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Abstract

The events that caused Parmalat, a multinational conglomerate, to commit a big accounting
fraud and go bankrupt are discussed in this case report from the perspectives of ethics and
corporate governance. The report also discusses the steps that multinational corporations should
take to ensure ethical practices and solid governance structures and processes to lessen their
exposure to the repercussions that other corporations that have collapsed, with a specific focus
on Parmalat, have experienced. It emphasises how Parmalat's failure was ultimately caused by a
poor and inadequate corporate governance system that also contributed to other issues, leading
to its demise. Following this, the first section outlines the scandal facts, including what fraudulent
acts occurred, who committed them, the scandal's impact, and the measures taken to resolve
the problems. The second section discusses the key theoretical ideas that explain why the scandal
occurred, and the final section provides an overview of the major issues, implications, and
suggestions.
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Introduction
The fall of well-known businesses has become a subject of debate amongst regulators,

investors, and academics in contemporary years. Given that it is regarded as a major
scandal in terms of financial cost, the Parmalat scandal presents a great opportunity to
research how the efficacy of corporate governance contributes to failure of companies in
developing economies as well as in the US and Europe. Jones (2011) claimed that Parmalat
was a well-known instance of accounting fraud that took place in contemporary Italy,
fuelled by avarice on the part of the founder and top management team, a week corporate
governance process and structure, as well as the auditors' failure to exercise due diligence.
Parmalat became involved in a dizzying complex of borrowings, dishonest accounting, and
fraudulent and misleading reporting to regulators (Boland, 2008).

Parmalat’s Beginnings, Progression, and Key Failings
Parmalat was a family-run farm in Northern Italy when it was created in 1961. It grew to be
now a renowned international dairy enterprise. Parmalat decided to go global in 1997 and
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launched a significant acquisition campaign in the markets of Northern and Latin America,

primarily financed by debt (Segato, 2006). While the corporation embarked on a growth
spurt that saw it diversify into numerous industries and acquire over a dozen additional
businesses in only two years, a number of significant flaws are linked to its downfall.

At Parmalat, board chair and chief executive officer (CEO) responsibilities were combined.
Tanzi filled both positions. The choice of an impartial Chair might signal to interested
parties that the CEO is liable to a single board led by a renowned figure (Bader, 2013). The
case for maintaining effective checks and balances that the board, and in particular the
board's Chair, are meant to impose on management led by the CEOQ, is the foundation for
proponents of CEO and Chairindependence. In Italy, when a group of shareholders controls
a firm, some of the directors must be independent of the controlling owners. Parmalat
violated these requirements. It was crystal clear that Parmalat's non-executive directors
lacked independence. Eight of the thirteen directors of the firm, including Calisto Tanzi
(Chairman and CEO), his son, brother, nephew, CFO-Fausto Tonna, and top managers
Luciano Del Soldato, Alberto Ferraris, and Franseco Giuffredi, were executives, according
to Parmalat's 2003 report. Parmalat employed a strategy to deliberately inflate its assets
while underplaying its liabilities, including claiming nonexistent bond repurchases,
misclassifying loans, or just forgetting to declare them (Solomon, 2007). They employed
financial engineering to move debt off of the balance sheet or portray it as equity in the
financial statements. At that time, the founder and CEO of Parmalat, Calisto Tanzi, had
participated in unethical behavior, which included transferring approximately €500 million
from Parmalat to Permatour, a business affiliated to his daughter.

As aresult of Parmalat's management failing to put in place an efficient monitoring system,
abuse of power and fraudulent actions were made easy. In 2008, Tanzi was discovered to
have embezzled an estimated €800 million from the business. Ferrarini and Giudici (2005)
laid the blame at the feet of the auditors, claiming that Parmalat's auditors Grant Thornton
International and Deloitte Touche Tohmatsu missed any illegal activity within the company.
The auditors, in particular, disregarded the obvious governance flaws in the Parmalat
company. Parmalat began on an expansion drive, acquiring more businesses through
political influence, which resulted in enormous losses and debt (Ferrarini and Giudici, 2005).
With little accountability to the interests of stakeholders, the Parmalat group continued to
pursue its strategy of maintaining significant cash reserves for use in mergers and
acquisitions while also funding its financial requirements through bonds. To hide their
losses and support the group's financial status, the management developed a fictitious
hydra-head of offshore subsidiaries and specialty corporations (McCahery and Vermeulen,
2005).

