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Introduction

New Zealand has for many years been a proponethieadight-handed regulation of
financial institutions. New Zealand investors amdely responsible for their investment
decisions, unable to rely on official governmermgulators/examiners or the perverse crutch of
deposit insurancelnstead, armed with disclosure statements NewaAdaank and non-bank
depositors are expected to apply market discigbnensure the safety and soundness of their
deposits. Wilson, Rose & Pinfold (2012b) demonstidilew Zealand’s disclosure regime in
Registered BanKsvorked well in moderating excessive risk takingneuding that bank
directors and managers applied self-discipline. el@v this was not the case in New Zealand
finance companiéswhere Wilson (2009) judged disclosure to be ahsa poor quality it was
of little value. Further, Wilson, Rose & Pinfold022a) found some finance companies paid lip
service to any code of corporate governance, asttbards were dominated by inside directors

who appeared more concerned with their own investitiian that of outsiders.

Unsurprisingly, New Zealand suffered a systemidufai of the finance company
industry, with over 48% of its 200 finance comparfaling since 2006. In all over $6 billion
of depositor funds were placed at risk, the bulkmbich came from unsophisticated retail
investors. As a result funding to non-bank deptadiers (NBDTs), from New Zealand
residents, dropped from a high of $13.578 billiordune 2009 to $6.430 billion in June 2013
(RBNZ, 2013). The failure of finance companies iawNZealand began prior to the global
financial crisis (GFC) and continued after the GIAile New Zealand finance companies felt
the impact of the GFC; the GFC was not the causleeotollapse of the New Zealand finance

company industry. This paper utilises the failure@mbard Finance and Investments Ltd (this

"In October 2008 the Nz government introduced a temporary deposit guarantee. This was not
primarily designed to protect depositors but was justified by the perceived difficulty for NZ financial
institutions to raise capital on international credit markets. The NZ government felt it was necessary to
introduce the temporary deposit guarantee as the Australian government was intending to introduce a similar
guarantee which would have disadvantaged NZ institutions.

? Financial institutions wishing to use the name “bank” in New Zealand must be registered with the
Reserve Bank and meet minimum prudential standards.

*NZ finance companies are unique in that the bulk of their funding comes from retail fixed term
deposits called debentures.



and the various other related companies are geatigrieferred to in the remainder of the text

as Lombard) in 2008, to examine issues of trust.

An unusual feature of the Lombard case was the badibre or pubic profile of its
board of directors, which on formation includedethmvell respected former Ministers of the
Crown, as directofs Rt Hon Sir Douglas Graham, the Hon William Jeéfsrand the Hon
Hugh Templeton Graham, Jefferies and Templeton would, at the tifnappointment to the
Lombard board have been ranked as among the nugsivarthy of New Zealanders, due to
their celebrity status and years of service toNesv Zealand public. While other finance
companies failed and some even had celebrity premfiptombard was the only one where
the celebrity directors sat at the board tabledgpite their trustworthiness an agency conflict
is evident between investors and directors. Ageocylicts are common in business, normally
occurring between managers and shareholders. dndial institutions depositors, who don’t
have representation at the board, are able torileeon agency protections enjoyed by
shareholders. What was unknown to depositors, Wioembard was first formed, was all the
shareholders of Lombard were also board membédrsrmabard. This resulted in a significant

agency issue for Lombard depositors.

The remainder of this paper includes a brief litema review looking at three areas;
agency conflict in financial institutions, the bétseof independent directors and lastly the use
of celebrities as directors. The following discossiutilises public disclosure documents,
receivers’ reports along with Court documents fithi trials of Lombard directors, to detail
events at Lombard from its formation in 2002 to dwllapse in 2008. Throughout the
discussion these events involve agency issuesightight the actions of Lombard’s celebrity
and independent directors. The question posedisnptiper is; what, if any, value did these
independent and celebritjrectors bring to investors in Lombard?

* Lawrence Bryant was the fourth independent director, Alan Beddie was an executive director
(Lombard Finance and Investments Ltd, 2002) and Michael Reeves joined the board in December 2002 (Phillips
Fox Lawyers, 2002).

5Hugh Templeton resigned as a Lombard director 31 March 2007, a year before the Lombard
receivership. As he was not charged by the FMA we make no comment on his actions.

® Provincial Finance who failed in 2006 was endorsed by, ex-all black rugby player, Colin (Pinetree)
Meads and Hanover Finance who failed in 2008 used Richard Long, a well-respected television news reader, to
promote its products.



Literature

Trust is paramount in business transactions arre tire extensive strands of academic
literature examining agency problems and the canaemdependent and celebrity directors.
The following review identifies those aspects & likerature that are relevant in the discussion

relating to the failure of Lombard.

