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International Association of Insurance Supervisors

IAIS-ASSAL Regional Seminar

Workshop on Corporate Governance                                     (Case Study: Parmalat and HIH)
Workshop on Corporate Governance will supplement and apply the concepts that will be covered in Corporate Governance session. The workshop will cover two case studies, Parmalat and HIH. In both cases, there were similar problems that led to the bankruptcy of the two firms.
Please read the following cases and the questions prior to the workshop.
1. Parmalat Case

Parmalat was Italy’s largest food company at that time. Its core business was in dairy products but it expanded in to TV business, football business and tourism business. Parmalat’s biggest innovation was that it was the first company to produce milk through ultra-heat treatment process, which allowed Parmalat’s milk to be stored without refrigeration for a long time. This was such a mega hit, that by early 2000s, Parmalat had asset of around €10 billion with over 36,000 employees in 139 plants. However, it went bankrupt in December 2003. Suddenly, it was discovered that its claimed liquidity of €4 billion cash did not exist and that €8 million in bonds of investors’ money had disappeared. Being the largest bankruptcy in European history, the Parmalat case is often considered as the “Enron of Europe” because of its impact to the country, representing 1.5% of Italian GNP.
Brief Corporate History

Parmalat was founded in 1961 by Calisto Tanzi. In the early years, it focused its business in dairy products. In 1980s, Tanzi purchased Odeon TV which was sold in 1989 due to a bad result (which generated €45 million loss). In the 1990s, Parmalat launched many international acquisition campaigns. In the meantime, Parmalat had diversified into football by buying multiple football teams such as Parma Calcio, Palmerias and Audax Italiano. Also, Tanzi entered the tourism business (which generated €2 billion loss). It kept on doing acquisitions so that by 2002, Parmalat Finanziaria S.p.A., the holding company of Parmalat had 200 companies spread around 50 countries. In order to finance these acquisitions, Parmalat had issued bonds numerous times. At the same time, the cash assets were recorded at high amount in the books. On December 2003, Parmalat declared that it could not pay back the expiring bond of €150 million, which led to S&P downgrading its bond to junk bond status. Later in the month, Bank of America, the bank which Parmalat claimed it deposited €4 billion cash to, declared that it did have any outstanding cash from Parmalat and that the account was forged. It was later found that CFO Tonna had forged the bank account document using a scanner, scissors and glue. At the end of the month, Parmalat went bankrupt and Tanzi was imprisoned.
Calisto Tanzi, CEO
Tanzi was a 22 year-old college dropout when he founded the company. He was CEO from the inception of the business until the collapse. He was the dominant figure, the driving force exercising almost complete control over the company, inserting his own people in every position of power and in positions to oversee those who held power.
Board
Members of Parmalat's board and senior management team owned many related organisations, outside directorships, management responsibilities and conflicts of interest involving a host of other firms.

The board was composed of 13 members of whom 5 were non-executive directors. It is rather unusual, (at least from an Italian business practice perspective,) that the non-executive directors are fewer than the executive directors.

Tanzi was the Chairman of the Board. The other board members included his brother Giovanni, his son Stefano and his niece Paola Visconti. It also included the company's CFO Fausto Tonna, who was deeply involved in the fraud and three other firm managers, Luciano Del Soldato, Alberto Ferraris and Francesco Giuffredi, all hired by Tanzi. The outside directors were Tanzi's attorney and two of Tanzi’s close friends.
Committees and the Other Senior Management

The Executive Committee (EC) was composed of 7 directors including 3 Tanzi family members.

The Internal Control Committee (ICC) was composed of 3 members. Italy’s report & code of conduct, Preda Code recommends that the majority of the ICC be independent directors. However, 2 members out of 3 were not. Even that one independent director was Tanzi’s attorney.
Tanzi’s son Stefano was the president of the Parmalat-owned football team. Tanzi’s daughter Francesca apparently ran Parmatours, one of the family-owned tourism businesses.
Due to such board, committees and senior management structure, Parmalat’s stakeholders suffered a lack of transparency on many important issues, including executive and director compensation and directors’ and officers’ stock ownership. The board failed to set and disclose adequate board guidelines for evaluations, term limits, and retirement age.
External Auditor

Italian law requires the external auditor to be changed after s nine years term. While Parmalat's auditor Grant Thornton was replaced by Deloitte after nine years, they
 continued to audit Parmalat's offshore companies, the primary dumping grounds for Parmalat's losses, debts and non-performing assets.

Esteban Pedro Villar, an accountant in Deloitte was sceptical about Parmalat’s accounting and peppered Parmalat’s senior management with questions. Parmalat CFO Tonna lost his temper and complained to Adolf Mamoli, the main contact to Parmalat in Deloitte. Thereafter, Mamoli required Villar to report to him before contacting Parmalat.

