	Parma splat 


What are the lessons from the scandal at Europe's largest dairy-products group? 
When the Parmalat scandal first began to unfold in December, it was easy to jump to the conclusion that the collapse of this huge publicly-quoted group, still 51%-owned by the Parma-based family of its founder Calisto Tanzi, exemplified little more than the dark side of Italian business. But as more and more details of the company's disappearing billions have come to light, it is clear that this is no uniquely Italian affair.

At the heart of the scandal lies a letter, purportedly from the Bank of America, in which the bank confirmed that Bonlat, a Parmalat subsidiary based in the Cayman Islands, had deposits of close to €4 billion ($5.5 billion) with the bank. Fausto Tonna, Parmalat's former chief financial officer and one of ten people (including his wife) who are currently under arrest over the affair, has told prosecutors that he benefited personally from funds held by subsidiaries in Luxembourg, and he has alleged that the company took kickbacks from the Swedish packaging group Tetra-Pak--an allegation that the Swedish company has denied. The splat from Parmalat is spreading far and wide.

As in the comparable scandal at Enron, the attention of investigators has been sharply focused on the auditors. Until 1999, Grant Thornton, an international network of accounting firms, was Parmalat's main auditor. But Italy's rules on the mandatory rotation of auditing firms at regular intervals forced the group to switch that year to Deloitte & Touche, one of the big four global accounting firms.

Rotation of auditors--one of the more controversial measures introduced in July 2002 by the Sarbanes-Oxley act, America's response to Enron, WorldCom and other corporate scandals--seems to have been of little use here. Grant Thornton continued as the auditor of Bonlat and relied on the Bank of America letter for evidence of the Parmalat subsidiary's assets until, in mid-December 2003, Bank of America said that the document had been forged: the cash simply did not exist. Without the money, Parmalat's empire came crashing down. It is now operating under a new bankruptcy law--protected from immediate liquidation by its creditors--which was rushed through Italy's parliament to keep the company operating. 
Grant Thornton expelled its Italian member from the network. "We do not tolerate behaviour that deviates from our ethical standards," it said, mindful no doubt of the fate of Arthur Andersen, the auditing firm which was forced to disband after the disclosure of its role in the scandals at its erstwhile client, Enron. But how could Grant Thornton's Italian arm have failed to detect the forgery? Standard practice is for auditors to write independently to banks for confirmation of cash balances. Grant Thornton, it seems, relied on Parmalat's internal mail to deliver its letters seeking confirmation, an astonishing lapse that allowed the fraud to continue. Several of the firm's employees are now under investigation, while magistrates called in the first Deloitte partners to explain their firm's role in the affair.

Transatlantic similarities 
The parallels with America's corporate scandals do not end with the fallibility of auditors. The lack of independence of non-executive directors on the board is another issue in common. Parmalat's was stuffed with family members and local cronies. Despite a 1999 reform that imposed independent directors on listed Italian companies, big ones such as Parmalat were allowed to opt out.

Moreover, Mr Tanzi was both chairman and chief executive of the group, now acknowledged in America and Britain as a potentially dangerous combination. There also seems to have been close complicity between him and the chief financial officer, with Mr Tanzi and Mr Tonna echoing the roles of Jeff Skilling and Andrew Fastow at Enron, of Bernie Ebbers and Scott Sullivan at WorldCom, and of Dennis Kozlowski and Mark Swartz at Tyco. And everywhere there were employees who either knew or suspected what was going on but who, for one reason or another, were dissuaded from blowing the whistle.

The Parmalat case may seem to differ in the simplicity of its fraud. The audited statements from Bonlat were used to show cash balances that were reported by the parent company as offsetting high levels of debt on its balance sheet. Each quarter a set of forged documents would show purported cash holdings at Bonlat that matched the head office's requirements. Deloitte seems to have accepted Grant Thornton's audits unquestioningly, while bankers and investors took the audited group figures as reassurance that, although complex, the group's finances were essentially sound. They failed to ask why a company with so much cash needed to borrow so much.

The deceit continued for several years and might have originated as an effort to cover up losses at the group's Brazilian operation (said to be considerable), or to conceal the Tanzi family's siphoning off of cash, or to retrieve complicated financial derivatives deals that went badly wrong. Whatever the case, and it may have been a combination of several things, matters clearly got wildly out of control.

But the fraud may have been more sophisticated than it might at first appear. "What is the one line in an audited balance sheet that no one questions?" asks a former auditor with Deloitte & Touche. "Answer: the cash and other short-term assets line. And that is precisely where this fraud was directed." Moreover, it was not sufficient for Bonlat and other group entities merely to claim fictitious cash balances. They also had to generate a paper trail of false sales to show where the money was supposedly coming from.