Whenever you employ another party, to whom you geeision making authority, you
face agency issues and costs. Agency issues atedelo information asymmetries. In
business, the managers of the firm have supefiomration to that held by investors. There is
an academic history looking at both agency thaoythe closely linked moral hazard (where
the agent uses the funds supplied for a differemrtennisky purpose) (Ross, 1973) (Fama &
Jensen, 1983). In banking type organisations thisinither compounded by the presence of
adverse selection, where lenders (in this casesiteps) are unable to accurately measure the
risk of a financial product settle for an averagtrof interest. Average interest rates are not
appropriate as low risk borrowers (who are ablal@émonstrate their risk) seek alternate
financing, leaving only high risk borrowers for whithe average interest rate is no longer

appropriate.

Asymmetric information has long been recogniseddsearchers as a problem with
attempts made to curb its negative impacts (Sha@@0Q). Sharpe’s (1990) findings’ reflect
the comments of Selznick (1947/1966, p. 49) instigly of the Tennessee Valley Authority
Bank type organisations are unique in that geneth#y employ low levels of equity, often
less than ten percent, and regulators attemptiragltioess this have resorted to official bank
examiners to check on mandated minimum levels pitaa public disclosure of relevant risk
information and compulsory deposit insurance. AlidioLombard was not a bank, the fact that
it took fixed term deposits from the public, itspdsitors faced issues similar to bank
depositors. Depositors in finance companies, sschambard, don’t enjoy the protections
afforded to bank depositors (see (W.R. Wilson gt20112b) for an overview of prudential

regulation of New Zealand banks).

In the period covered by this study (2002 to 2GflBhon-bank deposit takers (NBDT)
fell under provisions of the Securities Act of 1938 its subsequent regulations. Under New
Zealand legislation NBDTSs are required to negotetieist deed with a trustee company which
acts on behalf of all depositors. Before takinga$#s from the public, NBDTs must register a
prospectus containing relevant financial informatiovhich is available to depositors.
Prospectuses are required to be updated on an labasia or sooner if the information
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becomes misleading. The trustee monitors the NBDTao ongoing basis to ensure
compliance with the trust deed. The Securities C@sion, also established under the
Securities Act 1978, was charged only with ensuNBPTs complied with provisions of the
Securities Act. So, New Zealand depositors welameon the management of NBDTS,

trusting they would respect their interests anlbWlccepted corporate governance principles.

In the following discussion we move to the questibindependent directors. One of
the purposes of a board, and in particular theafisedependent directors, is to attempt to
overcome the agency effects of having a governbodg that has a strong material tie to the
organisation (Campbell, 1949). Indeed Konsik (1987163) notes that as early as 1965 the
United States SEC required a minimum of three jrestelent’ that is outside or non-executive
directors on the board. This was done so as tartdyensure some ‘independence’ from the
organization at board level. In the®2entury it has been argued by Lee and Wang (20a4)
the role of the independent director is to provadeheck on the management of the company.
In effect they argue, the independent director gyeré a monitoring role. Their role is to
provide governance, oversight and ensure that greagement of the company act in the best
interests of the shareholders. However Lee andgW20iL4) go on to suggest that independent
directors cannot adequately perform this role wifered with a board that consists of

controlling shareholders.

In a Similar vein Persons, (2012) previous to Lie@ Wang (2014) found that when an
independent director is rewarded in stock optidre tthey are more likely to place a higher
emphasis on short term, rather than strategic goalee company. In addition the existence of
stock options for independent directors leads 8% lguestioning of high risk activity by
company management (Persons, 2012, p. 56). A nomeecening result of Person’s work, and
one that has some relevance for the current digcyssas an independent director primarily
compensated with stock options was more likelynigegye in fraudulent reporting in regards to
the company (Persons, 2012, p. 60). New Zealarndutesof Directors defines independent
directors as fulfilling the following criterialfidependent means independent of management
and free from any business or other relationshipcocumstance that could materially
interfere with the exercise of a director’s indegent judgmerit(NZID Staff, 2014).

In addition the New Zealand Stock Exchange dessribe nature of an independent
director as being & director who is not an executive of the compang avho has no
disqualifying relationship. A disqualifying relatiship means any direct or indirect interest or

relationship that could reasonably influence, inmaterial way, the director’s decisions in

4



relation to the compariy(Staff NZX Ltd, 2014). The New Zealand Instituté Directors
further clarifies the definition of independenteditor as being someone who haswistantial
interest, that is over 5% of the issued stock. (NZID St2fi14). Substantial interest is further
explained as being such that the director is likelyderive in the current company year a
substantial portion of his or her annual revenua r@sult of his or her interest in the company.
As this discussion involves not only the independirector but also the aspect of celebrity it

is to this aspect that we now move.