Corporate structure

Parmalat was at the top of a complicated pyramid ownership structure controlled by Coloniale S.p.A, the Tanzi holding firm that owned 51 percent of Parmalat (Parmalat Finanziaria S.p.A) equity. This complicated structure made it easy to do related-party transactions and commit fraud without being discovered for 13 years. The Parmalat corporate structure is attached in annex.
Corporate Governance

For all of the reasons above, Parmalat was rated worst of the 69 Italian companies in the rating on the Institutional Sharholder Service’s Global Corporate Governance Quotient.
Hiding Losses

Parmalat hid losses, overstated assets or recorded non-existent assets, understated its debt, and diverted company cash to Tanzi family members. In order to hide losses, Parmalat had used various wholly-owned entities, amongst which the most significant was Bonlat, the Cayman Island waste basket of the Parmalat in its final 5 years, and the holder of the Bank of America’s false account. Uncollectible receivables were transferred from the operating companies to these nominee entities, where their real value was hidden. Fictitious trades and financial transactions were organised to offset losses of operating subsidiaries and to inflate assets and incomes. Securitisation schemes based on false trade receivables and duplicate invoices were recurrently used to finance the group.

Parmalat understated its debt through different fraudulent schemes. It recorded non-existent repurchases of bonds. It sold receivables falsely described as non recourse, in order to remove the liabilities from the records. It mischaracterised debt or, simply, did not record it.

Later, it was determined that the debts amounted to €14 billion, which were almost 8 times the sum originally stated.
Financing

Because Parmalat continued its acquisition strategy and many of Parmalat’s non-core businesses were generating loss, it had to continuously issue bonds in order to hold cash. In November 2000, S&P downgraded Parmlat with BBB- grade. In 2002, though Parmalat had recorded €3.3 billion of cash in the book, it issued bonds of €150 million in October and €200 in December. Some investment banking firms raised concern with these issuances stating that “the reason is not clear why Parmalat continues to tap the market for relatively small, yet often quite complexed debt issues, when its cash pile continues to rise” and “these need for re-financing raises questions as to the underlying cash generation of Parmalat”.
2. HIH Case

HIH Insurance Group was the second largest non-life insurer in Australia at the time. Its core business is largely in long-tail lines including: workers compensation, public liability and professional indemnity in Australia, workers compensation in California, and public liability and professional indemnity in the UK. In the late 1990’s, their assets was around A$7 billion, revenue was A$4 billion and operating profit was A$60 million. However, it went bankrupt in March 2001. It became the largest corporate failure in Australian history and caused significant adverse impact on policyholders.
Brief Corporate History

HIH was founded by Ray Williams in 1968 as an agency in Australia for two Lloyd’s syndicates. In the early years, the main business was in workers compensation in Australia. In mid-1980s, the business expanded into other non-life insurance and overseas (UK and California). In 1994, HIH sells the California business but reacquires it again in 1997. In 1998, HIH expands its UK operations by purchasing Cotesworth group.

In 1995 Winterthur acquires 51% of the ownership (but not majority control of the Board) which was later sold via public offer in 1998. In 1998, HIH acquired Australian insurer FAI. In 2001, HIH fails with an estimated deficit of A$5 billion in the A$7 billion business.
Ray Williams, CEO
Williams was CEO from the inception of the business until the end. No one rivalled him in terms of authority or influence. All major decisions were driven by him and he was never challenged even as his business judgment faltered. Strong entrepreneurship and leadership is not necessary a bad thing, but he was never subject to close review, question and challenge.

There were no clearly defined limits on the authority of the CEO in areas such as investments, corporate donations etc. The CEO had much discretion.
Board and Chair

The Board was too ready to accept what management was saying without appropriate critical analysis. It had such a degree of respect for Williams that the recommendations of management were assumed to have been carefully thought out and therefore to be correct. It was heavily dependent on the advice of the management and there were very few occasions when the board either rejected or materially changed a proposal put forward by management.
The board did not have any major involvement in process for determining what information would be presented to board. It received little information on broader business matters (mostly quarterly financial reviews and individual transactions).
Also, Chair of the Board, Geoffrey Cohen was reluctant to act on matter, especially if Williams support was not likely. For example, two directors raised concerns on governance in 1995, but the Chair did not take matters any further because Williams did not welcome the idea.
Strategy (Lack of)
At board level, there was little analysis of the future strategy of the company. It is generally the management that proposes the strategy, but it is the board’s responsibility to understand, test and endorse the company’s strategy. However, it was discussed only in context of annual budget meetings which was more about numbers and not analysis of the direction in which HIH was heading.

Thus, when HIH decided to enter UK and California, or when it decided to withdraw from California or when it decided to re-enter the California market, the board simply accepted management’s assertions. Many of these expansions resulted in loss or no profit.

