           Dis t.

           GENERAL

         UNCTAD/ITCD/COM /39

                  3 Marc h 2003

          ENGLISH ONLY

A PRI MER ON NEW TECHNIQUES

                                                                                           USED BY THE SOPHISTICATED FI NANCIAL FRAUDSTER

                                                  WITH SPECIAL REFERENCE TO COMM ODITY MARKET INSTR UMENTS

Report prepared by the UNCTAD s ecretariat

GE.

Executive summary

          Financial instruments such as documentary credit, structured finance and derivatives have proved

          their value in commodity trade.   However,  the sophisti cation of these instruments can also make

          them a tool for financial fraud.   This report discusses how, using commodity mar ket instruments

          such as letters of credit,  warehouse receipts, Special Pur pose Vehicles, futures and swaps, the

          sophisticated financia l fraudster may try to trick bankers, commercial counterparties,  Government

          regulatory or tax offices, and shareholders.   Various techniques that have been used in the past are

          described,  and illustrated with case studies (e. g.  the salad oil swindle, Solo Industries and Enron).

          Ways in which Governments, banks and commodity firms can reduce the potential for such frauds

          are summarized in the report´s conclusion.

-  1  -

T he designations employed and the presentation of the material in this document do not
imply the expression of any opinion whatsoever on the part of the secretariat of

UNCT AD con cerning the legal status of  any country,  territory,  city or area,  or of its
authorities, or concerning the definition of its frontiers or boundaries.

                      Thi s report  was draft ed by La mon Rutt en of t he UNCTA D secret ari at .  The aut hor thanks

                      Anthon y Bel chambers (Futures and Opti ons Association), Bogdan Rascanu (Caterpill ar

                      Worl d Tradi ng), Juli an Roche, Jan de Sterke (Stei nweg), Amos Taporai e (UNCTAD), and

                      Jan Wil lem Termi jtel en (Control  Union Worl d Group)  for t heir useful  comment s,

                      suggest i ons and c ont ri buti ons.

-  2  -

CONTENTS

Chapter           Page

Introduc tion   3

1. How can fraud and abuse occur?   4

2. Is ther e anybody out there you can trus t?   5

3. Paper values ˘  The problem with le tte rs of c redit   6

4. The fina ncial magic of the disappearing buyer  10

5. Collate ral conundrums  11

6. The phantom menace  15

7. The unbearable be nefits of late ness  16

8. Crea t ive  accounting  19

9. Conclusion  21

-  3  -

I ntr oduction

1.  Financ ial ins truments  are me re tools, a nd can be used for wha teve r purpose one wa nts  to
use them for.  The ye ar 2002 has  see n a spate of major corporate meltdowns,  and in se veral cases
fina ncia l ins truments  a ppear to have bee n part of the tools use d by c orporate  exec utives to boos t
the ir firms´ recorded earnings; in the  case of Enron, this  included the us e of commodity - relate d
fina ncia l instruments,  the  topic  of this paper.   The  pote ntia l for a buse  o f financia l instruments is
fairly well known by now to re gulators,  banke rs, compa ny managers  and inves tors  alike.  W ith
improper c ontrols  on the  use of fina ncial instruments (which may be partly the  result of the
abs ence of stringent c orporate  gove rnance  s ta ndards, proce dures  a nd effective  e nforcement
regimes ), a buse  a nd fra ud a re likely to occ ur a t one time or anothe r ˘  and relying just on the
pers onal integrity of individuals could be costly.  Criminal minds a re often at the forefront of
innova tion and,  i f involve d in financ e,  will find a wealth of raw material to work with.  The
cha racter tra its of many a  success ful criminal ˘  ruthlessness,  clear foc us,  intelligence and a la ck
of interest in the  cons eque nces  of one´s  actions ˘  a re als o traits that ca n secu re a rapid rise up the
corpora te ladde r.
                                                                                                           1

                                                                                                                   As  long as  enough eas y money c an be  made  by means that a re not explicitly
forbidde n by law, s uch a rise may not be a problem.   But if this  is no longer enough, the
combination of fina ncial intelligence and the bl ind purs uit of wealth ma y be a deadly one
particularly for the compa ny rather than for the perpetrator,  who may get away with a s mall
fortune before the fraud is discove red.

2.  This re port focuses  on the wrongful us e of fina ncial instruments for c ommodity  tra de; it
does  not cover othe r frauds perpe trated by c ommodity firms, s uch as  the Bre - X sca ndal,
2

 nor
scams targe ted a t individual investors s uch as  bucket s hops (sca ms  under whic h phoney broke rs
pretend to undertake, for example, futures trades  for c usto me rs).
3

  The foc us here  is on
commodity - relate d cases, and similar cases in curre ncy or stock ma rkets (e. g. Ba rings
4

) are  not
cove red in this  pape r.  Many of the  frauds  a nd a buses of the  past ca nnot fa il to elicit some

1

     As not ed in a recent Washi ngton Post  articl e, ^Much of Ameri ca’s awesome industrial  colossus wa s buil t on
fi nancial scams. The 19th - century rai lroad barons consi dered st ock fraud an i ndi spensable busi ness t ool .~  (Peter

Larson, ^Crooked high and mi ght y -  Enron is merel y t he latest  chapt er in the hi stor y of Ameri can scams~ ,

Washingt on Post , 10 February 2002).   A stud y report ed in the February 1996 Journal of Busi ness Ethi cs  found that

47 per cent of seni or executi ves, 41 per cent  of corporat e controllers,  and 76 per cent  of graduat e busi ness student s
were willing t o commi t securiti es fraud b y fail ing to di sclose writ e - offs t hat  reduced corporat e profits (quoted in

Fred Huebner, ^Fift y wa ys t o scam your brot her: a fiel d guide to fraud~, Washi ngton St ate Bar  News , March 1998).

2

     Bre - X was a Canadian compan y i nvol ved i n a massive gol d mi ni ng fraud in 1993 - 1997.  Compan y insiders
doctored dri lli ng samples t o cl ai m a ma ssi ve gol d di scovery i n East  Kal imantan (Indonesi a), which drove up the
compan y´s share pri ces  and gave  these i nsiders large stock gai ns.  For a good descri pti on of t he case, see t he

Forensi c Invest i gati ve Associat e Inc.´s 1997  430 - page Report to Bre - X Mi nerals (a report t o the Bre - X bankrupt c y
t rustee, Del oitte&Touche) avail able on htt p://www.ba yst reet.com/ del oitt e/brex - t oc.ht ml .

3

     See for some examples of t hese scams t he cust omer protecti on section of the websit e of t he Unit ed Stat es´

Commodi t y Futures Tradi ng Commi ssion, htt p:// www.cft c.gov/cft c/cftccust omer.htm .

4

     For t hose interest ed, the Barings case has been ext ensivel y examined.  Among t he more c omprehensive sources are
t he Bank of  Engl and´s Report of t he Board of  Bank i ng Supervi sion Inqui ry i nto the Circumst ances of  the Coll apse of

Barings, 18 Jul y 1995 ( http: //www.numa.com/ ref/bari ngs/ bar00.ht m );  the Report of t he Inspectors of Baring Fut ures

(Singapore) Pt e L td , com missi oned by t he Government of Si ngapore (the execut ive summar y i s avai lable at
htt p:// www.sgrm.c om/ art41.htm );  and a case st ud y b y the Swi ss Internati onal Fut ures and Commoditi es Institute,

IFCI, ^Not just  one man ˘  Ba ri ngs~ ( http:// newri sk.ifci.ch/ 137550.ht m ).  The root  cause of t he Barings debacl e was
aptl y, al beit  wit hout doubt self - servingl y, descri bed by Nick Leeson hi msel f: ^A couple of the peopl e  who were in
t he core places wit hin Bari ngs t hat should have been admi ni st ering a hi gh level of control  ...had what  I would
descri be as al most  no understandi ng of the fundament al s of the business~ (in an i nterview wit h Davi d Frost , Briti sh

Broadcast i ng Cor porat ion, 11 September 1995).  Leeson di d underst and the fundamental s of the business, but  his
private object ives unfortunately were not  ali gned with t hose of his compan y.

