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Quiz for Week 5
ACCT 5341
1.  Penman C5.3
     Telesoft Corp traded at a price-to-book ratio of 0.98 in May 1999 after reporting a ROCE of 52.2%.  Does the market regard this ROCE as normal, unusually high, or unusually low?  What do you think will happen to the ROCE in the future?
A P/B of 1.0 implies a future ROCE equal to the cost of capital. An ROCE of 52.2 % is high relative to the cost of capital, so the P/B implies the ROCE is unusually high and will drop in the future.

2.  File 1 Question 09 (With Answer)
Suppose an airline company has a contract to purchase 1 million gallons of fuel at the market rate in three months time.  Because pilots have threatened to strike, the airline company has enters into a forward contract to protect against a $50,000 penalty clause invoked if the company breaks that contract.  Is this a firm commitment and can this penalty clause be a hedged item under SFAS 133 rules?   Explain the FASB's reasoning on this issue.

[See See the definition of a "firm commitment" in Bob Jensen's SFAS 133 Glossary.]
No. The definition of a firm commitment, as provided in Appendix F to SFAS 133, states, among other things, that all significant terms of the exchange are to be specified in the agreement. The price of the item to be purchased or sold is considered a significant term. Because this contract provides for the purchase of fuel at the spot rate as opposed to a fixed price, it would not qualify as a firm commitment. However, this contract may qualify as a cash flow hedge of a forecasted transaction. 
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3.  File 1 Question 14 (With Answer)
What is the implication of a blockage factor under SFAS 133?

[
Blockage is the impact upon financial instrument valuation of a large dollar amount of  items sold in one block.  In the case of derivatives, the FASB decided not to allow discounting of the carrying amount if that amount is to be purchased or sold in a single block.  Some analysts argue that if the items must be sold in a huge block, the price per unit would be less than marginal price of a single unit sold by itself.  Certain types of instruments may also increase in value due to blockage.  In the case of instruments that carry voting rights, there may be sufficient "block" of voting rights to influence strategy and control of an organization (e.g., a 51% block of voting shares or options for voting shares that provide an option for voting control).  If voting power is widely dispersed, less than 51% may constitute a blockage factor if the "block" is significant enough to exercise control. The FASB in SFAS 107does not allow blockage factors to influence the estimation of fair value up or down.  Disallowance of blockage is discussed in SFAS 133, Pages 153-154, Paragraphs 312-315.
Question 4
Quiz 5 Corporation entered into a purchase contract to buy 100,000 bu. of a commodity for $10 per bu. of June 30.   It plans to sell the commodity on July 31 at exit value based on an unknown exit value.  The company acquired a forward contract that expires on June 30 to lock in the net entry value of the purchase at $1,000,000.  Assume hedge effectiveness is on the 80%-125% Delta test each time the forward contract is adjusted to fair value.  

The ex post outcomes that were not known in advance are as follows:

	Date
	Item
	Entry Value
	Exit Value
	Forward Contact Value

	Jan. 01
	Commodity
	$1,000,000
	$1,100,000
	

	Mar. 31
	Commodity
	$950,000
	$1,050,000
	$50,000 asset

	June 30
	Inventory
	1,010,000
	$1,090,000
	-$8,000 liability

	July 31
	Inventory
	$800,000
	$900,000
	$0


When filling in account titles, choose from the following account titles not shown in the journal below:
Required:  Fill in missing account names, amounts in the debit/credit cells, and the 
                 current balances.  Account for the Delta outcomes where appropriate.  
                 Assume that it’s possible to carry a negative cash balance.  Also note that 
                 ineffectiveness can lead to gains as well as losses.

	19X5
	
	
Debit
	Credit
	Current 
Balance

	Jan. 01
	Purchase commitment
     Cash
-Actually purchase commitments are not even booked
	0
	0
	0
0

	Jan. 01
	Forward contract
     Cash
-To record acquisition of the hedging derivative
	0
	
0
	0
0

	Mar. 31
	Forward contract
     P&L
     Firm commitment
-To record change in value  of hedging derivative
Delta = 100%

	50,000
	

50,000


	50,000
0
(50,000)

	June 30
	Firm commitment
    Forward contract
    P&L
-To record change in value  of hedging derivative
Cumulative Delta = 80%  = 8,000/10,000
The entry above assumes hedge acctg. was allowed.

