.

Power of Comment Curry made the following submission on this matter:

Although the powers of the Commission of the Commission are wide
ranging, they are not wider than those enacted by section 10. In
particular the Commission is given no general jurisdiction to enquire
into the particular financial statements of a body corporate, other than
through the general review of "the law relating to bodies corporate”
contained in section 10(b). Section 10(c) relates only to ‘securities’ and
even the extended definition under section 2 does not include the
accounting procedures of a body such as the Bank. Any report on
section 10(b) topics is to be made to the Minister, and further, is
specifically not to be published other than to the Minister
(section 28A(2)).

Accordingly the inquiry by the Commission into the half yearly
and annual accounts of the BNZ can only be in respect of the
Jurisdiction under section 10(b) to keep under review "the law
relating to bodies corporate”. It is not then authorised to make
particular inquiry into particular annual accounts of a particular
company. Further, any report on section 10(b) topics can only
be published to the Minister. There is no jurisdiction given to
the Commission to make referrals on account accounts to the
Registrar of Companies or to any other body.

Financial statements and prospectuses are the life blood form of communication
of information to investors and prospective investors in the securities of a
company. No documents are more fundamental to the orderliness and fairness
of securities market. We consider that this submission has no merit.
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33. Evidence

Wilson argued that the Commission:

does not have the power to issue a report which contains a
conclusion for which no support can be found in the evidence
which the Commission has heard.

34. Similarly Curry contended that:

... in a judicial inquiry such as that being conducted by the
Commission, the hearing authority has the duty of evaluating
the evidence brought before it. In carrying out that evaluation,
members bring to bear their own experience and expertise in
reaching a decision on what the evidence they have heard
discloses. However they cannot substitute that knowledge or
expertise for the evidencs, nor use it to supplement, replace or
contradict the evidence.

35. Similarly Ratner said:

The Securities Act does not expressly require the Commission
to base its findings solely on evidence put before it. Strictly
speaking, the Commission may not have been exercising a
judicial function in its inquiry, because it was not engaged on
resolving a dispute Inter partes.

Nevertheless, the seriousness of the Commission’s inquiries
and the potential of the Commission’s findings in the Draft
Report to damage the reputation of persons concerned, require
the Commission to proceed in court-like manner.

Part of this requirement is the need for the Commission to
consider the evidence put before it, and to reach conclusions
based on such evidence.

and later on:

It is submitted that it would be proper for the members to rely
on their own general experience and knowledged in assessing
evidence and reaching conclusions. The expertise of a
member, however, may only be used to evaluate the evidence
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adduced - it may not be used to contradict that evidence or as
a means of introducing new evidence which is not available to
the parties for examination and comment.

As we understood the position the three submissions related particularly to the
Commission’s assessment of the views of the independent expert witnesses,

Trow and Hays, but also of other expert witness including Chin and Hickey.

The Commission received expert evidence from the Bank, the ex-directors and
Ernst & Young. The Commission did not call expert evidence in rebuttal.
Commission Members reached their conclusions after careful examination of
the evidence, both documentary and oral, of the submissions of the parties, of
the applicable rules of law and accounting, of the relevant professional
literature, in particular accounting literature, published in the professional
journals.

With reference to the Commission’s powers to receive evidence and draw on
its own expertise we refer to the passages cited from de Smith at para 8 above
where the relevant principles are set out. In particular Commission Members
are not required to observe the adversarial procedures of a law court. They do
not and have never functioned on this basis. They relied on their own expert
and acquired knowledge and the expert and acquired knowledge of the
Commission in reaching the conclusions of the Commission. They were
entitled to rely on their own knowledge and experience as members of a
tribunal with inquisitorial powers. In doing so they acted fairly and in good faith
as described elsewhere in this report.

CONCLUSION

In summary the Commission considers that it has undertaken its enquiry into
the affairs of BNZ fairly and in accordance with the provisions of the Securities
Act 1978.
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THIS DEED made 30 March 1988

RETWEEN:

1. BNZ PENSIONS LIMITED a duly incorporated company having its
registered office at Wellington (the "Indemnifier"); and

2. BANK OF NEW ZFATAND a duly constituted Banking corporation having

jts Head Office at Wellington ("the Bank")

WITNESSES that in consideration of the Bank paying to the Indemnifier the
Indemnity Fee it is hereby agreed as follows:

1. Indemnity: Upon the terms and subject to the conditions contained in
or endorsed or otherwise expressed on this Indemnity (which conditions
shall so far as the nature of them respectively will permit be deemed to be
conditions precedent to the right of BNZ to be indemnified hereunder) the
Indemnifier HEREBY INDEMNIFIES and agrees to keep indemnified BNZ against
any loss it- may incur or suffer in respect of any Specified Debt or
Specified Investment AND if at any time and from time to time after payment
of the first Indemnity Fee and during the Period of Indemnity BNZ shall
notify to the Indemnifier that BNZ has suffered a loss (including without
limitation a Loss of Return) in respect of any Specified Debt or Specified
Investment THEN subject as provided in this Indemnity the Indemnifier will
.pay to BNZ in respect of each such occurrence the amount of BNZ's loss as
certified by an Auditor resulting from such occurrence in accordance with
the provisions contained in this Indemnicty.

2. Definitions: In this Indemnity:

"Amount of Debts and Investments Indemnified" means the maximum
aggregate amount payable by any obligor in respect of Debts (other
than interest, fees, expenses or payments of a similar nature) and
the amount paid on subscription, purchase or acquisition of
Investments which BNZ may specify in any year during the Period of
Indemnity as Specified Debts and/or Specified Investments and being
the amount specified in the Schedule as the Amount of Debts and
Investments Indemnified.

"Auditor" means the Auditor for the time being of BNZ and if more
than one, any Auditor as from time to time nominated by BNZ.

"Auditors Certificate" means a certificate issued by an Auditor to
the Indemnifier certifying in respect of Specified Debt or Specified
Investment that in such Auditors opinion it is reasonable for BNZ to
state that it has suffered a loss in respect of such Specified Debt
or Specified Investment.

"BNZ" means the Bank and its subsidiaries and related companies and
their respective successors and permitted assigns.

"Debt” means any loan, advance, credit or other banking or financial
accommodation of whatsoever nature made available by BNZ and any
amount payable to BNZ pursuant to any interest or currency exchange
contract, foreign exchange contract, futures or similar contract,
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guarantee, indemnity, bond, debenture stock, bill, note, preference
share or other instrument, in each such case of whatsoever nacture.

"Indemnified Amount" means the amount specified in an Indemnicy
Notice as the amount in respect of which BNZ requires to be
indemnified hereunder. "Indemnity” means this Deed of Indennity as
the same may be modified, amended or extended by agreement in
writing between the parcties.

"Indemnity Fee" means the fee or fees payable by BNZ with respect to
this Indemnity agreed between BNZ and the Indemnifier.

"Indemnity Notice” means a notice given by BNZ requiring it to be
indemnified under this Indemnity in respect of any Specified Debt or
Specified Investment accompanied by an Auditors Certificate.

"Investments" means investments of whatsoever nature made or
acquired by BNZ other than Debts and including without limitatien,
shares and other equity instruments and participations in joint
ventures and partnerships.

"Loss of Return" means the loss by BNZ of any net return or yield
on any Specified Debt or Specified Investment by virtue of early
termination of any such Specified Debt or Specified Investment
(taking into account, inter alia, any broken funding costs and loss
of any taxation or other fiscal benefits). '

"Maximum Indemnified Amount" means the maximum aggregate liability
of the Indemnifier to indemnify BNZ as specified in the Schecule as
the Maximum Indemnified Amount.

"Period of Indemnitv" means the period specified as the Period of
Indemnity in the Schedule as such period may be extended pursuant to
Clause 4.2.

"Renewal Indemnitv Fee" means the fee or fees agreed between BNZ and
the Indemnifier for the extension of this Indemnity after the
initial Period of Indemnity.

"Specified Debt" means each Debt and/or any class of Debt whether
actual or contingent which are or may become payable to BNZ and
which BNZ specifies annually as being Specified Debt in accordance
with Clause 6.5 and includes all moneys whether principal, incerest,
capital, indemnity payments, dividends, fees, costs or expenses and
other moneys of whatsoever nature payable in respect thereof.

"Specified Investment" means each Investment which BNZ specifies
annually as being Specified Investment and includes all moneys
whether principal, interest, capital, dividends, indemnity payments,
fees, costs or expenses and other moneys of whatsoever nature
payable in respect thereof.

"Specified Rate"” means the rate of return expressed as a percentage
per annum which BNZ certifies as being the rate of recturn
anticipated or agreed in respect of any Specified Investment or
Specified Debt at the time such Specified Debt or Specified
Investment was advanced, made or acquired by BNZ.
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Expressions commencing with capital letters which are used in the
Schedule and which are not otherwise defined in this Indemnicy shall
have the meanings ascribed thereto in the Schedule.

The singular includes the plural and vice versa.

Pavment:

BNZ shall notify the Indemnifier on each occasion it requires to be
indemnified hereunder by delivering to the Indemnifier an Indemnity
Notice.

The Indemnifier either shall pay the Indemnified Amount relating to
Indemnity Notice within 14 days of receipt of the Indemnity Notice
or shall notify BNZ that it elects to defer payment of such
Indemnified Amount in whole or in part until a date specified in
such notice being a date not later than the Last Payment Date;

In the event of the Indemnifier giving a notice of deferral pursuant
to clause 3.2 and at the date of payment of the Indemnity Notice the
aggregate Indemnified Amounts have not or will not exceed the
Maximum Indemnified Amount, an additional sum shall be payable in
respect of such Indemnified Amount calculated on the amount thereof
at the relevant Specified Rate during the period from the date such
Indemnified Amount is given until the date of payment in full
thereof on the basis of the actual number of days elapsed, a 365 day
year and 30 day rests.

The Indemnifier may at any time after giving any notice of deferral,
by ten (10) days notice to BNZ pay the Indemnified Amount or
Indennified Amounts in whole or in part including the additional
amount calculated in terms of Clause 3.3,

BNZ may wholly or partially withdraw any Indemnity Notice before the
relevant Indemnified Amount is paid. Any recoveries in respect of
any Indemnified Amount which has not been paid shall reinscate the
available Maximum Indemnified Amount to that extent. Any such
recoveries after an Indemnified Amount is paid shall be paid to the
Indemnifier and shall reinstate the available Maximum Indemnified
Amount to that extent.

BNZ may call for periodic certificates from an independent person
nominated by the Indemnifier and acceptable to BNZ certifying as to
the value of the assets of the Indemnifier or any party indemnifying
or insuring the Indemnifier or held under any other reinsurance
arrangements which are available for the purposes of paying any
Indemnified Amount, provided that BNZ shall not be entitled to
receive particulars of such assets or any indemnity, insurance or
reinsurance arrangements.

All amounts payable by either BNZ or the Indemnifier under cthis
Indemnity shall be paid free and clear of all deductions and
wicthholdings, including, without limitatiom, any taxes.
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Term:

This Indemnity shall continue in full force and effect during the
Period of Indemnity unless earlier cancelled in terms of clause §5.

BNZ may by paying an annual Renewal Indemnity Fee prior to the
expiry of the Period of Indemnity extend the Period of Indemnity by
further periods each of one year’s duration.

Cancellation:

BNZ may by 14 days notice in writing to the Indemnifier require this
Indemnity to be cancelled.

In the event that notice is given pursuant to Clause 5.1 the
Indemnifier shall pay to BNZ at the expiry of such period all
outstanding Indemnified Amounts notwithstanding the provisions of
Clause 6.1 but the maximum aggregate amount payable to BNZ shall not
exceed the relevant Cancellation Maximum Indemnified Amount set out
in the-Schedule.

In the event of cancellation of this Indemnity pursuant to Clause
5.1 prior to the original expiry date of the Indemnity the
Indemnifier shall pay to BNZ at the expiry of such notice, a refund
of a proportion of the Indemnity Fee paid to the extent (if at all)
that it exceeds an amount equivalent to the aggregate amount of
Indemnified Amounts paid, such proportion to be the same proportion
as the number of days of the unexpired Period of Indemnity bears to
the aggregate number of days of the original Period of Indemnity.

Limit of Indemnity:

The maximum aggregate Indemnified Amounts that may be paid under
this Indemnity including any additional sums payable pursuant to
Clauses 3.3 or 3.4 shall be equivalent to the Maximum Indemnified
Amount.

The amount payable in respect of any Indemnity Notice which is
withdrawn prior to payment in terms of Clause 3.5 shall be deducted
from the Maximum Indemnified Amounts paid or payable for the
purposes of assessing whether the limit in Clause 6.1 has been
exceeded.

‘Any amount recovered by the Indemnifier in respect of any
Indemnified Amount prior to the expiry of the Period of Indemnicy
shall be deducted from the aggregate Indemnified Amounts paid -or
payable for the purposes of assessing whether the limit in Clause
6.1 has been exceeded.

By payment of an additional Indemnity Fee or additional Indemnity
Fees the Maximum Indemnified Amount shall from time to ctime be
increased as agreed between BNZ and the Indemnifier.

Wichin sixty (60) days of the date of this Indemnity and each
anniversary thereof or, at the election of BNZ, half-anniversary and
at such other times agreed between the parties, BNZ shall notify the
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Indemnifier of the Debts which it nominates as Specified Debts and
the Investments which it nominates as Specified Investments
provided that if no notice of nomination is given in any subsequené
year the Debts and Investments respectively nominated in the
immediately preceding year as Specified Debts and Specified
Investments shall remain as such for that subsequent year unless
subsequently changed in terms of this clause 6.5.

Further Conditions:

In entering into any arrangements whereby a Debt is established,
arises or is made available, BNZ shall apply its normal credit
control procedures and shall in that respect exercise reasonable
care and prudence and shall in respect of this Indemnity observe the
utmost good faith at all times.

BNZ shall not agree to any postponement of the due date of any Debt:

(a) following a default in payment of such Debt on it's due date if
the period of postponement exceeds the Maximum Extension
Period; or

(b) following the giving of an Indemnity Notice in respect of such
Debt.

BNZ may, but shall be under no obligation to, take any steps,
whether before or after giving any Indemnity Notice, to recover any
moneys payable to it pursuant to any Specified Debt or Specified
Investment or to otherwise exercise any rights, powers, remedies or
securities it may have.

BNZ shall be under no obligation to take or hold any securities in
respect of any Specified Debt and except as otherwise expressly
provided in this Indemnity, prior to any Indemnity Notice being
given in respect of any Specified Debt or Specified Investment BNZ
may agree to vary release or replace any securities or the terms and
conditions of any such Specified Debt or Specified Investment.

Except as expressly provided in this Indemnity BNZ shall be under no
obligation to give any notice or provide any information to the
Indemnifier relating to the performance or non-performance by any
obligor under or in respect of any Specified Debt or Specified
Investment, the value or condition of any securities, or any other
circumstances relating to a Specified Debt or Specified Investment
other than pursuant to any Indemnity Notice.

BNZ may prior to any Indemnity Notice being given in respect of a
Specified Debt or Specified Investment grant any time or indulgence
or waive performance of any obligation in respect of such Specified

" Debt or Specified Investment provided that BNZ shall not be entitled

to give any Indemnity Notice to the extent that it has waived or
forgiven any obligation to pay any moneys payable pursuant to a
Specified Debt or Specified Investment in respect of which such
Indemnity Notice is given, Provided that for the purposes of this
Clause 7.6, the writing off of any Specified Debt or Specified
Investment by BNZ shall not constitute a waiver or forgiveness of
any obligation.
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7.7 Notwithstanding anything herein contained the Indemnifier. shall, on
each occasion that the Indemnifier so requests in writing, advise
promptly the Indemnifier of any Specified Debts or Specified
Investments which the Auditor has agreed are 1likely to be
irrecoverable and in respect of which an Indemnity Notice is likely
to be made.

7.8 BNZ shall from time to time at the written request of the
Indemnifier disclose promptly to the Indemnifier in relation to any
Specified Debt all material circumstances reasonably relevant to the
creditworthiness of any debtor.

7.9 At any time following the giving of an Indemnity Notice BNZ shall at
the request of the Indemnifier make available for inspection by the
Indemnifier all records, documents and information relating to the
Specified Debt or Specified Investment in relation to which the
Indemnity Notice has been given.

8. Protection: In providing to the Indemnifier a certificate of loss
in respect of any Indemnity Notice, the Auditor shall only be obliged to
state that in its opinion it 1Is reasonable for BNZ to treat such loss as
having been incurred or as being likely to be incurred, provided that in
issuing such certificate the Auditor shall owe no duty of care and shall
incur no liability whatsocever to the Indemnifier or any other person.

9. Confidentiality:
9.1 The existence and terms of this Indemnity, any Claims, any

information, documents, records or other material disclosed or made
available to the Indemnifier pursuant to or in relation to this
Indemnity or any proposal submitted in relation to this Indemnity,
shall at all times be kept strictly confidential to BNZ and the
Indemnifier.

9.2 Notwithstanding any other provision of this Indemnity, BNZ shall not
be obliged to disclose or make available to the Indemnifier any
information, documents, records or other material which would or is
reasonably 1likely to cause BNZ to be in breach of any duty of
confidentiality whether arising by law or contract, provided that
the provisions of this clause 9.2 shall not in any way prejudice
BNZ's ability to give an Indemnity Notice under this Indemnity or
receive payment in full of each Indemnified Amount.

10. No_ Assignment: Neither BNZ nor the Indemnifier may assign its
respective right, title or interest in or under this Indemnity without the
prior consent in writing of the other party hereto, such consent not to be

arbitrary or unreasonably withheld.

IN WITNESS WHEREOF this Deed has been executed the day and year first
hereinbefore written.
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THE COMMON SEAL of )
BNZ PENSIONS LIMITED )
was hereunto affixed in the )
presence of: )

22,772

rd

EF MANATG

%é( -~ EECRETARY
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Period of Indemnity:

Amount of Debts and Investments
Indemnified:

Maximum Indemnified Amount:

Last Payment Date:

Maximum Extension Period:

Cancellation Indemnified Amount:

$108,560,977
$123,843,506

$141,278,341

$159,666,206
$179,180,876
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SCHEDULE

from 30 March 1988 to 30 March 1993
as such period may be extended in
terms of Clause 4.2.

NZ2$2,000,000,000

NZ2$200,000,000

the fifth anniversary of cthe
Indemnity.

One year.

Period During Which Cancellation is
Effected:

31 March 1988 - 31 March 1989
1 April 1989 - 31 March 1990
1 April 1990 - 31 March 1991
1 April 1991 - 31 March 1992
1 April 1992 - 31 March 1993



APPENDIX F

INSURANCE POLICY
RLLEQGINGSYAATSCHAPPIJ AMBTEIMOND B.¥.

IN CONSIDERATION of the Insured paying to ths Insurer the Premium JT IS
HERERY AGREED as follows: ‘

1. Cover: Upon the terms and subject to the conditions contained i(n or
endorsed or otherwiss expressed on thias Policy (which conditions shall so
far as the nature of them reapectively will permit be deemed to be
conditions precedent to the right of the Insured to recover hereunder) if
at any time and from time to time after pesyment of the first Premiuz and
during the Perlod of Insurance the Insured shall notify to the Insurer that
the Insured has received an Indemnity Notice IHEN subject as provided in
this Policy the Insurer vill pay to the Insured an amount equivalent to the
amount required to be paid by the Insured in respect of each such Indemnity
Notice {n accordance with the provisions contained in this Policy.

2. Definitiong: 1In this Policy:

"Aud{tor" means the Auditor for the time being of the Insured and if

more than one, any Auditor as from time to time nominated by the
Insured.