Traditionally, the celebrity endorser was drawmirthe arena of popular culture. They
included such people as actors, singers, sporsopalities or well-known spokespeople. In
short they were, as McCracken (1989, p. 310) irshiminal work on celebrity endorsement
stated, “A person who is known and enjoys wide jpulb#cognition”. The power of the
celebrity endorser relies on the twin aspects ghtpublic recognition in the mind of the
receiver — described as the concept, transferenceaning (Halonen-Knight & Hurmerinta,
2010; McCraken, 1989). Transference of meanindhésKey attribute for an organisation
expecting to utilise the ‘power of a celebrity @mnser. McCracken (1989) outlined the
minimum criteria for a successful celebrity endareat campaign. They are credibility, trust,
and recognition. An effective meaning transfer takgace when the public recognises
important aspects in the endorser. The first af¢he source credibility. In essence this is the
impression that the endorser is seen as a personhabt a high level of expertise and
experience in the area being endorsed (Tantisengemrton, & White, 2012). In addition
the endorser is seen to be trustworthy in relatmnhe statements being made about the
product. Finally the endorser needs to embody &sleat the viewer recognises in themselves
(McCraken, 1989).The aim in the use of a celelantgtorser is to build confidence in the mind
of the public and impart an aspirational feelingtheir mind. To this end the organisation
utilising the endorser is attempting to transfer plositive ‘meaning’ the endorser brings onto

the product or service being promoted (Bryne, Wigtal, & Breen, 2003)

For success, the choice of endorser is therefaigraficant marketing decision that
needs to be made, with the chosen celebrity a guatdh with the product being advertised
(Ding, Molchanov, & Stork, 2011). This decision Wikflect the type of image that the
organisation wants to project. In particular thgamisation will be seeking to reflect an
archetype (Campbell, 1949), which can be easilntitied by the viewer. For example the
producers of a cooking show indicate the type dlience they are after by their selection of

say, Jamie Oliver, Gordon Ramsay or Nigella Lawasriheir chef. A concrete example of



how the above discussion was played out in Newatehlwas the choice of Kevin Milne, a
well-known “consumer champion” as a spokespersoi fi@ Carpet Mill, a manufacturer of
carpet. Mr Milne has source credibility based up@nlong career as a consumer advocate in
New Zealand. This has ensured he is known and e¢tspeas a person given to making
‘objective’ reviews of consumer products and withistory of ‘standing up’ for the common
person. The two examples we have mentioned hawellg come from popular culture; a
television journalist and accepted celebrity ch&fge work cited above by Ding et al., (2011)
provides several illustrations of the differentreénts of celebrity endorsement. So far we have
briefly outlined the suggested attributes of a loetg endorser. As it will become clear
celebrity endorsement was only one aspect of theldasd case that will be discussed. The
second aspect that will be discussed is that ahiiependent director and the role of the board
in the governance of Lombard. Early in thé'Zlentury, commentary on the composition of
boards and the propensity for investors to valestuye of the individuals concerned in the
governance of the organisation was raised by C@&083). In his article Certo (2003)
demonstrated a wide favourable public perceptioarofndividual was one of the deciding

aspects for future investment; particularly in svrimisiness.

The method utilised to examine the phenomenon af hdependent celebrity
directors can have an effect on investor’s impoessbf security is essentially through a case
study examination of how the Directors of Lombamdeistments relied upon their celebrity
status to solicit deposits. The examination is ftbeinception of the company to the eventual
collapse and court action that followed. FollowRigkkari, Oxlheim and Randoy (2014, p. 4)
Lombard was chosen as the vehicle due to meetiignéer of clearly identified criteria which
had an appreciable impact upon the reasons thesiiesowere attracted to the Lombard
brand. Although Lombard was only one of 200 firmoompanies that failed since 2006 it was
the only one that was actively trading on the tpgifile of the directors. In addition Lombard
was one of the few finance companies that were mga&ivirtue of the independent nature of
the majority of the directors. In relating the aatithat is outlined in the discussion below, we
have ensured that the adopted methods used to thiectated experiences of the individual
depositors have been placed within a bounded cbnliexhis respect a story, their story,
including court transcripts, emails and publicitgterial can be read and bounded by a number
of constraints. One such constraint is the timen&aall the information gathered relates to a
period of time when property based finance comganere very popular in New Zealand. The

period also relates to the time when Sir Doug Gralaa ex Justice Minister and respected



“treaty of Waitangi Minister” was highly regardesl @n ‘elder’ statesman in New Zealand, and
his co-director, William Jefferies had recently queted a term as Justice Minister. In fact
both men when Ministers of the Crown were respdadiir drafting and applying the rules
under which Lombard would later operate. Anotherstiint is an organisational constraint.
That is all the activity relates only to the prdganvestment market. This bounding of time
and place follows closely the method adopted bilgie et al., (2014) in their investigation of
the role a common language plays in successfulBoperations. By placing the case within
such a time and context boundary it allows for exation of the specific case rather than an
assumption of generality. This was deemed necegsarger to provide a common context for
the resulting discussion. Following (Czarniawskargdes) (1998), such an approach allows for
time and place comparisons that provide a thealeframework from which the words
gathered could be interpreted.