Other Senior Management

Other than Williams, no senior management were equipped to grasp what was happening and to bring about a change of direction for the group. There was a lack of accountability among them and there was no mechanism to assess performance in the context of deteriorating financial results.
Remuneration
The Board’s human resource committee met annually for remuneration reviews but decisions were principally made by Williams, who attended all meetings by invitation.
In March 1998, the committee deleted the requirement to review senior officers’ accomplishment against their key objectives with the rationale that CEO individually communicated expectation. From this time, no benchmarks existed to measure performance of senior officers and the review was at the sole discretion of Williams.
Underwriting (UK and California)

Reckless underwriting which led to under-reserve in the UK such as personal accident cover to members of the Taiwanese army, stop-loss cover for damage of Israeli motor vehicles and high-risk Lloyd’s marine inward reinsurance. However, Williams reported to APRA in 2000 that the UK business optimistic. The UK business turned out to have incurred losses in excess of A$1.7 billion for HIH.
In California, HIH had an informal agreement with its US actuarial consultants and its auditors Andersen that allowed it to provision 5% below the actuarial consultants’ central estimate. In 2000, California Department of Insurance found that HIH California business was under-reserving and insolvent under the Californian Insurance Code, and the business went into run-off shortly after. California business tuned out to have incurred losses in excess of A$600 million for HIH.

Provision for Reserve
For HIH the provision for outstanding claims represented about 50% of liabilities. In setting the figure for provisions, David Slee, HIH’s consulting actuary, set the assumptions for factors such as discount rates and claims-handling costs. Small changes in the assumptions could have big impact to the bottom-line result. However, the actuary’s reports were never tabled at meetings of the audit committee or the board. Nor was an actuary ever asked to attend a meeting to explain his or her report or answer questions. Rarely did a discussion of the assumptions on which the actuaries’ recommendations were based upon occur.
Financial Reporting

In the UK operations, various transactions with a friendly financial reinsurer had the effect of transferring income and liabilities between the UK and Australia to improve regulatory solvency at financial reporting time in one or the other jurisdiction.

FAI Acquisition
In 1998, HIH decides to make a takeover bid for Australian insurer FAI without undertaking any due diligence. The CEO of FAI, Rodney Adler, was a dominant personality at FAI. The acquisition was essentially driven by Adler and Williams and had insufficient preparatory and investigative work. In addition, the procedures were inappropriate. The notice of the meeting of the board was circulated earlier on the date of the meeting. Only 3 out of 12 were present in person. 4 participated by video conference but did not receive documents. During the meeting, the board was told that there were other parties interested in the transaction and the meeting proceeded urgently. FAI acquisition generated loss of A$600 million to HIH.

Auditor
Andersen was the external auditor. However, because many ex-Andersen partners were appointed to the board & senior management of HIH which gave current-Andersen partners incentives to be HIH-friendly, the independence may have been compromised. All meetings between Andersen and non-executive directors were held with management present.

Andersen had no actuarial expertise and relied heavily on HIH’s consulting actuary, Slee. There was no real understanding of the way the auditors dealt with the actuary’s reports or of the extent to which if at all the auditors reached an independent opinion as to the appropriate level of reserves.
3. Questions
Please consider the following questions. Though Parmalat is not an insurance company, please assume that your authority is regulating and supervising the firm and that the ICPs are applicable.
1. What were the common problems found in each case?

2. Which ICPs are relevant in addressing these problems?

3. How should the regulators and supervisors have acted?
***

Appendix 1
Parmalat’s ownership structure (a simplified version) 
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Parmalat was a complex group of companies controlled by a strong blockholder (the Tanzi family) through a pyramidal device.

Parmalat S.p.A. represented the core milk and dairy food business of the Parmalat group, and controlled 67 other companies directly, and many others indirectly. It was an unlisted company controlled by Parmalat Finanziaria with 89.18% of its voting share capital. The remaining 10.82% of the shares were owned by Dalmata S.r.l., an unlisted financial company which was fully controlled by Parmalat Finanziaria.

Parmalat Finanziaria was listed on the Milan stock exchange market. Its main shareholder was represented by Coloniale S.p.A., which owned 50.02% of the company voting share capital: 49.16% was held directly, while 0.86% was controlled indirectly through the Luxembourg-based Newport S.A. Two institutional investors, which owned 2.06% and 2.2% respectively, were the major minority shareholders.

Coloniale S.p.A., the holding company of the group, was under the control of the Tanzi family, through some Luxembourg-based companies. Therefore, the Tanzi family was the ultimate shareholder controlling Parmalat Finanziaria and the whole Parmalat group.

� Case based on the public sources


� Grant Thornton is a name of the Audit company, not an individual


� Case based on the report of the HIH Royal Commission (www.hihroyalcom.gov.au)


� Melis “Corporate Governance Failures: to what extent is Parmalat a particularly Italian Case?” 2005 Blackwell Publishing
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