"Clajm" means a claim mads by the Insured under this Poliey and

vhere the context requires or admits includes the moneys payable in
respect of such clalm. :

"Indemnified Amouri" means the amount paid er payable by the Insured
in respaect of any Indemnity Notice,

"Indepnisy" means the contract or contracts ef dinsurance or
{ndemnity specified in the Scheduls.

" " means the corporation stipulated {n the Schedule hereco
as the Insured and {ts successors and permitted assigns,

"Insurexr" means Beleggingsmaatschappi) Amstelmond B3.V.

" \J

Indemnity Notice" means & notics requiring payment to be made by
the Insured under the Indemnity.

"Max{mum Ipsured Amount" means the maximum aggrsgate liability of
the Insurer to pay Claims as specified {n the Schedule as the
Maxioum Insured Amount.

"Period of Insurapce” means the period specified as the Period of
Insurance in the Schedule as such pericd may be extended pursuant o
Clause 4.2,

"Policy" means this policy of insurance as the same may be
modifisd, amanded or extended by agreement in wvriting betveen the
parties.

"Prexiux” means the premium or premiums payadbls by the Insured with
respect to this Policy agreed between the Insured and the Insurer.




3.1

3.2

3.3

3.4

3.5

3.6

"Rensval Premiup" means the premium or preniuns agreed betveen the
Insurec and the Insurer for the extension of this policy after the
{nitial Period of Insurance.

nSpecified Ratp" means the rats of return expressed as a percentage
per annum vhich the Insured certifies as being the rats of return
anticipated or agresd in Trespect of the Insured’'s 1liadility for
amounts the payment of which have been deferred under the Indemnity.

Expreszions commencing with capital letters which are used in the
Schedule and which are not otherwise defined in this Policy shall
have the meanings ascribed thereto in the Scheduls.

The singular includes the plural and vice versa.

Bayment:

In the event of a Claim bdaing made hereunder the Insurer shall
within 10 days of receipt thereof notify the Insured whether or not
it accepts or rejects such Claim. 1f no such notice is given within
that time the Insurer shall be deexzed to have accepted the Claim.

1f the Insurer accepts or is deemed to have accepted a Claim the
Insurer shall either pay such Claim within 14 days of rveceipt of the
Claim or, notify the Insured that it elects to defer payment of such
Claiz in vhole or in part until a date specified in such notice
being a date not later than the last Payment Dats;

Tn the event of the Insurer giving a notice of deferral pursuant to
clause 3.2 and at the date of payment of the Claim the aggregate
Claims have not or will not exceed the Maximum Insured Asount, an
additional sum shall-bde—paysdle ln respect of such Claid calculated
on the asount of such Claim at the relevant Specified Rate during
the period from the date such Claim is made until the date of
payment in full therecf on the basis of the actual number of days
elapsed, a 365 day year and 30 day rests.

The Insurer may at any time after giving any notice of daferral, by
ten (10) days notice to the Insured pay the amount of such Claim in
vhole or in part including the additional amount calculated in terms
of Clause 3.3.

The Insured may wholly or partially withdrav any Claim before it is
paid notwithstanding any acceptance by the Insurer of such Claim.
Any Ttecoveries after & Claim s accepted but not paid shall
reinstate the available Maximum Insured Amount to that extent. Any
recoveries after a Claim is pald shall ba paid to the Insurer and
shall reinstate the available Haximum Insured Amount to that extent.

The Insured may call for pericdic certificates from an independent
person nominated by the 1nsurer and acceptable to the Insured
certifying as to the value of the assets of the Insurer or any
reinsurer which are available for the purposes of meeting any claim
under this policy, provided that the Insured shall not be entitled
to receive particulars of such asssts or any Treinsurance
arrangements.



3.7

4.1

4.2

5.1

5.2

5.3

6.1

6.2

6.3

6.4

All azounts payable by either the Insured or the Insurer under this
Policy shall be paid fres and clear of all deductions

and
withholdings, {ncluding, without limi{tation, any taxes,

Iam:

This Policy shall continue in full force and effect during the
Pericd of Insurance unless sarlier cancelled in terms of clauss §.

The Insured may by paying an annual Renewal Premium prior to the
expiry of the Period of Insurance extend the Period of Insurance by
further periods each of one year's duratien.

Cancellatiop:

The Insured may by 14 days notice in writing to the Insurer require
this Policy to be cancelled.

In the avent that notice is given pursuant to Clause 5.1 the Insurer
shall pay to the Insured at the expiry ef such pericd all

‘outstanding Claims notvithstanding the provisions of Clause 6.1

PROVIDED THAI the maximum aggregate amount payable to the Insured

shall not excessd the relavant Cancallation Maximum Insured Amount
set out in the Schedule.

In the event of cancellation of this Policy pursuant to Clause 5.1
srier to the original expiry date of the Policy the Insurer shall
pay to the Insured at the explry of such notice, a refund of a
propertion of the Premium paid to the extent (if at all) that it
exceeds an amount equivalent to the aggregate amount of Claims pald,
such proportion to be the same proportion as the number of days of
the unexpired Pericd of Insurance bears to the aggregats nucber of
daye of the original Period of Insurance.

Cla (10

The maximum aggregate amount of Claims that may be paid under this
Policy including any additional sums payable pursuant to Clauses 3.3
or 3.7 shall not exceed the Maximum Insurad Amount.

The amount of any Claim which is withdrawn prier to payment in terms
of Clause 3.5 shall mot be deducted from the Maximum Insured Amount

for the purposes of assessing vhether the limit in Clause 6.1 has
been exceeded,

Any amount recovered by the Insurer in respsct of any Claim prior to
the expiry of the Period of Insurance shall be deducted from the
amount of Claims paid or payable for the purposes of assessing
vhether the 1imit in Clause 6.1 has been exceeded.

By payment of an additional Premium or additional Premiums the
Maxipum Insured Amount shall from time to time be increased as

agreed between the Insured and the Insurer.
///ZZ\, 7




7. Exclusiona:

7.1 The Insurer may decline to accept any Clatm which is in any respect
fraudulent or if any fraudulent means or devices are used by the

Insured or anyone acting on its behalf to obtain any benefit under
this Policy.

7.2 No Claim shall be met harsunder to ths extent that the Insured s
entitled to an indemnity under any other insurance and to that
extent the occurrences referred to in Clause 1 shall not be coverad
by this Policy, provided that any amount not coversd by such other
{nsurance shall, except to the axtent that it may limit or veid such
{nsurance, be covered under this Policy.

8. Fuy nd

8.1 Except as provided in Clause 10.1 the Insured may, but shall be
under mno obligation to, take any 8teps, whether before or after
making any Claim, to exsrcise any rights it may have to recover fron
any person the amount in respect of which an Indemnity Notice is
{spued and in connection with which the Claiz has been or will be
made or to otherwise exarcise any rights, powers, recedles or
securities it may have,

8.2 Except &s expressly provided in this Policy the Insured shall bde
under no obligation to give any notice or provide any inforzation to
the Insurer relating to the performance or non-performance by any
obligor under or in respect of any debt in rslation to vhich the
Insured has entered into an indeanity with such obligor other than
pursuant to any Claim.

8.3 At any tims following the making of a Claim the Insured shall at the
request of the Insurer make available for {nspection by the Insurer
all records, documents and information relating to the Indemnified
Azount in relation to which the Claim has been zade.

8.4 Except as expressly permitted or contemplated by the terms of an
Indemnity the Insured shall not agree to Vary the terms ©T
conditions of that Indemnity without the prier writzen consent of
the Insurer such consent not to be unreasonably withheld.

B.S The Insured shall only accept liability in respect of an Indemnity
Kotice upon the terms and subject to the conditions of such
Indemnity.

8.6 The Insured shall {n accepting any 1iability under an Indemnity or
{in respect of an Indemnified Amount eXxercise reasonable care and

prudence and shall in respect of this Policy observe the utmost good
faith at all times.

9. Arbitration: In the event of any disputs or disagreement bstween
the Insured and the Insurer regarding the application or {nterpretation of
this Poliey such dispute or disagreesent may be teferred to arbitration
only by the Insured in accordance vith and subject to the provisions of the
Arbitration Act 1950, Decisions arising from such arbitraticn shall be

final and binding. Q\ 1/



10.
10.1

10.2

11.2

12.

Racoveries:

1f any payment {s made under this Policy in respect of a Claiz, the
Insured shall act as agent for the Insurer 4in exercising the
Insured's rights of recovery and for such purposes shall use
reasonable endeavours to recover or procure the recovery of any
amount in reapect of which the 1liadility to pay an Indeznified
Azount has arisen and sither account to the Insured for any proceeds
of such recovery or apply such proceeds in payment of any unpaid

Claims, whether or not such payment is due in terms hereof, provided
that;

(a) the Insurer shall not itself or through any other person
exercise any such rights of recovery;

(b) the Insured may at any time by notice to the Insurer decline to
act as agent for the Insurer for such purposes esither generally
or in any particular inatance;

(¢) the Insured shall incur no liability to the Insurer for acting

or failing to act upon the directions of the Insurer or
otherwise acting in pursuance of this Clause 10.1.

The Insurer shall {ndemnify and keep indemnified the Insured in
respect of anything the Insured does or {s required to do in
pursuance of Clause 10.1 including any cost expense oI liabilicy
{ncurred by the Insured in connection thezrewith and the Insured may
before taking any step pursuant to Clause 10.1 require the Insursr
to deposit with it sufficient amounts to cover any such costs
expenses and lisbilities which wmay reasonably be expected to be
sustained or incurred by the Insured.

Confidentialisy:

The existence and terms of this Policy, any Claims, any informatiom,
docuzents, racords or other material disclesed or made available to
the Insurer pursuant to or in relation to this Poliey or any
proposal submitted in relation to this Polley, shall at all times de
kept strictly confidential to the Insured and the Insurer.

Notwithstanding any other provision of this Poliey, the Insured
shall not be obliged to disclose or make available to the Insurer
any information, documents, records or other materilal which wvould or
{s reasonably 1likely to cause the Insured or any party to an
Indemnity to be in breach of any duty of confidentiality vhethar
arising by law or contract, provided that the provisions of this
clause 11.2 shall not in any vay prejudice the Insured’'s abllity to
make a Claim under this Policy or receive payment in full of such
Claim.

Neither the Insured nor the Insurer may assign its

No Assignment
respective right, titls or interest {n or under this Policy without the

prior consent in writing of the other party hersto, such consent not to be
arbitrarily er unreasonably withheld.
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13. Jurdisdiction:

13.1 This Policy shall be governmed by the laws of England vhose courts
shall subject as provided {n this Policy have Jurisdiction in any
di{spute hereunder, and

13.2 Any summons, notice or process to be served upon:

(a) the Insurer, for the purpose of dinstituting any legal
proceedings against it in comnection with this Policy may be
served upon the Insurer's Process Agent who has authority to
accept service on the Insurer’'s behalf;

(b) the 1Insured, for the purposs of inscituting any legal
proceedings against it in connection with this Policy may be
served upon the Insured's Process Agent vho has authority to
accept service on the Insured’s behalf.

DATED 30th day of March 1988

s

,

)/

SIGNED for and on behalf of
the Insurer by {ts duly

erpowered director in ) i
the presence of: g st Internatonal Mana errenth.LM. o
"~ Maneaging Di 7(‘3' ,
T e - /

/')/j ﬂ?M)f"Q



The Insurer:

The Insured:

Period of Inaurance:

Indemnity:

Maximum Insured Amount:

Last Payment Date:

Insured’s Process Agent:

Insurer’s Process Agent:

Carcel_ation Insured Amount;:

$108,560,577
§123,843,506
$141,278,341
$§159,666,206
$179,180,876

SCHEDULE

Bold;;inglmnntlchappij Amstelmond B.V,
Parklan 81

Haartlem
The Netherlands

BNZ ZPensions Llimited, a wholly owned
subsidiary of Bank of New Zealand

from 30 March 1588 to 30 March 1993 as
such period may be extended in terms of
Clause 4.2.

A contract of indemnity dated 30 March 1988
between the Insured and Bank of XNew Zealand
relating to intra group Iindebtedness a copy
of which has been delivered to the Insurer,

Two hundred millien New Z2ealand Dollars
(N2§200,000,000)

the fifth anniverasary of the Policy,

Bank of New Zealand, BNZ Kouse, 951 Gresham
Strest London EC2V 7BL England

Such person as is notifiad dy the Insurer to
the Insured in writing as being the Insurer’'s
Process Agent,:

Reriod Duxing Which
Cancellation {ig Pffectred:

31 March 1988
1 April 1989
1 April 1990
1 April 1991
1 April 1992

31 March 1989
31 March 1990
31 March 1991
31 March 1992
31 Maerch 1993



APPENDIX G

BZISEELAHSI_ZQLISX
SUROPRAR PACSYIQ WNDEAVAITERS LIMITRD

of the ReinsuIoec paying to the Reinsurer the Prexium ]I 3§
as follows:

1. : Upon the terms and subject to the conditions contsined (n or

endorsed ! or otherwise expressod on this Reinsurance Policy (whien
e iitiode ele31 su fei s» Lus nATUIS OI TNED TeEPECTIVeLY wili per=it b

emed td be eomditions precedunt to the right nf tha Weinsured te rassver
hortunco? Lf at any tioe aud fivu tluwe CO Time alteT payment oI the Iira

Prami-cr ghd durlng the Peyied of Natneurence she Reinsured shiell Huilfy the
reinsurez that the Reinsured has received a mnotice of a claln under a
Pelioy {EN oubject sa provided 1. tlls Relnsurancs Policy the Keihsurer
vill pay ko the Reinsured an amount squivalent to 50 perveent of the wzount
requizred J3o be paid by the Roinsured in Tespect of sach sush claln in
sccordance with the pravisiens centained in whis Reinourance Telicy.

2. In this Reinsurance Pelicy:

" means a claim zade by the Reinsured uncer this Reinsurance
ey and whera the context requires or admits includes the noneys
able in respect of such clale.

v -tnd of Re{nsurance” meane the period specifled as the Period of
Relrgurance in the Schedule as such peziod may be extended pursuent

35-) v  moors peliciee o¢f lusuisice lpsiec Dy T heinsurec
velng ac the date of this Deed those polecies 1iated in the Schedule
anl "Ppiiey" shall be eomatrued ascordinzly.

means the prexiun ¢r premiums payadle by the Reinsurec
witn respect to this Reimsurance Poliey agreed betwaen the Relrnsuved

Sat  mesns the maximum aggregate lladilicy ol zhe
nourer to pey Claims as specifi{ed in cthe Schedule &x the

" peans !elaggingamaa:schsﬁpij Amstelmond 3.V,

" meand European Pacific Underwriters Limitec,

Y2ev" neans this poliecy of relnsurance as tha saze
ney e modified azended ox extended by agreesent {n writing between
thf parcies.

~Rfreval Premiuz* means the promium or pre2iums agreed Pesveen N

Refnsured &nd the Reinsuver for the extansien of this policy after
thd inizlal Pericd of Reinsurancs. ‘ '

"S ifiﬁd " mearna tha rate of roturn aspransead as a peveoenvep.
ped annum Vhich the Rolioused vervifiss &8 Deing the rate ci Tes




3.7

antiqipated or agreed in respect of the Relnsured'y Uadiiley for
azounts the payment of which have bean deferred under a Poliey.

Expressiens commencing with capital letters which are used {n the
Schedule and which are not otherwise defined in this Policy shall
have the ssanings ascribed thersto (n the Scheduls, :

The singular {ncludes the plural and vice verss.

2avrapst:

In the event of & claim deing made by an Reinsured Party under a
Policy the Reinsured may make a Cleim hersunder and the Relnayrer
shall vithin 10 days of receipt thsreef notify the Reinsured whather
oI not {t accepts or relects such Claim, If mo such meties is Biven

within that tize the Reinsurer shall be deezed %o have Accepted the
Claim,

1{ the Relnsurer accepts or s deeded to have accaptad a flatn the
Reinsuzer shall either pay such Claim within 14 days of recolpt of
the Clain or, notify the Relnsured that it alscts to deler paysent
of such Claim {n whole eor {n par: until a dats specified (n puch
notize being a cate not later than the last Faynent Date;
In the event of the Relnsurer giving & notiecs of deforral pursuan:
to clause 3.2 and a3 the date of payment of the Clalm the agiTegate
Ciaims have not or will not exceed the Reimsurance Azount, an
adcizionel suz shall be payable 4n Todpect of sueh Clals caleoulated
¢n the amount of such Clalm at the relsvans Specified Rate during
the period from the date such flaim Lo nade until the ecats of
pe Tens in {ull chereof on the basis of the actual nuzbsr of days
elapsed, a 365 day year and 30 day rests.

The Refnsurer may at any time afcer giving any notice of deferral,
by ten (1C) days motice to the Relnsured FPey cthe azoun: of suoch
Claiz ir whole or (n part ineluding the additionsa! amount caiculated
{n terma of Clause 3.3,

The Relrsured 2ay wholly or partially withdzew any Cla¢(m before &t
is paid notwithstanding any secceptence by the Re{nsurer of such
Claim, Any zecoverlies alter a Claim is accepted dut not pald ahall
veinstate the &vallable Reinsurance Amount to that extent. hny
recover{es after 2 Ciala is paid shall be patd to the Relnsuter and
shall reinstate the available Reinsurance Amount to that sxtant,

The Reinsured nmay call for perlodic cersificatas fres an {ndependent
pecsor nomineted by the Reinsurer and acceptadle to the Reinsured
cortifying as to the valus of the assets of the Reinsurer vhich are
eveilsble for the purposes ef meeting and eclalz under this
Reinsurance Policy, provided chat the Relnsured shall ner de
entitled to receive particulars of guch assets oy aAny ralngurance
arTangements.

All azcunts paysble by either tha Reinsured or the Reinsurer under
this Relnsurance Policy shall be paid fres anda cle :

cecuctions and withholdings, {ncluding,
Taxes,




6.1

6.2

5.2

$.3

6.1

€.2

6.3

2azz:

This Reinsurance Poliey shall continue n full fores and offece
during the Patrind of Reinsurance unless earlier cenoolled (n verms
of olause 5.

The Reinsured may by paying an annual Renewsl Prezium prier to the
expiry of the Period of Reinsuranze extend the Period of Reinsurance
by further pericds sach of one ysar's duration.

Langallacier:

The Reinsured may by 14 days notice in writing te the Relnsurer
require this Reinsurance Policy to des cancalled. ,

in the event that notice (s given pursuant to Clause §.3 the
Reinguror shall pay to the Reinsured at the sxplsy of such perlod
ell outstanding Claixs rotwithstanding cthe provisions of Clause §.1
EROVIDED THAT the maximuz aggregets amount payable to the Reimsured

shall net exceod the relevant Cancellatisn Reinsuranss Amrsunt aar
out {n the Schecdule.

er. the event of cancellation of this Rei{nsurance Policy pursuant to
Ciause 3.1 prior to the origimal expiry date of ths Reingurance
Policy the Relinsurer shell pay to the Relnsured at the axpiry ol
such notice, & refund of a propersion of the Premiuz paid to the
extent ({f at all) that it sxceeds an amoun: squivalent to  the
eggropate amount of Clalzs pald, such proportien to Ds the sa=s
proportion as the nuwber of daya of the unexpired Pericd of
Reinsurance bears o the aggregats nusber of days of the or{ginal
Feriod ¢f Reirsurance.

L. X! L4 bl ¢

The zaximum aggregete amount of Clalms that may be paid under shis
Relnsurancs Pollicy including any additional sums payeble pursuant o
Clauses 3.3 or 3.7 shall no: exceed the Rainsurance Amount.