-  4  -
amuse ment ˘  ^how could anyone  have fa llen for this trick?~

5

  But this  should not distract from

the  fact tha t the  frauds and abus es describe d in this  report are a s erious  ma tte r, a nd have  caused

serious  harm to many.  This re port desc ribes  s ome of the main forms of fraud using commodity

ris k m ana geme nt and financ ing ins truments, as seen in the past, a nd as in a ll likelihood a re s till

being perpetrate d to this  day ˘  it is  hoped that this  report could help to reduc e s uch practices  of

fraud.   Risk manage ment and financing instruments  serve legitim ate and highly use ful functions

and it is  by no means suggested tha t all suc h ins trume nts  a re us ed for fraudule nt purpos es nor

tha t fraud and abuse are s omehow more important in this  a rea tha n in other areas of financ e.

Indee d, as one observe r notes,  ^ma n y ba nkers  associate c ommodities with high - ris k volatile

ma rkets, fraud and los ing mone y.  This is  rather disingenuous  cons idering tha t most banks  have

demonstrate d very effec tively over re cent years  that they ha ve abs olute ly no requireme nt to be

invol ved i n commodities in orde r to ge t expos ure to high - ris k volatile  markets,  rogue  traders,

fraud and/or the possibility of los ing mone y.~

6

3.  This brief guide describes ways  in which,  us ing modern financial instruments, individuals

ma y try to defraud their comp any,  a nd companies may try to defraud financiers,  s hareholders and

the  Governme nt.  In the conc lusion,  the main defe nces  that Governments,  banks  and commodity

firms ha ve at their disposa l are desc ribed.  This pa per has  no pretence to complete ness ˘

doubtle ssly, the pros pective frauds te r will find his  c reative gla nds s timulated by the dream of

grea t pe cunia ry a wa rds,  and ma y come up with anothe r imagina tive  way to de fraud his company,

the  Governme nt, investors,  or whoeve r else  will be left to hold the stick.   The methods describe d

here are all based on real cases, but des criptions may be ge neralize d.

1. How can fraud and abus e occur?

4.  Evidently, if a n orga niza tion is  ba dly mana ged, the  pote ntia l for fraud and abus e

inc reas es.  Proper Gove rnment regulation s  ca n prompt organizations  to put basic c ontrols  in

pla ce,  and c an forc e them, to s ome exte nt, to be trans parent about their dealings, but not e ven a

perfe ct regulatory fra mework can replace  proper compa ny - le vel control systems  for the use of

fina ncia l ins truments.   A lac k of checks  and balances,  unc lea r re porting line s and an uncle ar

division of respons ibilities  all c ontribute to an environment in which staff may feel that they can

commit fraud and get away with it.   The  remedies for this are well known, a lthough the y are  not

necessa rily applied e ven in la rge organiza tions.   The divis ion of res ponsibilities needs to be spe lt

out and measures ta ken to e nsure  that res ponsibilities are  met.   Reports on trans actions  from

outside  parties (e.g.  brokers, collatera l ma nage rs) s hould not go to the  pers on that initiate d the

tra nsaction.  M ultiple  c hecks and bala nces need to be built into the s ystem ˘  for e xample, to

separa te the  respons ibility for e ntering into financ ial transactions  from cas h flow ma nagement

res ponsi bilities, and the two individuals or departments controlled by ye t another

pers on/de partment ˘  a nd all s hould report to a spe cific membe r of senior ma nagement.

5
     One of the more amusi ng exampl es i s a rather ambit ious effort  by a group of frauds t ers t o creat e their own count ry,

named Mel chi zedek (clai ming a number of Pacific ^i slands~, one of whose highest  poi nt  i s ni ne metres bel ow sea

l evel, and a part of Ant arcti ca).  The ^countr ỹ has it s own embassi es, t rade centres, banks, insurance compani es and

st ock exchange (wit h on - line quot es of the current stock pri ces of the non - exi st ent companies traded on t he non -

exi st ing exchange), providing a large array of i nst rument s t o attract t he gullibl e invest or (and with some success).

The ^country´s~  web si te i s htt p:// www.melchizedek.com .  For a series of arti cles describing the frauds commi tt ed

using thi s vehi cle, see htt p://www.quatl oos.com/ groups/ melc hi z.ht m .

6
     John MacNamara, St ructured Trade and Commodit y Fi nance in Emerging Market s; What  Can Go Wrong and How

t o Avoid It~ , Woodhead Publishi ng Lt d., Cambridge, 2001.  To quot e a regul ator, in a simi lar vei n: ^Don’t  focus on

derivati ves. One of the mos t  dangerous act iviti es of banking i s l ending~ (Ernest  Pat ri kis, Federal  Reserve Bank of

New York, Fut ures , March 1996).

-  5  -

Manage rs should be  aware of possible signs of trouble ˘  for example, traders who regularly come
in over the  weeke nd, a nd who may use the time  to tampe r with compute r s ystems  or re cords, or
who do not take any holida ys for fear that their temporary replaceme nt could discover fraud.

5.  An a bsence of necessary structures and measures is  not the only r eason for fra ud a nd
abus e.  At times the ince ntive  s ys tem of the company effective ly encoura ges  s uch beha viour.

For exa mple, whe n s taff sala ries, stock options  or bonuses are  explicitly linked to s tock prices, or
the  performa nce of a departme nt,  it can b e e xpected that s ome  staff will be e ncouraged to drive
up stock prices  in whateve r way that is available to the m,  or inflate reporte d earnings.
7

  Also,
ce rtain compa nies may enc ourage their staff to behave  imprope rly or e ven ille gally for the
benefit of th e compa ny ˘  for example,  to give kickbac ks to other c ompanies ´ managers  in return
for their business (this reporte dly ha ppens  at times in the warehousing bus iness ), or to ass is t their
clients to the extent possible e ven if it means  iss uing fa lse re ceipts a nd decla rations.
8

  In such an
environment, it is  not surpris ing tha t s taff be have illegally not just for the  compa ny´s sake, but
also for their own profit.

2. Is the re anyone  out ther e you can trus t?

6.  While paranoia is  ge nerally not an a dvis able  attit ude for those wis hing to deve lop a
s uccessful business,  s ome measure  of scepticism towards  ^ res pectable  names~ is a dvis able.  Jus t
because a large well - known ba nk a dvis es on a trans ac tion,  or a 100 - yea r old firm gua rantees
collateral, one  s hould not shrink  from one´s  due diligence duties.   Nor s hould it be  believe d that
ris ks  c ould simply be outs ource d through insurance since ins urance contra cts  themse lves  may
well be written in s uch a wa y that all the re al ris ks are e xcluded.

7.  Bank manage rs ha ve be en he ard to comment in unprintable  langua ge on de als with long
s tanding and fa ithful clients,  signifying that the clients got rathe r bad de als ˘  for e xample,
regulations in the United States require ba nks and other financia l intermedia ries to tape telephone
con versations  of bank s ta ff, which rather emba rrassingly ca n come  into the ope n whe n some of
the  clients realize (a bit la te) what the  banke rs kne w from the beginning a nd bring their cas es  to
court.
                                    9

                                           Non - Unite d States clients, pa rticularly if pass ing through  non - Unite d States
interme diaries, a re unfortuna tely often una ble to benefit from s uch lega l prote ction, but there is
no re as on to belie ve they a re treated a ny better (and in the area  of modern instruments for
commodity trade and finance, there have  been c ases  of sca ndalously poor fina ncia l advice given
by major Western ba nks to developing country companies
10

).

7

     ^Bankers who hi re mone y hungr y geni uses shoul d not always express surpri se and amazement  when some of t hem
t urn around wit h brilliant,  creati ve, and illegal means of ma king mone ỹ (Li nda Davies, ^P s ychol og y of risk,
speculation and fraud~, speech at  the Fi nancial Panel 1997, European Research Cent er, Amst erdam, June 1997).

8

     The be st  wa y to deal  wit h thi s, apart from regul ar out side insp ecti ons, is to ensure t hat  the warehouse compan y
understands that  i n realit y, i t  is worki ng for the bank, to safeguard commodi ties t hat  will  bel ong to t he bank if a
t rader defaul ts on hi s pa yment obligati ons.

9

     See for an example Kelle y H ol land and Li nda Hi melstein, ^The Bankers Trust t apes~, Business Week, 16 October

1995, htt p://www.businessweek.com/1995/ 42/b34461.htm .

