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JANUARY TO APRIL 1991: EVENTS CONCERNING RM'S OTHER
INTERESTS

9.1

9.2

Summary of the position of RM'sinterests at the end of December 1990
By the end of December 1990, the position of RM's interests can be summarised as follows:

MCC Although MCC had repaid thefirst tranche under its main borrowing
facility, it still had a substantial debt and its share price was weak.
There was perceived to be a need to make further disposals and to
reduce the debt. Because of prevailing trading conditions there was
also concern about MCC's operating profitability, but MCC still
retained the strong cash flow of the scientific journals business
although attempts were being made to sell that business.

Theprivateside Thisheldanumber of different businesses, someproperty, a64.2 per
cent. stakein MCC and some other quoted holdings’, but carried a
debt burden which was £1,105m" at the end of December 1990 and
about £1,075m° at the end of January 1991. In addition the private
side had extensive undisclosed borrowings and liabilities in respect
of the cash borrowed from the pension funds and in respect of FTIT
and pension fund shares being used as collateral for loans from
banks.

MGN Its business had been modernised, it was profitable and was
producing a strong cash flow that was still being used to help the
private side. However it had assumed a heavy debt burden through
the £360m facility in addition to the equipment leases of £150m.

The events of early 1991 can be grouped under four topics:

(1) Thedealings by RM in MCC shares and the MCC share price
(2) Theprivateside debt, its asset disposals and need for collateral
(3) Theaudit of the CIF

(4) Eventsat FTIT.

Themost significant of thesewerethat part of the holding in Scitex the private side had retained (4.192 million
shares valued at $63.42m (or £32.86m), together with Central TV and TF1.

Including the overdraft of $135m (£74.4m) from MSTC referred to at paragraph 6.29 and borrowings from
Lloyds of £52.8m through LBI and LBH's accounts referred to at paragraph 6.32 which had been passed to
other private side companies.

The private side had repaid the Lloyds overdrafts and a significant part of the MSTC overdrafts, but had
obtained new loans.
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9.5

(1) Thedealingsby RM in MCC sharesand the shareprice

It is necessary to refer briefly to the market in MCC shares and the MCC share price primarily

because:
The performance of its share price was perceived to be important to the ability to market
MGN shares.
The leve of that price and the ability of RM to sel MCC shares was also critical to the
review of thefinances of the private side undertaken by CL D and described in Chapter 16.
RM expended a further £205m? to purchase MCC shares in the period to 30 April 1991
both openly through BIT and secretly through other entities; three of these entitieswere used
to purchase MGN shares after theflotation. In consequence at 30 April 1991 the disclosed
holding of RM, hisfamily, their companies and the Maxwell Foundationin MCC roseto 68
per cent.; RM also had acquired through the other entities and Mr Aboff a further 8 per
cent.” and thus controlled some 76 per cent. of MCC. The expenditure on these purchases
placed a considerable strain on the finances of the private side which was attempting to
reduce its debt burden by the sale of its other assets.
The sale by MCC of the scientific journals business announced in March 1991 was
significant as it was MCC’ s main cash generative business in the same way as MGN was
the main cash generative business of the private side.

Further details about the transactions in MCC shares and the market in 1991 are set out in

Appendix 7, but the main events can be briefly summarised.

Asreferred to at paragraphs6.17 and following, RM'sinterests had acquired a substantial number
of MCC shares in the autumn of 1990.

On 30 November 1990, after the delivery of the shares under the second “ option” referred toin
paragraph 6.17, Goldman Sachs still held on their books 28.6 million MCC shares; because of
thisand other significant exposuresto RM and his companies amounting to $160m, Mr Sheinberg
was asked by the Management Committee of Goldman Sachs to reduce the exposure. Mr
Sheinberg told us that the M CC shareholding was the only item within the exposure which was
readily marketable; he therefore told RM Goldman Sachs wanted to sell its MCC shareholding.
On 4 January 1991 RM (through BIT) entered into athird “ option” contract with Goldman Sachs
intheform of a put option under which Goldman Sachs could require BIT to purchaseafurther 30
million MCC shares on 15 February 1991 at aprice of 162.105p per share; it was exercisablein
wholeor in part. The* option” was notified by MCC to the Stock Exchangeimmediately though
the price announced was 152p°. The premium paid by Goldman Sachsto BIT was 4p per share at

This sum excludes the purchases from the pension funds on 26 April 1991 referred to at paragraph 9.8. The
settlement of some of the purchases in the period to 30 April 1991 took placein May 1991.

In addition BIM held on 30 April 1991 2.3 per cent.; thereduction from 6 per cent. referred to in paragraphs
6.18 to 6.23 was in consequence of the transactions on 26 April 1991 referred to in paragraph 9.8.

The price notified to the TSA by Goldman Sachs was a strike price of 152p and an exercise price of 162.105p.
Theseterms are synonymous to any person activeinthemarket. The Stock Exchangewasiinitially only notified
of the strike price of 152p and that is what was announced but were subsequently supplied with a copy of the
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a time when the market price was around 150p° The announcement made by MCC was
misleading as it concealed from the market:
the true price paid for the shares.
the fact that RM was paying a somewhat higher price than the conventional pricing of an
option would justify and a price that was higher than he might have found it convenient to
explain.
thetrue nature of the agreement reached was not an option, but amethod of enabling RM to
defer payment until February1991.

Market price of MCC shares : January 1991 to November 1991
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Graph 3

The*" option” was exercised by Goldman Sachs and 30 million shares acquired by BIT at a cost of
£48.6m on 19 February 1991. Goldman Sachs borrowed some sharesto settlethistransaction. It
was announced that the effect of the exercise of the option took the shareholding of the Maxwell
Foundation to 38.14 per cent. of MCC. Thistook the combined holding of RM, hisfamily, their
companies and the Maxwell Foundation to 68 per cent. During December 1990 and from January

contract that gave the exercise price of 162.105p. As explained in Appendix 7, the records of the Stock
Exchange do not record, and no oneinvolved can recall, what consideration was given to the price differential.

The premium paid cannot be explained on the basis of ordinary option pricing which would have required a
premium in the order of 12p. The price of 162.105p at which RM was to buy the shares was calculated in a
similar way to the price calculated for the second option - the market price plus the cost of carrying the shares
until 15 February 1991, repayment of the premium and profit (on this occasion the profit was much smaller). As
it was clear that the option would be exercised, this was again in effect a deferred sale; indeed, aterm of the
agreement indicated such, as there was to be an adjustment in the priceif the shares were paid for earlier by
BIT. Ineffect the pricewould be reduced to reflect thelower carrying cost on apro rata basis (see Appendix 7

— paragraph 11.7).
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toMarch 1991 the share price of MCC had remained relatively depressed as the graph above and
that in paragraph 6.11 show.

In the period between January and 30 April 1991 Goldman Sachs was involved in two types of
sales of MCC shares

sales where it acted on an agency basis; and

sales, fromits books, of shares purchased in the market by Mr Sheinberg who continued to

buy shares, particularly in late March and in April 1991.
The sales of shares by Goldman Sachs to the entities set out in the following paragraphs were
salesto entitieswho in fact acted for RM. Weweretold by KM that the deals and prices wereall
negotiated and agreed between Mr Sheinberg and RM as part of a strategy described in
paragraph 9.14; that RM believed that the use of the entities was sufficient to makeit legal.