The resulting discussion, drawn from the court deents publicity material and email
communications are stories constructed by our pnégation of the stated words of the
individual depositors. When these words are pladedgside extant literature, they provide a
vehicle for the application of an interpretativadean alternative interpretation which results
in a vertical, rather than a more traditional hontal, interpretation of the text (Monin &
Monin, 2003). A vertical interpretation attemptsg@in an understanding of the subtext. The
subtext is a situation which can be consideredlassyble but that has not been expressly
stated. In effect we are applying a critical digseumethod in interpretation of the case. This
way the method adopted aims to assist the readércating the underlying ideological

premises that have helped shape the investorspiemnc®f ‘safety’ or ‘security’.

The individual investors and Directors could begsidared part of the New Zealand ‘middle
class’ and being involved in a property investnmmarthpany was a part of their social reality of
the time (Carr, 2000). Finally, the above approaeak chosen as it aims, above all, to establish
plausibility. In this regard the method chosen ptes a mechanism by which action within a
defined institution may be interpreted and undedtdt is the means by which we as and the
interpreter and the reader, as the viewer, may reakse of the investors’ world. In presenting
the examples that follow it is intended to illuggrahow the actions of the Directors, in
particular Graham has had a significant influerngenuthe desires of individuals to invest with
Lombard investments. The words used in the publioterial of Lombard and the words the
Judge used to describe such publicity materiajayended in the impressions that a researcher

or interested reader may gain from either applyiver own interpretations or accepting the



researcher’s interpretation of reality. It is aqass of discovery (Glaser & Strauss, 1999, p.
23). In addition, in conducting this research we fmlowing the theories of Ragin (1987),
Walton (1993), Montuori & Purser (1995) and Eisedh&1989) in that a case can also be seen
in terms individual actors who, when placed intaaganisational or institutional setting, form

a case of a firm, or of an historical event.

Further, the use of case method in this studynsidered appropriate, in that the reader
can trace, through the discussion that follows iptesgustifications for the actions of the
investors and Directors in the story(Schatzman &a®&ts., 1973, p. 110). In addition it is
intended that the method adopted will allow thedezao identify the connecting links that
have enabled us to build the discussion that itiss the participants’ beliefs. The adoption of
the case study method is therefore, by its veryreatin attempt to understand the individuals
within the particular bounded social setting.

Discussion

Lombard Finance and Investment was first estaldisihe2002 and began taking
deposits from the public when its first prospectas registered at the end of November 2002.
The initial prospectus (Lombard Finance and Investis Ltd, 2002) called for $25 million of
secured and unsecured debt. No information wasgageto the ownership of Lombard but
directors were listed as Graham, Templeton, JeSeBryant and Beddie. The first three being
former politicians while business experience was/jgled by Bryant and Beddie. Byrant had
10 years as CEO of a UK listed company, while etteeudirector Beddie had 30 years with
the National Bank before he established his owrsglbancy business in 1997 (Lombard
Finance and Investments Ltd, 2002). As Lombard meagly established no financial history

could be given, though as required, a summaryust tieed provisions was provided.

In the Lombard trust deed (Phillips Fox, 2002) ceuged that they would not permit
the total liabilities of the charging group to egdawenty times shareholders’ funds. In other
words shareholder funds would not be less than %%otal liabilities. Lombard’s first
disclosure of financial information was containeda prospectus (Lombard Finance and
Investments Ltd, 2003b) dated 28 May 2003 whiclorepequity of $406 thousand, after a loss
in the first four months of operation of $93 thoudaindicating Lombard started with $500

thousand of equify Although the summary of financial statementsréle 1 close suggest

7 Coincidentally, $500 thousand was used to purchase the Lombard Trademark from Meridian Capital
(Lombard Finance and Investments Ltd, 2006b). This was a reported as a related party transaction as Michael
Reeves was a director of both companies.



total liabilities well and truly breached the twgtimes limit over shareholder funds, financial
statements (Lombard Finance and Investments L&B&2®004) subsequently published show
subordinated unsecured notes $2.235 million and.6810 million in 2003 and 2004.
Presumably the subordinated notes are countinfpaeltsolder funds though the 2002 Trust
Deed for Lombard (Phillips Fox, 2002, p. 7defines shareholder funds as the extent total
tangible assets exceed total liabilitiesvith no mention of subordinated debt. These

subordinated notes carried an interest rate of720,%hough this was unpaid.

Table1- Lombard Summary of financial statements

Year Year Year Year Year
ended 31 ended 31 ended 31 ended 31 ended 31
Mar-07 Mar-06 Mar-05 Mar-04 Mar-03

S000 $S000 $S000 $S000 $000
Total operating revenue 32,678 27,369 24,889 9,940 706
Interest expense 16,046 15,488 11,744 5,702 279
Other expense 7,931 6,942 5,924 3,368 520
Net Surplus (deficit) before 8,701 4,939 7,221 870 (93)
taxation 2,866 1,700 2,634 390 -
Income tax
Surplus (deficit) retained at end 5,835 3,239 4,587 480 (93)
of period
Total Assets 188,566 194,715 165,543 99,005 23,949
Total Tangible Assets 188,066 194,215 165,543 99,005 23,949
Total Liabilities 164,537 179,732 159,732 98,118 23,542
Total Equity 24,029 14,983 6,016 887 407
Unsecured Subordinated Notes 7,337 11,268 15,187 10,641 2,235
Capital Notes 2,911 6,829