10

          Ashanti Goldfi elds is a case in ki nd.  Thi s Ghanaian company wa s advise d t o hedge the value of its gol d reserves ˘
i n it self good advice, i n t hat i t enabl ed Ashanti t o lock in consi derable profit s (the pri ce at which it could hedge was
much above  i ts producti on cost s).  Unfort unat el y,  the strategy t hat was set up had cash flo w risks t hat  were not
properl y considered ˘  when gol d pri ces unexpect edl y increased, a cash outl ay woul d have to be paid to mai nt ain t he
hedge positi ons, but  as Ashanti´s wealth was most l y in the ground, i n the form of gold ore, it was unable to rai se the
needed funds except by selling a ma jor part  of its shares at rock - bot tom prices.  Understandi ng and managi ng the
cash fl ow implicati ons of a risk management st rat egy i s not rocket  science, but apparentl y t he ma jor American
i nvest ment  bank advi si ng Ashanti  felt no need to deal with the i ssue (and much of t he lit erature i s harshl y criti cal  of

-  6  -

8.  Collate ral manage rs c ontrol commodities, normally in a ware house, with a value s evera l

times  higher than the payment they rece ive for this  collat eral management func tion.   Should

s omething go wrong wit h the collateral, say, for e.g., tha t it disa ppears  mys te rious ly, they will

attempt to avoid liability.  [In these instances, it will be imma terial to them that their name may

s uffer, as  this decis ion  is bas ed on the  idea that this  loss  of name  is  less important than the  ac tual

value of the goods  lost,  es pecially as  the y cannot claim on their own ins urance  (more on this  in

section 5)].   The employees who are ac tually respons ible for guarding this colla te ral earn a sa lary

tha t is  gene rally a mere fraction of the va lue of the goods that the y guard.  More over the y may

only be tempora rily employed by the c olla tera l mana geme nt compa ny.  Thus, temptations  can

arise, and problems will occur from time to time.

9.  Relying on an ins urance  c ontrac t or a guarantee as the main ris k mitigant in a loan is  quite

popula r with ba nk credit committees (or the e quiva lent bodies  in trading compa nies ).  The

banke rs (or tra ders ) who put the dea l toge ther are  more sanguine abo ut the true va lue of

ins urance, but do whatever it ta kes to get a ^good deal~ approved by the c redit c ommittee.

10.  The  c onclus ion to be  dra wn from a ll these  e xamples  is that reliance on one´s  own due

diligenc e is essential and that it is necess ary to u ndersta nd wha t the outside  party´s involve ment

rea lly mea ns.   Is  the outside pa rty re ally inde pendent, a nd what commitment does  it have  to de al

with problems?   If s ome thing goes  wrong, what procedures are employed to process  claims,  and

what are  the  factor s  that will influence  re imbursement?   The expe rtise, risk management and

othe r services  provided by third parties can be va luable, but ca n ne ver be enough to jus tify a

tra nsaction.

3. Paper values ˘  The problem with le tters of cr edit

11.  Whe n financ ing i nte rnational trade,  more often than not the banks only de al with pa per

s uch as the letter of c redit (L/C), which banks  use  as  payment mec hanis m by which they ens ure

tha t the  buye r has  the me ans  to pay.   They also e nsure  that pa yment takes place only if goo ds

me ntione d in the underlying c ontract have be en de live red.  Ba nk ma nagers do not a ctua lly verify

whethe r the goods e xis t.  Rather, they re ly on doc uments such as  bills of lading (evidencing the

loa ding of goods onto a ship), weight ce rtificates and ins pe ction certificates.

12.  L/C procedures  are  c ommonly us ed for tra nsa ctions in interna tiona l trade, exc ept when

both parties  know eac h othe r well or have  a  high cre dit rating; or if afforda ble export cre dit

ins urance is available.   To simplify somewhat,  a L /C is  iss ued after a contra ct betwee n buyer and

seller has be en drawn up (with this contra ct bec oming effective once the  buye r has opened a

L/C), a nd is  ma de to conform to the  contract.  Payment is  the n made  once the  bank receives  the

series of doc uments s pelt out in the L/C,  whic h s hould correspond to the documents  that the

seller has to provide in order to fulfil the terms of the contract.

11

t hi s invest ment  bank and it s possi bl e moti ves).  See for a n anal ysis of Ashanti ´s problems C. L. Gil bert, "Has the

Ashanti Goldfi elds l oss di scredit ed coll ar hedges?", Vr i je Uni versit eit , Amsterdam, Nove mber 1999,

htt p:// st aff.feweb.vu.nl/ cgi lbert/Ashanti_r2.PDF .

11
          For a det ail ed descripti on, and an identificati on of what  can go wrong and how t o avoi d this,  see UNCTAD, in

cooperat ion with SGS  Soci ét é Générale de Surveill ance S.A. , Documentary Ri sks i n Commodit y Trade,

UNCTAD/ ITCD/ COM/ Misc. 31, New York and Geneva  1998.  This 130 - page paper can be downloaded from

htt p:// www.unctad.org/i nfocomm/comm_doc s/ docs/offi cial/poi t cdcommisc31.pdf .

-  9  -

19.  Solo c laimed a n annua l turnove r worth hundreds  of millions  of dollars, a nd had the
doc ume nts  to prove  it.  It became  a popular c lie nt for a  numbe r of major ba nks,  which provided
fina nce through two mechanisms:

                       ·

                               Short - te rm fina nce in the form of forfeiting of the defe rred L/Cs.   Solo´s  buyers  opened

                                              le tte rs of c redit with prime banks  (this is  a s mall groups  of maj or banks with a large

                                              international presence and a  high reputation).  Under these L/Cs, payme nt wa s to be  made

                                              by the  buyers seve ral months afte r the documents  evidencing delivery of the goods had

                                              bee n accepted by the ba nk.  Solo dis c ounte d these future payme nts aga inst ready cas h.

                       ·

                               Medium - te rm fina nce on the  bas is of Solo´s future business.  For e xample, in one $ 20

                                              million pre - fina nce a rranged in late  1997 by Standa rd Bank, Solo was  supposed to pa y

                                              adva nces to an Indian tin producer, who would then de live r to it 7,200 tons of tin ove r 36

                                              months.  Solo would then deliver the tin to a Belgian trading company, Sogem,  a major

                                              pla yer in the market.  Sogem reimbursed the banks as soon it obta ined the meta l.
15

20.  These  fina ncing mechanis ms  w ere  by no means  e xceptional for a metals  trading
company, and in themselves  we re well structured.  Unfortunately, they were built on paper that
was  mostly pure  inve ntion ˘  a nd in this se nse, the banks  fina ncing Solo made se rious  mistakes  in
the ir due dilig ence, as they made little effort to chec k the va lidity of Solo´s dec lare d business.

21.  It s hould be said that Solo´s owner,  Madev Pa tel, us ed e very trick in the book,  and e ven
inve nted some new ones.  In Duba i he  made  vis itors believe that Solo was a m aj or enterpris e by
s howing the m a  fac tory and offices  tha t did not belong to him.  The  company´s  s melting plant in

Dubai was only fired when a ba nk ma nager´s  visit was e xpected.  Arrange ments we re then made
to ens ure tha t the fax ma chine  would s tart churni ng out London metal exc hange pric es  in the
banke r’s prese nce.  M ost of the compa nies from which Solo bought a nd to whic h it sold we re in
effe ct part of Pate l´s  network, whic h s tretched from India and the M iddle East to Britain,  Franc e,

Switze rland and the N etherla nds Antilles ˘  and in many cas es, they were me re postbox
addresses.  The  necessary bills of la ding we re sometimes  falsified ˘  for example,  scra p rather
tha n alloys was loaded.  In other cases  goods we re loaded onto ships for cus toms purpos es only
to  be s urreptitiously remove d before the s hips  left port.  Shipments  were booke d on slow s hips
tha t s topped in differe nt ports  and bills of lading for the same  goods were issue d se parately for
each port a nd eac h was then pres ented to a differe nt bank for enc ashme nt. In yet a nother
variation, genuine  ca rgoes  were loade d only to be diverte d to des tinations other than those on the
export declaration.  Some cargoes  were s hipped re peatedly be tween Solo in Dubai a nd Ha mco

(which was pa rt of the sca m) in India to in fla te turnover numbers.  All of this  was  facilitate d by
the  fact that Solo ha d its own ^ca ptive ~ s hipping a gency,  owne d by a brothe r - in - la w of Made v

Pate l.  When the International Maritime Burea u chec ked a sample of 432 bills  of lading, it found
tha t only 12 rela ted to genuine tra nsactions.