Summarily, Parmalat had the following shortcomings in corporate governance and
unethical behaviour: complex governance structures, cryptic operating processes,
deliberate self-interestedness, a controlling and exploitative shareholder, and faked
financial accounting and reporting methods and procedures. Analysts became perplexed
by Parmalat's situation when it became impossible to pay a €150 million bond while it was
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supposed to have €3.95 billion in cash on hand. With an account deficit of €14 billion,

Parmalat failed in 2003. It was the largest bankruptcy in Europe (Buchanan and Yang, 2005).
End of December 2003 saw the Italian government adopt the "Parmalat decree" to handle
the Parmalat issue and prevent the Italian Group from going bankrupt while accelerating
the emergency administration process. Given that the corporation, though fragile, could be
self-sustaining as it had a positive operating margin, a strategy was put out to liberate
Parmalat from its obligations. The plan highlighted the promising future of the divisions
chosen to serve as the foundation of the new Parmalat and called for the establishment of
a joint-stock company to pay secured creditors in cash using the sixteen Parmalat Group
firms' assets, and distribute shares to all other creditors in proportion to their claims against
one or more of the companies.

Theoretical Underpinnings

Failures in governance, particularly the conflict of interest involving unprotected minority
shareholders and the dominating shareholder, were a factor in Parmalat's demise
(Buchanan and Yang, 2005; Melis, 2005). This biggest corporate failure was caused by
Parmalat's management’s failure to define corporate governance concepts and apply them
to the company's operational environment. No organisation, regardless of its size, industry,
or management calibre, can exist without at least two extremely strong pillars: (1) a solid
governance process and framework; (2) a steadfast and upheld ethical climate (Jones,
2011). The rules and expectations that govern board operations assist the decision-making
procedures and mechanisms of the boards (Huse, 2007 in Nielsen and Huse, 2010). At
Parmalat, the governance system was blatantly flawed. It was flawed enough to allow a
controlling shareholder to exploit to further his interests rather than those of Parmalat
(Ferrarini and Giudici, 2005) by committing a deliberate and egregious distortion of facts
with the purpose to deceive. The number of autonomous directors and the makeup of the
board of directors, two of the most significant requirements of Italian corporate governance
best practices, were not met by the corporate governance structure of Parmalat.
Parmalat’s Tanzi had less concern for the interests of other owners than he had for himself.
The agency theory of management provides a suitable foundation upon which Tanzi's
behaviour may be anchored, as Parmalat failed to develop a sufficient and effective
monitoring mechanism (Roberts, 2015). According to the hypothesis, corporate managers
cannot use their discretion to maximize their own benefits if adequate incentives or
monitoring are ineffectual at discouraging them from doing so (Clarke, 2005). This theory
aids the comprehension of corporate governance failure. It portrays managers as agents of
the owner-principal. According to the theory, problems occur when these actors act solely
in their self-interest and do not keep the best interests of the owners in mind. Parmalet is a
typical illustration of how self-centered managers may drain a company's assets, such that
deceived shareholders may be left with little or nothing of their money. Differently, this
theory's central tenet—that the owner and the agency are distinct—was challenged by the
Board Chairand CEO of Parmalat's dual roles. In this instance, Tanzi covered both positions.
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The exploitation of the agency theory by Parmalat's executives was made possible by the

non-executive directors' apparent lack of independence. Non-executive directors are
supported by the agency theory, according to Alam (2011), because they direct
management to please shareholders as objective monitors and controllers. Parmalat
management's morality to pursue financial success over other social and environmental
factors reverberates ethical egoism. Tanzi's individualist actions were motivated by self-
interest, which is the dominant principle in ethical egoism, a crucial idea that supports the
agency theory. Putting one's interests first is how Jetton (2013) describes ethical egoism.
Those who only consider their own interests when making moral decisions are described as
egoists. While Ayn Rand, the most prominent proponent of ethical egoism, supports
selfishness (James, no date), Mahrik (2018) contends that ethical egoistic behaviour should
not be mistaken for selfish behaviour because it falls outside the purview of this theory.
According to Fang et al. (2018), ethical egoism does not dictate how a person should
behave; rather, it just prescribes a set of ideals. The case of Parmalat, in which out-of-
control management was able to evade the oversight of analysts, regulators, and ultimately
the market, verified theories that stress the importance of monitoring company
management to address the agency issue.