Source (Lombard Finance and Investments Ltd, 2003@4, 2005, 2006, 2007)

Following their early success the directors of Lamtbsought a listing on the NZ Stock
Exchange (NZX), which they achieved in December52@a a reverse takeover of NZX listed
Pure New Zealand Ltd (PUR) (Lombard Group Ltd, 200€@UR owned interests in various
other companies, but by 2005 these had all bederestruck off or sold, leaving only the
Greater Bendigo Gold Co (GBG) as the only assdt anty potential value (Pure New Zealand
Ltd, 2005). Difficulties at PUR were resolved byetheverse takeover of Lombard. In this
transaction PUR acquired Lombard by issuing twdiodbil shares at 2.5 cents each to
Lombard’s owners. This transaction was registergl the New Zealand Companies Office
on June 26 and shows Lombard Group Ltd was theomever of 50 million shares in Lombard

previously owned by Templeton (1.5 million shar&)yant (2 million shares), Graham (2.5
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million shares), Solomon Nominees E{@2 million shares) and Jefferies (2 million sksre

(Lombard Group, 2006). As part of the reverse takedy PUR, all other existing assets of
PUR (including GBG) were sold for $500 thousandhvé years deferred payment, to a new
company which was 51.8% owned by lan Wilson Smittie( Chairman of PUR) and 48.2%
held by PUR to be distributed on a pro rata basi®tYR shareholders at the time the

transaction was approved (Pure New Zealand Ltd5200

Following the listing as Lombard Group Ltd, shamreghe new entity traded in the
range of 1 to 3 cents each, until there was a 16b&be consolidation in June 2007. After
which they began trading at $2.10 before fallind tacents per share when its main subsidiary
Lombard Finance and Investments Ltd was placeédsivership on April 11 2008. Prior to
the listing of Lombard Group on the NZX it was maissible to determine the ownership of

Lombard

Although the company was a second tier lender théynot offer extreme levels of
return to the investor. Comparing interest ratesraiive data from interest.co.nz show interest
rates for Lombard from 2004 to 2006 were only 2.Bigher than New Zealand’s largest
registered bank ANZ. Lombard’s interest rate alomigh other New Zealand finance
companies rose in 2007 to give a 3.5% premium baek rates (probably in response to the
collapse of Bridgecorp Finance in 2007 see (W.RsbVi et al., 2012a) for background on the

collapse of Bridgecorp).

Table2 Lombard & ANZ Bank selected deposit rates

December 04 December 04 December 06 December 07 ril 42008
Lombard 8.75% 9.6% 8.5% 9.75% 10.2%
ANZ 6.1% 6.1% 6.1% 6.1% 6.1%

Source: interest.co.nz

Like Bridgecorp, a great deal of Lombard investresemas in residential property. At
the time of their collapse the loans book of Lonthlavestments comprised over 96% property
(Fisk & Waller, 2008). Lombard initially soliciteshvestments through print and television
media. However by 2006 Lombard investments limibed become more sophisticated in
soliciting funds from the public and, along witheith prospectus documents and public

presentations in mid-range hotels, had also retea$®/D which explained the background of

%1t is not possible to determine the beneficial owner of these shares though in 2006, in its annual
report, Michael Reeves is reported to have a joint ownership of 65% of Lombard Group Ltd (Lombard Group
Ltd, 2006a).
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the company. The Directors denied in court thatbVD constituted an advertisement. The

DVD opens with the following words in white on abk background.

“Lombard is about people, the people involved ingawernance, management
and team are all committed to the people who entifusir investments to Lombéard
(Lombard Finance Staff, 2006).

From the beginning of the DVD it is clear that Laand is utilising the DVD as an
advertisement and is attempting to utilise the pagerience of the high profile directors in
such a way as to secure trust. In addition it $® alear that from the beginning, Lombard

Investments Limited was a closely held company.

Court documents, from the trials of the Lombardectiors, along with required
disclosure documents published by Lombard andaterg company are used to identify how
investor trust was abused at Lombard. The actibh®mbard directors are linked to relevant
literature regarding celebrity endorsement andpeddent directors. The findings from this
investigation into the actions of the Lombard dioes are presented in the conclusion and
should guide future policy making around the nanfrendependent directors. As part of the
discussion, questions regarding agency conflicaegy in the board representation of closely
held public companies are raised. Ultimately, inwesneed to realise that directors are likely
to put their own interests first and as we shaficdbe, regulations need to be strengthened
regarding the nature of independent directorsaselly held public companies.