22.  The  Solo c ase was ca refully built up over the years.  The  fra ud was discove red in late

1998, when the India n c ustoms  and exc ise authorities s potte d disc repanc ies  betwee n s hipping
documents  a nd ac tual shipments and r aided Hamco´s  premis es.  Pa tel had a 15 - yea r track record
with banks  a nd had never had any problems.  Since mos t buye rs were part of Patel´s  e mpire, they
accepted the  documents  sent by Solo without s uspicion; and on the  basis  of the L/C, the y paid
us ing fu nds that Solo had rece ived from other banks.  This e nsure d that ba nks were willing to
inc reas e their expos ure steadily (and even made  the m pus h aggres sively in order to lend more to

15

          MacNamara, op.cit .

-  10  -

Solo), while simultaneous ly reducing the  fina ncing conditionalities.   In the  end the total loss  for

s ome 25 banks was in the  range of $ 500 million with res pect to Solo, and over $ 250 million

with respect to Pate l Sr. ´s Hamc o Indus tries (which mos tly acted as a n importe r).

23.  The  rece nt case of the Ras togi brothers  and t heir various  compa nies,  particula rly Allied

Deals, was mostly a repeat of the Solo case.  This metals trading c ompany re ported a monthly

turnove r of $ 20 million,  whic h was  almost entirely fake.   Again,  there was a wide network of so -

ca lle d buyers  a nd sell ers, which in effect were controlled by the  Rastogis.  As  in the cas e of Solo

Indus tries,  Allied Deals use d the rece ivables  from these tra nsactions as collate ral for loans  from

banks ˘  thus obta ining over $ 600 million in credit before the fraud imploded.

16

24.  One importa nt re medy for this kind of fraud is for the trade  fina nce departments of banks

tha t handle documenta ry c redits to underta ke random " due dilige nce"  checks of bills  of la ding.

The  s ec tion of the Interna tiona l Chambe r of Commerce ´s Commercial  Crime  Services bureau

tha t s pec ializes in combating trading a nd s hipping fraud, the Internationa l M aritime Bure au,

routinely carries out s uch chec ks as a service to its membe rs.

17

4. The financial magic of the disappearing buye r

25.  It is not unc ommon fo r sellers  to dis appea r afte r they have rece ived s ome  finance  from

the ir pros pective  buyers .  In international c ommodity trade , trade houses often rely on loc al

tra ders  to procure c ommodities upcountry and move  them to the port.   They gene rally have to

pre - fina nce their operations  a nd therefore  run the  risk that the se lle r will disappea r instead of

delivering the  goods.  Furthermore, the re is also s ome ris k that the seller will try to extract

additiona l funds  from them by cla iming, with the support of falsif ie d documents, that the goods

are  s tored upcountry and that extra cas h is necessary for trans porting them to the port wa rehouse.

Tra ders are fully a ware of thes e risks and try to kee p them under control to the extent possible.

26.  Buyers  too ca n profit b y defaulting on their obligations.   One  fa irly popular fraud

committed by some buyers, use d not only in commodity tra de but als o for ma nufactured goods ,

ca n be obse rved in c ountries where re gulations  stipulate that goods  c an stay in c ustom - bonded

areas for  a limited period, say up to three months, a nd will therea fter be auctioned off locally.

27.  The  nature  of the  fraud is simple  once one rea lizes  the  implica tions of s uch a regulation.

A buyer signs a contract for the import of certa in goods , jute bags  fo r exa mple, which s hould

have  a ready but not an ove rly la rge ma rket in the  country.   The  buyer may ma ke a 5 to 10 per

ce nt down pa yment with the bala nce to be  paid on de live ry.  The goods  arrive in the  country and

are  s tore d in the  c ustom - bonded warehous e awaiting cleara nce.   The  buye r the n s imply finds

exc uses to postpone the c olle ction and does not pic k up the  goods .  Alternatively, he  enters  into

16
          Several dozen arti cles about the Rast ogis´ fraud were writt en b y Ameri can Met al s Market , which has put them

t oget her on its websit e,  http://www.amm.c om/ ref/ hot/ scandal .ht m .

17
          "Even relat ivel y  simpl e checks can bri ng fraud t o light .  For example, in Jul y 1991, a Bulgari an bu yer was

defrauded of $ 3.8 mi lli on, whi ch was supposed to be for 13,100 t ons of Brazi li an sugar to be paid b y a letter of

credit . "The pa yment  was released b y i nt ernati onal  banks on the basi s of t he bill of lading whi ch proved that t he

sugar was loaded on 17th Jul y in the port  of Sant os on the m.v. Giovanna bound for Varna, Bulgaria.  It woul d have

been simpl e to est abl ish wit h Lloyd s Register of Shi ppi ng that the m.v. Giovan na was nowhere near the Brazilian

port  of Santos i n Jul y 1991. It  had been renamed the m.v. St yl iani in 1983 and broken up for scrap i n Paki st an in

1984."  (From a warning on sugar frauds by t he Internati onal Chamber of Commerce, report ed in

htt p:// www.alm ac.co.uk/ personal/ robert s/fraud.ht ml).

-  11  -

an arrangeme nt with a key cus toms official who e nsures that the goods never meet the
requireme nts  for cleara n ce.  It will s oon become too late or too cumbers ome for the se lle r to re -
export the  goods and they will be a uctioned off for a fra ction of their re al value, with the
proceeds  going to the seller.   Unoffic ial arra ngeme nts  would ha ve then to be made  to ens ur e that
the  origina l buye r is  the highes t or the only bidder, picking up the goods  at this low price.  Due
diligenc e about prospe ctive buyers  remains  the only wa y to reduc e the  ris ks of s uch fraudulent
prac tices.

5. Collateral conundrums

28.  In commodity tra de banks  ma y provide finance  against the c ollateral of phys ica l stocks.

In principle, this provides more se curity but in practice  ba nks should avoid be coming complacent
only beca use  they ha ve collate ral.

18

  If ba nks are  la rgely ignora nt a bout commodity fina nce (a not
uncommon occ urrence ), they ma y be willing s imply to receive warehouse receipts  iss ued by a n
inde pendent warehouse (with the ris k that the receipts are falsified), or by a warehouse controlled
by the  borrower (he nce with no rea l guarantee tha t the  commodities  pledge d a re indee d in the
warehous e, or that the y will remain there ), or eve n from a non - existent wa rehouse (in othe r
words, the borrower jus t inve nts a wa rehousing compa ny).

19

29.  In its s imples t form, ware house
receipt fina nce is  str uctured as in chart 1.

The  ba nk (or any financier) agrees  with
an inde pendent ware house  ope rator tha t
he s tores  and controls the  goods  on the
bank´s be half and will only rele ase the
goods  afte r rece iving the bank´s  explicit
permission.  Banks  can e stima te  the
value of the commodities,  and provide
the  depositor (e.g.  a trading company)
with c redit up to a c erta in perc enta ge of
the  va lue of the  goods.  For example,  a
tra der brings c ocoa into port warehous es
in order to build up a sufficie ntly la rge
volume fo r a n export tra nsaction.  The
warehous e ma nage r iss ues  rece ipts  for eac h depos it and on the  bas is  of this  the bank provides
funds  allowing the tra der to continue buying.   When an e xport contra ct is s igne d, the e xporter
pays  directly to the bank, which on r eceiving the  pa yment (or an a cceptable letter of cre dit)
authorizes the coc oa to leave  the ware house.  The  bank kee ps what is  necessary for
reimburs eme nt of its loans, with the remaining funds c redited to the trade r.

18

          As noted b y Peter Larr, ^Two si des of coll ateral: Securit y and danger~, Journal  of  Lendi ng & Credi t  Risk

Management , May 1996, ^Many a banker has crashed on  t he  rocks  of  credit  l oss  aft er  list eni ng  t o   the   siren   s ong of
col lat eral~.

19

           This was apparentl y the case for the recent Rastogi scandal, where a non - exi st ent warehouse, supposed t o be
based i n the United Arab Emirat es, was supposed to hol d mill ions of dol lars wort h of met als.  Apparentl y, no bank
had cons i dered it useful  to inspect the goods or even to check whet her t he warehousing compan y real l y exi sted.

Char t 1

The principle of
warehouse receipt finance

WAREHOUSE
WAREHOUSE

FINANCIAL
FINANCIAL

INSTITUTION
INSTITUTION

PRODUCER
PRODUCER

Loan

Warehouse receipts

Deposit of goods

Warehouse
receipts Agreement that
warehouse company
keeps goods on
behalf of financier

-  12  -

30.  Some c ompanies  may wis h to oversta te  the va lue of the ir inve ntory or remove the

inve ntory tha t has  bee n pledged as collateral against a loa n from the control of the financiers.