The amount of any Claiz which {s withdrawn prier to payment in terms
of Clause 3.5 shall not be deducted from the Reinsurancs Amount for
the purposes of assessing vhether the limit {n Clause €.] hag been
excesded.

Any amount Yecovered By the Reinsurer {n respect of any Cla{z prior
to the expity of the Pariod of Reinsurance shall be deducted froz
the amount of Claims pald or payadls for the purposes of assessing
wvhether the limit {n Clauss 6.1 has Deen exceeded,

By payrent of an additional Premiuzn or additional Premiuzs the
Relnpurance Amount shall froz time to time be increassd as agesd
between the Reinsured and the Reinsurar,
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’. Ixcluaions:

7.1 The Redinsurer may decline to accept any Claim whiech {s (n any
respact fraudulent or if any fraudulent meany or devices are used b

the Reinsured or anyone scting em its delialf to odbrain any benefy(s
under this Reinsurance Polley.

8. Luxsbéx Cond{giong:

8.1 Except as provided in Clause 10.1 the Reinsured say, but shall be
uncer no obligeticn to, take any steps, vhether bdefors or sfter
making any Cleim, to exerciss any rights (¢ may have to recovar from
any person tThe amount of any claiz made under a Policy An respect of
which the Claiz has been or will be pade or to othexrwise sxerciss
any rights, powers, remedies or securities {t zay have.

8.2 Exespt as  expressly prevideds in this Re{nsurance PQoliey i
Reinsured shall be under no cbligation to give any notice or provide
ary {nformetion to the Reinpurer Telating to & clalz under o Pollcy
cther than pursuant to any Clatzm.

8.3 . At any vwizme following the zaking of a Claim the Reinsured shall 'Y
the "request of the Reinsurer nake evalladle for (nspection by the
Reinsurer all records, docuzents and inforoation relating to the
cleim under the Poiley in relation to whieh the Claln has daan magde.

8.¢ Except as exprossly permitted or contezplated By the germs of a
Policy the Reinsuyed shall net 48368 to vary the terzms or conditions
ol that Poliey wishout the prior written consent of the Reimgurer
Buch ¢onsent m6t te bHe unresasonably withheld,

) The Reinsured shall only accepr liabilicy ¢n respect of & e¢laiz

uncer a4 Policy upen the terms and subiect to the conditions of such
Policy.

8.6 The Refnsured shall {n dccepting any llabllicy {n respsct of 4 Claiz
under & Policy sexerciss reasorable care and prudence and shall ¢n
Tospect of this Rei{nsuranee Policy observe the utmest goed falth at

4.l times.
] Axbizzatiocn: In the aven: of any dispute or disagraszoen: detveen

the Reinsured and the Reinsurer regarding the applicatien or {nterprezatien
of this Re{nsurance Folicy such dispuce or diszgTednent may be referred to
arditraticn only by the Reinsured in eccordancs with the provis{ons of the
Tnsura=ce Law Refors Act 1977. Deolslons arising from such arditration
shall be final gnd binding.

10. Resqvazien:

10.1 12 any payment (s made under this Relnsurance Pollcy in respect of a
Claim, the Reinsured jshall act as ageont for the Reinsurer (n
exercising the Reinsured's tights of reoovery and for such purpcses
shell uss Teasonadls endeaveurs te recover or procure the rtecovery
o the amount of any claizm made under o Policy and e{ther account
the Reinsured for any procssds of such Yecovery or apply




7rocttuo {n payment of any unpaild Claizs, whether or not guch
Payment is dus in tercs herec?, provided that!

(8) the Reinsurer ohall mot {etself or through any eother person
exercise any such rights of recovery;

(B) the Reinsured zay at any time by notics to the Relnsurer
decline to act s agent for the Relnsurer for such purposes
sither generally or {n any particular instance;

(c) the Reimsured shall imeur ne 1iability to the Reinsurer for

acting or falling te act upon the diracti{sns of she Betusucer
av ~clivawive scting in pursuance of this Clause 10.1%.

0.2 The Reinsurer shall indemnify and keep {ndemnifled the Reinsured (n
respect of anything the Reinsured doen or is Toquired to do in
pursuance of Clause 10.1 {ncluding any cost expenss " or 1iadility
incurred by the Relnsured in connection therswith and the Reinsured
ray befors taking any step puzsuant to Clause 10.1 require the
Reinsurer to deposit with {t sufficient amounts to covar any such
coscs sxpenses and liadbilit{es wvhich may reasenably be expectad to
be sustained or incurred by the Reinsured.

11. aldldomplatiny:

11.1  The extiatence and terms of this Rei{nasurance Pollicy, any Clains, any
{nfornaticn, €scuzensa, racords or other zaterial disclosed or made
aveilable to the Re{nsurer pursuant to or in relatien to this
Reinpurance Poilsy er any proposal sudmitted in relation to thia
Reinsurance Policy, shall st all zizmas be kept strictly confidential
to the Relnsured and the Relnsurer.

11,2 Notwithstanding any other provision of this Reinsurance Policy, ths
Reirsured shall not be odbliged te discloss or maks available t¢ the
Relngurer any information, documents, records or other mgsertal
wRizh would or is reasonadbly likely to cause the Reingured or the
helcer ¢f a Pulluy to be in dreach ot any duty of confidentiality
wvhether arising by law or contract, provided that the provisions of
this clause 11.2 shall not {n any way prejudice the Reinsured’s
atiliry to make & Claiz under this Reinsuranve Policy or receive
Payment In full of sueh Cleisn.

12, Na Agaighmant: Neither the Reinsured nor the Reinsursz may assign
its respective Tight, title or interest in or under this Reinsurance Policy
witheut the pricr consent in writing of the othas parecy hereto, such
consent not to be arb{trary or unreasonably withheld,

3. Lauzzarsixsy

This Reinsurence Policy My be sxecuted in any number of ocounterparcts, all
of vhich when taken togesher shall censtitute one and the sazs {nstrument,
ard either of the parties haretso may sxscute this Reinsurance Pelicy by
signirg any such counterpare,




16, Jurigdiesion:

4.1 This Refnsurancs 2olley shall be §oVerned by the lavs of New Zealand
vhoss courts shall subject as provided im this Ref{nsurance Policy

'aVe Jurisdiction {n any dispute hereunder, and

6.2 any funtons, notice or process to be served upon:

(8) the Reinsurer, for the Purpose o?f inscituting any legal
Proceedings against {t ¢n connection with ehis Relnsurgnce
Poliey may de served upen the Reinsurer's Process Agent whe hgp

suthority to acceps servics on the Insurer’'s behal?;

(8) the Relnsured, gfor the purpose of institutin; any

proceedings againgt {t {n connection with this’ Reinsurance
Policy may be served upon the Reinsured's Process Agent who has

authority to accept sarvies on the Insured’s dehalf,

DATED 30¢h day of March 1989

LIMITED was hereunts

affixed in thi presence of:

NI NSNA N

SICN2D oz and on behalf of
the Relinsursd by {zs duly;
srpovered director in the
Presenzy of:

VUl N N N s




The Refnsurer:

The Rednsured!

Period of Relrnauzance:

Poliey of Insurancs:
issued dy the
Relnpured:

Reinsurancs Andunt:

Last Payment Date:

Re{nsuzed's Process Agent:

Redinsurer’s Pzocess Agent:

Cancellstion
Relnaurangy AMQURT:

$97.704,829
$1311,455,155
$§127,150,806
$143,659,58S
$.461,262,788

o 7

ACERRILE

Buzopean Paciflic Undsrwriters Lim{ted
Mezrcury House

Tutakizos btreet

Rerotenge

Cook Jelands

Beleggingszaatschappi Azstelmond B.V.
Parklan 81

Haazleg

The Netharlands

From 30 Mareh 1988 to 30 March 1993 as
puch periecd may be extended (n terme of
Clause 4.2.

The £ollowing Policy(ies) a ocopy(les) of
which has(ve) been delivered to the
Rei{ngurer. '

Relicy : dnaysed Rarsy
Insurance Policy 3NZ Penalcns Licited
dazed 30 March 1988  Level 2¢

MNZ Contre
1 Willls Streee
Vellingson

one hundred and ef{ghty zilllon Nevw 2eslend
doliars (N28§180,000,000)

The £ifth enniversary of the Polley.

3uddle Findlay
Level 16

IN2 Cencre

s Willis Street
Vellington

Fay, Richwhite & Co Linited
Lavel

Flotcher Challenge House
The Terracs

Wellingten

Zsxied During ¥hish
Gansellssion g Effesteds

31 Mazch 1588 - 31 Marxeh 1989
1 April 1989 - 31 March 1990
1 April 1990 « 31 March 1991
1 April 1991 - 31 Mareh 1992
1 Apzil 1992 - 31 March 1993




RLINSURANCE POLIOY
EUROPZAN PACIFIC UNDERVRITERS LIMITED

IN CONSIDERATION of the Reinsured paying to the Reinsurer the Premium IT I§
EEREBY AGREED as follows:

1. Cover: Upon the terms and subdbject to the conditions containsd {n or
endorged or othervise expressed on this Reinsurance Policy (which
condirions shall so far as the nature of them respectively will permit bda
desmed to be conditions precedent to the right of the Reinsured to recover
hereunder) if at any time and from time to time after payment of the firast
Predium and during the Period of Reinsurance the Reinsured shall notify tha
Reinsurer that the Reinsured has received a notice of a claim under a
Poliey TITHEN subject as provided in this Reinsurance Policy the Reinsurar
will pay to the Reinsured an amount equivalant to 350 percent of the amount
Trequired to be pald by the Reinsured 4{n respect of sach such claiz in
accordance with the provisions contained in this Reinsurance Policy.

2. Definitions: 1In this Reinsurance Policy:

"glain® moans 6 clalw wede Ly Llis Relnsured under tThis xalnsurance

Policy end where the context requires or admits includes the monays
payable in respect of such claim.

"Perio nsurance” means the period specified as the Period of
Reinsurance in the Schedule as such period may be extended pursuant
to Clasuse 4.2,

"Bolicies"  means policies of insurance dissued by the Reinsured
being at the date of this Deed those policies liszed {n the Schedule
and "Policy" shall be construed accordingly.

"Premium" means the premium or premiums payabdle by the Reinsured
with respect to this Reinsurance Policy agreed between the Reinsured
and the Reinsurer.

" ur ount" means the maximum aggregate liability of the

Reinsurer to pay Claims as specifisad (n ths Schedule as the
Reinsurance Amount.

"Reinsured” means Beleggingsmaatschapplj Amstelmond B.V.

"Reinsurer” means European Pacific Underwriters Limited.
"Reinsurance Policy" means this policy of reinsurance as the same

may be modified amended or extsnded by agreement in writing batween
the parties,

"Renew iyg" means the premium or premiums agreed between the

Reinsured and the Reinsurer for the extension of this policy after
the initial Period of Reinsurancs.

"Specified Rata" means the rate of return eaxpressed as a percentage
per annum which the Reinsured certifies as being the rate of returm

s

]




3.1

3.2

3.3

3.3

3.6

3.7

anticipated or agreed in rospect of the Reinsured’'s liabiliry for
amounts the payment of which have been deferred under & Policy.

Expressions compencing with capital letters which are used in the
Schedula and which are not othervise dofined in this Policy shall
have the meanings ascribed thersto in the Scheduls.

The singular includes the plural and vice versa.

Payment:

In the event of a claim being made by an Reinsured Party under a
Policy the Reinsured may make & Claim hereunder and the Reinsurer
shall within 10 days of receipt thereof notify the Reinsured whether
or not it accepts oY rejects such Claim. If no such notice is given
within that time the Reinsurer shall be deemad to have accepted the
Claim.

1f the Reinsurer accepts OT 1g deemed to have acceptsd & Claim the
Reinsurer shall either pay guch Claim within 14 days of recalipt of
the Claim or, notify the Reinsured that it elects to defer payument
of such Claim in vhole or {n part until & date specified in such
notice being a date not later than the Last Payment Date;

In the event of the Reinsurer giving & notice of deferral pursuant
to clause 3.2 and at the date of payment of the Claim the aggregate
Claims have not oI will not exceed the Reinsurance Amount, an
additional sum shall be paysble in respect of such Claim calculated
on the apount of such Claim at the relevant Specified Rate during
the period from the date such Claim is made until che date of
payzent in full chereof on the basis of the actual nuzber of days
elapsed, a 365 day year and 30 day rests.

The Reinsurer may &t any tioe after giving any notice of deferral,
by ten (10) days notice t€o the Reinsured pay the amount of such
Claim in whole or in part including the additional amount calculated
{n terms of Clause 3.3.

The Reinsursd may wholly or partially withdraw any Claim before it
{5 paid notvithstanding any acceptance by the Reinsurer of such
Claim. Any recoveries after a Claim {s accepted but not pald shall
reinstats the avallable Reinsurance Amount to that extent. Any
recoveries after a Claim {s paid shall be paid to the Reinsurer and
shall reinstate the available Reinsurance Amount to that extent.

The Reinsured may call for periodic certificates from an independent
person nominated by the Reinsurer and acceptabla to the Reinsured

_certifying as to the valua of the asssts of the Relnsurer vhich are

available £or the purposss of meeting and claim under this
Reinsurance Poliey, provided that the Reinsured shall not be
entitled to zeceive particulars of guch assets or any reinsurance
arrangements.

All amounts payable by either the Reinsured or the Rainsurer under

this Reinsurance Policy shall be paid free and clear of all
deductions and withholdings, including, without limitation,

any
taxes.
.// (




Jerm:

This Reinsurance Peclicy shall continue in full force and effsct

during the Period of Reinsurance unless earlier cancelled in terms
of clause 5,

The Relinsured may by paying an annual Renewal Premium prlor tu che
expiry of the Period of Reinsurance extend the Period of Reinsurance
by further periods each of one year's duration.

Cancellation:

The Reinsured may by 14 days notice in writing to the Reinsurer
require this Reinsurance Policy to be cancelled.

In the event that notice is given pursuant to Clauss 5.1 the
Reinsurer shall pay to the Reinsured at the explry of such period
all outstanding Claims notwithstanding the provisions of Clause 6.1
IROVIDED TIAT thic waxluwws aggregate axount payable to tha Keinsured

shall not exceed the relevant Cancellation Reinsurance Amount set
out in the Schedule.

In the event of cancellation of thle Reinsurance Policy pursuant to
Clause 5.1 prior to the original expiry date of the Reinsurance
Policy the Reinsurer shall pay ta the_Reinsured at the expiry of
such notice, & refund of & proportion of the Premium paid to the
extent (if at all) that {t exceeds an amount egquivalent to the
aggregate amount of Claims paid, such proportion to be the same
proportion as the number of days of the unexpired Period of

Reinsurance bears tec the aggregate number of daves of the original
Period of Reinsurance.

{ Cla

The maximum aggregate amount of Claims that may be paild under this
Reinsurance Policy including any additional sums payable pursuant to
Clauses 3.3 or 3.7 shall not exceed the Reinsurance Amount.

The amount of any Claim which i{s withdrawn prior to payment in terms
of Clause 3.5 shall not be deducted frow the Relinsurance Amount for

the purposes of assessing whether the limit in Clauss §.1 has been
exceedad,

Any amount recovered by the Reinsurer in respect of any Claim prior
to the expiry of the Pericd of Reinsurance shall da deducted from
the amount of Claims paid or payable for the purposes of assessing
vhether the limit in Clause 6.1 has bean exceeded,

Ry paymant of an additional Promium or addicional P.owluws Lhe
Reinsurance Amount shall from time to time be increased as agreed
between the Reinsured and the Rainsurer.

/2




7. Exclusions:

7.1 The Reinsurer may decline to accept any Claim whieh s in any
respect fraudulent or if any fraudulent means or devices are used by
the Reinsured or anyone acting on {ts behalf to obtain any benefit
under this Reinsurance Pollcy.

8. Fuccher Conditions:

8.1 Except as provided in Clause 10.1 the Rainsured may, but shall be
under no obligation to, take any STeps, wvhether before or after
zaking any Claim, to exercise any rights it may have to recover from
any person the amount of any claim made under & Policy 4n respect of
which the Claizm has been or will be made or to otherwise exercise
any rights, povers, repedies or securities it may have.

8.2 Except as exprassly provided in this Reinsurance Policy the
Reinsured shall be under no obligation to give any notice or provide
any information to the Reinsurer relating to & claim undar a Pelicy
other than pursuant to any Clain. '

8.3 At any time following the making of a Claim the Reinsured shall at
the request of the Reinsurer zake avallable for inspection by the
Reinsurer all records, -documents and information relating to the
claim under the Policy in ralatiom to which the Claim has been made.

8.4 Except &8 expressly permitted or contemplated by the terms of &
Policy the Reinsured shall not agree to vary the terms or conditions
of that Policy without the prior written consent of the Relnsuver
such consent not to be unreasonably withheld.

8.5 The Reinsured shall only accept 1iability 4in respact of a clain

under a Poliey upon the terms and subject to the conditions of such
Pollcy.

8.6 The Reinsured shall in accepting any 1iability in respect of a Claim
under a Policy exercise reasonable care and prudence and shall in
respect of this Reinsurance Policy observe the utmost good faich at
all times.

9. Arbitration: In the event of any dispute oI disagresment between
the Reinsured and the Reinsurer regarding the application or interpretation
of this Reinsurance Policy such dispute or disagreement may de referred to
arbitration only by the Reinsured {n accordance with the provisions of the
Insurance lav Reform Act 1977. Decisions arising from such arbitration
shall be final and binding.

10. Recoveries:

10.1 If any payment is made undsr this Reinsurance Policy in respsct of a
Claim, the Reinsured shall asct as agent for the Relinsurer in
exercising the Reinsured’'s rights of recovery and for such purposes
shall use reasonable endsavours to recover oI procure the recovery
of the amount of any claim mads under a Policy and either account to
the Reinsured for any proceeds of such Tecovery or apply such




proceeds in paywent of any unpaid Claims, vhether or not such
payment is due in terms hereof, provided that;

(a) the Reinsurer shall not {tself or through any other person
exercise any such rights of recovery;

(b) the Reinsured may at any time by notice to the Reinsurer
decline to act as agent for the Relnsurer for auch purposes
either generally or in any particular instance;

(c) the Reinsured shall {mrnr nn llabiliey to the Roincurer for
acting or failing to act upon the directions of the Reinsurer
or otherwise acting in pursuance of this Clause 10.1,

1
(o]
A ]

.2 Tha Reineursy chzll indszanifly and Wesp Indemnified (he Reinsured in

respect of anything the Reinsured does or is required to do {n
pursuance of Clause 10.1 including any cost expense or liabilicy
incurred by the Reinsured in connection therewith and the Reinsured
may before taking any step pursuant to Clause 10.1 require the
Reingsuraer to depogit with it sufficient amounts to cover any such
costs expenses and liabilities which may reasonsably be expected to
be sustained or incurred by the Reinsured,

11, £i{dea :

11.1 The existence and terms of this Reinsurance Policy, any Claims, any
{information, documents, records or other matarial disclosed or made
available to the Reinsurer pursuant to or in relation to this
Reinsurance Poliecy or any proposal submitted in relation to this
Reinsurance Policy, shall at all times be kept strictly confidential
to the Reinsured and the Rei{nsurer.

11.2 Notwithstanding any other provision of this Reinsurance Policy, the
Reinsured shall not be obliged to disclose or make availadle to the
Reinsurer any information, documents, records or other wmaterial
wvhich would or {s reasonably likely to causs the Reinsured or the
holder of a Policy to be in breach of any duty of confidenciality
vhether arising by law or contract, provided that the proviasions of
this clause 11.2 shall not in any wvay prejudice the Relnsured’'s
abilicty to meke a Claim under this Relinsurance Policy or recelve
payment in £ull of such Claim.