	60,000


	
58,000
2,000
	10,000
(8,000)
(2,000)

	June 30
	Forward contract
     Cash
-To record cash settlement of hedging derivative
	8,000
	
8,000
	0
(8,000)

	June 30
	Commodity inventory
     Cash
-To record the purchase of the commodity
	1,010,000
	
1,010,000
	1,010,000
(1,018,000)


	July 31
	Cost of goods sold
     Commodity inventory

-To record the cost of goods sold
	1,010,000
	1,010,000
	1,010,000
0

	July 31
	Cash

     Sales

-To record the sale at exit value
	900,000
	900,000
	(118,000)
(900,000)

	July 31
	Sales
P&L
Retained earnings
     Cost of goods sold
     Firm commitment
-To close the books on July 31
	900,000
2,000
118,000
	

1,010,000
10,000

	0
0
118,000
0
0


Question
Why did the firm have a large loss when it hedged in the above illustration?

Answer
This was a fair value hedge of inventory entry value on June 30 when the inventory was purchased.  The hedge was 80% effective in terms of locking in a $1 million inventory value equal to spot + hedge = 1,010,000 – 8,000 = $1,002,000.  
Cash flow profit was never hedged in this illustration.  The sale of inventory on July 31 had a net loss of $110,000 and the FV hedge lost $8,000.  To lock in a profit, the company would have had to have cash flow hedge on exit value to offset its purchase commitment for $1,000,000 for the inventory.  

Question 5
This is the same as question 4 except the company now enters into a cash flow hedge of exit value to lock in a profit of $100,000 on a forecasted sale on July 31 at the spot amount for exit value.  The hedge ends up only 95% effective.  Assume the company buys the inventory on January 1.
The ex post outcomes that were not known in advance are as follows:

	Date
	Item
	Entry Value
	Exit Value
	Forward Contact Value

	Jan. 01
	Commodity
	$1,000,000
	$1,100,000
	

	Mar. 31
	Commodity
	$950,000
	$1,050,000
	$50,000 asset

	June 30
	Inventory
	1,010,000
	$1,090,000
	$8,000 asset

	July 31
	Inventory
	$800,000
	$900,000
	$190,000 asset


When filling in account titles, choose from the following account titles not shown in the journal below:

Required:  Fill in missing account names, amounts in the debit/credit cells, and the 
                 current balances.  Account for the Delta outcomes where appropriate.  
                 Assume that it’s possible to carry a negative cash balance.  Also note that 
                 ineffectiveness can lead to gains as well as losses.


	19X5
	
	
Debit
	Credit
	Current 
Balance

	Jan. 01
	Commodity inventory

     Cash
-To record the purchase of the commodity
	1,000,000
	
1,000,000
	1,000,000
(1,000,000)



	Jan. 01
	Forecasted sale transaction
     Cash
-Actually forecasted transactins are never booked
	0
	0
	0
0

	Jan. 01
	Forward contract
     Cash
-To record acquisition of the hedging derivative
	0
	
0
	0

0

	Mar. 31
	Forward contract
     P&L
     OCI
-To record change in value  of hedging derivative
Delta = 100%


	50,000
	




	50,000
0
(50,000)

	June 30
	OCI

P&L
    Forward contract  
-To record change in value  of hedging derivative
Cumulative Delta = 80%  = 8,000/10,000
The entry above assumes hedge acctg. was allowed.

	40,000

2,000


	42,000
	(10,000)
2,000
8,000


	June 30
	Cash
     Forward contract
-The forecasted sale derivative does not expire until July
	0
	
0
	0
0

	July 31
	Forward contract
P&L
    OCI
-To record change in value  of hedging derivative
Cumulative Delta = 95%  =190,000/200,000
The entry above assumes hedge acctg. was allowed.

	182,000
8,000

	190,000

	190,000
10,000
(200,000)

	July 31
	Cash
     Forward contract
-To record cash settlement of hedging derivative
	190,000
	
190,000
	(810,000)
0

	July 31
	Cost of goods sold
     Commodity inventory

-To record the cost of goods sold
	1,000,000
	1,000,000
	1,000,000

0

	July 31
	Cash

     Sales

-To record the sale at exit value
	900,000
	900,000
	90,000
(900,000)

	July 31
	Sales
OCI
     Cost of goods sold
      P&L
     Retained earnings
-To close the books on July 31
	900,000
200,000
	

1,000,000

10,000

90,000

	0
0
0
0

(90,000)


Question
Why did the firm not have a hedged $100,000 locked in profit?

Answer
The cash flow hedge was only 95% effective giving rise to only a $90 profit.

Question
What if the firm wanted to lock in a $100,000 profit on a firm commitment to buy inventory for $1,000,000 on June 30 and sell the inventory on July 31 at the spot exit value.?

Answer
Think about it.