20

The re are  severa l ways  of doing this.  The borrower may find wa ys to dis tort the volume of the

goods  in the war ehouse: inc luding bags  whic h contain worthless  produc ts

21

; building a  big empty

box in the middle  of the warehouse  where the piles  of bags  or bulk c ommodities should be and

depos iting the commodities  around this box; or,  as was  done in one of the  highe st pr ofile cas es of

fraud in wa rehouse receipt finance, the 1960s  salad oil s windle  in the United States, adding wa ter

to tanks that a re s upposed to conta in vege table oils (see  box 2).   He  may a ls o exagge rate their

quality (for example, by us ing low - quality cof fee  bea ns while decla ring hi gh - quality ones).

22

   It

is  a ls o poss ible  tha t a  buye r colludes  with a s eller,  with the s eller providing invoices with infla ted

values  for goods.  If the bank then us es these invoices as  the  basis for establishing the s ize  of

loa ns  it c an get into financial problems.  To protec t the mselve s, banks could follow the market

value of the goods that they fina nce against the security of warehouse receipts.

31.  Borrowers  can also ca use  the

goods  to e xit from the  warehouse

without the fi nanc ier´s  permission or

the y may us e the  same warehouse

receipts as collateral for se veral loans.

Frauds  like this  are poss ible  when

warehous e used is  not an indepe ndent

one,  but owne d by the  borrower a nd

te mporarily put under control of the

bank,  see  cha rt 2.  The financier hires  a

collateral manage r to c ontrol the  flow

of goods into a nd out of a warehouse

owned by the beneficia ry ˘  a  produce r,

tra der or proc essor.  The  collate ral

20
          This problem i s not  uni que to commodi t y fi rms.  In t he United St ates, a speci al commi ssion found i n 1999 t hat

mi s - st at ed asset valuati ons account ed for  nearl y half t he cases of fraudul ent fi nancial st atement s, and t hat invent or y

overst atement s made up t he majorit y of asset  valuati on frauds (Joseph T. Wel ls:   Ĝhost goods:  H ow t o spot

phant om i nvent ory~, Journal of Accountancy , June 2001).

21
          For exampl e, i n August  2000, Ni caragua´s third l argest  bank, Int erbank, coll apsed followi ng the di scover y t hat its

managers had col luded with a major cl ient, Consagro, the count rý s largest coffee exporter, to arrange multi - mi lli on

dol lar l oans agai nst non - exi st ent coff ee st ocks.  Over 22,000 t ons was supposed to be i n bonded warehouses, but t he

warehouse st aff were paid by the export er and did not verify t he bags brought for st orage ˘  t he y si mpl y i ssued the

warehouse recei pts whi ch were then used t o obtai n credit .  When  t he st ocks were finall y checked b y the

Government ´s supervisor y a genc y for the warehouse (because t he quantit y of coffee stocked according to the

warehouse recei pt s was much great er than the capacit y of  some of t he warehouses c oncerned), it was found t hat  onl y

t he bags in the front  rows of the pil es of ^coffee~ bags contai ned coffee, the rest  were fill ed with rice chaff.  On a

smal ler scale, in a parall el fraudulent scheme false warehouse receipts were also issued for sugar.  Total  losses were

over $ 20 mi l li on.  Thi s was part  of a l arge scheme under whi ch Consagro used vari ous il licit met hods to obt ain

funds from Int erbank (several of whose mana gers were c ol l uding wit h the export er) and other banks. (source:

various articl es i n Ni caraguan newspapers La Pre nsa Di gital, htt p://www - ni.laprensa.com.ni/ ;  and El  Nuevo Di ario ,

htt p:// www.elnuevodiari o.com.ni/ ).

22
          Thi s i s part i cularl y serious a s banks oft en fi nance agai nst  fixed export  contract s.  For exa mpl e, a l ocal  t rader has a

contract  with a forei gn buyer t o del iver a certain vol ume of coffee of a certai n qual it y.  If the coffee does not  meet

t he qualit y requi rement s of the coffee, the bu yer wil l  refuse t o take deliver y, and t he bank will be left wit h t he

problem of findi ng an alt ernati ve buyer.  The volumes i nvol ved can be large and can procure consi derable profits ˘

for exampl e, in a case i n Vi etnam i n 2001, the di rector of a St ate coffee export  company c ol l ude d wi th warehouse

managers t o replace almost  12,500 t ons of coffee wit h coffee of a l ower grade, and sol d t he good - qualit y c offee

beans on t he market .

Char t 2

Ware house rece ipt finance

-  in practice

Collateral

Collateral

manager
manager

FINANCIAL

FINANCIAL

INSTITUTION

INSTITUTION

Warehouse

Warehouse

PRODUCER

PRODUCER

Loan

Warehouse

receipts Agreement that

collateral manager

controls goods on

behalf of financier

Control of

inventory, and

releases to producer

and third parties

-  13  -

Box 2

The great salad oil swindle

Tino de Angelis was a man with a mission.  Starting his career in 1931 in the meat packing industry at the
age of 16, he struck it rich three years later when he r ealized it was more cost - effective to move frozen meat
than to transport live animals.  A decade later,  he found black market trading even more pr ofitable, and after
the Second World War, he made a business out of selling inferior meat to overseas Gover nments and the

United States school feeding progr amme.   After he was fined a thir d time,  he decided to look for anot her
rent - earning venture, and found it in the ^Food for Peace~ programme, which included a facility to subsidize
the export of surplus veget able oil.   In 1953,  De Angelis created the Allied Crude Vegetable Oil Co.,  which
bought crude vegetable oil on credi t and then exported it.

By the late 1950s, Allied held 75 per cent of the export market for vegetable oils,  and had an or der  book of $

200 million (although it was not a licensed exporter).  T here were soon complaints about its operations ˘  for
example,  t he Government of  Pakistan objected when it received drums of water  instead of vegetable oil.

T he United States Government became suspicious and in 1960 charged the company with tax evasion and
issuing false shipping documents.  Allied promptly paid the re sulting fines,  and continued its operations
unabated.  Its share in United States vegetable oil exports increased further, to over 80 per cent.

Lack of access to finance was a major pr oblem for Allied: the reputation of De Angelis discouraged banks
from le nding to the company.  A loss - making warehousing subsidiary of  American Express (Amex) became
involved in Allied in 1957,  seeing an opportunity to take over  the warehousing of Allied´s vegetable oil.

Under Amex management, it became possible to issue ware house receipts against which Allied was able to
bor row money ( primarily fr om exporters,  although a number of banks also provided finance).  This was a
field warehousing operation: a major part of Allied´s tank farm was nominally managed by the Amex
subsidi ary, but in pr actice Amex used Allied personnel for the management of the tanks.

From 1960 onwards, American Express had been receiving continuous information on discrepancies in

Allied´s records, and especially its handling of inventories.  But it had be en particularly ineffective in
investigating these matters ˘  and even unwilling to follow up on specific reports ( as is of ten the case in
situations of this kind, managers are af raid of killing the goose that lays the golden egg).    T he fact that

Allied re ported vegetable oil stocks equal to twice the entire production of  the United States did not rouse
any suspicion.   Oil samples were sent to Allied´s own laboratory, and when the Amex auditor s saw water in
the samples, they just accepted the explanation t hat it was due to broken steam pipes.

In fact,  Allied kept just enough oil in the tanks to meet current orders; most of the tanks were filled with
seawater with a thin layer of oil on top.    E ach Friday,  Amex auditors came to do stocktaking, but they were
easy to trick.  In some of the tanks, a metal cylinder welded below the sampling opening was f illed with oil
and the rest of the tank contained water.   At other times,  Allied’s staff were allowed to suggest which tanks
to check.   T he tanks wer e connected t hrough a complicated network of valves and pipes,  making it easy to
move oil around.
                                                                                                         �

T hese practices could have gone on for  a long time had it not been for the fact that De Angelis had also been
manipulating the f utures market.  Anticipating export order s from a number of countries,  he had been buying
soyabean oil futures through a number  of  br okers in late 1961.   The expected orders did not materialize, and

De Angelis was f orced to either take the loss or try to drive up futures prices.  He did the latte r, but in

November 1963 regulatory authorities discovered that 90 per cent of open positions in the Chicago Board of

T rade were ultimately held by Allied.   The Commodity E xchange Authority ( the predecessor of  the

Commodity Futures Trading Commission) sent its inspectors to examine Allied’s books,  and within a few
days a bankruptcy trustee was appointed.   It did not take long to realize that the content of Allied´ s oil tanks
was mostly worthless.