12. No Assignment: Neither the Reinsured nozr the Reinsurer may assign
{ts respective right, title or interest in or under this Reinsurance Policy
without the prior comsent in writing of the other party hereto, such
consent not to be arbitrary or unreasonably withheld.

13, Counterpaxts
This Reinsurance Policy may be executesd in any number of counterparts, all

of which when taken together shall constitute one and the same instrument,
and aither of the partias hereto may executs this Refnsurancs Policy by

signing any such countarpart.
/ g




1. Jurdsdiction:

14.1 tg Relnsurance Poliey shall be governed by the laws of Nev Zealand
vhose courts shall subject as provided in this Reinsurance Policy
have jurisdiction in any dispute hereunder, and

14.2 Any sumpons, notice or process to be served upon:

(a) the Reinsurer, for the purpose of {nstituting any legal
proceedings against it in connection with this Reinsurance
Policy may be served upon the Reinsurer’'s Process Agent who hag
authority to accept service on the Insurer’s behalf;

(b) the Reinsured, for the purpose of {nstituting any legal
proceedings against it in connection with this Reinsurance
Policy may be served upon the Reinsured’'s Process Agent who has
authority to accept service on the Insured’s behalf.

DATED 30th day of March 1988

THE COMMON SEAL of

E P NDE
LIMITED was hereunto
affixed in the prasence of:

)
)
)
)
)
)

SIGNED for and on behalf of
the Reinsured by its duly:
sxpowered director in the
presence of:

\
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The Reinaurer:

The Reinsuraed:

Period of Reinsurancs:

Policy of Insurance:
issued dy the
Reinsured:

Reinsurance Amount:

Last Payment Date:

Reinsured’s Process Agent:

Reinsurex’s Process Agent:

Cancellation
Reinsurance Amount:

$97,704,879
$111,459,155
$127,150,506
$143,699,58%
$161,262,788

SCHEDULX

European Pacific Undervriters Limited
Mercury House
Tutakizoa Street

Rarotnr-=s
Cook Ilslands

Beleggingsnaatschappl) Amstelmond B.V.

Parklan €1
Haarlen
The Netherlands

From 30 Mareh 1988 to 30 March 1993 as

such peried may be extended in terms of
Clause 4,2,

The following Policy(les) a copy(ies) of
which has(ve) been delivered to the
Reinsurer,

Rolicy Ipsured Party
Insurance Policy BNZ Pensions Limited

datad 30 March 1988 level 24
BNZ Centre
1 Willis Street
Wellington

one hundred and ef{ghty million New 2ealand
dollaras (N2$180,000,000)

The fifth anniversary of the Policy.

Buddle Findlay
Level 16

BNZ Centre

1 Willis Street
Wellington

Fay, Richwhite & Co Limited
level 1

Fletcher Challange House
The Terrace

Wellington

ri h
lat tad:

31 March 1988 - 31 March 1989
1 April 1989 . 31 Mazxch 1990
1 April 1990 - 31 March 1991
1 April 1991 - 31 March 1992
1 April 1992 - 31 March 1993
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REED OF TRVST

THIS DEED is made the 30th day of Mareh 1988

BETWEEN

(1) ELEG SC E1MO a company incorporated {n the
Netherlands having its registered office at Amsterdam (the
"lnsurer”)

(2)  EUROPFAN PACIFIC TRUST COMPANY (HONG XONGY LIMITED & company

{ncorporated in Hong Kong (the "Trustee”)

WHERZAS
A. The Insurer has issued certain policles of Iinsurance.
3. At the request of the Insurer the Trustee has agreed to hold certain

Securities on trust for the Insured Parties (as respectively defined

{n Clause 1) upon and subjsct to the terms and conditions contained
in this Deed. :

EFD

1 DEFINITIONS

"Insured Payties” means the holders of Pollicies and "Insured Party”
shall be construed accordingly.

"Poliev" means a policy of insurance issued by the Insured being at
the date of this Deed those policies listed in the Schedule and
"Policies" shall be construed accordingly.

"Securities” means government or local body stock bills notes or
bonds, certificates of deposit, deposit receipts, commercial bdills
of exchange, promissory notes, convertible notss, bonds, stock or
other securities of a substantially similar nature, the caxti{ficates
or other documents of title or documents relating thereto which have
for the time being been deposited with or placed in the possession
or custody of the Trustee or its agent by or at the request or
direction of the Insurer and includes the amount froz time to time
standing to the credit of the Trust Account.

"Trust Account" means the bank account in the name of the Trustee
entitled "Amgtelmond Trust Account®” with such bank as the Trustes
may from time to time specify,

"Clain" means a claim made by an Insured Party under a Policy.

2, THE TRUST

2.1 The Trustee shall hold the Securities in trust and for the benefit -
of the Insured Parties as set out in this Deed,




2.2

2.3

2.4

2.3

2.6

Upon maturity of the Securitles oIr any of them the Trustee shall
ensurs that the proceeds thereof are deposited in the Trust Account
and applied:

{n payment or retention of all costs, charges, sxpensss
and liabilities incurred and payments made by or on behalf of
the Trustee under the provisions of this Deed or othervise in
the protection of the interests of the Insured Parties and of
any remuneration payable to the Trustee with interest thereon
as providsd i(n this Deed;

Second in payment to the Insured Parties of all Claims;

and the surplus (if any) shall be retained in the Trust Account
or reinvested by thae Trustee in {nvestments permitted by Clause
4 hereof.

The Trustee shall make payments to an Insured Party in respect of a
Claim upon receipt of:

(a) a notice from the Insured stating that a Claim has bdesn nmade
under a Policy and that such Claim has been acceptad by the
Insured such notice to have attached thereto any certificaces
required by the terms of the relevant Policy to be provided to
the Insurer in connection with a Claim; o7

(b) & copy of a notice from an Insured Party to the Insured paking
a Claim under a Policy which on its face purports to be a valld
Claim under the relevant Policy such notice to be signed by an
authorised officer of the Insured Party who shall certify that
none of the exclusions contained in the relevant policy (if
any) are applicable .to the Claim and to have attached therato
any certificates required by the terms of the relevant Policy
to be provided to the Insured in connection with a Claim.

Bach notice given to the Trustee under Clauss 2.3 shall specify the
date on vhich and the account to which payment of the Claim i3 to be
nade.

The Trustee shall only be cbliged to make payment in respect of any
Cleim to the extent that there are #unds in the Trust Account on the
date on vhich payment is to be made sufficient to make such payment.

At the expiry of the Pollcy or Policies (including any reneval or
extension thereof) the Securities or the proceeds thereof or the
balance of such Securities oI such proceeds shall, after
satisfaction of all eutstanding 1i{abilities under such Policy or
Policles, be paid to and beneficially retained by the Insured free
from the trusts hersby constitutsd.

IHE TRUSTEE

Supplement %o Statufoly Provisions: By wvay of supplement to the
Trustes Act 1956 and other relsvant statutes it s expressly
declared as follows:

- ///
//

|




(a)

(b)

()

(d)

(e)

(£)

The Trustes may in relation to this Deed and the Policies
(collectively "the Insurance Contracts™) act on the opinion or
advice of, or a certificates or any I{nformation obtained from,
any reputabls lawyer, banker, sccountant or other expert in the
United Kingdom, New Zealand, the Netherlands or elsewhere and
shall not be responsible for any loss occasioned by so acting;

Any such opinion, advice, certificate or information may be
sent or obtained by letter, ctelegram, telex, cablegranm,
radiogran, facsimile reproduction or in any other form and the
Trustee shall not be liable for acting on any opinion, advice,
certificate or information purporting to be so conveyed
although the same shall contain some error or shall not be

authentic provided that such error or lack of suthenticity is
not manifest;

The Trustee shall (save as expressly othervise provided herein
or in any of the Insurance Contracts) as regards all trust,
povers, authorities and discretions vested in it by this Deed,
by any of the Insurance Contracts, or any operation of law have
absolute and uncontrelled di{scretion as to the exercise or
non-exercise thereof and, provided it shall not have acted
fraudulently, the Trustee shall not be responsible for any
loss, costs, damages, expenses or {nconvenience that may result
from the exercise or non-exercise thereof;

The Trustee shall ba at liberty to place this Deed, any of the
Insurance Contracts, and all deeds and other documents relating
to this Deed or any of the Insurance Contracts in any safe or
other receptacle selected by the Trustee in any part af tha
world, or with any bank or banking company, lavyer or firm of
lawyers believed by 1t to be of good repute, in any part of the
vorld, and the Trustee shall not be ressponsible for or be
required to insure against any loss incurred in connection with
any such deposit and all sums required to be paid en account of

or in respect of such deposit shall bde paid from the Trust
Account;

The Trustee as between itself, the Insurer, the Insured and the
Insured Parties shall have full powver to deterzine all
questions and doubts arising in relation to any of the
provisions of this Deed and any of the Insurance Contracts, and
every such determination whether made upon a question actually
raised or implied in the acts or proceedings of the Trustse
shall be conclusive and ghall bind the Trustee, the Insurer,
the Insured and the Insured Parties;

The Trustee may, in the conduct of the trust business, instead
of acting perscnally, exmploy and pay an agent, vhether or not a
lawyer or other professional persen, to transact or conduct, or
concur in transacting or conducting, any business and to do or
concur in doing all acts required to be done by the Trustee
(including the receipt and payment of mcney) notwithstanding
that such agent is a company or body corporate all or any of
whose shares or other securities ars owned by the Trustes and
in the case of such an agent the Trustee shall not be liable to
account either to the Insurar or any other person for any
direct or indirect profits or benefits which may bde made or

e




derived from or in connsction v%th the exployment of such an
agent, and the Trustes »shall not be rtesponsidble £for any
pisconduct on the part of any person appointed by it hereunder
or be bound to supervise the procesdings or acts of any such
person;

(g) The Trustes shall not be gesponsidble for racizals, statexents,
warranties, representations oI conduct of any party contained
hersin or in or in relation to any Insurance Contract to the
{ntent that the Trustee shall not in any way be responsidble for
{ts inability to exerciss any of the functions or rights
envisaged by this Deed or any of the Insurance Contracts or for

any loss or damage thereby occasioned; '

(h) The Trustee shall not be bound to givs notice to any person of
the execution of this Desd or any of the Insurancs Contracts or
to take any steps to ascertain whether any event vhich might
give rise to a Claiz has happened;

(4) The Trustee shall not be responsible £or the genuinenass,
validity or effectivensss of any of the Insurance Contracts ol
any obligations or rights created or purported to be created
thereby or any security constituted of purported ¢to be

ranar{rurad hy av parsuane €o sny of ehe Tnewrenses Contiavbe,
nor shall it be responsidble or 1{able to any person bacsuse of
any invalidicy of any provision of such documents, whether
arising from statute, lav or decision of any court; and

() The Trustee shall not be 1liable oz responsible for any loss,
costs, damages, expenses oI inconveniences which may result
from anything dome or onitted to be done by it

23Qy;ggg_sgyzgxnggggi_zaaz none of the provisions of this Deed shall
{n any case in vhich the Trustee has failed to shov the degree of
care and diligence required by it, having regszd to the provisions
of this Deed or any of the Insurance Contracts conferring on the
Trustee any powers, euthorities or digcretions, telieve or {ndaznify
the Trustee against any 1{abilities which by virtue of any rule of
law would othervwise attach to it as trustee for the Insured Parties
{n respect of any neglligence, default, breach of duty or breach of
tzust of vhich it may be guilty in relatien to {es duties under thls
Deed or under any of the Insurance Contracts.

3.2 eme « It 4s further declazsd that:

(a) Neither the Trustee nor any director oI officer of the Trustes
shall by reason of the fiduclary position of the Trustee be in
any wvay precluded from making any contracts oI entering into
any transactions in the ordinary course of business vith the
Insurer, the Insursd or any Insured Party or from accepting the
trusteaship of any stock, shares, debenture stock, dedentures

or securitieg of the Insurer, the Insured or any Insured Party
and without prejudice o the generality of these provisions it

{s expressly declared that such contraots and transactions
{ncludo any contract or cransaction in relation to tha placing,
undsrvriting, purchasing, subscribing for oz dealing with or
lending money upon oI making payments in respect of any stock,
shares, dsbenture stock, debentures oI other securities of the

/




Insurer, the Insured or any Insured Party or any contract of
banking or dinsurance with the Insurer, the Insured or any
Insured Party and neither the Trustes nor any such director or
officer shall Dbe accountabls te the Insurer or any Insured
Party for any profit, fees, commissions, interest, discounts or
share of bdrokerage sarned, arising or resulting from any such
contracts or transactions and any such director or officer

shall also be at libaerty to retain the same for its or his own
benefic;

(b) The powers conferred by this Deed and the Insurance Contracts
upon the Trustee shall be in addition to any powers which may
from time to time be vested in it by general law.

&, INVESTMENT

Any moneys which under the trusts hereof ought to or may be investad by the
Trustee may be invested i{n the name or under the control of the Trustas in
Securities or {n any of the investments for the tims bdeing authorised by
the lawvs of New Zealand for the investment by trustass of trust money and
{n such currency as the Trustee in {ts absclute discretion may determine
and the Trustee may at any time vary or transfer or convert any of such
inves=ments for or into other such investments or into any other currency
and shall not be respensible for any loss occasioned by reason of any such

tnvestzents whether depreciation in value, fluctuation in exchange rates or
otherwise.

5 TRUSTEE' S REMUNERATION

The Insurer shall pay to the Trustee such fees as may be agreed between
ther from time to time.

5. INDEMNITY
6.1 The lnsurer shall indemnify the Trustes:

(a) 1in respect of all liabilities and expenses properly incurred by
{t or by any person appointed by it to whom any trust, power,
authority or dlscretion may be delegatesd by it in the execution
or purported execution of the trusts, powers, authorities or
discretions vested in it by this Deed or any of the Insurance
Contracts; and

(b) against all 1liebilities, actions, proceedings, costa, claims
and demands in respect of any matter or thing done or omitted
in any way relating to this Deed or any of the Insurance
Contracts except to the extent that they are sustained or
incurred as a result of the wilful misconduct or fraud of the
Trustes;

6.2 All sums payable under Clsuse 6.1 shall be payadbls on demand. All
: sums payabla by the Insurer under this Clause shall, in the case of
any payment actually made by ths Trustee prior to the dezand ( &£
the Trustee requires), carry interest at the rate of ons per cent
per annum above the best lending rate of a prime bank ip, the

o
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principal financlal centre relevant to the currency in which the
sape are due for overdraft facilities in that currency from the date
of the same being demanded, and (in all other cases) shall carry
{nterest at such rate from the date 15 days after the date of the
saze being demanded or being due or (vhere the demand specifies that
payzent vill be made on an sarlior date) from such sarlier dats;

6.3 Unless otherwise specifically stated in any discharge of this Desd

the provisions of thisg Clause 6 shall continue in full £orce and
effect notwithatanding such discharge.

] MODIFICATION

The Trustee way not at any time concur with the Insurer, the Insured and
the Insured Parties in making any modification of this Deed and any
Insurance Contract unless in the opinion of the Trustee such modification
1g mede to correct a manifest error and, in particular, the Trustess may
not concur in any modification of this Deed which may have an adverse
effect on the interest of any Insured Party without the prior written
corsent of such Insured Party.

8. NOTICES

8.1 Each notice, request, demand, approval, certificate o7 other
communication to be given or made undar these presents OIr Any
approval or certificate of the Trustee raquired to be glven, made or
gerved for any purpose hereof or of any of the Insurance Contracts
shall be given, made or served by telex, facsimile or in writing,
addressed:

European Pacific Trust Company (Hong Keng) Limited
10th Floor

Bank of America Tower

12 Harcourt Road

Hong Kong

Telex No: 82731 EPFS HX
Facsimile No: 852 5 8106733
Attention: Managing Director

or at such other address as shall have been notified (in accordance
with this Clause) by the Trustes to the Insurer for the purposes of
this Clause,

B.2 No communication from the Insured Parties shall be effective until
received by the Trustes. ,

9 GOVERNING 1AW

These presents shall be governed by and construsd in sccordance vith the
laws of New 2ealand,



0. CONTRACTS PRIVITY

The provisions of this Deed constituts promises which confer and are
{ntended to confer benefits on the Insured Parties and may be reli{ed upon
by, and are given for the bdenafit of, the Insured Parties and may be
enforced by any Insured Party against the Insurer or the Trustee as if such
Insured Party was party to this Deed.

IN WITNESS WHEREQF this Trust Deed has been executed by the p
date first written above,

BIGNED for and on behalf of
BELEGGINCGSMAATRCHAPPIJ AMSTEIMOND
B V. by its duly empowered
director in the presence of:

. T~

~— X

~.

B STersTZk

SICNED for and on behalf of
ZUROPEAN PACIFIC TRUST COMPAXNY
(HONG EKONGY IIMITRD

by its attorney

)
)
)
) 2 '
)
)
)
)

in the presence of:

fﬂ. Ty rrsrEn




2ollicy

Insurance Policy
dated 30 March 1988

SCHEDULE

Insured Raxty

BNZ Pensions Limited
Lavel 24

3NZ Centre

1 Willis Street
Wellington

New 2esland
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REER OF TRUST
IHIS DEED 4s made the 30th  day of Marceh 1988

BETWEEN -

(1) EUROPEAN PACIFIC UNDERWRITIRS LIMITED a company imcorporated in the
Cuuk Islands having its registered orfice at Rarotonga ("EPUL")

(2) 2 co (B I IMIT a company
incorporated in Hong Kong (the "Trustse")

YHERZAS

A, EPUL has entesred intc & contract of reinsurance dated 30 March 1988
(zhe “"Reinsurance") with Beleggingsmaatachappiy Amstelmond B.V. (che
"Insurer”) pursuant to which EPUL has agreed o undervrits a jercion
of the liability of the Insurer under certain policies of ingurance
{ssued by the Insurer.

3. At the request of EPUL the Trustee has egzoed to hold :=srtain
Securities on trust for the Insured Parties (as Tespectively defined
in Clause 1) upon and subject to the terms and conditions contained
in this Daad.

IT I8 TH2RF 4
DEFINITIONS
"Inadyed Pallluxs" vesans tho holders of rolicies ana "insured rarsv"

shall be construed accordingly.

"Bollgy" means a policy of dinsurance ilssued by the Insussr in
Tespect of which the lilability or a portion thersef of zhe -surer
has bdeen underwrizten by EPUL under the Reinsurance being 2t the
date of this Deed those policies 1isted in ths Sehedu's and

"Policies" shall be construed sccordingly.
"decuricies” means government or local body steck bills nozes or

bonds, certificates of depoesit, deposit Tecelipts, commercial bills
of exchange, promissory notss, convertible notes, bonds, steck or
other securities of a substancially similar neture, the certificates
or other documents of title or documents relating therete which have
for the time being deen doposited with or placed in the possession
or custody of the Trustee or its agent by or at the raquest or
direction of EPUL and includes the amount from time to time standing
to the credit of the Trust Account.

