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Executive Summary
Prior to 1996, Sumitomo Corporation (“Sumitomo”) was one of the top copper market makers in the world in terms of its trading size. Yasuo Hamanaka (“Hamanaka”), head of copper trading, was a key player in the market.  He, however, engaged in illegal copper trading, which culminated in extensive losses and massive cover-ups. Hamanaka participated in conduct that attempted to avoid losses due to the pressure of generating $10 million annual revenue from Sumitomo’s traditional copper business, and therefore made off the book deals to recoup his unrealized losses. However, since Sumitomo’s trading volume was so huge compared to its market size, the London Metal Exchange, LME, created new regulations to prevent the market from dominating, which resulted in a huge loss to Sumitomo’s portfolio. 

Malfunctions in the control process and the segregation of duties allowed Hamanaka to keep two sets of trading books, one reportedly showing big profits for Sumitomo and a second, secret account, that recorded unauthorized trades for over 10 years. Until an accountant found unauthorized deals in a bank statement in 1996, no employees except Hamanaka were aware of the accumulated loss of $1,800 million. The following sections provide a detailed analysis of Sumitomo, how this happened, and what takeaways the company learned.

Overview of Sumitomo scandal –Company, Industry, Exchange and Player - 
1. Sumitomo Corporation

Sumitomo Corporation, under the Sumitomo group, is one of the top five “Sogo-Shosha”, general trading companies in Japan. It has 120 oversea branches in 65 countries with highly diversified business such as Metals, Mineral Resources, Energy, Chemical & Electronics and Infrastructure. The Copper trading department includes the Mineral Resources, Energy, and Chemical & Electronics business units, which contribute approximately 10% of the gross margin of Sumitomo.
Sogo-Shosha has traditionally played a key role in Japanese domestic and international trade. Only five out of 11,000 trading companies are classified as Sogo-Shosha in terms of trading volume. They have contributed significantly to the development of Japanese trade, particularly that of Keiretsu, corporate groups. But they have also helped other Japanese firms, especially small and medium-sized enterprises, to penetrate international markets and integrate into global production chains.
Sumitomo Group, one of the largest Keiretsu, was founded in 1630 which became famous for its copper from Besshi-Dozan, one of the most massive copper mines in Japan. The company diversified its business in late 1800’s with such business units as Sumitomo Bank, Sumitomo Metals, and Sumitomo Corporation. Since Sumitomo Bank was highly regulated and only allowed to acquire monetary assets, Sumitomo Corporation played the role of investment banking after WW II for the copper trading business as well as others. However, due to severe competition, the company lost its position in the copper market.  In 1980’s, the obtaining of a strong position and positive reputation in the copper market was key focus for Sumitomo Corporation. 
2. Competition in Copper Industry 

Like other non-ferrous metals, copper is usually traded on the LME the listed market in London, and the COMEX in United States. Copper is now the world's third most widely used metal after iron and aluminum with 14 million metric tons produced annually, mainly in Chile and Canada. 

In the market, there are two kinds of major market participants: suppliers and speculators. Suppliers have their own copper mines and delivers physical copper to counterparties while speculators typically engage in arbitrage deals without delivery. Sumitomo Corporation was speculator until late 1980’s. However, after acquiring mines in the Philippines in 1984, Sumitomo changed its position from speculator to supplier. With a high demand in Japan and other Asian markets, Sumitomo made $3 to 4 million in profits after 1988. However, the cost-leadership strategy Sumitomo implemented caused huge losses because there was huge inventory, even in the face of declining demand.

3. LME(London Metal Exchange) 
LME is a top non-ferrous metals market which provides both spot and future markets and has clearing system to reduce counter-party risks. The delivery takes place in authorized warehouses and storage facilities. The specification of copper trading includes quality (Electrolytic Copper cathodes Grade A, 99.99% purity), trading unit (25 metric ton), price quotation (US dollar), trading months, minimum fluctuation ($0.50 per metric ton), and Tick Value. Although LME is a listed market, its copper contract is similar to that of an on-the counter forward; the counterparty information is open and the delivery condition is by the parties, not the LME. Not surprisingly, margin is not required if agreed upon between the market participants. In contrast, COMEX, a division of the New York Mercantile Exchange (NYMEX), is the top market in United States and the second biggest market in the world, and plays intermediary role to help achieve anonymous trading and requires a significant portion of the margin. It was LME’s flexible regulation that helped Hamanaka engage in unauthorized deals.