T he tr ue extent of the fraud ˘  over $ 200 million ˘   soon b ecame visible.  Amex´s subsidiary went bankrupt,
and the Chief Executive Off icer of the par ent company felt morally obliged to make up f or part of the losses
of the lenders.   De Angelis was sentenced to ten years in jail; in the end he served seven years, which he
later described as the best year s of his life.

-  14  -
ma nager leas es  the warehouse  temporarily from the owner pla ces  his  staf f in cha rge,  a nd even

loc ks the ware house  us ing his own ke y.  This  will ens ure that the owne r no longe r has  access to

the warehouse.

32.  In pra ctice,  this can be difficult to do, since this  ware house  will norma lly be on the

premis es of the  producer,  proce ssor or trade r.  In s ome cas es, part of the ac tual ware house  is

ac tually controlled by the  collate ral ma nager,  while a nother part stays  unde r the control of the

owner.  In many cases, the collateral ma nager recruits  the normal s taff of the wa rehous e
˘

ware hous e clerks, workers  and gua rds
˘
who may be more  loyal to the owner tha n to their ne w

employer.

33.  Collate ral manage rs have a  diffic ult j ob, as they ofte n have  to work in hos tile

s urroundings  whe re the warehouse and its access routes  ca n be c ontrolled by the borrower, who

ca n effective ly prevent the collateral mana ger from reaching the  premises.   This  has  ha ppened

regularly where  the borrower may be well connecte d with local politicians, policemen and

judges.    Furthermore, staff in the field may take  i t upon the mselves to redefine their

res ponsibilities to make their job e asier or more  lucrative.   Some of the more common s ources  of

proble ms  are even defende d as  just being a  case of the collate ral mana ger trying to pleas e

eve ryone at the sa me time.  This  is particula rly the case whe n a collateral manager de cides to

iss ue a ware house  rece ipt (e videnc ing tha t commodities  of a ce rtain des cription have  been

delivere d at wa rehouse A, and that they a re be ing ke pt in the name  of B), even though in reality

no c om modities have been delivered at a ll.  In the  pas t ware house  opera tors  argue d that this was

necessa ry, as  it was  the  only way to obli ge the bank to provide the trader with the  fina nce that he

required to start buying commodities ˘  falsifying doc uments was j us t a wa y to optimize the ir

servic e.

34.  Borrowers  may go to further le ngths to avoid reimburse ment.  In one Central American

case, a ba nk financed a c offee e xporter a gains t coffee s tore d in a ware house.  Whe n the c offee

was s old the buye r was to pa y the bank, which would the n authorize  the  warehous e manager (an

ex - employee  of the e xporter,  who was  temporarily re cruited by the bank) to deliver the c offee to

the  buyer.   As  things happene d, no buyer was  a nnounced,  a nd after s ome  time the ba nk ca lle d in

its l oan.   The exporter claimed that he  was  unable to pa y, and when the bank then decided to take

possess ion of the c offee to se ll it,  the ware house  burned down.  The  exporter refused a ny liability

and referre d the  bank to his ins urance a gent.   The insurance  ag ent undertook an es timation of the

s ite, took s amples of the ashes,  and after s ome careful calc ulations, decide d une quivoc ally that

the  amount of c offee in the wa rehous e was considerably lower tha n ha d been reported.  There

was  a clear fraud and the bank h ad a lega l c laim against the  e xporter.    Fire s in ware houses are  by

no means  common, but they happe n freque ntly when the warehous e is  full and the c ommodities

are pledged to a financier.

35.  If goods  in the c ustody of a c olla tera l manager disa ppear,  he has  to make up for the

res ulting losses.  Financiers  should, however, understa nd that in general the  collateral ma nager

will have insured aga ins t s uch losses, a nd that if the ins urance does not pay out, it is  likely that

the  collate ral mana ger will also at te mpt to avoid making payments.   It is thus in the fina ncie r´s

interest to unders ta nd exac tly how the c olla tera l ma nager is ins ured.  In gene ral,  he should have

thre e types  of insura nce.  First, he has  to be insured against fires, floods  and other ^e xtern al~

-  15  -

damage to the goods in the wa rehous e.
23

  Se cond, he  s hould have  insurance  a gains t frauds  by
individuals working for him (e. g. security guards),  norma lly with a limit of a few million dolla rs
for losses caus ed by e ach pers on.  And third,  he s hould have  g loba l covera ge for worldwide
losses, normally with a deductible.  Problems occur in particula r with res pect to the ins uranc e for
fraud by staff ˘  norma l policies do not cove r fraud perpe trated by the ma nager of a  wa rehouse,
but only fraud by more junior st aff.   It is poss ible  to ge t a ^ rider~  in the  ins urance contract that
would s pecifically include fraud of this  kind,  and given that this  is  a s erious risk, it is  advisa ble
for ba nks to insis t on s uch a rider.
24

6. The phantom menace

36.  With financial ins t rume nts, phantom profits c an be  cre ate d in a way that goes  beyond the
s imple fra udulent mis class ification of ea rnings  and expe nditures.   Banks  may be a ll too willing to
ass is t in this  process.  The Enron s aga illus tra ted some  of the  possibilities in this  r ega rd.  In the
inve stigations  of the United States  s enate into ba nks´ coopera tion with Enron, " when Da vid

Bus hnell [a  Citigroup executive] was  as ked whethe r he  agree d that it is  the res pons ibility of a
fina ncia l ins titution like Citigroup not to participa t e in a  dece ption,  Mr.  Bushne ll said, " it
depe nds upon what the de finition of a dec eption is."
25

37.  Although it received less a tte ntion than its us e of Special Purpose Ve hicles  (SPVs, also
ca lle d Spe cia l Purpose Entities, SPEs ) to hide its losses  in variou s  investments  or to manipulate
accounting stateme nts, Enron als o made a pa rtic ularly interesting us e of a certain kind of forward
contracts (called ^prepays~).  Prepa id forward contra cts  are normally a  le gitimate and ve ry us eful
me chanism to finance new ve ntures.   For e xample,  a c ompany identifies a ga s field tha t is worth
exploiting.  Investment cos ts  are, say, $ 100 million.   Should the company´s  cre dit ra ting not be
optimal, obtaining this s um of mone y is very difficult.   So wha t the company ca n do is  is ola te the
ass ets  of the  new gas  field into a SPV,  which henc e be comes the owner of the  gas  fie ld and a ll
future  production.  This  SPV ca n then sell the gas  forward to s ufficiently creditworthy buyers ,
with de live ry s tarting when the work on the  gas  field h as  bee n completed.  Us ing SPVs to rais e
fina nce can be a n extreme ly va luable tool to enable c ompanies  to rais e funds for new projects  or
for investme nts  in an expans ion of produc tive  ca pacity,  and it ma y be hoped that the  few cases  of
abus e will not lea d t o new regulations hindering the legitimate us e of these instruments.

38.  The re are  few ways to s tructure fina ncing on the basis of us ing SPVs a s a pass - through.

One poss ibility is  for a bank to finance  the buye rs who ma ke these forwa rd purchases.   The  cr edit
te rms  will be more fa vourable tha n what the compa ny could have  receive d if it ha d le nt directly,
on the one ha nd be cause the bank can rely on the presumably more  creditworthy (and more
dive rsified group of) buyers , and on the other hand be cause it ult imate ly has  rec ourse  to the
underlying contra cts  and can thus alwa ys resort to selling the  ga s itse lf should the nee d a rise.

The  bank is  not dependent on the liabilities  of the ^borrowing~ compa ny itse lf, and indeed is  not
obliged to conduct a n exhaus tive  due diligence of the  c ompany ˘  ins tead, it c an focus  on the
proje ct that is to be finance d.

23

          Large trading houses ma y ask the coll ateral  manager not  t o put  an insurance cover of this kind i n pl ace,  because
t he y have t hei r own global  poli cy.

24

          A rider, al so known as an endorsement , i s an amendment to the i nsurance contract. A ri der ma y add coverage t hat
t he cont ract did not ini ti all y offer, or restrict  coverage t hat  t he contract  would ot herwi se have had.