"Iryst Account™ means the bank account in the nagme of che Trusctes
entitled "EPUL Trust Account” with such bank as thes Trustee may
time to time specify,




The Trustee shall hold the Securitles in trust and for the benefis
of the Insursd Partles as sget out in this Deed,

Upon maturity of the Securitios or any of them the Trustee shall
snsure that the proceeds thsreof ars depositad in the Trust Account

Pirst ¢n payment ox retant{on of all CoBLs, charges, expenses
and liabi{lities incurred and Payments made by or on behalf of
the Trustes under the provigions of this Deed or otherwise in
the protection of the interests of the lnsured Parzles and of
4Ny Temuneration payadls to the Trustae vith {ntersst therson
88 provided in this Deed: :

decond {n payzent to the Insured Parties of all Clainmg;

and the surplus (if any) shall be retalned in the Trust Account or
reinvested by the Trustee in investments permitted by Clauss &

The Trustoo shall make Paymerts tu au lusuiwd Purty in raspect of a
Claim upon receipt of: ‘

(&) a notice from EPUL stating that a claim has been made under the
Reinsurancs as a regulr of a Clein daing nade under « Poliey
Buch notice o have annexed thareto 4 copy of the ralevans
notice of Claim under the rslevant Policy; or

(®) & notice from the Insurer stating that a Claim has bsen made

under a Policy and that such Claim has been accepzed by the
Insurer; or

(¢) & copy of a notice from an Insured Party to the Insurer zaking
& Claim under a Policy which on its face purports to be a wvalid
Cleiz under the relavant Poliey such netice to de signed dy an
authorised officer of the Insured Party who shall cerctify the:
none of the exclusions contained in the relevant po ley (if
any) are applicable to tha Claim and to have attachad therseto
any certificates required by the tarms of the relevant Policy
to be provided to the Insurer in connection with a elaim.

Each notice given to the Trustes under Clause 2.3 shall specify the
datc on whish and the accouul tv whilieli payment of the Claim s o de

The Trustse shall only be obligad to make payment in raspect of any
Clain to the extant thar thers are funds {n the Trust Account on the
date on which payment i{s to be made sufficlent to make such payment,

2, 28E_TRUST
2.1
2.2
and applied:
herzeof.
2.2
2.4
mada
2.5
2.6

At the expiry of the Policy or Pelicies (including any renewal or
extension thersof) the Securiciss or the procssds thereof or the
balancs of guch Securites or such proceeds shall, after satisfaction
of all owtstanding llabilitiaa undey surh Paliry Av Palinies,
paid to and baneficially retained by EPUL free from the
hersby constiruted.

&




A IHR JRUSTEE

3.

bl

" ratur - De: By way of supplement to the

Trustes Act 1956 and other relsvant statutes it dig expressly
declared as follows:

(a)

(®)

()

(@)

(o)

(£)

)

The Trustes may in relatison to this Deed, Llis Relnsurance ana
the Policies (cellectively "ths Insurance Contracts") act on
the opinion or advice of, or a certificate or any information
obtained froz, any reputable lawyer, benker, accountant or
other expert in the United Kingdem, New Zealand, the
Necherlands or slsewhers and shall not be responsible Zfer any
loss occasioned dy so seting;

Any sueh opinion, advice, certificate or informetion =2y be
sent or obtained by letter, telegram, telax, cablogram,
radiogram, facsimile reproduction or {in any other form and the
Trustee shall not be liable for acting on any opinion, advice,
certificate or {nformation purporting to bes o conveyed
although the same shall contain some error oTr shall not be

authentic provided that such errer or lack of authenticicy {5
not zanifess;

The Trustee shall (save ags sxpressly othervise provided Rerein
°r {n any of the Insurance Contracts) as regards all wruse,
powars, authorities and discretions vested in it by this Desd,
by any of the Insurance Contracts, or any operation of lav have
absoluta and uncontrelled discretion as to the exarcise or
non-exarcise thereof and, provided {t shall not have acced
fraudulently, the Truszae shall not be rasponsidles for any
logs, costs, damages, expenses or inconvenience that may zesule
from the exercise or nen-exezcise thereof:

The Trustee ahall be at liderty to place this Deed, any of the
insurance Contracts, and sll deeds and other documents relasing
to this Desd or any of ths Insurance Contracts in any safe or
other receptacls selectad by the Trustes in any part of the
world, or with any bank or banking company, lavyer or firm of
lawyers bdelisved by Lt to bde of good repute, in any part of the
world, and tha Trustea shall not be responsible Loz c: Dde
Tequired to insure against any loss incurred in comnection with
any such deposir and all suma Taquired to be paid on acecount of

eT in respsct of such deposit shall be pald from the Trust
Account;

The Trustes as betwaen itself, EPUL, the Insurer and che
insured Parties shall have full power to detarmine all
Questions and doubts arising in relation to any of <he
provisions of this Dead and any of the Insurance Contracts, and
evary such cetarmination whather mads upon & question actually
ralsed or implied in the ects or procesdings of tha Trustee
shell be censlusiva .and chall bBind =hs Truotea, EIUL, the
Insurer and the Insured Parcias:

The Trustss may, {n the conduct of tha trust business,
of scting personally, employ and P&y an agent, vwhether oT %

lawyer or other professional J:erson, to transast of gjnd
SUuLUL 4R TTansacting or conducting, &ny dusiness and t



3.2

(g)

(h)

(1)

H

I
Any case in which the Trugctes has fai{led to show the degree of

coneur in doing all aces required to be done by the Trustes
(including the receipt and payment of money) notwithscanding
that such agent s a company or body corporate all °r any of
whose shares or othesr fecurities are owned by the Trustes and
{d the cass of such an 8genc the Trustee shall not be 1{abla to
account sither to EPUL or any other person for any direct or
indirect profits or banefits which Day bs made or derived {rom
o in connection with the amployment of such ap agent, and the
Trustee shall not be responsidle for any 2isconduct on the part

of any person appointad by {= hareunder or bYe bound o
oupcivise Ll plucesdings or acts o: 4ny such person;

The Trustee shall not be responsidle for recitals, statements,
varranties, reprasentations or conduct of any PAITY contained
herein or in or in relation to any Insurancs Contract to the
intent that the Trustee shall not n any way be responsidle for
1ts inadility to exereise any of  the functions or rights
envisaged by this Deed or any of the Insurance Contraces or for
any loss or damage theraby occcasioned:

The Trustee shall not.be bound to give notics to ary parson of
the execution of this Deed ot any of the Insurance Contraces ex
to take any steps to ascertain whether any svent which =zight
Bive rise To a Claim has happened;

The Trustse shall not be responsibla for the genuinenass,
validiry or effactivenass of any of the Insurance Contracts or
any obligacions or rights created oy Purportsd to de created
thereby or any security constituted or purportad o %a
constituted by or pursuane to any of the Insuranca Contracss,
ner shall it be responsidle o liadle to any parson becauss of
any invalidisy of any provision of such docuzents, whethes
azising from statute, lav or decision of any cours; and

The Trustes shal) net be liadle or Tesponsidle for any losg,
Cosths, damages, axpenses oY inconveniences which may Tesult
from anything done or omitted to de done by {z;

NEVER T none of the provisions ef this Deed shall

CaTe and diligence reaquired dy jt, having regard to the provisions
of this Desd or any of the Insurance Contraccs confarring on the
Trustee any powers, authoritiag or dizcrecions, reliave or indemnily
tha Trusras dgainet any 1{zbilirips “Yhieh By wviveus o auy (ule e
lav would otherwise attach to it as trustee for the Insured Parsie,
in resspect of &ny negligance, defaule, breach of duty ox bresach of
trust of whieh ¢t may bs guiley in relation to its duties under this
Desd or under any of the Insurance Contractg,

§gnnlgmgn;;1_2zgziaigng: It is further declarsd that:

(a)

®
N

Neither the Trustee nor Any director or officer of the Truscee
shall by reason of thae flduciary position of the Trustes be in
any way prscludad from making any contraces or entering ins
4ny transactions in the ordinary course of business with

the Insurer or either of them, or any Insured Parcy sﬁ‘,J?
&ccepting the trustssship of any stock, sharss, tuirgif

stock, dedentures or securities of EPUL, the Insursy




of them, or any Insured Party and without prejudice to the
generality of these provisions 4t is exprsssly declared that
such contrscts and <ctransactions 4include any contrac: or
transaction in rvelation to tho placing, wnderwriting,
purchasing, subseribing for or dealing with or landing nmoney
upen or making payments in respect of any stock, shares,
debenture stock, dabentures or other securities of EPUL, the
Ingurar nr afrher of them, or any Inoured Parsy ov any uvwuliecl
of banking or insurance with EPUL, the Insurer or either of
thez, or any Insured Party and neither the Trustae nor any guch
dirsozor er offlcer ahall Ls avuuuutable to ZPUL or any insurea
Party for any profit, fees, commissions, interest, discounts or
share of brokerage earned, arising or resulting from any sueh
contracts or transactions end any such directer or officer
shall also be at liberty to retain the same for izs or his own
benefit; .

() The powers oconferrad by this Deed and the Insurance Contract
upon the Trustse shall be in addition to any powers which Tay
from time to time be vestsd in it by general law,

4, INVBSTMENT

Any moneys which undaer the trusts hersof ought to or may be invested by the
Irustee may be {nvested in the name or under the control of thes Truscss in

Securizies or in an{ of the investments for tho tizs Yeinr autharissd hy.
tae lawg o New Zealand for the invescment by trustees of trust money and

in such currency as the Trustee in its abaolute discretion may determine
and the Trustes may at any time vary or transfer or copvert any of such
tavestdents for or into other such investments or {nto any othe: currency
and shall not da responsidle for any loss occasioned by rsasen of any such

investments whether deprsciatien {n value, fluctuation in exchange rates or
otharwise. ’

5 TRUSTEE'S REMUNERATION

IPUL shall pay to the Trustee such fes &5 may be agreed bstween them from
tins to time,

6. INDEMNITY

6.1 EPUL shall indemnify the Trustee:

(a) 4n roopoot of all liabilitiss aid eapviises properly incurred by
it or by any person appointed dy it to whom any trust, pover,
suthority or discretion may be delegated by it in the exscution
oz purported exscutien of the ctrusts, powers, autherities or
discretiona vested in it by this Deed or any of the Insurance
Contracts; and

(®) against all liabilities, actiocns, procesdings, costs, claims
and dezands in respect of any mattar or thing done or omitted
in any way relating to this Deed or any of the Insurance
Contracts axcept to the extent that they ars sustained
incurred as & result of the wilful misconduct or fraud o

: vﬁ}




Trustes;

6.2 All sums payable under Clause 6.1 shall de payable on demand. All
fums payable by EPUL under this Clause shall, in the case of any
Payment sctually mede by the Trustes prior to the demand ( L& wNe
Trustae Tequires), carry interes: at the rate of one Pex cent per
annum above the best lending rate of a prime bank {n che princ{pal
financial centrs relsvant to the cuzrency in which the zame ars dus
for overdraft facilities in that currency frem the date of the same
being demanded, and (in all other ceses) shall carry d{nterast at
such rats from the date 1% days after the daty of the sane being

demandsd or being due or (whers the demand specifies thac payment
will de made on an sarlier date) frem such earliar date;

6.3 Unless otherwisge specifically stated in any discharge of thiz Dead

the provisiens of thig Clavee § shall rantinun in M) farra and
efface notwithstanding such discharge. )

ICATION

The Trustes D&y not at any time concur with EPUL, the Insurer and the
Insured Parties in making any modiflcation of this Deed and any Insurance
Contract unless in the opinion of the Trustee sueh modification i» made to
Correct a manifest error and, in particular, the Trustees may not concur in
Any modification of this Deed which may have an adverse effsct on the
inTerest of any Insured Party without the prior writeen consenme of

such
Insured Party,
8 NOTICES
8.1 Each mnogice, TeQuest, damand, ADPraval, cert{ficate or o%hay

communication to be given or made under these presents or any
4Pproval or cartificata of the Trustee required to be given, mads or
served for any purpose hersof or of any of the Insurance Contraces

shall da given, mada ar cerved by zelex, facoimilo er (s weitlvg,
addressed:

Eurepean Pacific Trust Company (Hong Kong) Limited
10th Floor

Bank of America Tower
12 Harcourt Road
Hong Kong

Tolex No: 82731 FS EP MX
Faceimile No: 852 5 8106735
Attention: Managing Director

or at such other address as shall have Deen notified (in asccordance
with this Clause) by the Trustes to EPUL for the purposes of cthis
Clausa.

8,2 No communiecation from the Insured Parties shall de effecss
Teceived by the Trustea,
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2. _COVERNING LAW

Thess prasents shall be governed by and construed (n accordance with the
laws of New Zealand.

0. _CONTRACTS PRIVITY

The provisions of this Deed constitute promises which confer and are
intended to confer banefits on the Insured Partiss and zay be relied upon
by, and azs given for ths benefit of, the Insured Parties and may be
snfatced by any Inoursd Parey against IEPUL or e Tiustee aa 42 push
Insured Party was party to this Deed,

IN WITNESS VHEREQF thias Trust Deed has been axecuted by the parties on the
date first written above.

SIGNED for and on behalf of
me

LIMITED by its

&étTTorney

in the presence of:

Nl N NSNS

S.I.QB.ED for and on behsl" of gx’\ / Cﬂb,_? /{aa—-‘b)/(:aﬂ;{"d
[} va I Y .
(HOMQ XoNG) LTMITED j i

by its attormey

<
K
;
ik
E

in the presence of:
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PESS ASKENCNT umm:mma:&mu. 098

(1) W3 B~ BITD JNRR, LIETID (tbe *Deponitetanes®), aating bY
snd througd (90 6 wbum st 1 Mastlies Fase =00, 0D

2) mmmwmm:w;w;..
oonpany {noocpothsed under the Lavs ©of Zoog Roog whose reglvered
oftion i Bituated &% 104h Fioer, Benk of Asscics Tovel, 13 Razesurs

%osd, Bong Reng.
SR

e Deposit-taRer 288 sgreed to dooept 8 certain smount of 790¢'e funds o8
gized Sezs Bagosit upom ss4 mbjech $0 go1loving secns and acndisiond.

1., Dafiaibiens
Tn this Mgevmintt S
» geazs, in selatien to each of the following dates

*OOuPOR
(edgh, sunient to Cleued a(3), & ‘Coupen ayesal Detet), she amvual
of Dollaze set gazth oppesits sued Oeipen Peynens Dete!

314¢ Mareh, 1090 ws$40,800,000
sia¢ Mared, I3 wy038,000,000
318 Neced, 1092 wE6L0, 000,000

M\'umm.ﬂmt Saposited prgsuans to Clsuse 3 oc, 8¢ the
sentoxt My Jequife, the amouat at vhich socd seposit 45 Feparedit
pucauant o thid Aqreeneat!

"Depesit Dete® moans gies Asgusy, 980
vDeilaza® and o sign "¢t denote lawful ourzeasy of Wev Sealand)
niayucity Dete® means, gubdees to Clause 9y, st Mazeh, i993) sad

w3t basiness Gay’ meens & dsy oo vhich danks al¢ open for denesile
and foreiga exohasge bujiness in weldington sod Mrkisnds

2. e Degosly

S73C ssknovistgas that OR the Deposis Date, Nozged Quazansy 72UV
of Nev Yorx ohalld plage & Sepotiy of 3C'e funds vith the
ty=takes in e Emount of FEE133, 404,600, fhe Depoait-takez
agress \has o8 she Depodls Date, i8¢ will scoeph such anouny ea fixed
ters Geponit Vpod ané sypjeey 0 sbe LeTRs and ocaditiocas mm..



3,  Deposit Mayseats

(A} Bubisst to the Deposit Ddelsy asls 18 asesdanss with Clanse 13
sad upoo ssddeet 40 M Aemd and conditions of Shif
ageramat) W8 peposit=taxes shallt

t4) on sach Osupon Paymant pate; POY to SPTC the corzempending
mWhmd {ateress on 88 Depostd: ond

(1) cu the Wbuzisy Dite pey t0 MG WEIAT0, 000,000 ta full
gatisfaction and dlschasge of 1ts odligavices herwundes,

19} S8 she Sepesitmiaxes Cetorsings thas, &0 @ zerwlt ot aay shinge
afser ine Qode neteef in any 1av OF reguldticn 6z An ‘he
insegpoetation oF adpinistravion of sny dev of regalonion, the

Depotis-iehes weuld de legally gequized t0 DAXE A% wishnsiding
or Geduction fog €8 o8 soscunt of &Y tax from day asount

peastiondrle. Ia yuoh eveny, A procetures 1Y forth i ¢
M“Wﬂom&lhwa _

(¢} Save puzavent Vo the gsovisions of Clsuse $(B), b
mu-tm:wmumsm to eepay the Depcsit belost
she Materity Deve.

4. FEIRSAND

(A} ALl smounts payabie by ihe Degositetaker V0 E99C hegeunder shall
be paid in DOLAcE in lamedistel? gvaiiadie funds &S na
aocgunt in Weliisgeoe o fagkiend o8 32IC %Y aave spesitind {8

wziting 207 AME purpost.

(3) It say payment RO 3 sale by the Beposit-tekes negeunder vesld
al] 6ue oa ¢ fay vhidh {s 2ot aa W3¢ Dusisess day, puch peyoent
shall be 9ede o the lwoedistely precediag ¥I§ dusiness day.

$. Seprasantetions, endectakisgs aad Doowents

(A) The Degesis-iaxes gepsesuats and undertakes Shas M4 Deposit 19
s Geposss 1iadidiny of the Deposiyvianst vaich, for so long as
the Deposit-texer is aeting hateunder and through its

gingapote MLand, 13 vithia sectica 62(1)(0) of the sanxing
Aot (Cap.39) of Biagapest and zaake eccocdionifs

(3] ZFIC repsessats and wnderiares that it aqlthes Goss not will at
any tine um! the texm of the Deposit feaede of o
aspooiatica with others, ALty on ¢ Dhusiness gingapoge, ©F

have § pesmsasat estadlishnent {89 datingd by ¥y Inocme Tz At
(Capi334) oF gingageze) ia slagapose. IW the aveidance of
doudt, shouid BPFC daeach say of Lye obiigatiens cnder 4hie
Cleust, Any sensequent dedwesion ot vithholdlng reguised 1o b
pade By o Daposis-tekes fcon any spound

necoyndes shall aet give cise to ony sbligation on tde pecs of
sha Depesitetanet 0 give novice uades Claves 33,




.

(0) Deloz to the Daposit Dete, BN ahall delives to  the
Deposit-taker!

(43 tsrve coples of ies Ceztiticste of Incorpeszatien sad Lty
wesanandun and Azsioles of Association,

(44) o cegvificese of a tuir astdorised offices 0 ¥PIC satting
oud the nemes ¢ad sitlas of ibe fadividual o7 individusls
aatdorised to sign, on Bebelf of TG, AbLS Agzeemenl snd
any Sooamedts 40 de $elivered by EMC pursuant hereto, aed
s specinen sigmature of each thereof, &d '

{144) tzue copisa of tha truft Coeds putavent to vhisd 2300 is
scting ia enteeing (nbo Whle Agreeneat,

(D) ¥ repzesente And undeztakes that it execution, Salivery ond

pezfornence ¢$ \bia Apceerent are s gocordance wvith a4

zod 224 sathesised By tHe tTUskS gepceseated by she trust

desds cegerzed to 18 Clavss 3(C)(iv}, 8¢e not {a dreach of mund

Srusts, Bave Deen Qoasested O by ke denefisiarits of sooh
Susts aad bind sued brussd eod thels respective deneticiasies,

(3) ZPIC sepresonts sad wnlestakes shat all neosasery s ond
tegal dotice zequized $0 (utderise iss exasusion, delivery oud
mamunﬂominumwmm

Mire Agresnent

his Agresaeny Gonatituted she satize ogseszent of the parties vith
Sospost to 120 subjest mattes haseot. :

Meigmmont

(A) The zights sad Ddanefis of FPC sader wie Mieenent shedd
asccrve to and £0C Ohe denefit of Ats mucressoct and any d8signs
peceitied o sesordance with Clsuse 7(B). Any other asaigneent,
pledge o ssausdrenoe ehall Do aull and void.