4. Yasuo Hamanaka 
Yasuo Hamanaka was the chief copper trader at Sumitomo Corporation.  He committed his wrongful acts between 1985 and 1996. He was referred to by many as "Mr. Five Percent" because he traded approximately 0.5 million metric tons per year, which was 5% of total world demand. He was also known as "Mr. Copper". Due to his extensive experience in copper trading (over 23 years), Hamanaka was given a great deal of responsibility from Sumitomo Corp.
Details of Sumitomo Copper Scandals
From 1985, Hamanaka lost a total of $1,800 million.. He executed as many as $20 billion worth of unauthorized trades a year. His main strategy was the “short squeeze”. The future market was particularly vulnerable to manipulation since the market volume was relatively small. By buying up futures and choosing physical delivery, future sellers ended up buying copper in a spot market, which resulted in backwardation: the spot price is higher than the forward price. LME only counts its inventory in their authorized warehouses. Thus, if someone moves copper inventories outside of an authorized warehouse, LME inventory appears to decrease and therefore, copper prices rise due to a perceived tight supply in the market. It should be note that it is not certain as to whether Hamanaka implemented such a strategy because all of his illegal trades were not booked, but it is clear that this was a possible way to induce backwardation. Appendix 2 shows the backwardation between 1986 and 1996. Hamanaka’s aggressive position-taking distorted the market; as evidenced by the figure of backwardation from 1987 to 1991 exceeding $100. Hamanaka tried to dominate the copper market by increasing volume and thus gained his reputation as “Mr. Five Percent”.  
In December of 1991, the LME decided to set new regulations that would limit the range of backwardation within 25 pounds to prevent market manipulation. Backwardation shrunk to almost $0 or even negative, thus causing a huge loss in Sumitomo’s portfolio. To recoup the loss, he conducted a Radr transaction in June 1993.  A Radr transaction is an extremely large transaction compared to the market size and aims to achieve a profit, even with a declining price. LME, however, intervened again to avoid market domination by setting new rules that limited backwardation within $5, and, to increase market control, LME forced Credit Lyonnais Rouse, a major counterparty of Sumitomo Corporation, to reduce its positions. Based on these regulations and changes, Sumitomo ended up closing their Radr position and incurred a $1.1 billion loss.
Because Hamanaka’s “5%” of copper trading was mainly off the books, no one at Sumitomo noticed the cumulative losses as Sumitomo’s segregation of duty was totally inept at that time. He even forged signatures of executives for documents such as payment confirmations or trade contracts. 

Below are the key aspects of the Sumitomo scandal as described above. Appendix 2 provides the time table and graph of the backwardation.
1. Short Squeeze and Backwardation

Backwardation is a rare phenomenon in general, but was not uncommon in the copper market. It occurs when a cash and carry arbitrage is created, that is when 
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 even when accounting for the spreads and transaction costs. In this case, the gap between the forward and the spot price was very small and most of the times there was a shortage of the underlying product.
Short squeeze is a strategy to induce backwardation by raising the spot price of a commodity and is caused by buying back positions from short sellers. During a short squeeze, more people attempt to buy the spot as its price increase, triggering a chain reaction. The followings are typical buyers of spot positions, even in backwardation.

· Short sellers who failed to see the signs of the market and are attempting to stop their losses.

· Short sellers who have run out of margin on their account and need to buy back.
· Short sellers who were triggered by a “stop loss”. 
· Speculators who believe that the uptrend will last.
2. Segregation of duty

The role of a financial institution can be split into three parts: the front office, the middle office, and the back office. 
· Front office: any division interacting with the market/customers and placing orders to the market. Briefly speaking, front office is where revenues/losses are generated.  

· Middle office: responsible for risk management, profit and loss calculations, and regulation compliance. Risk management includes monitoring the market as well as credit risk and setting limits on trading volume and stop loss limits to prevent large losses. Usually, the middle office works very closely with the front office and sometimes works as a “brake” for certain trading activities. The role of middle office has been growing as financial service companies have begun to emphasize risk management after numerous frauds and financial crises in the recent years. 
· Back office: departments such as accounting, which independently interact with the customers. They have many administrative responsibilities, which include the exchanging of trade confirmations with the back office and counterparties, as well as the booking and settlement of trades. 
Appendix 1 provides a summary of the general functions of the front office, the middle office, and the back office. 
In Sumitomo’s case, the financial debacle originates from the failures of proper risk management. “The essence of the problem was unauthorized trading that the culprit undertook to enhance his firm’s profitability and then his own career and pay,” Adrian Tschoegl mentioned in The Key to Risk Management. From a management perspective, the middle office didn’t work well as it should have. The reasons could be: 
(1). The firm looked past the early warning signals based on senior managers’ experience and the fact that Hamanaka was perceived as a superstar trader. 
(2). Decentralization and the encouragement of managerial entrepreneurialism gave Hamanaka, head of the trading office, the authority and the incentive to maximize profit opportunities through illegal ways. To some extent, people within the firm allowed the fraud to happen and turned the other way.
3. Radr transactions
In December 1991, the LME announced new regulation about backwardation, which limited the price between the spot and forward to 25 pounds, thus expanding Sumitomo’s loss. Hamanaka tried to recoup the loss by increasing the trade volume and made a contract with Winchester for1 million metric tons over two years at the price of $2,800, however, due to price declines, the loss kept expanding. Hamanaka’s next step was to create an option portfolio named “Radr” transactions. He made six different transactions in Radr. The counterparty of these transactions was Credit Lyonnais Rouse (“CLR”, currently Calyon Group). Since the position held by CLR was large and caused backwardation, LME tightened the backwardation limit to $5 in September 8 1993. In addition, LME informed Credit Lyonnais that they were to cancel part of their transactions with Sumitomo on September 17th,, Thus resulting in a  $1.16 billion loss for Sumitomo. The following are the details of the aforementioned transactions and Appendix 3 provides for the payoffs of Radr.  Appendix 2 provides that the future price when Hamanaka placed the order was $1,900 and remained stable until September 8th. After the new regulation was released, the price went down slightly to $1,600, as Hamanaka expected. If there had not been a regulation change, Hamanaka would have recovered his loss.
· 1st: In June 25, 1993, Hamanaka buys call option with an average price of $2,400 and which expires after 2 years. The transaction is totally irregular because the total volume was 1 million metric tons as compared to all LME inventory of 0.5 million. The portfolio could make a profit if the price went up to $2,480. To pay a premium of $69 million, Hamanaka made a 2nd trade. 