The directors of Lombard attempted to differentiitemselves from other finance
companies on the basis of the composition of theard. For example in a DVD Lombard
released in 2006, a great deal of the 11 minutseptation is given over to expressing the
independent nature of the non-executive directoid their previous backgrounds. Upon
reflection of the celebrity endorsement literattiis can been seen as an example of ‘source
credibility, (Ding et al., 2011; Tantiseneeponyaét 2012). As indicated Directors, Hugh
Templeton, William Jefferies and Douglas Grahamewalt well-known at the time as ex
Ministers of the Crown. Both Jeffries and Graham served as Ministers of Justice, albeit for
two different regime these past positions were enough to engender degree of trust in

the minds of perspective investors (Tantiseneegbly,, 2012). The ex-positions held by th4e

? Jeffries served as a Labour Minister of Justice while Graham was a Minister in a National party
cabinet.
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independent directors in particular was one ohtlagor pieces of propaganda that convinced at

least one of our informants to invest in Lombard.

The presence of Jeffries and Graham on the Boarboofbard played a part in
investment decisions made by Lombard investors.s@hare critical attributes as they
distinguished Lombard from the other 200 financepanies asking the public for deposits at
the time. These attributes, are important whenudisiog the events surrounding the growth
and collapse of Lombard. In particular we conceatan the relationship between investors
and the personalities of Doug Graham and to a desseent William Jeffries and their
involvement as independent directors with Lombaid. doing so we argue that celebrity
endorsement has moved outside of popular cultuterarespect of Lombard now includes the
past politician as a celebrity endorser. Politisihave of course been long standing patrons of

one cause or another.

The main difference between the use of celebrityheydirectors and political patrons
rests in payment. The public fully expects thaparts person or entertainer be paid for his or
her endorsement. Indeed at times this has causmahfact with the personality and the
product. One such example is the Chef Jamie Olwso endorses farmed salmon while
declaring that farmed salmon are not as desiralbddesalmon. Or the example of Tiger Woods
and the loss of contacts once he had been ‘disgjréBartz, Molchanov, & Stork, 2013)
However, in many instances a politician will enstinat their name is ‘lent’ without any
expectation of direct financial reward, insteadythee seen as ‘independent’ albeit celebrity
voices. The independent directors were able terbteir ‘independence’ in that they did not
individually own more than 5% the stock (NZID Sté#014)(NZ Institute of Directors, 2014,
NZX 2014).

However unknown to most investors these independdiréctors were also
shareholders of Lombard with Graham, for instarimdding around 4% of the equity of
Lombard. Although they were technically and witttie law ‘independent’ as they each held
less than 5% a great deal of the future wealthrah&m and Jeffries appeared to rest with the
future success of Lombard. In the case of Lombamdeademonstrate, the organisation goes to
some effort to explain that the majority of the twbis independent. However it is apparent that
prior to the back door listing on the NZX all shari@ the company were held by board
members — both executive and independent. Debstorge in Lombard would have been
unaware the independent directors of Lombard hachased shares in Lombard, for one cent

12



each, from March 2003 as it was not disclosed rtieggrospectuses (Lombard Group Ltd,
2006b).

Such a claim reflects recent research regardingpe@ddent directors and the potential
for agency conflict (Lee & Wang, 2014; Persons,2@or example, although the independent
directors in Lombard did not hold stock optionsytdel only pay one cent for shares nominally
valued at one dollar and did stand to gain largeebts if their decisions in 2006 to 2008 were

ultimately successful.

The issue to be considered in the Lombard cas@asob perception. However, the
Lombard Trust Deed and various Prospectuses rdsultan explicit fiduciary duty to the
Lombard trustee and all depositors. Such a roléddeei difficult if the board is also comprised
of shareholders. There is also the tacit intent itdependent directors specifically, would
guestion the actions of the company managemetitelhombard case as we outline, there was
perhaps a tendency to concentrate on immediateneetit the expense of long term strategic
goals of the organisation. A particularly worryitgndency in an organisation that made
specific mention of the benefits that could bedetithough long term investment in Lombard.
Such actions are best seen in the promotion DV&asgld by Lombard. The comments, which
are indicated in several places below, can be asea transference of meaning or as a a

illustration of endorser ‘match (Ding et al, 2011)

The initial appeal Lombard had for investors mayehlaeen the past experience of the
ex-cabinet ministers — two Justice Ministers ané &mance Minister — on the board of
Lombard. Certainly this theme is reinforced witkie previously mentioned publicity DVD,
with one investor telling the viewewhen | read about the board of directors | knewritames
from my business life and dealings with foreigmiedt | knew the names and trusted them
Another client said I“thought the background of the Directors was beattan mos{finance
company directors]”. These two comments reflectchrecept of source credibility as outlined
by McCracken (1989). It is also telling that withiine DVD, the Chairman of the board,
Douglas Graham casually mentionsHile at the same timggs a cabinet ministed] was
responsible for all of the company law reforms &nthncial Reporting Act and matters of that
kind ...l have a reasonable grasp of what the rukesiad that aré. This is an interesting
statement for Graham to make, as he is clearlyesigm that he has both the credibility to be
a director and that he is aware of the role ofraatior, fulfilling the requirements of being a
good ‘match’ for the product (Ding et al 2011). Yiring the court case that followed the