The main transactions were the following:
On 11 January 1991 Goldman Sachs carried out on an agency basis the sale of 2.285
million MCC shares from IBF (whose subsidiary Jupiter Participations had bought the
shares in September and October 1990 through a French broker asreferred to at paragraph
6.18) and the purchase of those shares by Dr Rechsteiner for £3.4m. This was thefirst of
several occasions on which Mr Sheinberg dealt with Dr Rechsteiner. Dr Rechsteiner was
acting for Corry Foundation at the request of RM.
Mr Sheinberg told us that when Dr Rechsteiner was suggested as a purchaser he did
not think that RM would introduce him to someone who was not legitimate or good
for themoney. However to exercise duediligence heenquired of RM whether anything
was reportable and was told there was nothing®. Dr Rechsteiner was expecting thecall.
Mr Sheinberg told him how many shares he had for sale and what the pricewas. Dr
Rechsteiner agreed to this purchase. Mr Sheinberg did not make any agreement with
RM.
KM told us that this transaction and the subseguent transactions involving Dr
Rechsteiner were dealt with inthe sameway asthesalesto TIB and IBI. RM and Mr
Sheinberg would do the deal and then arrangements would be made for it to be
effected through Dr Rechsteiner.
On 8 February 1991 Goldman Sachs sold 2 million MCC shares from its books to Jupiter
Participations for £3m.
On 9 April 1991 Goldman Sachs purchased 2 million MCC shares from Jupiter
Participations for £3.72m and sold that stake to Lakeport Nominees Ltd for £3.8m.
L akeport Nominees Ltd were a nominee company of Coutts & Co (Lausanne) SA who

The confirmation of the transaction with Dr Rechsteiner who was buying the shares said he had to provide only
£128,723. The confirmation sent to thesdler (IBI/Jupiter Participations) said they wereto "deliver to Barclays
Bank ... for the a/c of Goldman Sachs - N.Y. .. for the a/c of Werner A. Rechsteiner the sum of £3,293,750
pounds sterling for value January 14, 1991". It would have been difficult to explain why IBI/Jupiter
Participations, as the sdller, was passing £3.293m to Goldman Sachs for the account of Dr Rechsteiner unless
IBI/Jupiter Participations were making aloan to Dr Rechsteiner. The sum of £3.293mwasin fact paid by PHL
to IBI who then paid Goldman Sachs.
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9.8 continued
were acting for Blackmore Trust on the instructions of Mr Emson®. Mr Emson told us he had
been asked by RM to buy the sharesfor the benefit of atrust and, asthetransaction was said to be
urgent, he agreed to use Blackmore Trust pending the transfer to another trust. The shares were
paid for by PHL who transferred the funds to Robert Fraser Group which then remitted them to
Lakeport Nominees Ltd. Theevidence of Mr Mitchdl of Coutts & Co wasthat Mr Emson asked
him to buy the shares and that the price would be 190p. Thereafter Mr Sheinberg rang him and
told him that he understood he was interested in purchasing MCC shares at 190p and the trade
was agreed”.
After seling 5 million MCC shares from its books to TIB on 26 February 1991° and then
repurchasing that stake onto its books on 3 April 1991%, Goldman Sachs sold 5 million
sharesfromitsbooksto TIB on 17 April 1991 for $21.1m. TIB isthe company referred to
at paragraph 4.49 and the shares were purchased on theinstruction of RM or KM and paid
for by funds remitted to Dr Rechsteiner largely from RMG®,
On 24 April 1991 Goldman Sachs sold from its books 14 million MCC shares to TIB at a
price of £30.95m and 3 million MCC shares to Servex AG (Servex) for £6.63m.
Mr Sheinberg’ s evidence was that he had accumulated a position of 20 million MCC
shares by mid-April 1991 and told RM hewanted to sel; RM at first declined to buy.
KM told us that RM’s companies were in aperiod of extremeilliquidity as they were
awaiting the proceeds of the sale of the scientific journals business of MCC (referred to
in paragraph 9.10); however, Mr Sheinberg would have made it clear that he had to
reduce his position and that, if RM could not find afriend to buy at a price that would
not rock the market, then he would have to find a buyer at a price that did and put the
share price under pressure.
Mr Sheinberg told usthat he never made any such statement, but that later, on 24 April
1991, RM and KM telephoned him and asked if hewas interested in selling and that he
had said that he would sell. KM’ s evidence was that RM would not have telephoned,

a Mr Emson was the Chief Executive of Robert Fraser.

Mr Mitchell’s evidence was that Mr Sheinberg had telephoned again on 16 April 1991 and asked if he was
interested in buying afurther 5 million shares. Herefused, but soon after Mr Emson rang to ask him to make
the purchase; Mr Mitchell again refused. Mr Mitchell’s evidence was that he considered Mr Sheinberg was
prematurein histelephone call and was supposed to have called after Mr Emson had arranged the transaction.
Mr Sheinberg said that he had spoken to Mr Mitchell only once and that was on the occasion of the purchase by
Lakeport Nominees Limited of 2 million MCC shares. He denied making any second or other call to Mr
Mitchell.

¢ This sale was re-booked as a sale on 15 March 1991 at a slightly increased price but with an extended
settlement date.

This purchase was part of a series of sales by BIT of other shares including parcels of Scitex and Quebecor
(beneficialy owned by the CIF); Mr Sheinberg told us he believed BIT was the seller of the MCC shares but
the documentation reflects asale by TIB.

€ Funds were aso derived from a sum of £2m that PHL had transferred to Dr Rechsteiner on 12 October 1990.
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but Mr Sheinberg would have kept up the pressureto buy; in conversations such asthis,
Mr Sheinberg would have asked RM whether he was
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9.8 continued
taking up the shares or whether they were being taken up by the* maninthemountains’, a
reference to Dr Rechsteiner®.
Subsequent to the telephone conversations between RM, KM and Mr Sheinberg,
Mr Freedman® acting on theinstructions of RM called Mr Sheinberg who madethesale
to TIB of 14 million shares. This sale took TIB’s holding to 19 million shares, just
below the 3 per cent. at which disclosure would have been required; Mr Sheinberg told
us that he might, as a matter of good customer relations, have mentioned to Mr
Freedman that if TIB’s holding went over 19 million TIB might have to report it.
Mr Sheinberg told us he then had afurther conversation with RM and KM and at their
suggestion spoketo Dr Rechsteiner and sold 3 million MCC sharesto him on behalf of
Servex”.
Asexplained at paragraph 20.20, £11m of MGN monies were used after theflotationin
part payment for these shares’.
On 26 April 1991 Goldman Sachs carried out on an agency basis the sale by MGPS and
MCWPS of 12.5 million M CC shares each and the purchase of 16 million shares by Servex
(for £35.4m). The purchase by Servex took its holding to 19 million MCC shares, again, as
inthe case of the purchasesby TIB afew days earlier, to just below the 3 per cent. at which
the holding would have been reportable. Thebalance of 9 million shares was purchased by
Y akosa Finanzierungs AG (Y akosa)® (for £19.92m). Thereasons for this transaction and
the disposition of the proceeds are dealt with in paragraph 13.15; it was carried out to
reduce the holding of the pension funds to avoid disclosure during the flotation of MGN.
Because the transaction was effected as an agency transaction through Goldman Sachs, New
Y ork, the transaction was not reported on the screens of the Stock Exchange (just as had
been done in the sale by the CIF of MCC shares in March 1990 as set out in paragraph
5.20) or otherwise disclosable. Mr Sheinberg told us he chose to do it as an agency
transaction in New Y ork to avoid undue publicity for Goldman Sachs consistent with his
trading philosophy; on an agency transaction therewas no market disclosure astherewas no
market trade. Dr Rechsteiner was acting on the instructions of RM; the shares bought by

Mr Sheinberg denied he ever used this phrase and told us it was ridiculous to think that hewould havereferred
to apeson heknew only as alawyer in Zurich who acted for UBS or the Swiss Central Bank as“ themaninthe
mountains”.

As explained at paragraph 4.49 he was a lawyer who had acted for RM for many years.

Dr Rechsteiner was acting for Akim Foundation on the instructios of RM. Akim Foundation was one of the
Foundations acquired or founded for RM as set out at paragraph 1.10; the circumstancesinwhich TIB was said
to be the nominee of Akim in connection with the purchases by TIB in 1989 are set out at paragraph 4.49.

d The balance of £26.59m was provided from RMG.

Y akosa was owned by PHA, which is another Liechtenstein entity referred to at paragraph 3.23.

Mr Sheinberg checked with his compliance department about the reportability by Goldman Sachs of such a
trade; he was told that as the trade involved more than 3 per cent. of MCC it would bereportableif donewith
Goldman Sachs as a principal, but not as an agent. That was because as an agent Goldman Sachs would not
become the owner of the shares.
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Servex wereacquired for Akim Foundation and those by Y akosafor Nessi Foundation, one
of the foundations acquired or founded for RM as set out at paragraph 1.10.

9.9 There were other relevant transactions in MCC shares in the period January to 30 April 1991:

During January 1991 Mr Aboff? purchased for RM 550,000 MCC shares at a cost of
£796,704 but sold 540,000 for £770,259. He purchased afurther 100,000 MCC shareson
1 March 1991 for £142,067. Further disposalstotalling 100,000 MCC shareswere made at
theend of April 1991.
Between 17 and 26 April 1991 Mr Emson sold in the market on behalf of a client 500,000
MCC shares, part of that client's holding. RM was not pleased and told Mr Emson that in
future he (RM) would find a purchaser for any MCC shares that his client might want to
sdl. Thishappened in July 1991 as set out at paragraph 21.4.