Embedded deception 
"None of this has a specifically Italian flavour," argues Christopher Seidenfaden of Unicredit Banca Mobiliare, an Italian bank. "We're talking about a fraud that could have happened anywhere." Umberto Mosetti, a law professor attached to Deminor, a consultancy that specialises in corporate governance and shareholder rights, says that the main legal issues in the Parmalat case are false accounting, insufficient disclosure and the provision of misleading information to investors.

Largely through takeovers, Parmalat had become an international business, and it was clever at exploiting the different standards of financial markets. Lawsuits have already started to fly in America, where the company sold more than $1.5 billion-worth of bonds to American investors, including several big life-insurance companies. While there are specific local Italian rules and laws that were broken by Parmalat and/or its auditors, the fraud went way beyond them.

"It fooled a lot of people that Parmalat was able to maintain a New York listing for its American Depository Receipts (ADRs)," notes Mr Seidenfaden. Investors were reassured that Parmalat was satisfying American regulatory requirements. They were also reassured by the repeated willingness of the biggest international banks to underwrite new bond issues for the company. Citigroup and Deutsche Bank--respectively America's and Germany's leading banks--both underwrote Parmalat bonds, as did Bank of America.

Once Parmalat had gathered its audited numbers, however, it was almost impossible for external parties to crack the fraud. Mr Tanzi fought a long-running legal battle with Lehman Brothers, an investment bank which he accused of rigging the markets in order to damage Parmalat. Credit-rating agencies asked plenty of questions, but they were unable to see past the deception. Regulators from Milan to New York were also hoodwinked and there was no way they could reasonably throw out Parmalat's filings.

Giulio Tremonti, Italy's finance minister, has suggested that more effective local regulation might have prevented the fraud. He has proposed a law that would change the regulatory responsibilities of the country's different agencies. The idea of tougher regulation for Italy's financial markets is fine, but there are suspicions that Mr Tremonti is playing politics.

By trying to shift responsibilities, he is explicitly attacking the powers of the Bank of Italy, which oversees all banking activities--including the issuing of bonds. Under Antonio Fazio, its governor, the central bank has been stoutly independent, often acting against the government's wishes. "The real danger is that poor legislation will be rushed through," says Mr Mosetti. "Then we could be worse off."

A realistic road map 
In the short term (this year and next) Brussels wants union members to focus on improving disclosure and shareholder communication, and on strengthening the role of independent non-executive directors. The commission is also suggesting that member states make the pay of company directors more transparent. Next month Mr Bolkestein will publish a proposal suggesting that each EU member state set up a national accountancy overseer, similar to America's Public Company Accounting Oversight Board, established by the Sarbanes-Oxley act to watch over the accountants who watch over the accounts.

In the medium term, from 2006-08, the commission is planning to get countries to reform multiple voting rights, golden shares, board structures and other more contentious issues. In the longer term, beyond 2009, Brussels policymakers are hoping to introduce another directive on company law. "It's a sensible road map with a focus on what is feasible," says Holly Gregory of Weil, Gotshal & Manges, an international law firm.

Of course, expectations about corporate-governance reform need to be managed. Good corporate governance is not an insurance policy against fraud. Even very vigilant company directors, credit-rating agencies and investors can be duped by forged documents--but hopefully not for as long as seems to have occurred at the poorly governed Parmalat. The EU can only hope to make it more difficult for fraud to happen. But that in itself would be a welcome achievement. 

(Sources: Economist 2007, internet, press)
Questions

1. Consider Parmalat’s  relations with  shareholders and financial institutions (creditors). 

a. Were minority shareholders adequately protected? How their interests can be protected blocholders (family)?   

b. Were financial institutions responsible for the scandal? Were regulators also responsible? What measures would you recommend to align their interests with the interest of the enterprise and  safeguard  against  risks of such practices?

2. Was the BoD in a position to supervise the company effectively? What dependencies were in place? 

a. What would be done to make the BoD independent? 

b. Can the BoD provide real independent supervision on CEO & top anagement team in family owned business? 
3. Was the auditing function in accord with CG prescriptions? 

a. How can  the external auditors  become more responsible? 

b. How internal auditing can be made more  effective?
4. Does CG at large  really provide adequate protection against risks of fraud? 

a. Should regulation be left to the companies themselves, e.g. to Industry Confederation? or to regulators and  legislation?
b. What else can be done to cover aspects that  CG neglects?

5. Should  CG regulations be harmonised across countries? Across companies? Which system is more preferable, USA/UK or German/ Central European?