25

          Quoted by  senat or Carl Levi n, Chai rman of the P ermanent Subcommittee on Investi gations, at  a hearing on the
role of financi al  inst itutions i n Enron’s col lapse, Jul y 30, 2002, http://www.senate.gov/ ~gov_affai rs/ 073002l evin.ht m

-  16  -

39.  The  ba nk may als o decide to be the buyer of the gas  its elf.  It will have to conduc t a

cons ide rable  due diligenc e to ens ure that the gas  indeed exists, and ca n be e xploited

ec onomically.  It will genera lly als o want to bac k up its  forward purchas es  with a fall - bac k

pos ition with norma l ga s buyers  ˘  the bank will either s ign forward c ontracts  with the  gas  buyers,

or s ign c ontrac ts  with the m unde r which the y comm it to a ct as buyers of last resort.  Compare d

with a normal corporate loan,  the ba nk is a ble to offer be tte r conditions because of its rec ourse  to

ac tual a nd identifia ble ga s reserves,  and because it does not need to provide  for multiple

corpora te ris ks.

40.  M ost companies have to use ^ mark - to - ma rket~ ac counting for their trading activities.

Under mark - to - ma rket acc ounting,  a compa ny tha t makes  a  long - te rm forward sale, whethe r it is

prepa id or not,  is required immediate ly to re cord as reve nue the present value of the  forward sa le,

eve n if it will only receive  the actual cash flow related to s uch revenue a t a later date. If the

contract is not prepaid, the company´s financial s ta tements  will show revenue  without

corresponding cas h flow; but if it is pre paid , then there is a corresponding cash flow,  which the

company might book as  ^ revenue  from operations~ (e ven if these operations  will only take  place

in the future ).

41.  The  SPVs  for a rrangements such as  thes e a re normally registered in low - ta x

cons tituenc i es s uch as  the Ca yman Islands.  In itself,  there is  nothing wrong with this practice, or

for that ma tte r, with the use  of prepaid forward contra cts.  The SPV is  a mere pass - through,  a nd it

is  norma l to avoid unnecessary c osts for this financing struc ture ( e. g. va lue - adde d taxes on the

forward sales, or registration taxes ).  But if regulators  and/or a uditors  a re inattentive or la x, it can

help to ma ke a buses of the sys te m of prepaid forwa rd sales possible.

42.  This was the case of Enron.  What Enron effecti vely did was sell to banks  natural gas  and

crude  oil tha t it did not possess but which it hoped to procure in the future.   The ba nks then s old

these  commodities  ba ck to Enron on deferre d payment terms (see box 3).

26
  Thus, no delivery of

the  commodity was  e xpec ted.   This is  the economic equivale nt of a loa n, but both parts  of the

tra nsaction were re gis tere d as  outright s ales.  It is unc lea r why the re would ha ve be en any

benefits  in terms of risk mitigation for the  banks  ˘  the re were no spe cific, identifie d u nderlying

gas  rese rves, and no external buyers  ˘  so the main purpose of the  transactions seemed, on the one

hand,  to a void internal credit ceilings  on lending to Enron, and on the other hand,  to hide loa ns

from the public  eye .  The SPVs  tha t Enron us ed wer e,  in the  end,  only phantom ve hicles,  used to

ma ke unde rlying circula r trans actions appe ar legitimate.

27

26
          See on  thi s,  for ex ampl e,  the  t esti mon y  of  Bal a Dharan,  Rice Uni versit y,  t o  the Unit ed  States  House

Energy and Commerce  Committee’s Heari ngs on Enron Accounting, 6 Februar y 2002,

htt p:// energycomm erce.house.gov/ 107/ act ion/ 107 - 83.pdf .

27
          The debat e on what  regulators sh ould do to prevent  such things from happening again i s in full swi ng.  In general

t erms, i t is clear that  something i s wron g wi th accounting and reporting st andards, and wit h the et hi cs st andards of

t oo man y corporate offi ci als.  In an y case, it  is hard to imagine how bett er di sclosure would have a negati ve effect  on

t he legitimat e use of SPVs, when the y ma ke it  possible to raise funds on t he strength of the underl yi ng project rat her

t han on the basi s of t he credit  rati ng of the compan y t hat  happens to be undert aki ng the project.

-  19  -

has  to be on broke rage prac tices.  Brokers  nee d to registe r the time  at which the trans ac tion is
entered into and identify the  a ccount holder.   Re gulators ge nerally ins ist on a numbe r of
me asures  which ens ure that suc h ^time - s tamping~ is correct, including the obliga tory us e of

^tampe r - proof~ time - s tamping mac hines,  numbered o rder pads, multiple copies  of orde r forms

(which ha ve to be sent to and time - s tamped by diffe rent departments in the broke rage),  and the
ta ping of the  brokers ´ tele phone convers ations.  The  re gulatory a ge ncy should the n regularly
audit effective adhere nce to suc h prescribed practices.   Many countries  ha ve re gulations
governing the use of overseas  brokera ges, which effectively a llow the ir compa nies only to use
brokers  that are prope rly regulate d a nd controlled by overs eas a uthorities (e. g. brokers  tha t are
m embers  of exc hange clearing houses s pecifica lly rec ognize d by the  Government´s  regula tory
authorities ).

8. Creative accounting

47.  While ^creative accounting~ should be cons idere d a contra diction in te rms, many
companies have res orted to it to infla te  their reported results.
28

  The  situation has  not bee n helped
by the  fact that ta x regula tions do not alwa ys kee p up to date  with modern financial practices,
and may trea t ec onomically identical transac tions  diffe rently for tax purposes ; this  leads  to the
i mposition of ec onomically irrational ta x re gimes or re gis tration charge s for certa in financ ing
s tructures.  The purpose of ^crea tive  acc ounting~  is  thus at times  ambiguous ˘  is it to correct for
outda ted tax regulations, or is it to defraud the inves tors a nd/or the ta x a uthorities?

48.  One form of accounting that has been regula rly a buse d to hide losses from s upervis ors  or
inve stors is  that of r olling pos itions  forwar d at his tor ic  pr ices.   In Ja pan,  s eve ral cases have
come to light in which the losses tha t we re finally reported exceeded $ 1 billion.  If only rea lized
pos itions are reporte d in a c ompany´s  accountancy sys te m a nd open positions  a re not ma rked - to -
ma rket (re value d acc ording to the  marke t´s  current prices),  an unscrupulous  tra der could eas ily
co nvert a loss - ma king transaction which is about to expire (that is, the tre asury depa rtme nt would
be forced to settle the losses ) into a  ne w ope n position,  carrying the losses  forward to the  next
yea r.  Company treasurers could a ls o decide to resort to this  measure  to hide losses from the
public e ye.  This practice has  now been outlawed in many c ountries (forcing companies  to adopt
proper marked - to - ma rket a ccountancy) a nd se verely cons trained in others (e.g.  banks and othe r
fina ncia l intermedia ries ca n only agre e to roll positions  forward if the  senior manage ment of the
client company has given its explicit approval).

49.  Accountancy s ystems  may make it possible  to misstate option values.   Particula rly for
exotic options, it is diffic ult to have a  fair va l uation ˘  diffe rent software  sys te ms  give different
values, whic h in turn may differ from the actual va lue in the market.  The bes t way to re duce the
ris k of a  delibera te mis pric ing of option va lues  is to separa te the res ponsibilities of those trading
these  options  from those  valuing them.   But this  is not easy; banks  a nd others  s till dis cover with
regularity that staff have trie d, with or without success, to manipulate valuation systems, either
dire ctly (by cha nging the  parameters  of the  models) or indire ct ly (by providing wrong
information to the s ystem, e.g. wrong prices or incorrect price vola tilities).

50.  Relate d to this  is the problem of s elling options  to boost e arnings  or  reduce losses,
without re porting the risks.    Traders  have use d this quite  fre quently to avoid e nd - of - yea r losses.

28

          For an overvi ew of the probl em, see Rami  Elitpur, Manipulati on of  Accounting Di scl oser: A Backgrounder ,

Rot man School  of Manageme nt, March 2002, htt p:// www.rotman.ut oronto.ca/ccbe/ enron.ppt .

-  20  -

For example,  two weeks before closure of the  books,  the  department shows  a $ 10 million loss.