9.10 There were two announcements on 28 March 1991 of events® that significantly affected MCC:

RM would beresigning as Chairman and Chief Executive of MCC asfrom 1 July 1991 and
Mr Peter Walker would take over as Non-Executive Chairman®, with KM as Chief
Executive. KM told us that the origin of the idea of RM resigning as Chairman of MCC
wasto befoundin Sir Michadl Richardson’ s advicethat, for marketing reasons concerning
the MGN flotation, RM ought not to be Chairman of both MGN and MCC®.
MCC had agreed to sell its scientific journals business to Elsevier . Discussions with
Elsevier had beentaking place during the second half of 1990 and a price of £440m (subject
to adjustments) was agreed. The sale was explained in a circular to MCC shareholders as
having been made because an attractive price had been offered and because there was
difficulty in the then economic climate of achieving satisfactory prices on the disposal of
non-core businesses®. The banks weretold, and this was the understanding of the directors
of MCC, that the proceeds would be used to repay early the next tranche of the $3 billion
facility that MCC had taken out in order to acquire Macmillan and OAG and would be used
to reduce MCC's overdrafts'.

9.11 Thosewho considered the sale had different views asto its significance and what it meant to the
future of MCC; some thought that it showed a determination on RM's part to solve the debt

He had purchased a substantial number of shares in the autumn of 1990 as explained at paragraph 6.19.

On 19 February 1991 it was announced that Mr Baker had taken early retirement. Thiswas not noted to bean
event of significance at thetime. His retirement came about because in November 1990 he had had a serious
disagreement with RM over RM's unsuccessful attempt to "improve' MCC'sinterim statement after it had been
approved by the board; as aresult RM required him to retire or resign.

Mr Peter Walker had insisted on freedom to choose the board but had agreed that RM and KM could sit onthe
board to represent the family’ s interest.

See paragraph 11.26.

RM told Sir Michael Richardson that thedisposal was part of a plan to concentrate on MCC's operationsin the
us.

A significant part of proceeds of sale were used by the private side in the summer of 1991 as set out at
paragraph 21.4.
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9.14

prablems of MCC; others considered that if he had to sell the business upon which his success had
been built, MCC was in adifficult financial position. The development of the scientific journals
business had been achieved by RM organically (rather than through acquisition) by the creation
and development over time of new scientifictitles; it had been very profitable. The cash flow from
thosetitles had been used by RM to fund his various acquisitions but that cash flow had been lost
to the private sidewhen Mr Baker had convinced RM to transfer this businessto MCC®. Although
thesaleto Elsevier provided alarge cash sumto MCC, it deprived MCC of significant cash flow”.
KM worked extensively on the negotiations for the sale of this business; but it was RM who
agreed the price with the Chairman of Elsevier®.

From about 1 March 1991, whenthe M CC share price stood at 140p, the priceroseto 174p at the
end of March 1991, to 185p on 9 April 1991 and to a closing peak of 239p on 15 April 1991.
Although this rise in the share price is of specific relevance to the review of the private side
finances in connection with the flotation described in Chapter 16, it was generally seen by the
market as being "helpful” to the prospects of a successful flotation of MGN. Many inthemarket
considered that the price was rising because Goldman Sachs were buyers and wondered why.

When RM was asked why the MCC share price was rising he said that he was much admiredin
the United States where bankers and institutions were buying shares. This was accepted as a
plausible explanation, given that Goldman Sachs were seen in the market to be the principal
buyers.

KM told us that:
RM was obsessed with the share price.

During 1990 and 1991 RM and Mr Sheinberg would speak daily, whether RM was in
London, New Y ork or on hisyacht”. Mr Sheinberg told RM that he would mop up sharesin
the market, enforce physical delivery by short sellers and so cause the price to rise. This
would get rid of the bears and, in Mr Sheinberg’ s phrase*” reduce theliquidity of the stock in
the market”, thus improving the share price. They agreed on this strategy and, if RM heard
therewas abear raid on MCC shares, hewould at oncetelephone Mr Sheinberg. KM recalled

As set out at paragraph 3.6.

The sale of the scientific journals business and the flotation of MGN (which were the core cash generative
businesses of RM's entire interests) were very significant events as they had been significant cash sources for
MCC and the private side respectively.

IM told usthat RM put KM in charge of the sale because he (RM) could not bring himsdlf to beinvolved inthe
disposal of “ hisreal baby”. However, the price being offered from amajor competitor was astonishingly high
and, despite his reservations, RM would not allow there to be any sacred cows.

KM told usthat RM did not havetimefor many friends as hislifestyle and his addiction to his business did not
give himtime; however, within the context of RM’ srelations with bankers, hewas very closeto Mr Sheinberg
and they had drinks together — RM did not have drinks with everybody. Mr Sheinberg told us that his only
relationship with RM was their trading relationship; he had drinks with RM on perhaps three occasions
between 1986 and 1991.
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conversations between RM and Mr Sheinberg when thetalk was of driving the share price up
to £4, £5, even £10.

RM believed Mr Sheinberg when he said he would do this as he believed Mr Sheinberg was
assisting himas his client. When KM questioned this, RM told him he knew nothing and that
“the great Mr Sheinberg knew everything” as was his bdief from the many deals done since
1986. RM did not regard thisto be awrongful manipulation of the market but, rather, using a
market maker to counteract those who were manipul ating the price of MCC share downwards.

KM daso told us that RM had understood that if he was paying cash for shares, then all those
shares wereto be bought in the market and there was a commitment to that effect. Mr Sheinberg
never told him he was borrowing stock to settle transactions®. If RM had known that Mr
Sheinberg had met his delivery obligations under sales agreed with RM (even if carried out by
entities connected with RM) by borrowing shares” and not by buying them in the market, contrary
to the strategy that he had agreed with RM, he (RM) would, KM told us, have “ shot him” and
ended the relationship.

Mr Sheinberg said that this was wholly untrue.
He explained to us that he believed that there were short positions on MCC sharesin the
market (which he had also believed was the case in October 1990)° and he could make a
substantial profit by acquiring MCC shares and "squeezing” those who held a short
position. He thus was an active purchaser of shares and the price rose in conseguence.
There never was any agreement with RM to cause the pricetorise.
He always followed his own trading strategy and never described it to RM.
It would have been irrational for him to commit himself to afixed trading strategy.
He may have spoken to RM about the share price going to £4, £5 or even £10, but that was
in the context of what might possibly happen if there was alarge short position.
He did not speak daily to RM.

We have carefully examined the evidence in relation to short positions and have set it out in
Appendix 7. Although therewerein October 1990 rumours of a*“ bear” raid on MCC for which
there was some substance, the short positions in the market were not material. We are satisfied
from our enquiries that in the period between January and April 1991 there was no evidence of a
bear raid or any material short positions. Therefore, in the period during which the MCC price
roseprior to theflotation of MGN, therewas no basisin fact for Mr Sheinberg’ s evidencethat he
could make substantial profits from those who held a short position.

See for example, the settlement of the third option referred to in paragraph 9.6.

Goldman Sachs accepted that some of the shares were borrowed. Furthermore, some of the shares which they
delivered in settlement of the Baccano purchase of MCC shares (see paragraph 21.4) were shares pledged to
them by BIT as collateral for a margin loan (see the footnote to paragraph 21.11).

A prosecution was brought against Mr Peter Marks of Branston & Gothard for making a false statement about
MCC to Goldman Sachs on 12 October 1990 but this was unsuccessful (see Appendix 7 paragraph 9.8).
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9.18 We set out at paragraph 22.82 (after we have considered the further transactions in MCC and
MGN shares), our views as to what in fact was happening and the way in which the market was
being misled and manipulated.

9.19 Asset out in Appendix 7, the Stock Exchange did try and investigate the second and third options
between December 1990 and July 19917 but it did not discover thewider picture of themarket in
MCC shares.