collapse of Lombard the directors suggested theat thlied on the information given to them
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by the management. Such an assumption goes atfanairpose of having a board in the first
place. For example Hoitash (2011) writing in thardal of Business Ethics clearly states that
the role of the independent director in particutato be a check on the management of the
organisation (Hoitash, 2011, p. 400). Dobson J argo® agree as he had this to say regarding
such reliance “Directors are appointed to exerisgement and that extends to testing the
competence of management within areas in which gesaare relied upon” (Justice Dobson,
2012 para 35). It would appear on the face ofat thustice Dobson at least understood the
purpose of a board was to provide oversight aneé divection, not the other way around.
Other examples of celebrity and an apparent ladkdd#pendence from the Directors appear

when viewing the DVD

Throughout the eleven minute DVD appeals to “trudt7) and “experience” (13)
appear often. These words are spoken by both tteetidrs and the current investors. Again
this assists in the construction of the ex-cabmigiisters performing the role of an archetype
(Campbell, 1949). In this case they can be desti@searchetypical celebrity endorsers in that
they fulfil the various elements of celebrity enslemnent as suggested by McCracken (1989).
Although there are only two sets of customers @lpgiear on the DVD both sets give credence
to the argument that the public reputation of thee@ors a primary reason for investing.
Finally to reinforce the assumption that Doug Gral{a particular) was acting in the style of
a celebrity endorser is evidence from the fraual tof the Lombard directors. During the trial
one witness suggests that it was Doug Graham, ¢hsopality, which encouraged them to
invest in Lombard. More recently the Gre¥rasf Wellington provided us with the following
reasons for investing with Lombard

“We started investing in Lombard in 2006, in theapffal Notes, we realise we
were taking extra risk but felt easy with Mr Gralgfgict] summary at the front of the
prospectus. His final comment, | commend investirigombard Finance to you.[sic]

When Bridgecorp collapsed we rang Lombafsie] and were told that there was

absolutely no chance it would happen to th@imat is the risk of collapseds their

portfolio was quiet[sic] different and we were & possible risk. Also at this time their
name was on the start of a very good TV programestng at 8.30 on a Sunday night

Notably in the sentencing notes of Justice Dobsotine High Court of Wellington the

following remarks are made in respect of GrahamJaffilies.

1% Not their real name. Original source document is retained with the authors.
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“[57] There is no doubt that those good reputatibase been relied on by
Lombard as a powerful tool in soliciting funds framvestors. Sir Douglas, | am
satisfied that your reputation was a very importartd possibly the single most
important, factor relied upon by investors in LomtbaThat is consistently
demonstrated by the terms of the offer documentsdéntally by the DVD, by the
witness statements admitted without challenge,@nthe victim impact statements.
The comfort that investors could rely on you wagpemented to a material extent by
the additional assurance from the presence of Nfrieke on the Board”. (Justice
Dobson, 2012 para 55 & 57)

For the Greens and other unnamed witnesses whoeyadence at the fraud trial of
Graham and Jeffries, the very inclusion of Grahamaraindependent director on the board of
Lombard, and the fact that Lombard was sponsorifigoad” television show was all the
endorsement they needed to invest. During the aas# it becomes clear that Graham in
particular has been seen by some of the investob®th an ‘endorser’ for the company and
clearly identified as a prime mover within the camp. The transcript below raises questions
of agency when an independent director standdastaatially benefit from the future earnings

of the company. Again from Justice Dobson.

[55] In addition to thesstatementsthe parties agreed pursuant to s 9(2) of the
Evidence Act 2006 on the admission of facts retatim the circumstances of another
couple who were actual or potential investors ihLL&nd who attended a presentation at
the Crowne Plaza Hotel in Christchurch in Septeni@07. That couple recalls Sir
Douglas Graham as the main speaker being suppaytsenior management of LFIL and
they recall Sir Douglas speaking very positivelyoatb LFIL. Promotional materials
available included copies of the DVD.

It is a recognised concept that the role of thedoé directors is to provide oversight
and governance to the organisati®oyton, 1978; Kosnik, 1987, p. 163). In many cases an
organisation will ensure that the board is compriseindependent’ directors in an attempt to
overcome possible agency conflicts that may akksvever, at least one recent publication
has questioned the truly independent nature ogfemdent’ directors (Misangyi & Archarya,
2014). Instead they suggest the predominance epirtlent directors has more to do with
legitimacy concerns. In this regard they are pogifin institutional reason for the growth of
independent directors on boards. Regardless ofperent, Executive or non-executive
Directors their role remains the same, as poinigidio a New Zealand Financial Markets
Authority publication for Directors. “Directors @ict, managers manage. That is the essential
difference between governance and management” (NZi&ff, 2014, p. 4). Whilst the
shareholding of Graham and Jeffries was not a anobat amount, it is arguable that they stood
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to derive a substantial portion of th&iture personal wealth from the activities of Lombard.

Given this, perhaps the rules regarding the naiftiredependent directors need to be revised.