{3) 3n the eveat it FP2C would de subject O any vithholéing o©F
deduotion {in gedpocs of taxes {nposed in Song Xong 0o Uil
gaceived. 62 teceivedie ¥y 3P sndez Vhis Agteensns, XPEQ shall
use 130 good falth Dest codeaveurs o assign ond \ransfez {to
gights, bensfils and obligasions hezeundes {n viole dut 2ot in
pest t0 SaGtME pazemm, subdech t0 Such pereos being scoepishle
to the Depotit=baret (vuch asoepisnce 308 40 be wvared
vithheld) and such persoa sad ENO enteging $at0 o tovedica
agTeenent with tha Deposit-hekes {n & form scceptadle to it.

(6} (4 ¥he Duposit-taRer WAy assign ite sights and benefits uadet
tmm.-m {n vhole Ddub act ia , et v
odtal Ahe eonsent of IO (sueh gonsent Bk o0 D0
unceasonadly vithheld), ¢o n{.:tn o2 other ginmanaial
{petitution, 2, 8t the pame time 88 iy sasigns its cights
and danefits usder Shls , Vo Depositetaner wishes
%0 tcaasfer its ebligatiens snfer tdis Agreenmy, that



e

0.

tzensder shall enly be offootive vhen that branster Decoses
etfeciive Lo ssoocdance with Clsuse 7(C1(il).

(41) e Depeeitetaker may tranvfez 448 ODLiEaN{0cs uader thls
t {a vhole but 2ot {a pazt %o sny ssbigses of il
of is1 zights and Denefity under tAis Agteement, The
texaefer 5381l deoome ¢ffevtive vbes SPTC hes basn aotified
of such tranafer Dy Wb Ls=2akes gnd Das recsived fzom
$he trassfeses as under (eddransed t0 ENEC) to De
pound 5y dhis Agzesnent aod o pecfors &de obligations
expzessed t0 Do  isposed o8 the Depositetaxer s (£ such
tzansfacee wese originally naned 39 the Deposit-taker wnder

this Agreament, .

QeuRtesPerss

Shis Agresmettd may be exewuied Dy the pariies bezebo on gepazise
counterpacts, eich 62 which vhen executsd end Selivezed s2al}
conatityte o3 osigisal, dut whieh eRell togetdes ccnatitute Put oae
and the same imstremens,

Potines

ALl aatices §0 Yo given Merevnder ohall e Dy telex or letter and
shell De sffective on otusl reeeiph. Motiees to the Deposit-iaker
sbeil Be seat to the £0diowing edézena

1 2affles T000 $47~00

008 Owise _

biagapese N

Polex 00t NS11432 DEDEY ’
Xosioed to W mn e sent t0 the folloving sddzesst

100 Fieex
Sank of Amexiss Towes
32 Masooert Read

Stag Zung
Astention: Mmaaging Dicector
Tolex L L i omm

change {49 aforessid gdress, telex number OF attenticn
:’:‘:{2 Te the oider §a sooosdenen Wilh $s Sleuse.

Goversing tev el ferisdisvin

(A) ¥his Agremment shall de govermod Dy and aonstived in accordance
with Saglish lav and edsh party bheredy trzevoosdly sgrees for
she Denefit of the other thet the courts of Wngliiad &5 to 2ave
duzisdiction 40 sadtle any disputed whioh nay eriee out 0f ot is
connestion wish S2is Agreemest and that asoptdingly auy suie,

sosion or peooseding erisiag out of of ia oonnsotion with this



Mzeament (is this clause ceferced to &¢ sprocesdings®) -q be
brooght in sech 0CuSta.

(3) Fotding ecctained n Clavse A0(N) ghsll 1imis whe pighs of
altheg party 0 teke grooesdings sgsinst tbe gthez in dny oth
oourt of ocospatent Jusisdigtics, R3S shall he Saning

9toceedings La one ¢ ROTE Jusisdictioss precivdh ibe taking
:::aﬁw {a say otder Jurisdistics, yhethez oopcurzeatly

(¢) Sach NsVY lxmg waives (and izzevecsdbly sgrees oot o
z8i0e) :1 shdastion vaieh 1V may nave now ot dersalter 40 1)

RRAR

3 S20 furthes irtwvooadly Sezees o isdpmt s "y
proosedings drowght ia any Sued eouts ghall e eondlusive

» wpon it and way Me ntmdhiumﬂl“m othat

A8 WIIKBEE WM hnds of 0 “ﬁi“““‘"‘ capeesesiatives of
g0l gees £it sbove writtes
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Sigmavure Jege

fhe DAl=ladi Rangyo B4nk, Gisitved
as Deposiv=tarus '

By

8y

wicla

Parepeia Facifls 20wt Qoupeny (Rong Bomg) Dinited
as Dephditer .
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4.

s.

e Sohedule

2n the avent of ths Deposit-takey giving notice tO XPIC pucsuant to
Clsuse 3(3), the Deposit-takes sRAll (Subjedt V0 paragzapk 3 delov),
20z & peziod of 30 thereafess; use its ceasonsdla endesvoses §0
tzanafer She Depoeil 90 notBes Brsasd of 0fLice 0f the Deposit-taker
60 WhAY payweats sundes Clausé J(A) or Clavse (D) (insluding ¢hin
Scbedule) nay de sads fzee of the relevany wieddolding o dedwntion.
The sitetakar ShAlS nO% ROwevEr De Tequired 60 %0 LZansfe: ¢
Deponit (£ sued trzeansfer s prodidited Dy lav ov would bave, (a the
dotezuingsion of e $t~taker (whieh debermination, ia ke
absenge of dad falsd, 1 be cosolusive), sny matesial adverse
ecsoncale o seguistory sflest on (ds wzuu-tm: 02 o W30 Ddraned
ot ofgice 0 vhich the Deporit weuld Se transferred.

38, prior o0 itde and of such 30 day peried, tde Depoeit-sher
Gatermines that it 13 waadle §0 transfer dhe Depoeis ia soverdsnse
with pezagrepR 1 above, She Depoaifi~taxer may make the slaviien
zeferred £0 (n pesogruph ¥ Mlov 08 OF  8fMeF Ohe dote of uch
determingtion without the Dacessiey of vaiting uavil oo ead of rued

22, st the end of sued 30 petied, ho Deposis-takar has deen (or,
i€ on the date of determination Dy t3e Beposit=taker referzed 40 2
pazsgraph 2 adove, the Deposit~teker determines that is o) uaadie b0
tzansfes 4he Deposit in  gesosdence wisd pazagraph 1 adovs, the
Depositotaker entlld 00 BOYIfy IS =nd an agent (t2e "Agest®) shall
M KPPOLnted by sgreeasat Detvesd (At Dipddiv=take: and TP, 32 the
tdssnee of agreesent 45 to such appointes st swed time, the paciies
tgree that the Agent adall Mo Morpen Guardaty Toust Company of Wev
ToCk ("NOET). The Ageat shall ast as an independent expers,

the Agent sdall b0 inssructet to detesmioe the Barly Waturity Amcuas
and to locate, with dhe Assistance o2 ‘he Depesit-taker and rC, an
alternative ft-takes, fhe Narly Matusity Asount ebsll be the
Rt present valse of the Deposis caloulated as at the next to ooour
of the dates set forh in patagraph § Delov by refezence to the then
pravaiiing market rates £or fized cate Dollars {8 the Doliar awap
mrhet {s New $eelasd a5 deternined reascoably and in good faltn by

she Ageat, -

3¢, prior to the mext to ocour of the dakes sed foreh In paragraph §
deiow, (e Aguat, with the asaiptensa of the Deposit-taxes ss8 x7%,
1008408 32 altersative Capoait-taker whish {5 acceptadle 40 esod of
the Deposit-taker end 2PIC (such accaptance not $0 DO SBIesscaadly
vithhald), the Depoest=taker and $PTC aBall prompily acssnge for +be
Deposit to be traasferzed to sueh alternative dspositvetaker which
a1l t2sn Do treabed g8 the Deposit=taker for sl purposss of shie
Agraenant (80 the 9S0tal oenelusion of the Deposiieitker) and no
furtbes sotion sball be zeguired undez this Sededule.

T2, by the next to cccur of ™0 Gates sat £orth in pacageaph ) dslew,
an altesnative deposit~taker whieh ao0coreds with the ceguirenents of
peragraph § above dax nat  deen located and sudiest to  the
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10,

s,

deternisation by the Aget of the Sasly Matupity Asouss, She
Deposit=taber shall have ¥de cption, to Do exsceised ou OF Bafore iha
next to oceug of iha dites pet forvh {a ntu:zh § delov, either (8}
%0 contiaue this Agreesat ond gross wp eaeh segquent s undeg
cissse H(A} o Gasse ¥(B) {inoiuding shis gohedule), 0 (D) to Allew
ZP7C to sate An election endet pazegtaph 7 DelOV.

2a he ¢vent of the peposit-taset exezcising its optiom wéer
pazegraph 6(d) adOYe/ 270 sbell hove the election, te de exaruited
nnumam“mumumatu set forsh i pazegragd §
Yelow, either (8) e ccutinue this Agreement withes: reguiremant OR
she Deposit-taXer t0 gross up Ay paysent sodet clsuse I{A) ot Clauvse
3(3) (including this Scheduie), ©F (b) %o Dde paid by the
DepositetaRes 30 JaLly matuzity Amcunt in whied event this Agsasment
shell tessinate 3nd WM Pepositetaher shall have no othes odligations
o py o BN any fugshes emouad ia respect of tda Deposis of
othervise sades this Agreement.

the dases referrsd to above ace &8 follows {oudiect in each case 11
C T

3NN Septendes, 1588
335t Nazuk, 19¢9
30th Septombel) 01
3108 MO, 999
0 Wlp 11,
HH mm-u' o
'
340t Mareh, 1092 -
$0V) Sepresbec, 1094

n she event that any peyuenty falle s0 3¢ sade dY $he Deposit-tekaz
under Clouse 3(M) op Clauat 3(8) (including \Als ganedule) duzing the
period frow dhe dtke 0o vhigh the Deposit-taker gives of is sequired
to give noties W0 BI0C putsuany te Clause 3(3) wotiy aad isciudisg
she Sate 08 vhigh the peooeduzss et forth (n this Sohefule DAve hetn
completed, Lhe Depodit-taket shall gross up the releveal pagsent 80
that 537 Shall rueoeive and retain (Zzee fron oY tiapiitey b8
raspect of (be felwvant withholding of deduotien) & net sum equal ¢to
that whieh {8 would heve seceived and so retained if the pelevans
vithhelfing 0f teductica had not heen soquized to de 3ede. ‘

gaol of the Deposit-teke: acd 3790 agrees thas b ahall act peowptlys
sessonadly sod is good Suith ia inplemsniing \bte proceduras set fordd
ta this Schesule in eréen, (ater alis, to miniaise the 1oss, 008 (v
anpense to the taposst=dokes of suod {splemensadion.

ta tha event of (b Deponit-takes clvt‘:' astise o XPIC pursuaat e

Glause 3(3) a8 A zesulit of aay change {n any lav of gegolation of ot
of ia she {aterpzetation of edninissyution thereot,

{a Zoag Roog
should ab any tine thezenfter dut pries c:"‘m gate on vhich the
¢

apsigrumnt and tzansgeg De aszanged puzeusas ¢ clguse 7(8), thed,
Budiest 40 the peovisions of ragzaph § adove, W0 fugsher acticn
shail be sequired undez Shif lenhh.
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NEW AN
151, 1
108, SAPAN
;L0
Anguet 9, 1888
Joto 3. Peliorson N, 2N
Swraliee Divecter

Nr. Richard Le Grioe

Twropean Pacific Trust Compeay (Boog Roag) Limited
10th Floor, Bank of Aserica Tower

13 Rarooure Ropd .

Ecey Kong '

Dear Mr. Le Gricet

J.P. Morgen Becurities Ltd. ("JPKEL") §8 pleased to confirm the
terms upon wiich we have usdervrittes the placement of tde XI$ nots
descrided Delow maturiting om March 31, 1993 for Buropess Pacific Trust
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APPENDIX K

LANATION OF CALCULATIONS IN THE COMMISSION’S REPORT

NB. mn denotes million

Para 14.2

FINANCIAL YEAR ENDED 31 MARCH 1989

6 Months to 30 September 1988

Operating Profit Before Provisions and Tax

As per published accounts

Add back: Foregone interest
Premium

Per YTM Method

Variance 18/236

Provisions for Doubtful Debts

As per published accounts
Add Back: Offset against arrangements
Per YTM Method

Variance 20/208

Operating Profit Before Tax

As per published accounts

Less: Net Adjustment on a/c of
arrangements: ($20-$18)

Variance 2/28

$ 218 million

7
_n

$ 236 million

- 7.6%

$ 188 million
$ 20 million
$ 208 million

- 9.6%

$ 30 million

$__2 million
$ 28 million

+7.1%



Para 14.24
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Provisions for Doubtful Debts (Balance Sheet)

As per published accounts
Add back: Amount offset against arrangements
Per YTM Method

Variance 20/339

Shareholders Funds

As per published accounts

Less: Reversal of profit
overstatement $2mn
Less Tax effect $1mn

Per YTM Method

Variance 1/1073

Year Ended 31 March 1989

Operating Profit Before Provisions and Tax

As per published accounts

Add Back: Interest foregone

Premium
Per YTM Method

Variance 37/385

$ 319 million
$__20 million
$ 339 million

- 5.9%

$1,074 million

$ 1 million

$1,073 million

+ 0.1%

$ 348 million

$ 15 million
$ 22 million

$ 385 million

- 9.6%

Provision for Doubtful Debts (Profit and Loss Charge)

As per published accounts
Add back: Offset against arrangements
Per YTM Method

Variance 40/1334

$1,294 million
$ 40 million
$1,334 million

- 3.0%
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Operating Loss Before Tax and Extraordinaries

As per published accounts $ 946 million
Less: Net adjustment on account of the

arrangements: ($40 - $37) $___3 million
Per YTM Method (loss) $ 949 million
Variance 3/949 + 0.3%

Provisions for Doubtful Debts (Balance Sheet)

As per published accounts $1,206 million
Pius: Amount offset against arrangements $__ 40 million
Per YTM Method $1,246 million
Variance 40/1246 | - 3.2%

Shareholders Funds

As per published accounts $ 389 million
Less: Net overstatement of income
from arrangements $3mn
Less Tax effect $1mn
$ 2 million
Per YTM Msthod $ 387 million
Variance 2/387 + 0.5%

FINANCIAL YEAR ENDED 31 MARCH 1990

6 Months Ended 30 September 1989

Para 15.2 Operating Profit Before Provisions and Tax

As per published accounts $ 117 million

Add back: Interest foregone $ 9 million
Premium $__11 million

Per YTM Method $ 137 million

Variance 20/137 - 14.6%
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Provisions for Doubtful Debts (Profit and Loss Account)

As per published accounts $ 98 million
Add Back: Offset against arrangements $__20 million
Per YTM Method $ 118 million
Variance 20/118 - 16.9%

Operating Profit Before Tax and Extraordinaries

As per published accounts $ 18 miliion
Net adjustment on account arrangements _NiL
Per YTM Method $ 18 miliion
Variance 0.0%

Provisions for Doubtful Debts (Balance Sheet)

As per published accounts $ 18 million
Plus: Offset against arrangements $__60 million
Per YTM Method $1,364 million
Variance 60/1364 -4.4%

Shareholders Funds
As per published statements $ 838 million

Less: Accumulated overstatements of
income on account arrangements:

March 1989 $ 2 million
September 1989 NIL

Per YTM Method $ 836 million

Variance 2/836 + 0.2%



Year ended 31 March 1990

Para 15.7 Operating Profit Before Provisions and Tax
As per published accounts $ 293 million
Add back: Interest foregone $ 17 million
Premium $ 22 million

Deductions on Account of Arrangements

Offset to operating expenses $ 22 million
Increase in operating income $__18 million
Per YTM Method $ 292 million
Variance 1/292 + 0.3%

Provisions for Doubtful Debts (Profit and Loss Account)

As per published accounts

(net charge) $ 193 million
Add back: Offset against arrangements $__54 million
Per YTM Method - $ 247 million
Variance 54/247 -21.9%

Operating Profit Before Tax and Extraordinaries

As per published accounts $ 100 million

Less: Adjustment to provisioning $ 54 million
Other adjustment (net) $___1 million

Per YTM Method $ 45 million

Variance 55/45 + 122.2%
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Provision for Doubtful Debts (Balance Sheet)

As per published accounts

Add back: Accumulated offsets against
arrangements 1989
1990

Per YTM Method

Variance 94/1311

Shareholders Funds

As per published accounts

Less: Profit overstatements on account
of arrangements 1989
1990 $55mn
Less Tax $18mn

Per YTM Method

Variance 39/1059

Revised 31/3/90 Results

Profit Before Tax and Extraordinaries

As per published accounts
Less: Revised unders and overs schedule
Per YTM Method (adjusted)

Variance 64/36

$1,217 million
$ 40 million
$ 54 million
$1,311 million

-7.2%

$1,098 million

$ 2 million

$__37 million
$1,059 million

+3.7%

$ 100 million
$ 64 million
$ 36 million

+177.8%



Para 15.150

Para 16.2

Shareholders Funds

As per published accounts

Less: Accumulated adjustments on
account arrangements
Further adjustments (55-64)

Plus: Tax on further adjustment @ 33%

Variance 55/1043

FINANCIAL YEAR ENDED 31 MARCH 1991

6 Months Ended 30 September 1990

$1,098 million
$ 39 million
$__ 9 million

$1,040 million
$___3 million
$1,043 million

+ 5.3%

Provisions for Doubtful Debts (Profit and Loss Account)

As per published accounts
Add back: Offset against arrangements
Per YTM Method

Variance 10/20

Operating Profit Before Tax and Extraordinaries

As per published accounts

Add back: Interest foregone
Premium

Less: Reduction in provision
Increase in interest income
Reduction in operating expenses
Per YTM Method

Variance 10/76

$ 10 million
$__10 million
$ 20 million
- 50.0%

$ 86 million

9 million
11 million

$
$
$ 10 million
$ 9 million
$__ 11 million
$ 76 million

+ 13.2%



Shareholders Funds

As per published accounts
Less: Previous adjusted overstatement

Overstatement

September 1990 $10mn

Less Tax on
September 1990
overstatement 33%

Per YTM Method

Variance 62/753

Profit Before Tax and Extraordinaries

As per published accounts
Less: Profit overstated
Less: Perpetual Notes

Per YTM Method

Variance 13/73

Shareholders Funds

As per published accounts

Less: Previous overstatement
Less: Further overstatement $3mn
Tax on further overstatement $1imn

Per YTM Method

Variance 64/751

$ 815 million

$ 55 million

$ 7 million
$ 753 million

+ 8.2%

if further adjusted for overstatement from Perpetual Subordinated Notes

$ 86 million
$__10 million
$ 76 million
$___3 million
$ 73 million

+ 17.8%

$ 815 million
$ 62 million

$ 753 million

$__ 2 million

$ 751 million

+ 8.5%
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Year Ended 31 March 1991

Operating Profit Before Tax and Extraordinaries

As per published accounts

Add back: Foregone interest
Premium

Less benefits

taken: Increased interest income
Reduced operating expenses

Per YTM Method

Variance 2/178

Operating (Loss) After Extraordinarles

As per published accounts

Plus: Net adjustment
Per YTM Method

Variance 2/69

Shareholders Funds (bsfore unders and overs)

As per published accounts
Less: Net adjustment to 31/3/90
Plus: Adjustment on account
1991 profit $2mn