(2) Theprivate side debt, itsasset disposals and its need for collateral

9.20 By theend of 1990 the banks were becoming concerned about their exposureto RM’ s companies
and in particular the privateside. In December 1990 KM° raised with both National Westminster
and Midland Bank aproposal for a"jumbo” facility for the private side companies. Theobjective
of this proposal wasto persuadethe banks who werelending to the private side on abilateral basis
to join into one overal facility with pooled security; the only assets to be left out of this
arrangement were the newspapers and the Holborn site. That facility was then to berepaid by an
orderly asset disposal programme, the advantagesto the private side companies being that all the
banks would have to act together (thereby removing the risk that one bank which had strong
security would interfere with the orderly disposal programme by seeking to enforce its security)
and that there would betimeto sell the assets and not facetherisk of "firesale” prices. KM told
usthat theideafor ajumbo facility camefrom Mr Ansemini who had pointed out that various of
the private side facilities had surplus collateral and that it would be sensible to spread the
collateral evenly among all lenders. The asset disposal programmeincluded a proposed disposal of
MCC shares targeted to raise, during the course of 1991, £200m°.

9.21 The proposals for a jumbo facility were further developed in January 1991, but there was a
reluctance on the part of those banks which had strong security to participate and little progress
was made; the proposal had been abandoned by March 1991.

9.22 During the period in which work was progressing on theflotation, the general perception amongst
the bankersto RM's companies remained that it was essential for the asset disposal programme of
the private companies to continue and the debt to be reduced, but that banks would continue to
renew their facilities whilst this happened. This, generally, proved to be the case and it was the
exception for banksto refuseto renew or rollover facilities. Therewas, however, onesignificant
facility that required renewal in June 1991 which was not straightforward. Thiswas the facility

A further enquiry was undertaken in 1992 as set out in Appendix 7, paragraph 19.4.

KM chaired two committees - one for the RMG group and onefor MCC that managed the disposal programme
and the borrowings.

IM told us that KM came increasingly, more particularly from 1991 onwards, to play arole in the disposals
programme and also in relation to debt management.
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referred to at paragraph 2.34 which was secured on the Holborn site and for which the agent was
Lloyds. Therenewal is considered at paragraph 21.30.

Although an asset disposal programme was in progress, RM nonetheless continued to acquire
other interests. In March 1991 RM acquired, through RMG's subsidiary Maxwell Newspapers
Inc, control of the New York Daily News®. Although a substantial payment was made to the
private side on this acquisition, it was appreciated that the business could not be "turned round"
without theinjection of further funds. KM told usthat RM seriously considered whether theNew
York Daily News should be included in the flotation as he was very confident that it would be
turned around during 1991 and it would provide MGN with an international dimension.

The private side had continued with its asset disposal programme, disposing during January and
February 1991 of its 10 per cent. stakein TF1° for £62m and its stakein Central TV for £24.6m.
The bank borrowings of the private side had decreased from about £1,105m° at the end of
December 1990 to about £1,075m at the end of January 1991 and then decreased to about
£1,050m at the end of February.

On 25 March 1991, the private side raised further funds by sdlling the 20.7 per cent. stakein
Invesco MIM which it had agreed to transfer to the CIF by documents dated 29 June 1990 (see
paragraph 6.5) but which had continued to be used as collateral by the private side”. The shares
were sold by Goldman Sachs under a profit sharing agreement and realised a total of £35m;
£33.87mwas paid to the CIF and on the same day as thiswas received, £35m was paid by the CIF
to RM G and debited to theintercompany account. The shares had declined in valueby £27m over
the period they had been transferred into the CIF. Thedisposal of this holding was notified to
Invesco MIM as adisposal by BIT of the shareholding of PHL®.

Although by the end of March 1991, the bank debt of the private side had been reduced to about
£990m’, it rose during April and by 30 April 1991 it was about £1,030m. The shares® owned by
the private side that could be used as collateral were:

IM told us that, although questioned in some quarters at the time, this was an astute investment that served to
give RM atremendously positive profile in the USA which helped in the marketing of the MGN float.

The stake was sold partly as the result of a breakdown of relations within TF1 between RM and Mr Bouyges
and partly to redlise the investment. IM told us that RM was more comfortable with newspapers than
television. The sale was effected through Goldman Sachs.

Including the overdraft from MSTC and other borrowings from Lloyds on LBI's proprietary trading account.

KM had a meeting in March or April 1991 with Mr Johnson and Mr Engineer of Invesco MIM in connection
with this sale; they did not know and were not told that the shares had been sold to the CIF in June 1990. They
weretold by KM that the holding was being sold as it was peripheral to their strategy as amediagroup and they
were disposing of all such holdings. KM introduced them to Mr Sheinberg as the person who was handling the
sae.

This was reported in the press as a sale by RM's private companies.
Over this period bank loans were rearranged and some bank borrowings repaid; the net reduction appears to

have been covered by obtaining the release of £10m cash collateral and replacing it with shares and through
borrowings from the CIF and MCC.
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the 68 per cent. ° stake in MCC (worth at 185p per share £814m and at 239p per share,
£1,052m)
the Scitex holding (valued at £43m)
theholdingsin Ansbacher (£5.7m)
Central & Sheerwood (£3.6m)
Guinness Mahon (£2.5m)
Singer & Friedlander (£7.4m)
and other small holdings (£15.6m).

As some banks would not take M CC shares, thefact that the private side had only comparatively
small holdings of other assets in comparison to its debts, necessitated continued use of shares
from the CIF and pension funds; by 30 April 1991 sharesto the value of approximately £270m
were being so used. In addition cash continued to be borrowed from the CIF and the amount
remained in the order of £100m°,

(3 Theaudit of the CIF

Theposition of the private side was exacerbated by the discovery by the independent directors of
FTIT of the use being made by LBI of the sharesin the FTIT portfolio. Before outlining what
happened and its specific relationship to theflotation of MGN, it is necessary to refer to the audit
of the CIF for the year ended 5 April 1990.

(@) Related party connectionsin theinvestments

In the course of the audit, thefollowing investments of the CIF wereidentified as Maxwell-rdated
in the document containing asummary of the main points arising on the audit for the attention of
the partner (MAPS). It was noted that the investments amounted in value to £100m.

MCC

IBI KM adirector (see the footnote to paragraph 5.21)
Euris SARM adirector (see paragraph 3.19 and paragraph 5.28)
OAG subsidiary of MCC

Mr Cowling (the partner in charge of the audits of all the Maxwel pension funds, the CIF, LBI
and FTIT) annotated the MAPs with the comment:

" Forward to scheme accounts. Disclosure” 20 per cent. of funds”

Three loans included in the private side debt were secured on property.
This excludes the purchases made by the offshore entities.

The payment of £35m made by the CIF to the private side on the day of thereceipt of the proceeds of the sale of
Invesco MIM sharesisincluded in thefigure of £100m. Theamount of £100m is however exclusive of the debt
of £108m which was meant to have been discharged by the agreement to transfer the sharesin Invesco MIM and
Scitex by documents dated 29 June 1990 but which were never ddlivered to the CIF or re-registered, though the
value of the Scitex shares (E75m) is included within the figure of £270m in respect of the value of the shares
being used as collateral.
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"NB above does not include normal working capital balances with employer companies’.

Mr Cowling has told us that this reference to disclosure was a reference to disclosure in the
scheme accounts as opposed to the CIF accounts.

Mr Cowling told us that disclosure was discussed with Mr Cook and that he was told that unless
there was legislation which required disclosure, there was to be no disclosure®. Mr Cook did not
recall such a conversation but told us that it might well have taken place as Mr Cowling's
recollection accurately reflected the general policy on disclosure imposed by RM. Mr Cowling
annotated the MAPs:

"No reguirement to do so in these accounts, but will be donein participating schemes. | have told
them of our views but cannot force disclosure”.

Thiswasin fact done and theinvestments werelisted in the investment report included within the
report and accounts of the participating schemes, but without reference to the related party
connections, asit was CLD's view that the SORP and Disclosure Regulations did not require such
disclosure.

(b) Loansof cash
The loans of cash® by the CIF to the private side companies (referred to at paragraph 5.26) were
considered during the audit and noted in the MAPs.

We were told that CLD examined the loans made by the CIF to the private side and that they
ensured that all movementsin the bank statements were picked up and that interest had been paid;
they verified that al loans had been repaid by 5 April 1990. The MAPs noted that £937,000
interest had been earned.

Papers provided to CL D showed that afurther £20m had been paid to the private side on 20 May
1990 (asin fact had happened - see paragraph 6.5), but weweretold by CLD that at thetimethey
did not appreciatethat there had been afurther loan so soon after theyear end. They also read the
board minutes that recorded the purchases of the Scitex and Invesco MIM shares, but weweretold
that this was considered as a transaction that would be accounted for in the next accounting
period”.

