Risk Management

To cope effectively with the diversifying risk environment, Sumitomo Corporation has built a framework for micro-
management, with the objective of “minimizing losses from individual transactions,” and for macro-management,
with the objective of “maximizing corporate value.” The frameworks support the efficient management of our corpo-
rate resources and are strongly linked to the management plan. Going forward and, on calculating impairment
losses for fiscal 2014, we intend to thoroughly revise and strengthen risk management.

We define “risk” as the “possibility of losses due to the
occurrence of anticipated or unanticipated situations” and
as the “possibility of not achieving the expected return on
business activities.” We have set the following three items
as the purpose for our risk management activities.

1. Stabilize Performance: Minimize discrepancies
between the plan and the actual results

2. Strengthen Financial Base: Maintain Risk-adjusted
Assets within the buffer (shareholders’ equity)

3. Maintain Corporate Reputation: Fulfill CSR
requirements and preserve corporate reputation

We classify our risks into two categories: Quantifiable risk
and Non-quantifiable risk. Quantifiable risk is defined as
“value creating risk,” which we proactively take to generate
a return. Our policy is to maximize the Risk-adjusted
Return while maintaining Risk-adjusted Assets within our
buffer. Non-quantifiable risk is defined as “value breaking
risk,” which only generates losses when it surfaces. We are
engaged in efforts to prevent or minimize the probability of
this risk materializing.

Managing Quantifiable Risk

Managing Investment Risk

Once an investment is made, it can be difficult to make a
withdrawal decision, and the loss encountered in this situa-
tion can be significant. To manage investment risk, we have
established an integrated framework to manage risk, cover-
ing the entry process to the exit process, which we con-
tinue to refine.

For the entry process, we set a rigid hurdle rate to
ensure that the returns expected on projects are enough to
justify their risks. We have also revised our investment eval-
uation method and adjust the hurdle rate accordingly to
more accurately reflect the risk of each project.

Moreover, for the decision-making process, we have
introduced a procedure to deliberate twice at investment
targeting stages and at the investment decision-making
stage. A wide range of discussions are held from an early
stage to assess the feasibility of the project in accordance
with head office strategies, the background and reason for
its selection, and to weigh pros and cons. Furthermore, in

addition to the pre-existing Company Investment
Committee, we have newly established a Business Unit
Investment Committee within our business units and, going
forward, we endeavor to deepen our discussions by apply-
ing specific business knowledge.

Regarding the revision of our investment execution
system, we have formed a Companywide Special Task
Force, which is utilized when engaging in large-scale or
highly significant projects. The team utilizes the diverse per-
spectives and knowledge of not only the business unit
directly responsible for the project but also related internal
business units and corporate groups, to assess projects
from a Companywide perspective and concentrate all the
resources we have available to us in weighing the pros and
cons of a project.

Furthermore, particularly in the case of large-scale or
highly significant projects, we conduct close examination of
business operations and quickly begin to refine medium-
term business plans and action plans in the short term
following execution of the investment. In this way, we align
with management of the investment to govern projects
appropriately. If operating results fall below a predeter-
mined level, the medium-term plan established through this
process is reexamined. By monitoring performance on an
annual basis we can respond timely to changes in the busi-
ness environment by implementing appropriate counter-
measures, and we endeavor to strengthen this process
going forward.

Also, when the performance of an investment falls short
of required standards after a certain period from its incep-
tion, we have an Exit Rule that designates such investment
as an “Investment to withdraw from.”

Managing Credit Risks

Our business is exposed to credit risks, as we extend credit
to our customers in the form of accounts receivable,
advances, loans, guarantees, and other instruments. We
have incorporated our original credit rating model, the
Sumisho Credit Rating (SCR), to assess our customers’
credit risk. The authority level to provide credit exposure to
customers depends on the assigned credit rating. In addi-
tion, we regularly review customers’ credit limits and appro-
priately manage the credit exposure under those limits. At the
same time, we continuously perform credit evaluations on the
financial condition of customers, and based on such evalua-
tions, take collateral to secure the receivables if necessary.
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Managing Market Risks

We set limits on contract balances as well as loss limits for six
months for commodity and financial instrument transactions.
At the same time, we constantly monitor the potential amount
of loss (Value at Risk (VaR)—an estimate of potential risk or in
case the total figures of realized and unrealized gain/loss are
negative at the time of monitoring, the total of VaR and the
relevant negative figures), to ensure that the potential amount
of loss falls within the loss limits. In addition, we conduct
liquidity risk management for each product on an individual
futures market basis in order to be prepared in the event that
it becomes difficult to close positions due to shrinking liquid-
ity. The Corporate Group undertakes both the back and
middle office functions in order to completely separate those
functions from the Business Units, thereby enabling us to
maintain the soundness of internal checks.

Managing Concentration Risks

As we are operating globally and engaging in a variety of busi-
ness fields, we need to ensure that risks are not excessively
concentrated in particular areas. In order to avoid overly con-
centrated exposure in certain countries and regions, we
have in place a country risk management system. In addition,
in order to avoid an excessive concentration of resources in
any specific field and refine our business portfolio, we
thoroughly discuss the amount of Risk-adjusted Assets dis-
tributed to each unit and business line in meetings such as
the “Strategy Conference,” which is held among the
President and CEO and general managers of each unit, and
the Company Investment Committee, which deliberates on
important investment and financing. Furthermore, to manage
the risk of our mineral resources and energy upstream port-
folio, we have introduced a system to regularly monitor the
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portfolio as a whole and determine whether our operations
are excessively exposed to any particular risk factors.