Stewardship theory, like the agency theory, examines how directors behave in the interest
of achieving company goals. (Chrisman et al 2007). According to the stewardship theory,
managers will take care of the assets they are given responsibility for on their own, and
when the wealth of the shareholders is maximized, the stewards also get financial rewards.
(Klepczarek, 2017; Yusoff & Alhaji, 2014). Directors are capable of meeting their personal
demands by aiding the success of the company (Sundaramuthy and Lewis 2003; Kluvers
and Tippett 2011). Here, the principals' primary motivation is their desire to deliver
exceptional work (Keay, 2017). The stewardship theory suggests that managers will
typically always act in the firm's best interest, regardless of whether there are principles of
monitoring or accountability in place, as the success of the company is highly dependent on
management commitment and shareholders' trust in the management, even though the
accountability of directors is the foundation for the success of other corporate governance
principles (Makuta 2009). This stewardship principle justifies Parmalat's refusal to allow for
the oversight of its operations and the accountability of its principals. The stance on
accountability taken by this theory favours Parmalat's choice to shutdown inquiries
about its governance. This does not, however, negate the fact that this was immoral and
harmful to the company's overall profitability. The key corporate governance principle of
accountability is invalidated if stewardship theory accurately analyzes and conceptualizes
the role and behavior of directors toward the management of their organizations. This
therefore calls into doubt the need for any kind of board accountability provision.
Stewardship advances a system that allows for effective harmonization between directors
and shareholders. Thus, the stewardship theory has addressed challenges related to
organizational identification, goal congruence, and trust (Van-Puyvelde et al, 2013). It
claims that goal convergence is important (Van-Slyke 2006) and that managers' interests
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are already in line with those of the principals (Pastoriza and Arinio 2008). This explains the

scenario at Parmalat, where the directors' and the company's largest shareholder's
interests were clearly in line, enabling them to make and carry out unethical decisions. Only
because of the overlap in responsibilities between the CEO and the chairman of the board
of directors, as well as the directors' lack of independence, was the goal convergence
between Tanzi and the directors conceivable. Thus, on the one hand, the founders' and the
major shareholder's objective alignment satisfied the need for stewardship; on the other
hand, the non-alignment of interests between the principals and the minor shareholders
negated the presence of stewardship in Parmalat.

The Parmalat incident would seem to have more than a little challenged the theories that
support managers' ability and willingness to reconcile divergent viewpoints in the expert
pursuit of corporate strategy. The Parmalat executives were most reckless in their
fundamental disregard for their stewardship and fiduciary obligations. While Tanzi's
dishonest actions resulted in short-term financial success, they did not allow for the long-
term sustenance of the business. Parmalet’s pursuit of quick gains could have been
perceived as beneficial to every stakeholder of the company at the time. Parmalat's stock
price rose temporarily as a result of the accounting tricks they utilised to inflate their
profitability. The interests of the stakeholders were temporarily served by this. This
however does not excuse the executives of Parmalat from their unethical behaviour
because their activities were immoral regardless of the justification just as Seider et al.
(2009) suggests that those who can express the ideals and values with which they undertake
their roles as members of a broader community are those whose ethical minds have
indeed evolved. The stakeholder hypothesis can be used to justify Parmalat's dishonest and
unethical actions up until it became obvious that it was impossible to shield the minor
shareholders from the long-term effects of these unethical actions.The stakeholder theory
favours a company's sustainability over its profits (Shim, 2014; Forbes and Hodgkinson,
2014). According to Crane and Matten (2016), it is arguably the most influential and current
theory of business ethics, arguing that businesses should consider the interests and welfare
of all of their stakeholders, including their customers, employees, investors, and
community members when acting (Letza, Sun and Kirkbride, 2004). The actions of the
executives supported the plausibility of this theory. The company's decisions produced
reverberations that affected different stakeholders in different ways (Fisher and Lovell,
2009). While it helped some people achieve their short-term selfish goals, it had a negative
long-term effect on the workforce and minor stockholders. The majority shareholder and
executives in this case self-benefited at the expense of the minority stockholders.

Summary and Recommendations
Tanzi clearly showed little interest in corporate governance, and as a result of his activities,

the company finally collapsed and governance principles began to erode. The downfall of
Parmalat ultimately resides in the CEO, CFO, and board of directors' corrupt and unethical
corporate governance procedures. Due to the family-based nature of Parmalat's
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governance, it lacked the necessary non-executive director oversight. This demonstrates

that effective ethical and corporate governance practices go beyond written protocols to
include the actual functions performed by institutional investors, auditors, and non-
executive directors. The summary issues in Parmalat and consequent recommendations are
highlighted below:

e There have been several ethical missteps over the years, even though it is widely
understood that ethical considerations should be at the top of every company's
priority. It was challenging to determine the structure of the Parmalat group,
particularly at the global level. To maintain a strong governance process, a
corporation's ownership model must be easy to understand; otherwise, a powerful
shareholder could exploit this to further fraud, hide illegal behavior, and oppress
minority shareholders.

e An efficient compliance procedure that guarantees a firm complies with the
pertinent rules and regulations in order to promote good governance is at the
center of a robust governance system. Ensuring adherence to key laws and
regulations should be the main focus of a sound governance process
implementation.

e The board should hold management accountable for compliance with all relevant
rules and laws. Auditors are to exhaustively perform the crucial role of improving
corporate governance as watchdogs, particularly for shareholders, by ensuring that
corporations’ internal control and financial information processes are adequate,
effective, and free from material errors.
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