The MAPs aso noted an adjustment that had been made to the accounts because LBH had
borrowed cash from the CIF portfolio in 1989 to pay for alarge stock purchase, the funds had

Mr Cowling told us that if there was something which he really felt ought to be disclosed, he would have
pressed until he achieved it.

These were referred to as "deposits” in the MAPs.
The minutes only referred to the quantities of shares and not their value; they did not identify the party from

whom the shares had been acquired.
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been placed on deposit overnight, and the interest received on this deposit had not been credited or
paid over to the CIF portfolio. Mr Cowling annotated the MAPs:

"LBH isanother client of thefund manager in this sense. Thetransactions were designed to bearms
length at commercia rates - hence the above adjustments.”

(c) Related party dealings
The purchases of shares by the CIF during the year ended 5 April 1990 from related parties were
noted in the review of investments on the MAPs:
The October 1989 parce (see paragraph 5.28)
The March 1990 parcd (see paragraph 5.28)
The MAPs also referred to™
The arrangement with IBI entered into on 21 December 1989 (see paragraph 5.21)
The sale of the shares in Marceau Investissements to PHL in September 1990
(see paragraph 6.26)

Mr Cowling told us that the fact there were related party dealings between the CIF and RM's
companies was not something that had to be reported on; that he was concerned as an auditor to
see that the transactions were at an appropriate price and were of a normal nature”; that the
disclosure requirements had been specifically drawn up and did not require disclosure of the
sources from which investments had been acquired.

CLD considered whether the transaction with 1Bl was an attempt to reduce the holdings for the
purposes of disclosureof BIM's holdingsin MCC in MCC's accounts for the year ended 31 March
1990. The CIF audit team was told by the MCC audit team that the reduction did not have a
material effect on thedisclosurein MCC's accounts. CLD also noted in the MAPs the disposal of
7.9 million MCC shares on 26 March 1990 (referred to at paragraph 5.21).

In their management letter on matters arising from the audit which was drafted (and provided to
BIM indraft) in February 1991, CL D commented that shares purchased fromMCC and PM T had
not been registered in the name of BIM; they recommended that this be done as soon as possibl €,
We weretold they were given no explanation as to why this had not been done.

(d) Useof shareshy the private side as collateral
Inview of theimportant consequencesto MGN and its pension schemes resulting from the use of
the shares as collateral, adetailed account of this aspect of theaudit is set out in Appendix 12, but

Thesale of the sharesin Marceau Investissements was in the valuation section of theMAPs. CLD asonotedin
the MAPs the sterling and dollar loans to Robert Fraser (see paragraph 5.29) and noted in other audit papers
that the sterling loan note had been sold to PHL on 29 June 1990 and the proceeds had been debited to the
intercompany account with PHL.

See also paragraph 5.8.

The letter was sent on 20 June 1991.
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asummary is necessary here. CLD's knowledge of the use being made of the shares of the CIF and
of FTIT that they had acquired during the audit of LBI, LBH and FTIT for the year ended 30
December 1989 has been summarised at paragraph 5.41. During the course of theaudit of the CIF
to 5 April 1990 (which took place between September 1990 and February 1991) it cameto the
attention of CLD that BIM had earned income categorised as "stocklending fees'. This was
examined and, in responseto aninquiry from CLD, aletter dated 9 January 1991 wassent to CLD
by Lehmans (who had provided the financing described at paragraph 5.39 on the basis of
collateral provided through LBI). Theletter attached what wasin fact alist of sharesfromthe CIF
portfolio valued at $76.9m" entitled:

"Outstanding loan detail report - collateral”

and a portfolio of US Treasury Bills to the value of $51.9m entitled:

"Outstanding loan detail report - bonds".

Lehmans said in the letter

"At the request of [BIM] we write to confirm as per the attached statements those outstanding
positionsas at 5 April 1990.

We have held these securities as collateral or loaned them in connection with the stocklending
arrangement made between [BIM] and [Lehmans] using [LBI] as its agent.

Asat 5 April 1990, we held no other certificates, cash or any other assets for [BIM]".

This letter was sent by Mr Haas of Lehmans who amended a draft response prepared by BIM®.

An explanation of this letter was sought by CLD from BIM and LBI; CLD weretold that there
was an arrangement under which the Treasury Billswerelent by Lehmansto RM G and were used
by RMG to raise finance whilst the shares provided by BIM were held by Lehmans as collateral
for the Treasury Bills, BIM received afeefor providing its shares as collateral. The

Thesewererelatively small parcels of readily marketable "blue chip" US securities, such assharesinAT & T
and Boeing, (comprising half the value of the portfolio) and ablock of MCC shares (comprising the other half).

A detailed account is given at paragraphs 5.8 to 5.10 of Appendix 12.
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rationale for the transaction was recorded in the MAPs" in the following terms:

"The reason for this route is that [RMG] only has three large investments and Lehman have a
maximum of any one stock that can be given as collateral. Therefore BIM's portfolio was used.”

CLD had identified what in fact werethe essential features of the arrangement involving Lehmans
through which the shares of the pension schemes had been used as collateral for financing for the
benefit of the private side.

CLD madeinquiries of LBI astowhat counter security RM G had provided and weregiven by LBI
alist of that counter security as set out at paragraph 5.45.

Mr Cowling® was concerned about this transaction. He first consulted more senior partners at
CLD, Mr Walsh and Mr Lamb. Mr Lamb told the counsdl to the Accountants’ Joint Disciplinary
Scheme that he had only the vaguest recollection of the meeting®, but thought his advice
would have been that Mr Cowling should find out thefacts and ensurethat therewas disclosurein
the accounts. Mr Cowling then telephoned Mr Cook on 4 February 1991 and his note of the
conversation records the following:

"I said that |1 was concerned over the quality of the collateral and whether the arrangement
represented in effect, a loan of pension fund assets to [RMG] as the treasury bills which were
subsequently obtained from [Lehmans] by [RMG] were discounted for cash.”

Mr Cowling told us that he then attended a meeting with Mr Cook during the course of which Mr
Trachtenberg, who was responsible for organising the programme at LBI, was asked over the
telephoneto give an explanation. Hedid so and subsequently confirmed thisin writing by aletter
dated 15 February 1991. This letter said that the explanation previously given of the Lehmans
transaction had been an error, that Lehmans held the CIF's shares and the Treasury Billsfor BIM
and that the list of the counter security provided to CLD was being used for entirely different
purposes. The letter did not make commercial sense and wasin fact untrue”. The Treasury Bills
had in fact been sold for cash which was used by the private side.

The MAPs described the transaction in these terms:
"Lehman Brothers'lent' USD Treasury billsto[RMG]. [RMG] used these bonds to raise finance. Vaue
of bonds $51.8 million.
The collateral for this arrangement with Lehman Brothersis part of BIM's LBI portfolio and 12 million
MCC shares held by BIM centrally. Value as confirmed by Lehman Bros at 5/4/90 $76.9 million.
[RMG] have lodged collateral with LBI (now held by Morgan Stanley) for the stock provided as
collateral to Lehman Brothers.
LBI confirmed that, at 5/4/90, the value of collateral held by them on BIM's behalf was in excess of $100
million.
In terms of the above arrangements BIM receive "stocklending” fees from [RMG] on the value of stock
provided to Lehman Brothers as collateral”.

He had known from his work as audit partner for FTIT, LBI and LBH for the year ended 31 December 1989
that the shares of the CIF and FTIT had been used as collateral for loansto LBI and the funds had been loaned
to the private side as referred to at paragraph 5.41.

By thetime of his interview with us, some four years later, he had no recollection of the meeting on that day.
Millett J described the letter in his judgment in Macmillan v. BIT (10 December 1993) as "a masterpiece of
ambiguity and suggestio falsi". Neither Mr Trachtenberg nor KM gave evidence at thetrial in that case.
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Mr Trachtenberg accepted in his evidence to usthat the letter was untrue. Hetold usthat, in the
light of hisexplanationsto CLD of thetrue position in relation to the use of pension fund stock as
collateral for loansto the private side (as set out in paragraph 9.39) CLD had raised concernswith
thefact that pension fund stocks were being used in thisway. Hethought that theletter had been
written by him after further discussion with CLD and Mr Cook in an attempt to explain the
transactions in a way which would enable the arrangements with Lehmans to continue. Hewas
fairly certain that thetext of theletter would have been discussed in draft with CLD and Mr Cook,
astheletter wasintended to meet areguirement that the transactions be disclosed separately. He
had no doubt that CLD fully understood the L ehmans transactions® and the letter merely restated
the position for the purpaoses of the audit.