· 2nd: Hamanaka made a short strangle, combination by selling a 0.5 million $2,100 call and $1,900 put option. The portfolio could make a profit if the price remained between $1,900 and $2,140. From this transaction, he got $94 million of premium and paid for the 1st option. With 1st and 2nd strategy, total breakeven was $2,700. 

· 3rd: Selling future at a price of $2,000 which increased payoff to around $1,900. 

· 4th: Buying 1.35 million metric tons of $1,750 put, breakeven was $1,580. He predicted that the copper price would go down below $1,600 level.

· 5th: Buying 1.35 million metric tons of $1,800 put again, breakeven was changed to $1,680. This portfolio could make a profit slightly if the price went down below $1,700 level.

· 6th: Selling 1.2 million metric tons of $1,950 call to get $29 millions of premium. With this transaction, breakeven was changed to $1,680. However, if the copper price exceeded $1,950, Sumitomo suffered a huge loss.
Takeaway

The Sumitomo incident has provided us with valuable insight and enabled us to appreciate and understand the importance of internal and external controls. If there had been any of the controls described below, it is believed that the aforementioned scandal would have been detected much earlier and before a loss of $1,800 million. 

Management-Level control: Sumitomo Corporation failed to execute a consistent management job rotation policy on Hamanaka and failed to design a sound management system to avoid agency issues between front and back office. Sumitomo believed that it was Hamanaka’s expertise and specialization that made the corporation extremely profitable. His dominant position in the copper market made him untouchable inside the corporation as well as outside and no one dared to look closely at his transactions. Superstar employees exist in every corporation. However, to permit exceptions for these employees creates the wrong atmosphere and the perception that underperformance will be penalized. Indirectly, it encourages more risk if the market goes poorly, as these managers will be inclined to take more risk to recover their losses. Setting up corporate discipline and a sound management structure is important to manage these superstars.

Independent Transaction Monitoring: Sumitomo should create a separate and independent supervisor system within the company hierarchy to avoid these agency issues; specifically the issues between recording and checking procedures. As the supervisor in both the front and back office, Hamanaka kept two sets of trading books, one reporting huge profits for Sumitomo in the buying and selling of copper spots, futures and options, and the hidden account that recorded the actual billion-dollar losses. The segregation of duties is really important to prevent these scandals from occurring. In fact, after 1996, many governmental agencies, including ones in Japan, established new rules that provided that the middle and back office should be totally separated from the front office. 

Corporate Responsibility: We should also consider corporate responsibility with regard to timely reporting. In the Sumitomo case, the management waited ten days until issuing a press release. In a similar scandal of Daiwa Bank, the firm concealed the activities of its own rogue trader, Toshihide Iguchi, for months after it learned of his debacle and his removal from the U.S. for good. Even though Sumitomo needed some time to calculate their losses, they could have avoided additional declines in copper prices that were caused because of the rumors and uncertainty in the market. 
LME Regulation: Copper was a thin market at that time in the sense that it could not easily be transferred around the world to meet shortages. The arbitrage opportunity in price differences could be easily offset by additional delivery and storage costs. The challenges in shuffling copper around the world and the fact that even the biggest players hold only 5% of the market made artificial price manipulation possible. Hamanaka’s arrogant strategy was helped greatly by the minimal disclosure obligations, which required no obligation on position reporting and statistics of open interest. Basically, traders knew the price was too high, but they did not have exact figures on how much Hamanaka controlled and how much resources Hamanaka could put from Sumitomo. However, disclosing too much information might cause problems to current market participants. The best way to control the market for LME was to set a temporary rule immediately if the market was going to be crash.
Government Regulation: The regulatory agency should execute more stringent rules on the derivatives market to avoid price manipulation and impose new regulations on corporate reporting obligations so as to provide investors and other market participants with greater information regarding the organization’s willingness to take risks and capability to manipulate market prices. The official and market pressures of stringent regulation will strengthen the internal auditing and information systems of many firms and provide a check against possible management discretions.
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Appendix 1 Front, middle, and back office functions
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