Managing Non-quantifiable Risks

Non-quantifiable risks are those that must be borne, but for
which we cannot expect returns. These include litigation and
other legal risks, operational risks such as clerical mistakes
or fraud acts, and natural disaster risk. Some of these risks
involve events that rarely occur but could have a critical
impact on our operations once they arise. Our basic policy is
to prevent or minimize the probability of these risks to mate-
rialize. Accordingly, we periodically assess non-quantifiable
risks on a global and consolidated basis. We do this through a
range of initiatives to strengthen our internal control across the
Group under the leadership of the Internal Control Committee
as well as through independent activities by our Business
Units and regional organizations in Japan and overseas.
Based on the assessment result, we continuously search for a
more efficient and effective organizational structure and
procedures to improve the quality of our business operations.

Although we have been constructing the best possible risk
management framework to cope with diversified risks, we
cannot completely prevent the incurrence of loss in the course
of business activities only by the framework itself. We are
putting our efforts into implementing the initiatives that
enable us to quickly identify the occurrence of losses in order
to suppress loss accumulation and prevent the contagion
effects that lead to secondary losses. These initiatives include
devising ways to quickly identify the cause of losses and share
such information among top management and related depart-
ments. We have compiled a database of such loss information
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that allows for the systematic analysis of the causes of loss-
incurring events. These analyses are used as training mate-
rials for employees as part of various educational programs.
Through this knowledge feedback process, individual
employees can upgrade their risk management capabilities,
supporting the prevention of the same kind of loss events.

Sumitomo Corporation has created a formidable risk man-
agement framework by studying advanced methods and
processes. Our goal is to implement the best practices in
risk management while maintaining the flexibility to adapt to
changes in the business environment. The surrounding envi-
ronment is continually changing, however, and new business

models that we could never have imagined are emerging on
a daily basis. Responding to changing circumstances in a
timely and effective manner, we continually upgrade our risk
management under the direction of top management.

Sumitomo Corporation works to enhance its information man-
agement system to maintain and improve information security.
Our approach to this end includes the development of internal
rules and manuals as well as the provision of employee training
and awareness-raising activities, with a focus on taking pre-
ventive measures against risks relating to leakages of confiden-
tial information and compliance with the Personal Information
Protection Act, which came into full effect in April 2005.

We are now facing a harsher business environment com-
pared with the past few years, during which we saw steady
growth. However, we have been implementing management
reforms on the basis of the Risk-adjusted Return Approach
for many years, building a business foundation able to sus-
tain stable earnings and a firm financial condition even
during severe economic environments. In this special fea-
ture, we will introduce Risk-adjusted Return as the back-
bone of our management approach.

Until the early 1980s, the main business of Sumitomo
Corporation and other integrated trading companies was
acting as intermediaries for goods and services. From the
late 1980s onward, integrated trading companies sharply
stepped up their involvement in new businesses as well as
overseas investment as they responded to a decline in
demand for trading company financing and the growing
transfer of production overseas due to the yen’s appreciation.
In the early 1990s, in addition to this business diversifi-
cation, a series of changes came about in the operating
environment. The collapse of the bubble economy in the
early 1990s triggered a plunge in stock and real estate
prices, and in 1997, the Asian Currency Crisis caused prob-
lems for many overseas projects. In addition to the effects
of these factors, we recorded substantial impairment of
shareholders’ equity due to an incident involving unauthor-
ized copper trading in 1996. Thereafter, improving profitabil-
ity and our financial condition became our topmost priority.
As our Business Units have a variety of business styles
in diverse fields, it was difficult to evaluate each business’s
performance based only on profit for the year. We needed a

Companywide, universal yardstick for measuring the return
on management resources invested in each business and
for optimally allocating limited management resources.

The basic aim of any business is to generate returns
relative to the risks involved and in fall 1998, ahead of its
peers, Sumitomo Corporation introduced the Risk-adjusted
Return Ratio as an indicator of profitability, i.e., the degree
of return from a certain level of risk.

Specifically, we calculate Risk-adjusted Assets as the
value of maximum possible losses by multiplying the value
of assets by a risk weight that assumes the maximum pos-
sible loss ratio in asset values.

With Risk-adjusted Assets as the denominator, we use
returns, i.e., profit for the year, as the numerator to calcu-
late profitability, both in each business and for the
Company as a whole.

Since its introduction as a management indicator, the Risk-
adjusted Return Ratio has played a major role as a tool for
achieving universal Companywide objectives.

From the perspective of ensuring business stability, a core
management principle is to avoid excessive risks by keeping
Risk-adjusted Assets (maximum possible losses) within
shareholders’ equity (the Risk Buffer). This principle means
that even if all potential risks were to actually occur at once,
shareholders’ equity would be able to absorb the losses.

Moreover, to ensure earning power, return on risks
must be greater than our shareholders’ capital cost. In
other words, we set the Risk-adjusted Return Ratio at
7.5% as the minimum requirement for the whole Company.
In every business, the basis we use for choosing to move
forward is the Risk-adjusted Return Ratio of 7.5%.
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