Mr Cowling told usthat he understood from Mr Trachtenberg's explanation and this I etter that the
Treasury Bills had not been passed to RMG but that Lehmans held not only the CIF shares but
also the Treasury Bills. He required written confirmation from BIM (which he subsequently
receivedin aletter prepared by CLD but signed by Mr Cook and KM) that the transaction between
BIM and Lehmans had involved no third parties. He was told that the fee income (which could
only have arisen if the securities had been "lent” to third parties) was aso an error that should be
reversed. Onthebasis of these explanations and without further enquiry, Mr Cowling told us he
was satisfied that as at 5 April 1990 there had been no use of pension fund shares for the benefit
of the private side and he signed the audit report on the CIF accounts® on that basis. As explained
at paragraph 5.39, this was not in fact the case.

(49) Eventsat FTIT

At the sametime as the audit of the CIF was being conducted, CL D were also conducting the audit
of FTIT for the year ended 31 December 1990°. As described at paragraph 5.40, LBI had been
using the sharesinthe FTIT portfolio in exactly the same way as it had been using the shares of
the CIF as collateral for loans; an explanation was provided to amember of CLD's staff (recorded
in anote dated 7 February 1991°) that shares were"lent" from the FTIT portfolio to provide the

After thedeath of RM, Mr Trachtenberg gave asimilar account of therationalefor thetransaction, as set out in
paragraph 9.39 to ateam from CLD appointed to investigate.

A note to the accounts drafted by Mr Highfield described the transaction as follows:

"Collateral Swap Programme

During theyear, [LBI], as manager of part of the Fund's investments, entered into a Collateral Swap agreement
with [Lehmans], on the Fund's behalf. Under this arrangement, securities are deposited with the money broker
in exchange for (in this case) US Treasury Bills. These bills can either be lent onwards, sold and the cash
placed on deposit, or used as collateral for other transactions. In thisway, an additional margin can be made
whileretaining full rights and entitlements (including dividends) relating to the securities deposited. Asat 5
April 1990, securitiesto a market value of £46,825,000 were held on deposit by [Lehmans], and Treasury Bills
to the value of £31,600,000 had been issued in exchange."

During this phase of the audit, no attempt was made by CLD to carry out any work on counter security or to
verify independently that it existed.

Thetext of the note (which Mr Cowling told us he did not see) reads as follows:
"FTIT lend stock to LBI and the Mirror who use the stock as collateral for various |oans taken out with
brokers (Nomura, Crédit Suisse, Morgan Stanley, etc).
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private sidewith collateral for its bank |oans; this explanation was essentially the same asthefirst
explanation provided to CLD on the audit of the CIF. CLD had identified again in early 1991
what werein fact the essential features of LBI's similar arrangement to usethesharesinthe FTIT
portfolio under its management as collateral for loans for the benefit of the private side.

At the same time as the audit of FTIT was being conducted, the level of its income from
"stocklending” cameto the attention of Mr Woolland of Rowe & Pitman who werethe brokersto
FTIT. He examined the draft accounts in relation to special liquidation provisions and became
concerned that thelevel of "stocklending” income might jeopardisethetax statusof FTIT. Legal
advice was then sought from Ashurst Morris Crisp and leading counsel. On around 20 February
1991, in the course of obtaining that advice it was discovered by both Rowe & Pitman and
Ashurst Morris Crisp that the"lending" of FTIT's shares was not conventional stocklending but
the "lending" of shares to LBH and RMG. Ashurst Morris Crisp and Rowe & Pitman
immediately became concerned about the propriety of this "stocklending'® and among those
informed was one of the directors of FTIT, Mr Willett® who had not known of this prior to that
time but was at once very concerned as he understood theimplications. KM’ s evidenceto us was
that he first learned of a potential problem at FTIT from Mr Tapley® in early 1991; he was
extremely annoyed to betold of the problem after it had arisen. RM felt extremely let down by the
LBI management®. Mr Tapley’s evidence was that he had not been involved in the use made of
sharesin the FTIT portfolio and had not withheld information from RM or KM but had tried to
deal with theissues®. At about thetime of the FTIT board meeting on 26 February 1991 KM had a
meeting with RM and Lord Donoughue at which it was agreed that FTIT would be offered an
indemnity in relation to tax, as something for the board to fall back on'. At the board meeting on
26 February 1991 discussion concentrated on the legal advice concerning the possible effect on
thetax statusof FTIT. KM recalled that many directors wanted the* stocklending” programmeto

In order not to be exposed to therisk of default on theseloans LBI and Mirror also place collateral with
FTIT, greater than the value of thestock lent by FTIT. This collateral usually takestheform of sharesin
group companies such as MCC.

The whole exercise is necessary because the outside brokers usually require a diversified portfolio of
share certificates as collateral (which FTIT has) rather than one big holding in a Maxwell Company.”

In addition in a document for the attention of Mr Cowling dated 12 February 1991, it was stated
"In order to financetheir activities, LBH have historically borrowed share certificatesfrom FTIT touseas
collateral in securing funds provided by their brokers".

They were also concerned that the transaction would be within the Stock Exchange's "Class 4" rules with
respect to related parties.

Hewas aformer partner in Grieveson, Grant & Co and employed by RM asafinancia consultant on apart-time
basis.
Mr Tapley had joined LBI as managing director in 1990; his previous experience had been in fund management.

Since the autumn of 1990 there had been serious differences at LBI between Lord Donoughue and Mr Tapley
on the one hand and Mr Trachtenberg on the other. These are outlined in Appendix 8.

For an example of the action taken by Mr Tapley see Appendix 8 paragraph 8.8.
KM was of theview that theindemnity offered was morefor PR purposes than becauseit was likely to have any
financial value. KM told us that Mr Tapley was present at the meeting but Mr Tapley denied this.
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continue. However, theboard of FTIT resolved that the programme be terminated but it appeared
that not all the members of the board were then aware of the"lending” to LBH and RMG.

By the beginning of April 1991, the shares used as collateral for loans for the benefit of the
private side were returned from the banks and this source of collateral ceased to be available.
KM’s evidence was that he had discussions with MST C concerning the return of the stock and
also personally intervened in the process of the stock being returned to ensure this was done
promptly. One of the consequences of this was that replacement collateral was needed for aYen
loan amounting to £9m from Daiwa Europe Bank plc which had been madeto LBI on 11 March
1991; £4.225m was taken from the LBl managed portfolio of the CIF to provide cash collateral
for thisloan.

Inearly March 1991, IMRO were contacted by Mr Carson in relation to stocklending. Theissues
raised by Mr Carson and discussed with IMRO at ameeting on 11 March 1991 werevery genera
questions about IMRO rules, as reflected in the exchange of |etters between Mr Carson and
IMRO® IMRO were first told something about an issue arising out of the relationship between
FTIT and LBI in July 1991.

Ashurst Morris Crisp wereinstructed to carry out aninvestigation which revealed that avery high
proportion of FTIT's shares had been"lent” for the benefit of LBI, LBH and RMG. Thedirectors
of FTIT not connected with RM or his companies and Mr Willett® maintained that they had only
authorised conventional stocklending of thetype described by us at paragraph 5.30 (whichwasto
bethrough Morgan Stanley as brokers) and not "lending” to LBI, LBH and RMG, but KM told us
RM disputed this”. Further investigations and inquiries had been carried out by 24 April 1991° by
which timetheindependent directors, Mr Willett, Rowe & Pitman and Ashurst Morris Crisp were
concerned that there might be a need to make an announcement to the Stock Exchange, in
particular if the board were to require the resignation of LBI® or describe what had happened at
FTIT.

Mr Carson explained in aletter to IMRO that investments were deposited with LBI’ sdigible custodian and lent
only in return for counter security.

KM told us that Mr Willett had been extremely unhappy at what had gone on. He had expressed concerns to
KM about the events of FTIT and had used the analogy of someone taking a car without the owner’s consent
and then returning it undamaged; it was still taking something that did not belong to you.

Mr Trachtenberg (who had been the Company Secretary at FTIT) told us that he was certain that the whole of
the FTIT board (Lord Donoughue in particular) was aware of the lending to the private side companies —the
directors had been told about it in writing (most notably in the form of schedules which showed who the
borrower was) and orally on several occasions. Lord Donoughue has always denied this and the documentation
supports his evidence that hedid not know of lending to the private side until January 1991. Mr Willett and the
other independent directors have always denied they knew of lending to the private side and the documentation
supportstheir evidence. KM told usthat it was hisview and RM’ s at the time that what had happened had been
authorised.