Less: Taxation on
adjustment $1mn

Per YTM Method

Variance 56/858

$ 176 million

$ 18 million

$ 22 million -

$ 18 million
$ 20 million

$ 178 million

-1.1%

($ 71 million)

$_ 2 million

($ 69 million)

- 2.9%

$ 912 million
$__55 million

$ 857 million

$ 1 million

$ 858 miliion

+ 6.5%
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Shareholders Funds (Revised for unders and overs)

As per published accounts

Less: Adjustments already taken into account
Further adjustment on account unders

and overs (net)
Per YTM Method

Variance 57/855

FINANCIAL YEAR ENDED 31 MARCH 1992

Six Months Ended 30 September 1991

Operating Profit Before Provision and Tax

As per published accounts

Add back: Foregone interest
Premium

Add adjustments: Interest
Other operating income

Per YTM Method

Variance 38/183

$ 912 million
$ 56 million
$ 1 million

$ 855 million

+ 6.7%

145 million

11 million

$
$ 10 million
$
$ 6 million
$ 11 million
$ 183 million

- 20.8%

Provislons For Doubtful Debts (Profit and Loss Account)

As per published accounts
Offset against arrangements
Per YTM Method

Variance 17/57

$ 40 million
$ 17 million
$ 57 million

- 29.8%
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Profit Before Tax and Extraordinaries

As per published accounts

Plus: Adjustments to operating income
Less: Adjustments to doubtful debt charge
Per YTM Method

Variance 21/126

Shareholders Funds

—

As per published accounts

Less: Previous adjustments
Plus: Understatement

September 1991 $21mn
Less: Tax on understatement $ 7mn

Per YTM Method

Variance 43/923

Profit Before Tax and Extraordinaries - Adjusted

As per published accounts

Plus: Existing adjustments

Less: Adjustment of Perpetual Notes
Per YTM Method

Variance 18/123

$ 105 million
$ 38 million
$__17 million
$ 126 million

- 16.7%

$ 966 million
$__57 million

$ 909 million

$ 14 million

$ 923 million

+4.7%

$ 105 million
$ 21 million
$ 3 million

$ 123 million

- 14.6%
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Shareholders Funds - Adjusted

As per published accounts

Less: Previous adjustments
Plus: Adjustment for Perpetual Notes $3mn
Less tax $imn

Per YTM Method

Variance 41/925

Year Ended 31 March 1992

Operating Profit Before Provisions and Tax

As per published accounts

Add back: Interest forgone
Premium

Deduct: Offset to operating expenses
Per YTM Method

Variance 36/323

Operating Profit Before Tax

As per published accounts
Adjustments (as above) net
Per YTM Method

Variance 36/277

$ 966 million

$ 43 million

$ 2 million
$ 925 million

+ 4.4%

$ 287 million

$ 20 million
$ 22 million

$ 6 million
$ 323 million

-11.1%

$ 241 million
$__36 million
$ 277 million

- 13.0%
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Shareholders Funds

As per published accounts

Less: Adjustments to 31/3/91

Plus: Profit understatement 1992 $36mn

Less tax on profit
understatement $12mn

Per YTM Method

Variance 33/1013

Operating Profit Before Tax - Adjusted

As per published accounts

Revised unders and overs
Per YTM Msthod

Adjusted Variance 23/264

Shareholder Funds - Adjusted

As per published accounts

Less: Net adjustments prior to revision
of audit differences

Plus: Reduction in profit
understatement $13mn
Less: Tax on profit understatement $ 4mn

Per YTM Method

Variance 24/1022

$1,046 million
$__57 million
$ 989 million
$ 24 million
$1,013 million
+ 3.3%

$ 241 million
$__23 million
$ 264 million
-87%
$1,046 million
$_ 33 million
$1,022 million
$ 9 million
$1,022 million

+ 2.3%




Para 18.2

-14-

FINANCIAL YEAR ENDED 31 MARCH 1992

Half anr Ended 30 September 1992

Operating Profit Before Provisions and Tax

As per published accounts

Add back: Foregone interest
Premium

Less: Benefits taken

Per YTM Method

Variance 10/159

Operating Profit Before Tax and Extraordinaries

As per published accounts
Net adjustments as above
Per YTM Method

Variance 10/127

Shareholders Funds

As per published accounts
Less: Adjustments to 31/3/92
Plus: Profit understatement to
September 1992 $10mn
Less: Tax on profit understatement  $_3mn

$ 149 million

$ 10 million
$ 11 million

$ 11 million
$ 159 million

- 6.3%

$ 117 million
$ 10 million
$ 127 million

-7.9%

$1,115 million
$ 24 million

$1,091 milliom

$ 7 million

Per YTM Method

Variance 17/1098

$1,008 million

+ 1.5%
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Adjusted Operating Profit Before Tax

As per published accounts
Plus: Existing adjustment

Less: Profit overstatement on account
perpsetual notes

Adjusted YTM Method

Variance 7/124

Shareholders Funds - Adjusted

As per published accounts

Less: Accumulated adjustment

Less: Profit overstatement on account
capital notes

Plus: Tax on further adjustment
Per YTM Msthod

Variance 16/1096

$ 117 million

$ 10 million

($__3 million)

$ 124 million

- 5.6%

$1,115 million
$ 17 million

$1,098 million

$ 3 million
$ 1 million

$1,096 million

- 1.5%




APPENDIX L

THE ACCOUNTING CONCEPT OF "SUBSTANCE OVER FORM"

In addition to the sources of authority detailed in Chapter 10 we have
considered other articles and commentaries, particularly those which provide
an insight into the level of accounting practice which would have been
considered acceptable in 1990 and 1992.

We have considered this material for the purpose of commenting on the view
expressed by Trow that accounting practices judged today to be sub-standard

were the norm in those years.

There are the writings of Trow who, in recent years in New Zealand, has been
a regular critic of sub-standard accounting practices, specifically those which

are designed to distort financial results.

Trow delivered a paper entitied "Presentation of a True and Fair View - How far
can you go whilst complying with the Accounting Standards™ to an IIR
conference on June 14, 1988. We have already referred to this paper in

para 10.2. Trow said at that time:

The unsatisfactory practice has been confined to a small number of
companies, but the practices have led to a serious loss of credibility for
the total realm of financial reporting in New Zealand. We read, for
example, about overseas analysts referring to idiosyncratic accounting
practices in this country. Such comments generate nervousness about
the reliability of all information in all financial statements, and when this
occurs we all suffer consequences of a most serious kind.

and

A true and fair view implies the provision of sufficient information,
properly displayed, to enable the user to assess the performance of the
business, the full extent of its assets and liabilities and its risk
exposures.




and

This still leaves the question - what is it that constitutes "substantial
authoritative support? The use of a particular procedure by another
company does not in itself constitute substantial authoritative support.
If a circumstance is not covered by a New Zealand Standard this
support would be found in standards of overseas countries in, | suggest,
the following descending order of importance:

IASC, UK, Australia, Canada, USA

Other sources of support would be exposure drafts from these territories,
well established contemporary practice in these territories, and leading
text books.

It a proposed procedure cannot be supported by reference to these
authoritative sources then | would suggest that it is most unlikely that the
use of the procedure on the New Zealand scene can be justified.

5. The question of substance over form was addressed.

and

The reporting of off balance sheet losses and borrowings is obviously a
matter of great concern. These items must be properly reported. If not
the confidence of investors and the prestige of the profession will rapidly
degenerate. These items have a sinister feature not found with other
aspects of creative accounting. This is because the other aspects can
usually be detected from a careful review of published information. The
off balance sheet items cannot be detected if they are not disclosed.

The precedence of substance over form is fundamental to true and fair
reporting. If directors can successfully argue legal form as the basis for
reporting we will certainly be facing up to a crisis of the most serious
kind.

6. More recently Trow participated in a presentation to a New Zealand Law

Society Seminar October-November 1991 on the subject of Auditors’ Liability.

Assistance was given in defining the "True and Fair View":

The need for compliance with "generally accepted accounting principles”
is reinforced in the prescription of the Auditing Standards. In the
Auditing Standards it states that conformity with gaap implies:
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(1)  compliance with New Zealand Accounting Standards (SSAPs)
and

(2) where an SSAP does not cover a particular circumstance, that
the accounting procedure employed is appropriate to the
circumstances of the entity, and has substantial authoritative

support.

The point to make clear at this stage is that much of commercial activity
is not covered by Accounting Standards. The Standards cover certain
areas of practice where the profession wants practice standardised. The
prime requirement is that the financial statements comply with gaap
which means that the accounting procedures used will have substantial
authoritative support.

There were helpful definitions:

Accruals: Revenues are recorded when earned (rather than when cash
received) and expenses are recorded when incurred (rather than when
cash paid).

Realisation: Revenues are recognised only when there is receipt of a
liquid asset in exchange for services performed (in other words
unrealised gains are not recognised in the Income Statement).

Prudence: Expenses and losses that arise from events that have
happened are recorded as soon as the likelihood of incurring the loss is
known (or, in combination with realisation - never anticipate a gain but
record an expense as soon as the likelihood of loss is known).

Matching: Expenses are matched with the revenues to which they
relate. ( This is to relate revenues with applicable expenses within the
same accounting period. It may mean deferring the recording of certain
expenses or revenues at times).

Substance over legal form: When recording an event or circumstance
the economic reality of the situation takes precedence over the legal
form. (For example, a hire purchase transaction is recorded by the
vendor as an accounts receivable, despite the fact that the legal
ownership of the asset remains with the vendor until all instalments are
paid. Many other presentations to reflect reality, such as insubstance
subsidiaries being included in Group Accounts, are not so clearly
accepted by client companies. Auditors in these circumstances find it
frustrating when the client brings in a lawyer to defend the presentation
of the circumstances in accord with the legal form).
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8. "The auditor’s approach to materiality” was of interest:

An item or proposed adjustment, is considered material if its disclosure
is likely to influence the users of the financial statements when making
evaluations or decisions.

The auditor is aware that the Net Profit is the most important item in the
financial statements. This is the one item that is strongly relevant to all
decision makers. Accordingly, the auditor will usually assess the
materiality of an error or non disclosure by relating the item to the figure
for Net Income.

9. At an earlier New Zealand Law Society Seminar June/July 1989, Trow said:

This is an opportune time to be considering this topic. The sharemarket
crash has highlighted the absurdity and unacceptability of some of the
financial reporting during the market boom. Some companies have been
boosting the share price by giving a creative boost to reported earnings.
After the crash some companies have been using similar book-keeping
adjustments and varied presentation to make a bad result look more
attractive.

We must hasten to point out, of course, that the prime responsibility for
the quality and nature of information in financial statements rests with
company directors. The company directors are the main group to blame
for inadequate reporting.

Nonetheless, the professional accountants have lost satisfactory control
of the circumstances. It is important now that the profession and the
financial community take moves to bring order to the circumstances. In
addition we must rebuild a badly tarnished image (and a largely
unwarranted bad reputation) in overseas financial marketes for suspect
financial reporting.

10.  New Zealand Accounting Standards were appraised:

Given the lack of resources and dependence on work by volunteers, the
Accounting Research and Standards Board in New Zealand has
maintained a very good level of output for accounting standards. It has
been particularly pleasing to see attention to the topics of Related
Parties, Foreign Currency losses and gains and Business Combinations.
Greater resources, of course, would allow speedier production of
Standards and attention to more topics.
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The standard on Business Combinations (revised SSAP8) covers in-
substance subsidiaries. It is important that such off balance sheet
devices are disclosed. It is doubly important because this type of
creative accounting can not be detected by a careful review of the
financial statements. Most other creative techniques become fairly
apparent once the skilled analyst makes a careful review of the
published and audited disclosures.

Trow spoke of reforms:

It is unsatisfactory when a company employs an accounting procedure
that is clearly unacceptable and this is also accompanied by a qualified
audit report. There should be some authority that can force the
company to re-present the financial statements in proper form in these
circumstances.

In addition there should be an effective follow up when a company
employs an unusual or inappropriate procedure that has received no
comment from the auditors. At the present time, it is only the Society of
Accountants that comments on these circumstances. The comment
needs to come from a source other than the auditor’s professional body
and, once again, there should be the authority to force re-presentation
of the financial statements if necessary.

Trow was very far from being the sole person calling for improved financial

reporting.

In the September 1985 issue of the Accountants Journal (NZ) an article
reported the Society's 75th Anniversary Invitation Research Lecture by
Professor David Tweedie who, at that time, was the National Research Partner
in KMG Thompson McLintock and Co but, more importantly, is now the
Chairman of the Accountants Standard Board in the United Kingdom. The

following extracts of that report are of interest to us:

The issue of "substance over form” was dear to the hearts of both
protagonists. According to Tweedie: "A major problem of professional
and statutory rules is that, even under the true and fair view, there are
always those among us who are inclined to account according to the
rules rather than in accordance with the facts. At present, some
accountants adopt too legalistic a view to presentation.
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And Hagen: "In my opinion, today, too much emphasis is given to the
precise wording of the Standards themselves and too little given, by
directors, to their statutory obligation to ensure that the financial
statements...".

and

Substance over form also looks beyond individual Standards to the
composite picture. Rigid rules with financial accountants and auditors
engaging in a ticks and crosses exercise are anathema to Tweedie.
"We should not try and find a rule for everything. We should have fewer
rules but have a general principles.”

In his eyes, true and fair should not merely be used as a yardstick to
ensure the rules are being followed - he was critical of this practice.
True and fair, in his opinion, should aspire higher, look beyond the rules
to ensure that an accurate position of the company’s financial position
has been presented, not that a set of accounts falls within the technical
criteria laid down by a set of Standards.

and

Tweedie elaborated on the "substance over form" tricks they are up to
in the UK:

One trick is to sell something to a financial institution with a
repurchase agreement. That way you show a sale rather than
cash. It is a binding contract, but what you actually have is a
loan for four years but you don't have to show it

Then there's the subsidiary question. People are coming up with
substitutions with a little line showing investments.

The other one we have is the window dressing transaction. For
example, you buy a fleet of cars and a few hours later you sell
them. You have no cars. You have a lot of cash. Anyone
looking at the accounts would get the wrong impression.

14.  In the October 1986 Accountants Journal there appeared an article on
Accounting for Leases by Professor Emeritus F. Devonport of the University of
Canterbury.
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Substance of a Finance Lease

The basis of the Standard is that in a finance lease the lessee has in
effect purchased the asset at the start of the lease and made a
corresponding borrowing from the lessor. This is the substance of the
transaction though the legal form is that the lessor is still the owner of
the asset.”

We will refer later to the implications of the Leasing Statement SSAP-18.

While stressing the importance of the definitions as they appear in the
Standard, it will be unfortunate if the definitions are followed so rigidly
that disclosure is made according to the legal form of a transaction
rather than according to its substance, which is the basis for the
Standard. For example, it is understood that in order to avoid complying
with the Standard and to be able to revert to off balance sheet financing,
some transactions are being entered into which are not legally finance
leases as defined in the Standard but are in substance finance leases,
or similar to finance leases. Their omission from the balance sheet
means that not all the economic resources available to an enterprise nor
the liabilities incurred by it are ...

15. The February 1987 Accountants Journal contained an article by Michasl
Bradbury of Auckland University, "Debt Defeasance; Financial Tool or Window
Dressing. The following passage is of interest:

The financial reporting question is: can financial statements present a
"true an fair" view with only a note to the accounts indicating that a
defeasance has occurred? Or, are the accounts misleading without the
inclusion of the relevant liability and asset in the statements themselves?

The answer to this question, depends upon the definition of liability. In
choosing a particular accounting policy SSAP 1 emphasises "substance
over form”. Using this criterion it does not seem appropriate to apply a
strictly legalistic test similar to that applied by the three dissenting
members of the FASB.

16. D. Christiansen, Senior Partner with Peat Marwick Mitchell & Co, examined
audit reports in the Accountants Journal of December 1986 under the title
"Creative Accounting - Quo Vadis":
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As an auditor | am constantly confronted with increasingly imaginative
accounting presentations. It would be very easy to develop a negative
attitude to all different or novel treatments. Auditing has become a high
risk business. New or novel accounting treatments raise the risk.

and

An auditor must arrive at an open-minded purely judgemental decision
whether the accounting is "true and fair". This can be hard in a fast
moving commercial environment, particularly as creative accounting
techniques nearly always involve issues of the substance of an
arrangement over the form of it - shares that are really debt, dividends
that are really interest, subsidiaries in substance which are not legal
subsidiaries in form.

and

Unfortunately the Standard setting process is slow and cannot keep
pace with the rate of change. Though auditors have great respect for
what has been achieved in New Zealand by practitioners in their spare
time and the limited research facilities of the Society of Accountants, the
fact is that it has taken too long to deal with major issues needing
Standards. In practice auditors have tended to fill the gaps by reference
to the Standards of other countries, particularly the FASB in the USA.

and

It can be very distressing for an auditor to argue against an issus,
agonise over it, and after much discussion with his fellow partners, to
qualify the audit report and then nothing except perhaps a newspaper
headline. The auditor has, as a last resort, used the ultimate weapon,
and found it wanting.

and

Like all new developments there are abuses. But these abuses can be
controlled by first continuing to produce accounting Standards which are
as clear and as consistent as possible with overseas Standards, perhaps
supplementing them with mini-guidelines. Second, insisting on audit
committees for all public companies, and third, strengthening the
authority of the audit report by ensuring some official body follows up
audit qualifications with further enquiry.

17.  Michael Bradbury also examined "Innovative Financial Instruments and Off
Balance Sheet Financing” in the Accountants Journal of August 1986:
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The "Emerging Issues Task Force” of the FASB has recently expressed
its concern about the volume of innovative financial instruments.
Examples of novel financing techniques include frontend interest loans,
non-recourse loans, inventory repurchase agreements, interest rate and
currency swaps, joint venture arrangements and call options. The "off
balance sheet” nature of these transactions raises concern about the
adequacy of current accounting Standards. Overseas these techniques
have spread until they have become, not just an economic financing
transaction, but a form of window dressing.

In the UK, the ASC have issued Technical Release 603 "Off-balance
Sheet Finance and Window Dressing” ("Accountancy”. February 1986).
Similar concern has also been expressed in Australia and here in New
Zealand (refer "Professional Administrator” Oct/Nov 1985 and Dec/Jan
1986).

The rate of development of innovative financial instruments makes
specific guidance impractical.

Hence attempts to specify detailed rules applicable to each scheme or
financial arrangement are impractical. The dominant financial reporting
requirement is that the financial statements show a true and fair view.
TR 603, referred to earlier, interprets true and fair as "the provision of
sufficient information, properly displayed, to enable a user to assess the
performance of a business, the full extent of its assets and liabilities
(actual and contingent) and its risk exposures”. TR 603 provides a
general solution by addressing two important issues.

First, the general features of schemes and arrangements devised to take
liabilities and asssts off-balance sheet or which result in window dressing
should be identified. The difference between genuine, but exceptional,
business transactions and window dressing may be difficult to determine.
Window dressing transactions are artificial (having limited commercial
purpose) or are transient (occurring shortly before balance date and
subsequently reversed).

Second, TR 603 suggests that in order to show a true and fair view, the
financial statements should reflect the economic substance of the
schemes and arrangements rather than their legal form.  This
requirement is consistent with the criterion in SSAP-1 (para 4.8) for
choosing a particular accounting policy.

Accounting for leases highlights the differences between the "substance”
versus "form" arguments. The legal position is clear; the company does
not own the leased assets and so it is argued by some that it should not
appear on the balance sheet. However, where the company controls the
asset and is exposed to the rewards and risks and is subject to the
corresponding obligations as if the asset were owned, SSAP 1 8 requires




18.