Such a suggestion is made on the basis of theafmlipevidence presented at the trial
of Graham and Jeffries. “The minutes of LFIL's Bib@aneeting on 26 September 2007 report
the CEO (Mr Reeves) as: express[ing] his concetheatuture viability of finance companies
which relied on funding from the issue of debentioek. He said that he believed the lack of
investor confidence following the failure of so rngafinance companies over the past 12
months was serious and unlikely to be restoreddare time...” (R v Graham Reeves Jeffries
2012) Yet Lombard continued to solicit deposit® 008 and continued to persuade investors
that there were no concerns with company. As lat&larch 2008 as the following excerpt
claims, potential investors were being given thelDWhich featured Graham, Jeffries and
Reeves all suggesting the solid and firm natuth@business.

[53] Evidence for the Crown included statementsnfigix investors in LFIL. Mrs
Hooker of Hamilton gave evidence but was not cesanined. She had decided in March
2008 not to renew an investment in LFIL debentupoels when it matured. She was
contacted by an LFIL employee in early March 2008 aas persuaded to change her
mind, thereafter renewing her investment with LFBhe projected that she would earn
$300 more per annum on her $30,000 re-invested lth than if it was invested as a
term deposit with Kiwibank. In the course of healilggs with LFIL in early March 2008,
she requested and was sent copies of the DVD, wittte subject of count five, and the
investment statement for secured debenture stock.

Graham and Jeffries were charged under laws theeitlaer played a part in drafting

or subsequently applied as Ministers of the Crown.

Conclusions

Lombard didn’t fail because its directors issuediatnue prospectus at the end of 2007.
The only investors who suffered from this were tha#io invested or re-invested in the period
from December 24 2007 and April 1 2008. This amedrtb $10.45 million of which $1.7
million was new investments (High Court of New Zeal, 2012). Draft and unaudited
financial published in the receivers’ first repgite total liabilities of $127.257 million on 31
March (Fisk & Waller, 2008). With the value of height, these deposits were probably at risk
from the day they were first made. The receiverestirecent report (13 on the affairs of
Lombard reports payments of 22 cents in the dadlé8,900 secured debenture holders, with
the receivers now believing the final return towsed debenture holders will be 24% to 25%
(Fisk & McCloy, 2014). As the balance of securebdatdures was $111 million as at 10 April
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2008 (Fisk & Waller, 2008) this quantifies the costhe agency issue at Lombard between

directors and investors at $83 million.

Losses at Lombard can be attributed to a numbfactdrs; some of which the directors
of Lombard could argue were beyond their contreichsas significant change in the
commercial and residential property market whiclkuoed in 2006 and 2007. Even if a
deteriorating property market was beyond the cdofrdirectors, they still had a responsibility
to disclose this material change to investors@irthrospectus. For effective market discipline,
investors, disclosure statements such as prosmscheed to be truthful and not misleading.
The directors of Lombard appear to have buried theads in the sand, believing they could

weather a declining property market. They were \gron

However, other, controllable factors such as thdépendent’ nature of the directors
are worth considering as causes of the collapgecedly in a closely held business such as
Lombard. There has been a growing trend for aneas® in the number of independent
directors on all boards (Hoitash, 2011). Indeedatest listing rules for the New Zealand stock
exchange call for half the board in their new “higgk” market to be independent. However
independent directors are not a panacea for all ildependent directors need to bring
transferable skills, which add value to the firmthe case of Lombard, questions can be asked
as to the degree of independence of the indepeddentors, and the applicability of their skill
sets to financial decision making. While they w@rdged independent if one follows the
guidelines of the NZID or the NZX it was not untile backdoor NZX listing of Lombard
occurred that investors would have been awarenitiepiendent directors of Lombard had an
ownership interest in the firm. While a 3% or 4%bslow the suggested independence
threshold of 5% it could have resulted in a considie increase in the personal wealth of
Lombard’s directors if Lombard had ultimately besiccessful.

However there were also some fundamental reasogsLambard may have failed.
They include a lack of equity. Lombard was estalgiiswith $500 thousand of paid in capital
and while questions remain regarding the purchdsineo Lombard name from Meridian
Capital, controlled by Reeves, for $500 thousarel lilgger question is if 10% capital is
sufficient for a property financier. The lack o¥drsification in the loan book could also be a
further contributing factor to collapse. As prevsbumentioned 96% of their assets were in
their property loan book and only a few had fiestking security. Finally the majority of loans
made by Lombard were interest only which althougmbard was reporting profits from its

second year of operation very little of this wgsresented as cash in their financial statements.
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As result retained earning which were added ta #agiity to bring it to the required 10% level

did not eventuate.

Ultimately, questions remaining unanswered aretliédndependent directors have so
much of their personal wealth invested in Lombardup shares that they were not making
decisions in the best interests of Lombard ortageholders, most of who had more invested
than the independent directors. What if any vaiddltesandependent and celebritirectors

bring to investors in Lombard?
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