By April 1991, Mr Trachtenberg had been suspended from LBI; on 19 April 1991, Lord Donoughue wrote to
KM pressing for Mr Trachtenberg to be suspended from all positionsin LBH until the dispute with FTIT was
resolved. On 23 April 1991, Lord Donoughue also sought the resignation of Mr Andrew Smith.

Their concern was heightened by thefact that theresults of FTIT for the year end had normally been announced
at the end of February and Rowe & Pitman was receiving inquiries as to the position.
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Theadvisersto FTIT and itsindependent directors were also awarethat theflotation of MGN was
imminent and that were any announcement to be made or were LBl to be dismissed as managersto
FTIT, thismight adversely affect theflotation®. It wastherefore decided at ameeting on 24 April
1991 that Rowe & Pitman and Ashurst Morris Crisp should visit the Stock Exchange.

Accordingly on 25 April 1991 a meeting was arranged with Mr Fryer and Mr Miller, senior
officers of the Stock Exchange. Ashurst Morris Crisp and Rowe & Pitman took with them afile
containing the reports that had been made available to the board of FTIT and other information
relating to the "loan" by LBI of FTIT's sharesto LBH and RMG. They explained to the Stock
Exchangethat LBI had been engaged in unauthorised "lending” of FTIT's securities and provided
them with a schedul e showing the significant amountsinvolved; thevalues varied over the period
but for example, over £50m was shown as"lent” in June/July 1989 and £37m - £38mwas "lent"
in the last three months of 1990. The Stock Exchange were also told that the shares had been
"lent" to"Mirror Group". Mirror Group plc was the name by which RM G was known &t thistime,
but the Stock Exchange understood this to be areferenceto MGN.

Thefile of reports was offered to the Stock Exchange but was declined. Thereisadifferencein
recollection as to why this occurred®. After Rowe & Pitman and Ashurst Morris Crisp left, Mr
Fryer asked Mr Miller tolook through thelatest draft of the M GN prospectusto seeif it contained
anything concerning the matters about which they had been told. The draft prospectus was
examined and nothing found. The group of persons at the Stock Exchange who were examining
the MGN prospectus were not informed of any of this and nothing was said by the Stock
Exchange to any of the advisers concerned on the MGN flotation. Thereafter, Rowe & Pitman
kept the Stock Exchange informed of events concerning FTIT but nothing further was asked by
the Stock Exchange or said by Rowe & Pitman in relation to the impact these events might have
upon the flotation of MGN.

KM told usthat thevisit to the Stock Exchange was evidence of the very serious deterioration that
had occurred during March and April 1991 in the relationship between FTIT and LBI. RM

Mr Russdl of Titmuss Sainer & Webb who were acting for LBI had advised RM that the actual use made of
FTIT's shares had not been authorised by the independent directors of FTIT; athough they had authorised
"stocklending", they had not known that the shares had been "lent" to RM's companies and had they known they
would not have approved of this, certainly not without proper counter security arrangements. RM's principal
concern, Mr Russdll believed, wasto avoid a scandal that might affect theflotation of MGN. Titmuss Sainer &
Webb in fact prepared a draft disclosure document to give Samuel Montagu notice of the dispute between LBI
and the board of FTIT; it drew attention to the fact that LBI was the manager of a part of the CIF. Mr Russdll
told us that he had no recollection as to what was done with this document.

Mr Woolland of Rowe & Pitman told usthat Mr Fryer had asked if they were making aformal complaint about
"Mirror Group" and asked whether Rowe & Pitman would authorise them to speak to the advisers to MGN
about what they had told the Stock Exchangein confidence. Mr Woolland told usthat hereplied that they were
not in a position to give that authority but were thereto speak about FTIT. Mr Fryer told us that he had asked
whether the matter in any way concerned the MGN flotation and that he was told that the matter was quite
separate and had nothing to do with the flotation and the papers were not complete. He therefore declined to
takethe papers. Mr Sparrow of Ashurst Morris Crisp told us that they had concluded prior to the meeting, that
they had insufficient information to makeaformal complaint but felt the Stock Exchange should be made aware
of the position; accordingly they replied to aquestion from Mr Fryer asto what their purpose wasin coming to
see the Stock Exchange, by saying simply that the Board of FTIT was concerned that the Stock Exchange
should be made aware of the problems at FTIT.
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considered that there was avendetta against him by Ashurst Morris Crisp®asFTIT’ s professional
advisers, though we are satisfied that there was no such vendetta. RM’ s reaction wasto fight as
he was not at al embarrassed about what had happened at FTIT; his view was that either the
board of FTIT accepted that LBI had had back office problems or made an allegation of fraud.
KM tried to find amiddle course, whichled to rowswith RM, but Ashurst Morris Crisp would not
consider an approach to IMRO as a means of resolving the dispute.

Theindependent directors of FTIT and Mr Willett resolved at a board meeting on 30 April 1991
(the day of the publication of the MGN prospectus) that LBI should resign immediately and that
this should be announced. The board meeting then adjourned and when it reconvened later that
day the board was informed that one of RM's private companies had appointed a merchant bank
andintended to makeabidfor FTIT at itsfull asset value. The board were requested not to make
an announcement nor force the resignation of LBI®. The board suspended the resolution for 24
hours to allow the offer to be prepared. KM told us that the bid was hisidea’; he thought that it
might at least buy some time and would lessen the impact on the MGN flotation. RM was,
however, very much against it in spite of theimminence of theMGN flotation and took sometime
to agree; he only finally agreed during the adjournment of the board mesting.

TheBoard met again on 1 May 1991 and resolved to recommend the offer in principle. The board
did so asthe proposed offer was attractive and in the best interests of the shareholdersof FTIT; an
announcement was madeon 1 May 1991 that an offer was to be made on the basis of thefull asset
value of FTIT. It was not however until the bid documents for FTIT were published on 4 July
1991 that any of the advisersto MGN (other than CLD) or the general public became aware that
LBI had been involved in the "lending" of FTIT's portfolio of securities and that there were
allegations that this had not been properly authorised®. Mr Willett, as a director of FTIT, was
awarefrom 21 February 1991 of the"lending” of thesharesof FTIT to LBH and RMG, thefact it
had not been authorised and subsequently of the reason why the bid was being made; he
appreciated the impact that these facts would have on the flotation of MGN. Although hewas a
member of the MGN prospectus drafting committee (referred to in the footnoteto paragraph 8.3),

The origins of the antagonism between RM and Ashurst Morris Crisp we aretold related to matters connected
with affairs which had given riseto the DT Reports of 1971/73 when there had been a confrontation between a
partner in the firm who was acting for Rothschild and RM.

RM had madeit clear to Mr Trachtenberg that he would be made the scapegoat in respect of FTIT as hewanted
to protect himself and the flotation.

Mr Russdll of Titmuss Sainer & Webb told us he had discussed a bid with KM on 29 April 1991.

The disclosure made on the bid was expressly approved by leading counsd (instructed on behalf of the
independent directors) in terms which it was felt sufficiently disclosed the transactions but which did not
discourage RM and his private companies from proceeding with the bid. A note to the accounts stated:
“During the year ended 31 December 1900 and except to a small degree during the year ended 31
December 1989 the Company’ s programme of securities lending was conducted by LBI withits holding
company, London & Bishopsgate Holdings plc, and with an associated company although the manner
and terms of the securities lending programme should have been approved by aresolution of the Board.”
Leading Counsel advised that, if this disclosure was made, the independent directors of FTIT could not be
criticised for not having given the full facts or for not having informed the regulatory authorities or the press.
An articlein the Daily Mail on 6 July 1991 observed:
"TheFirst Tokyo Index Trust bid was originally announced on 2 May asthe[MGN] flotation wasin full
swing. What atangle there would have been if these details had emerged then."
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Mr Willett considered that the information he had was confidential to him in his capacity as a
director of FTIT and that there was nothing to suggest to him that similar unauthorised activities
were occurring in relation to the CIF; it was also in the interests of the shareholders of FTIT that
the matter be resolved without the publicity that would have arisen from a dispute at that time, so
he considered he should say nothing about it to those concerned with the flotation of MGN. KM
(who was present at the Board meeting on 30 April 1991) told us that despite the fact that the
FTIT board had been extremely hostile they had nonethel ess accepted the position.