19.

20.

21.
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the substance of the transaction to be accounted. Accounting for the
substance includes not the ownership of the asset but the right to control
the use of the asset.

However, in my opinion, the argument is not just one of "substance over
form". To show the legal form or the commercial substance of a
transaction without explaining both is unlikely to meet the demands of
true and fair.

We have had regard to some early accounting pronouncements.

International Accounting Standard 1 "Disclosure of Accounting Policies", applies
to Financial Statements for periods commencing on 1 January 1975 and after.
Included in the considerations governing "the selection and application by
management of the appropriate accounting policies and preparation of financial
statements” was:

Substance over Form

Transactions and other events should be accounted for as presented in
accordance with their substance and financial reality and not merely with
their legal form.

The corresponding Australian Accounting Standard 6 "Accounting Policies,
Determination, Application and Disclosure” includes:

Consideration of relevance, materiality, consistency, prudence and
substance over form shall govern the determination, application and
disclosure of accounting policies.

It is significant, in our view, that the New Zealand Society of Accountants
issued SSAP-18 in July 1985 "Accounting for Leases and Hire Purchase
Contracts”. In dealing in paragraph 4.5 with the accounting treatment of leases
in the financial statements of lessees the statement rules: |
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Transactions and other events ought to be accounted for and presented
in accordance with their substance and financial reality and not merely
with legal form. While the legal form of a lease agreement is that the
lessee may acquire no legal title to the leased assets, in the case of
finance leases the substance and financial reality are that the lessee
acquires the economic benefits of the use of the leased asset for
substantially all of its useful life in return for entering into an obligation
to pay for that right an amount approximating the fair value of the asset
and the related finance charge.

Among the earlier texts studied was the introduction to the 1982 (Sixth) edition
of Law and Practice of Company Accounting in New Zealand by TR Johnson,

GC Edgar and PL Hays. The following passages are germane to our

assessment.

and

Except in a few States there are no direct statutory provisions regarding
the accounts and duties of auditors similar to those under the
Companies Acts in British Commonwsealth Countries. However, the
constructive influence within New Zealand of developments in standards
and practice in the United States has been very marked during recent
years and should in no way be underestimated; professional journals,
text-books, and manuals and other instructions issued by American firms
of accountants to their representatives have all substantially contributed
in this respect.

But regarding most matters the accountant as adviser or auditor has no
written record of experience which is binding on himself or on his client
company; and he must rely on his own experience and strength of
character to a far greater degree than members of other professions.

and reference is made to the obligation of the auditor to determine "principles”

which meet varying circumstances:

The primary virtues of "principles” of this kind_are their flexibility_and
vitality as opposed to the rigidity of logically constructed written codes.

But one problem still remains: at all times there have been lawyers who
emphasise the letter rather than the spirit of many legal rules and resist

any changes that become necessary as social needs develop; likewise
many accountants have come to regard the body of "principles’ that
have gradually been built up as ends in themselves, rather than as

depending for their ultimate authority on their truth or usefulness. The
point is well illustrated by Lord Justice Devlin in his ...
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23. We conclude that the concept of substance over form was entrenched in
accounting thinking well before 1990.




‘Bank of New Zealand
Aundit File
Error Schedule

The following amounts were considered to be unders and overs in the accounts of BNZ
for the period ended 31 March 1990.

3
1.  Insurance Policy Overstatement - oo a net
present value method the insurance benefits
have been taken up in excess of the related
costs (27,000,000)
2. Restrucruring costs taken up in the accounts A
which we do not consider t0 be required as they
are an ongoing expense 13,000,000
3. Sale of the London Building - not fully taken up
in the accounts being a profit on sale 700,000
4, Overaccruals - expendimure accruals (example
BAH) 1,000,000
5. Gratuites overstated 5,000,000
Net overstatement of profit $(7,300,000)

We were comforiable with the level of specific and general provisions made in respe::
of the New Zealand book. However, on the basis of our review of ile Australian loaxs
we believe that there were some conservative provisions made in Australia anc
additionally there was general provisions made in excess of what we had expected. Inis
difficult to quantify this amount, however, it may be in the region of $20-30m.

Thus it would appear the overs and unders in respect of the profit for the year endec
31 March 1990 can be accepted on the balance of review and judgement to agree tze
unbooked items would not materially affect the accounts as being true and fair.

Also, Bank of Western Samoa has only been equity accounted for the period enczc
31 December 1988. There is a potential equity accounting of the additonal profits of
50% of, say, $3m (le, $1.5m).

Peter Garty
1990
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m™ Bank of New Zealand
#8 Media Release

— ——

Ead OfTice, PO, Box 2392, Wellington, Phone (04) 746 999 Fax (04) 746 702

S November 1950
Bank of New Zealand announces

half year profit and
balance sheet restructuring

The Bank of New Zealand das today announced an unsudited net profit afier taz of $55.5 miltiop for the
six months to September 30, 1990,

The Bank has also announced a festrucluring of its balance shoet, supported by its two major sharcholdess,
ihe Government and Fey, Richwhile & Company Limited. :

The restructuring (ncludes (he formation of ¥ new wupany to clearly separate the Banks under-
perfurming koaus from its profitsblc core businesses, '

A$ part of we rcconstruction the Bank Intends, subject 10 sharebolder approval, to raise $250 miltion

Wrough a piscement of ordinary and prefercnce iharos underwiliten by the Ooveroment and Fay,
Richwhite,

Commenting on the haif year result, Chairman Syc Pusley said It gomonsirated that the recovery of the
Bank within {18 core operating busincases was continuing. .

“This result builds on the $121 million profit annuunced for the year 10 March 31, Through it core
banking activiues, the Bank has a platform fur strong, profitable sud sustained Browlt" Mr Pasioy said
the proflt result was achleved n the fucs of difffcult circumsisnce in the New Zoaland and Australian
econumics.

"The economic recovery which everyone hus been hoping fur, for the best purt ol ¥ yuur, by fufled W yet

cventusle. The chances of a significant ISROVeTy In the near future huve been adverssly ulfocted by global

nciory, such ax the evenls in the Perslag Qulf, Ausralie’s economic prospecus in particular have
- deteriorated sudstantlally in recent monthy.®

Mr Pasicy said intense competition within the bazking sector meant the Bank of New Zealand aiso faceq
Sontinued pressurs on its oporating margins.

"However, the restructuring which the Bank has undergonc and the inftiatives we have put in place over

the pust 18 munths huve snsurcd we 8r¢ in a much stronger position 1o eampetc In today's tough bankiry
market,”

Managing Director, Lindssy Pyne, said the Bank had hsponded quickly and prudenty to reduce ius
Operuting costs in line with the tougher operating eavironment, Continulng & tread which was svident in
ths annual result, uperating sty fur the six months period Loutled $290 mitrion, 16% lower than in the
1989 half year. Part of the reduction relutes to the impuct of the sale of the Bunk's Pt operstions.,

A major factor in reducing operating cosis, and enhancing customer scndces, was & phased reorganisation
of the Bank's domestic branch network, which began {n April and will finish in November. Branches have
been reorganised intw gruups which share resources and some service functions,

During the hal( year, o major task for managemont was the further devolopment of tho Banks core

business units - Corsumer Bunking, Busineyy Buuliug, Curpurste wind luvesiioent Bunkioy, Treasury any
Opentionx. x
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¢ said the Bunk was making govd progress in the munsgement of under-performing loans, despite
?ﬁ; Pa}g:tﬁd pressure caused vy ecgnsomlcpmcmrs. This was primarily the task of the specialist Credit
Revuvery Unit, g6t up carlicr this year.

Al September 30, the Bank had towl assets of 318.9 billlon. Depusity contiued ta display good growth,
up $1.1 hillion to $17.3 billion. '

Mr Pyne said the Bank’s auditors had concurred with fts decision 10 thango i accounting policy towarda
the accounting of deferred tax arising (rom provisions for bud and doubtful debts, Previous acoounting
policy recognised deferred tax assets ut the time speeific debt provisions were made, but the Bank would
Now adopl & more conservauve position und recognisc them only when losses were reulised through
writeotts. ‘Ihe removal Of the deferred tax asset fruin the belance shest had been rocognised: as & prior
period adjustment, Mr Pyne sald. .

Mr Pasicy aid the Board believed that given the current banking enviroamea, the haif yeur operating
profit siier 1ax compared favouradly with the 1989 interiu profit aficr tax and the latest annua) result.

"¢ commitrent and dedication of stafl thruughoul the Bank will ensure that the progress ws have made
over the paat 18 months is sustained.” ‘ '

Mr Pasley s2id the Bank had decided w tske u prudent approach and not declare an interim dividend

*While the recuvery bt tis Bank's operational position is eacouraging, we helieve the long-term (ntorcsts
of sharcholders will he best served by reiaining camingy within the Bank for optimum beasfit.*

Bank "quarantines” under-performing loans

The Bank has aiso tuday unnvunved the separaiion of the Bank's undcr-performing loans from i
profitable core husinesa. : |

“The Bank's corc activities are sttong and profitable - but the burden of under-performing loans has largely
concealed this strength,® Mr Pyno said. _ .

*A pew structure formaliscd today will clearly show to our sharcholdor and customers the full potential

uf the Bank. This initiarive, which involves the formation of a new company, will deal with the legacy of
the poor lending practices of the past.’

The new company will be a separate legal entlry, with a nominal capital of $100, The Government will
controf the company through an §1% bolding of the company’s ordlnary shares, Fay, Richwnile will hoid
the remalning 19%. The Covernment will contribute approximately $420 million In preference shares and
Fay, Richwhite will contribuie through a 350 mittion facility.

The Ouvernment will obtain an ¢llective return of 15% per anaum on {is investment in the new company
through increased profits and resulting tux psyments by the Bagk. Fay, Richwhite will obtain 8 retuta of |
about 1494 per annum on {ts {nvestment. The Bank has contracied o underwrile (hose returns,

Through a sub-participation agrecment, the ncw company will share in 1he risks associaled with these
uader-performing lcans. The cffeet of this agreement is that the Bank will remaln the leader from a
-viewpoint, The Bank will continuc to menage the Joan portfolio und will maintain its existing relationships
with Its customers,

The bulance of the funding required fur 1be subopurticipativn will be pruvided as debt by the Bank. The
roturn of that dobt Is & function of recoveries {n the portfolle.
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Mr Pyne suid the move was very positive for the Bunk and would enuble it 10 put the legacy of pust poor -

lending clcarly behind it

By "quurantlning” those under-performing loang, the Bank would be able w report solid profits which
wouid not be croded by possidble continued significunt provisioning (or bad and doubtful debts, he said.

While the Bank's initial lcvel of provisivning [n its 1588-89 resul(s had proven substansially correet in

respect of New Zealand exposurcs, the quallly of the information available in Australia subsequently

proved inadequate, Unupled with deterlorating ceonomic wondilons In Australia this resulted In additional
provisions for Austratiun lending during subsequent reporting periods.

The Bunk believed the decline in the Australian economic cnvironmeat had acoelerated in recent months,
Jeading the Board and managewmeut W conclude that decisive action was roquired.

"W¢ have taken 1he OpPOTLURITY presenicd by this reconstruction (o Lake an uaprecedented forward-looking
view and move shesd of antictpated difficuliles ln our Australian exposures,” Mr Pync said.

"The loans involved In this trunsuction go well beyond thuose uguinst which the Bank would expect to have
mude provisions in & conventional sitvation.

Mr Pyne sald the Bunk’s advisory, Buuz-Allea and Hamilton, had adopted a more conscrvative provisioning

meihwdology appinpriate for the nature of this reatructuring excrdss,

"The portfulio includes logus wlich arc currently performing and earning the Dank inicress, but which the
Bank believes muy becuine uou-performing should the Australian svonomy continue to deteriorate,

"In taking tRis siep, the Bank of New Zealand s reeognising the tssuen (aved by the bsnking industry and
Is Jealing with its ewn problems in 4 pro-active mannot.”

The pomfollo of joams invoived comprive ¥ mix Ul under-porfurming foans lotalling $2280 million,

together Whih performing loans und other exposures (winlling 3550 millivn, The twlsl sub-puriidpution
of Joans and other cxposurcs is S2HI) million, A E

Specific debt provisions of up to $1750 million are expected 10 be fequired. Of this, $950 miltion was
already recoghised by the Bunk at 31 Murch 1990,

The Bank will fully provide in the curreat year for {ts madmum anticipated share of the new provisiona.
The smount {fnvolved s $330 million which will be shown as an extraordinary fiem and parilally offset by

o transfer of $140 million from the general dabe provision. This will result In a residual genceal provision
af $170 million, ‘

Mr Pyne said the Government would tecelve the equivalent of its investment in the new company through
increused Lax psyments from the Bank following the reconstrucuon, along with an additonul return O 15%

per annum. If tax payments do not meet projections, after the poried of approximately five yoam, the
difference will be mey by the Issuc of ordinary shares to the Crown.

Because of the reconstruction, the Bank’s profits would no longer bear the full impact of under-performing
Ioans ang would be sigaificantly higher, auracuug more tax, Mr Pyne said. In addition, the Bank's i=x
liability wonid be increased betause the ax Tosses on the Toun portfulio would effectively becums the
-proporty of tho now company.

As part of the restructuring, the Bank has also arranged a placemeat of capital 1o provide capitat adequacy
ratios to mect or excoed Reserve Bank standards, :




Following the reconstruction and share placcment, the Bank would huve a Tier One capital ratlo of 4.9%,
and un overall capital tatio 01 8.5%, on & pro-formu balsnce sheet based on figurcs ut 30 September 1950,

The Government has agreed to underwrite the subsceiption of un addiional 200 million ordinary shares
at gross price of 7U cents per sharc, ralsing $140 mittlon, Fay, Richwhite has agreed to vaderwrite tho
subscription of $110 million worth of convertible preforenvo shares at 84 conts gross per share. The
preference shares will carry 4 dividend ylelding 11% per annum and will convert to ordinary shares-at the
issue price of 84 cenls per share over the ncxt five yars.

The underwriting commitments of the Government and Fay, Richwhiic are subject 1o normal underwriting
tcrms and conditinns. '

At the compleuion of the plucemend, which will require the appruval of sharcholders at a forthcoming
extraordinary general meeting, Fay, Richwhite will sell 85,7 milllon vidinary shares from ita existing
holding to the Government at the gross lssue price of 70 cenis euch, Thess funds will be used 1o panly
finance the purchuse by Fay, Richwhile of the prefervace shares. :

‘The completed transactiun involves an Investment by the Guvernment, befure underwrilng fees, of $620
milion, and 4 wmniuneut of $100 milllon by Fay, Richwhite.

This will result in the Government gwning 62.9% of the Dank's ordinary sharcs, Afcr including the
preterence shares held by Fay, Richwhite, ths Goverament will control 58.2%% of the Bank's voting shares,
Fay, Richwhite 26.8% and the public 15%.

Mr Pasley said the Board was very pleased to note the full commitment w0 the Bunk thst the Guvernmeant
and Pay, Richwhlite were displaying, through their involvement in the reconstrustion.

‘It enhances the Bunk's ubility 1o play 1ts rightful teading rule in the econumnic fortunes uf New Zzalund,”
he sald.

Mr Pyne said the crestion of the new company wouid {formalisc, at a financial icvel, the removal of under-
performing luans from the Bank's ongoing corc businesscs. This was alrcady occurring at an operatlonal
level, following the esthlishment earlier thix year of & seperate Credit Recovery Unit within the Bank
This unit will manage the loan portfollo for the ncw company under 2 management eontract.

"This initiative compietes the restructuring of the Bank of New Zzaland’s halance sheet that has besa &
priotity for the Board and management for the past 18 months," Mr Pyne said.

"Weo ure nuw fovered on snsering (hat the improvement in (he Bank's operalional perfurmance, already
undcrway, coatinucs strongly."

ends




APPENDIX O

Bank oif New <Lealand
Summarjv Review Memorandum

31 March 1991

4, Summary of Audit Differences
Impact on P&L Account
DR (CR)
1991
Calculation Differences (Sm)
Insurance Policy (p 3.1) 34
Treasury Audit (L
Lease:
- Terminations ()
- Computers (3)
Restructuring Costs and Accruals that
Could be Deferred . -
47
Judgemental Differences
Gramuities (13)
Treasury Mark to Market _ (10)
Suspense Accounts 2)
General Provision a7
Specific Provision 16
GST Refund (p 3.6) (non-zssessable) 25
YTM on Perpetuals : (30)
€39
Profit before Tax Overstated 16 ,
Tax Effect @ 33% 3
19
Tax Overstatement : | 3
Profit after Tax Overstated 16
Databank Revaluation 2
18
Bank of Western Samoa Capital Profit (including
additonal potential upside of $7m) ¢¥))
Profit Attributable to Shareholders
Overstated S1

13




APPENDIX P

Bank of New Zealand

Summary Review Memorandum

for the Year Ended 351 March 1992

!J\

Summary of Audit Differences
Impact on P&L Account

DR (CR)
1991
Calculation Differences (Sm)
Insurance Policy 16.0
16.0
Judgemental Differences
Gratuities (9-7)
Credit Card Provision 2.0
YTM on Perpetuals (36.1)
[ A Customer Exposure } 15.0
(28.8)
Profit Before Tax Understated (12.8)
Tax Understatement as Above 42
Known Tax Overstatement (3.0)
Net Tax Understatement 1.2
(11.6)
Databank 5.1
Profit Attributable to Shareholders (8.5)

—

In view of the immateriality of the net amount obtained, no .adjusiment is
proposed to the financial statements at 31 March 1992.

Conclusion

In my opinion the financial statements of Bank of New Zzaland give a true and
fair view of the state of affairs as at 31 March 1992 and of the result of

operations for the year ended on that date.
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APPENDIX Q

APPOINTMENTS AND RESIGNATIONS OF DIRECTORS

Board Members at 30.9.87

30.9.87 TO 31.3.93*

Mr R.A. Brierley
Mr R.J. Campbell
Mr P.G. Morrison
Mr L.C. Bayliss
Mr F.S. Pearson
Mr P.W. Leeming
Dr S.M. Lojkine

Directors Name

Sir Ron Brierley
Mr R.J. Campbell
Mr D.G. Sadler
Mr L.C. Pyne

Sir Michael Fay
Dr R.L. Congreve
Mr F.S. Pearson
Mr P.G. Morrison
Mr P.W. Leeming
Mr G.T. Ricketts
Mr S.D. Pasley
Dr S. Lojkine

Mr L.C. Bayliss
Mr T.K. McDonald
Mr S.L. Maier

Chairman

Deputy Chairman

Director

Director

Director

Director

Director

Appointment Resignation/Retirement
February 1989
14 March 1989

14 March 1989 11 November 1992

1 May 1989 20 November 1992

6 June 1989 11 November 1992

6 June 1989 11 November 1992
26 July 1989
26 July 1989
26 July 1989

26 July 1989 11 November 1992

26 July 1989 28 February 1993
23 November 1989
23 July 1991

25 July 1991

3 August 1991 5 May 1992

Appointments made subsequent to the takeover of the Bank by National
Australia Bank Ltd are excluded from this list.




el APPENDIX R

APPOINTMENTS AND RESIGNATIONS OF AUDIT COMMITTEE
30.9.87 to 31.10.92

24 August 1989

- Audit and Accounting Sub-Committee formed, Dr S. Lojkine to Chair, Messrs
S. Pasley, D. Sadler, M. Fay and L. Pyne.

23 November 1989

- Dr Lojkine resigned.

2 March 1990

- Mr Sadler appointed Chairman.

23 July 1992

- Dr R. Congreve appointed