To avoid missing out on Chris tmas  bonuses, staff can decide to sell options for,  s ay,  $ 75 million,

and book the premiums  e arne d as  profits.  If they are lucky, the options  will neve r be e xercise d,

and if the y are , it will be only the  following year.  Proper marked - to - ma rket accountanc y would

preve nt this  from happening, as  would a maste r a rrangement with the brokers  whic h s pe cifies

tha t the brokers  be only allowed to acc ept orders  to sell options if they unwind existing positions,

or with s pec ific authority from se nior mana geme nt.

51.  Another problem is  the differe nt treatm ent of loans and financial derivatives  in a

company´s  accounta ncy sys te m,  e ven if the two have the sa me e conomic effect.   In pa rtic ular,

s waps ca n be structure d in such a way that the y have  the  same  expecte d payment flow as  a loan.

Tha t is, funds are coming in now, and it is e xpected that funds will flow ou t in the future.

52.  It is not c omplicated to s tructure, for example, a four - yea r swap in s uch a way that the

expecte d inc ome streams for the compa ny in the first yea r are  pos itive, and ne gative in the other

thre e yea rs.  A trader who ente rs into s waps  like this may a ppear s uccessful, a t leas t in the first

yea r, and this  may result in promotion, rec ruitment to a highe r paying position in a nother

company, or a large bonus.  If prices move

as  projected,  the losses  on thes e s waps will

only a ppear from the s ec ond year onward ˘

which could then be bla med on pric e

deve lopme nts, and a nywa y, it will be  too

la te to rec oup the rewards  pre viously

awarde d.  Ma king the swap ^ prepaid~ can

furthe r facilitate  the  intended effect ˘  that is

to say,  the ba nk pays  a large  pa rt of the

s wa p´s nominal value upfront, a nd then gets

reimburs ed over time, with instalments

depe ndent on c ommodity prices.

53.  This tec hnique has  bee n used to avoid corporate controls on le nding.   For e xample, in the

case  of Sumitomo, its  copper trader h ad been unsuccessfully trying to ma nipulate copper markets

for s ome  ye ars.  He was  pressure d by his commerc ial counterparties  to pa y for some of the

losses.  He wa nted to avoid se nior manage ment detecting his  problems  (which would have

happe ned if he had r equested permiss ion to borrow money).   He therefore ente red into s waps

with two large  United States investme nt ba nks,  which effectively provided him with a fe w

hundred million dollars  in cash,  enough to postpone his proble ms for some time.

29
  Unfortunately

for him, his  luc k did not improve, and the s itua tion became clear to his  management a nd ma rket

regulators soon afte r.

29
          In April  2002, JP Morgan Chase agreed to pay $125 million to settl e a suit  fil ed by Su mit omo charging that  the

bank had entered into a seri es of deri vative s cont ract s t hat created an off - bal ance sheet loan t o i t s copper t rader,

Yasuo Hamanaka, i n order t o help hi m fi nance hi s tradi ng losses.  Thi s was onl y one of t he wa ys i n whi ch Hamanaka

hid losses from manage ment .  He al so sol d opti ons, avoided i nputting c ert ain transacti ons i n the compan y

comput ers, and obtained unauthori zed credit li nes (at  times b y fal si fying his supervi sor´s si gnature).  In t he end,

Sumit omo´ s $ 2.6 bi lli on loss in t he copper affai r was the result of years of i nsuffici ent  supervi sion.  The fi rst  copper

t rading l osse s ca me in 1985, and since then, Hamanaka ha d been t rying t o recoup hi s l osses t hrough speculative

t rading.  But losses did not  stop increasi ng ˘  to $ 65 milli on in August  1987, t hen t o $ 682 million in March 1993.

He had to m ake st eadil y l arger bets.  After March 1993 and until  Ma y 1996, when the losses became cl ear t o

Sumit omo manage ment , he lost  on average some $ 2 mill ion for hi s compan y each da y he went t o work ˘  making

one wonder how he defi ned ^a good da y in the offi ce~.

Char t 3

Replic ating a loan with a swap

Swap price

Forward price

curve

With a floating-for-fixed swap,

one can expect to receive

funds now�.

But to have to

pay them back

later.

-  21  -

54.  Enron used this tec hnique as a tool to hide loa ns from the public e ye.
30

  Banks  in some
countries ha ve made  creative use  of s waps  to  a void Gove rnment controls  on foreign lending.  For
exa mple, a  Governme nt ma y wis h to a bsorb liquidity in the  financ ial s ystem by issuing treasury
bills  at a high interest rate ; a nd to prevent funds from then simply being brought in from a broad,
the  Centra l Bank ma y ban ba nks from new fore ign lending.   But this is eas y for banks to
circumve nt if s waps are not prope rly monitore d (as is often the cas e).

55.  Finally, in ce rtain cases,  if a  company us es an outdate d acc ounting sys te m, it may s uffer
from not c ou nting t he  cos t of capital.   If its sys te m for reporting departmental profits  a nd losses
does  not recognize the cost of ca pita l used by that department, a n unsc rupulous tra der could, by
turning over a massive volume of derivatives  (thus  constantly rea lizing  a c ertain time va lue for
the funds involved),  a ppear to make large profits.

9. Conc lusion

56.  Complex commodity price  ris k mana geme nt or fina nce structures are generally us ed for
completely legitimate  purpos es.  But at the current s tage  of human e volut ion,  they a re a lso likely
to be abused.   The proper regula tory a nd public  res pons e is  to reduce  the  poss ibilities  for abuse,
while  leaving compa nies (a nd Governme nts ) room to be nefit from the many value - adde d aspec ts
of price ris k management a nd s tructured  c ommodity finance.

57.   One of the maj or means of re ducing the risk of fra uds s uch as  those  desc ribed in this
report is  to set up a s ystem of proper controls within the  company.  Prope r checks and balances
are  ess ential ˘  powe r s hould not be concentra te d with one pers on or eve n in one  de partment.

Reporting lines s hould be clear a nd s taff needs to unde rstand their res pective roles.  Incentives  to
s taff should be designed to align staff interest with the long - te rm interest of the company.
 31

58.  Compa nie s  should also imple ment proper c hecks  on the companies with which they
work.  The y should be aware of the ris k tha t one of these compa nies  may be  a front of one of
the ir own s taff, or coopera te with their s taff.   Banks  need to unders ta nd the  companies to which
the y provide financ e, a nd the  trans ac tions  for whic h their funds are loaned.   They ca nnot afford
to rely only on paper,  but have to verify the reality of the  reported business  ope rations,  inc luding
through random surprise  checks.  The Interna tional C hamber of Comme rce can provide valuable
s upport in this regard.

59.  Governme nt policy make rs can put in place a  proper framework of acc ountanc y and
reporting rule s,
                                                                                                    32

                                                                                                                and rules on the use  of deriva tives (including rules  that spe ll out which
interme diaries  ca n be use d by the  country´s compa nies, and how and whe n derivatives
tra nsactions ne ed to be  reporte d).   This  frame work s hould give s trong inc entives  to companies

30

          In t he case of Enron, Citi bank organized a series of   "prepaid swaps", worth $ 2.4 billion, t hrough a Ca ymans

Isl ands Special  Purpose Vehicl e call ed Delta Energy.  Enron also conducted si milar small er transacti ons wit h ot her
banks.

31

          See for an ext en si ve set  of gui deli nes the Futures and Options Associ ati on, Managing Derivati ves Risk:

Guideli nes f or End - users of Deri vatives , London, 2002 ( htt p:// www.foa.co.uk/ publi cations/i ndex.jsp );  or

UNCT AD´s manual , Company Control and Management St ruct ures; The Basic Requi rement s f or a Sound Use of

Market - based Ri sk Management Instruments , UNCTAD/ITCD/COM/MIS C.1, 1996.

32

          See on t hi s UNCTAD, Transparency and discl osure requirements for corporate governanc e: Report  by t he Ad

Hoc Consult ati ve Group of  Experts on Corporat e Governance Di sclosures , TD/B/ COM.2/ISAR/15, 1 August  2002.

-  22  -
and to financ iers  to put prope r c ontrol sys te ms in pla ce,  a nd s hould give  expe rt, well - s taffe d

G overnment bodies proper inves tigative powers as well as the power to impose s anc tions.

60.  The  principles  are  we ll known, a nd there  is  sufficie nt information and support ava ila ble

for c ompanies  interes te d in controlling properly the use they make  of c ommod ity pric e risk

ma nagement and collate ralized finance.  W hile  abuses of fina ncia l instruments ca n be des tructive

for the companies involve d, this  report should provide  important less ons on how these

instruments can be best used to create significant value.