Mr Cowling was also involved in further investigationsinto the use of FTIT's shares after most of
the audit work had been completed:

On 10 April 1991 Mr Cowling wrote a letter to the board of LBI setting out the
information that CLD had concerning stocklending transactionsreatingto FTIT; theletter
included the following:

“ On various occasions during the last two years we have had discussions with LBI senior
management concerning the collateral associated with the stock lending transactions and the
arms-length nature of the transactions. In particular we received oral representations from
Mr Trachtenberg, a director of LBI and former Compliance Officer of the company for
regulatory purposes, that all stock lending was fully collateralised and that the fees arising
had been negotiated at norma commercial rates. We have obviously no reason to doubt
assurances from such an individua. . . .

[The contents of this letter are] based on information contained in our files and from
discussions with staff involved.”

Infact thefiles contained a statement inthe 1989 MAPs*“ Lending to LBH, no collateral
given” and a note of a meeting on 20 February 1990 which recorded information then
given by Mr Trachtenberg that “ LBH does not necessarily provide collateral”. Mr
Cowling’ s explanation was that he prepared the letter in afew hoursin arush because of
other commitments and it was not possible for him to review the files in the time
available.

On 22 April 1991, Mr Cowling met with KM. They discussed the counter security
available in respect of the loan of stocks by FTIT; Mr Cowling's note of the meeting
records that:

“[KM] acknowledged that the directors were uncomfortable about the evidenceto support
the collateral position and that in future they would still wish to pursue stocklending
activities, provided this was supported by proper systems.”

On 25 April 1991 Mr Cowling consulted Mr Lamb (whom he had earlier consulted about
the transaction involving Lehmans as set out at paragraph 9.41) about information
provided by Ashurst Morris Crisp about the use of FTIT's stocks by LBI and the
accounting treatment of theincome derived fromthat use. Hereported Mr Lamb’ sviews
to Mr Walsh, as he considered that the potential problems could giveriseto* someflack”
from RM; Mr Walsh needed to be aware of this, asit potentially affected the relationship
between CLD and RM. Mr Walsh recalled little of this matter.

Although Mr Cowling had been aware since the audit of LBI and FTIT for the year ended
31 December 1989 (as set out at paragraph 5.41) that the shares had been used by private side
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companies as collateral for loans, he told us that he was unaware until 13 May 1991 of the fact
that this was alleged to be unauthorised®.

9.57 Clifford Chance had been asked to advise LBI from 1989 on certain specific points.

Mr Trachtenberg sought advice from Clifford Chancein September 1989 about regulatory
requirements in the course of which stocklending was mentioned as an activity of LBI®,
On 3 November 1989°, Mr Trachtenberg sought specific advice from an assistant solicitor
at Clifford Chance, Mr Osborne, on lending the stock of aclient and depositing the counter
security for the stocks lent with an associated company of theclient. Mr Trachtenberg told
us that he telephoned Clifford Chance specifically in order to seek advice about the
Lehmans transaction, of which he had only just learned (see paragraph 5.38). Clifford
Chance advised that provided the agreement was wide enough and the stocks were deposited
with an eigible custodian, this was permissible and that they were:

"not aware of any IMRO requirements restricting the [counter security] for the stocks
loaned from being put on deposit with an associated company of the client, whenitisat the
request of the client and the expected yield on that deposited will be greater than that
obtainable in the market place.”

Further details of two types of transaction were explained to Mr Osborne between 3 and 22
November 1989 - what he understood to be conventional stocklending and an arrangement
whereby the counter security for the stocks lent was subject to a"repo” agreement®. Onthe
latter, Mr Trachtenberg appearsto havetold Mr Osbornethat the counter security would be
a Treasury Bond. Mr Osborne advised that for the use of the counter security for a"repo”
transaction:

the investment management agreement had to cover the "repo” and the IMRO client

money regulations had to be disapplied or otherwise the cash received for the counter

security would be deemed client money and subject to segregation.

titlein the counter security had to passto the client so that he could executethe "repo”

and the stocklending agreement had to provide for this and the return of comparable

securities or cash.

Mr Cowling continued to beinvolved. On 6 June 1991 he had ameeting with Mr Trachtenberg to discuss what
counter security there had been. Mr Trachtenberg told him counter security had been provided by way of shares
owned by the private side which he had kept in afire proof cabinet; that he had monitored it on a spreadshest,
but had overwritten it as the position had changed. After that meeting RM complained to Mr Brandon Gough
who asked Mr Walsh to deal withit. Mr Walsh reported to Mr Gough that RM had believed Mr Cowling was
using as a basis for his meeting with Mr Trachtenberg questions prepared by Ashurst Morris Crisp who were
conducting a vendetta against him.

b Mr Trachtenberg told us that this advice was sought primarily on behalf of Mr Andrew Smith who wanted to set
up an LBI Inc entity in London approved by the TSA.

Thiswas at thetimethefinancing with Lehmans referred to at paragraph 5.39 was being negotiated by LBI with
Lehmans.

A "repo" isaform of financing transaction; it generally involves the sale of securities (such as Treasury Bills)
with an agreement to repurchase securities of the same type at an agreed price at a future date.
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that the cash or replacement counter security obtained through the "repo” had to be
separately identifiable as forming part of the client's funds under management as it
remained the client's security for the stocklending.
Mr Osborne's evidence was that the party to the stocklending agreement was never
identified, but he understood it to be a client of LBI. Neither the borrower nor the
associated company of the client was ever identified.

In June and July 1990, LBI sought further advice from Mr Osborne and a tax specialist at
Clifford Chance in connection with regulatory requirements for stocklending and on the tax
position. We were told by Mr Carson that Clifford Chance prepared a draft for a stocklending
agreement between LBI as managers of FTIT and RMG (referred to at paragraph 6.26) and
provided tax advice, hewas certain that Mr Osborne must have known that the stocklending was
with RMG®. Mr Osborne's evidence was that, although he and the specialist intax advised LBI in
June and July 1990, he did not draft the agreement and was unaware of the party to whom the
stock was lent”.

Weweretold by Miss Maxwell that sherecalled being told by Mr Carson in 1990 that the agreement had been
drafted by Clifford Chance; this evidence shows that Mr Carson had made this point long before the discoveries
consequent upon RM's death in November 1991.

Weweretold by Clifford Chancethat the agreement did not conformto their standard form and contained terms
as to the retention by the lender of title to the shares and the distribution of dividends which they would not
haveinserted into a stocklending agreement as it would have meant that the agreement was not an arrangement
that the Inland Revenue would have accepted for tax purposes under section 129 of Income and Corporation
Taxes Act 1988. Weenquired whether there was afee note which covered this period; we were provided with
afee note that was expressed to cover the period between 11 May 1991 and 19 November 1991, but that the
analysis of the bill showed it covered the work done in June and July 1990 though it did not describe it. No
copy of thedraft of this agreement exists, but the signed agreement bears thereference" SCC/LBI"; Mr Carson
told us that the final version of that document was produced by him, albeit on the basis of a Clifford Chance
precedent; the agreement contained references to the management agreement between FTIT and LBI and to
board resolutions which Clifford Chance have told us they did not see. Mr Trachtenberg told us that his
recollection was that Clifford Chance produced a draft agreement which Mr Carson then had typed on his own
word processor so that he could make various amendments.
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On 25 March 1991, Mr Barlow, a partner at Clifford Chance (not on the flotation team) was
asked to advise LBI. On being given to understand that the stocklending agreement between FTIT
and LBH contained customary market terms for stocklending agreements between parties
operating at arm’ slength®, he advised that LBI was permitted to enter into it under theterms of its
agreement with FTIT.

In the course of thework done by Clifford Chance on theflotation, Mr Barlow was asked to look
at the terms of the revised management agreement between LBI and BIM which had taken effect
on 1 January 1991. Nothing was brought to his attention that indicated the shares of the CIF had
been used inasimilar manner to those of FTIT. However hedid noticethat the agreement between
LBI and BIM expressly disapplied the client money rules. He raised the question as to whether
thiswas permissible, but hedid not know of the earlier discussion between Mr Trachtenberg and
Mr Osborne when disapplying the client money rules had been raised.

a

Mr Carson told usthat hethought that Clifford Chance had a copy of the stocklending agreement, but the only
stocklending agreement we have seen is the one between LBI as managers for FTIT and RMG.

177



