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Please Print Name

Quiz for Week 7
ACCT 5341
1.  Penman C18.1
      Why might the normal distribution of returns not characterize the risk of investing in a
      business?

      The Fat Tail Problem:  The history of stock returns shows that an investor has a higher chance of getting large negative or positive returns than is predicted by the normal distribution.  With a normal distribution, the whole distribution is summarized by the mean and the standard deviation, but the standard deviation understates the probability of getting extreme returns.  Investors are particularly worried by the chance of getting large negative returns and the normal distribution understates this chance.  
2.  Notebook File 1 Question 08
    What are the SFAS 133 rules regarding hedged items and their hedges that have unequal  
    maturity dates?

The hedge can have a shorter maturity than the hedged item.  Paragraph 20 allows this for fair value hedges.  For cash flow hedges of forecasted transactions, Paragraph 28a is silent as to whether a portion of a forecasted transaction can be a hedged item, but it seems reasonable to assume so.
It is more difficult when the hedge has a longer maturity than the hedged item.  It must be demonstrated that the hedge does does not have different risks over different intervals of time.  Most hedges do not have uniform risks for all subsets of time.  See Paragraph 18 beginning on Page 9 of SFAS 133.   
KPMG q18.13 (Page 225) and q18.14 (Page 226)
3.  From “Managing Financial Risk”
    What are Eurodollar options?  How are they commonly used to hedge risk?
     
See the CapIT and FloorIt cases at http://www.trinity.edu/rjensen/caseans/000index.htm 
Question 4 (Q4 Teets that conforms with Example 7.2 in 133ex07a.xls file)
Quiz 7 Corporation intends to purchase 100,000 bu. of a commodity at the May 20 spot rate.  The company acquires 20 futures contracts that expire on May 20 to lock in the equivalent of a $10 bu. purchase price.  Assume hedge effectiveness will be assessed based on changes in the fair value of the derivative hedging instrument and changes in the fair value of the hedged item attributable to the hedged risk on a cumulative basis in a manner consistent with Example 7 of Appendix B in FAS 133.

 The company intends to use the proper accounting as illustrated in Example B7.2 that you studied for this week in the Excel file 133ex07a.xls.  Discounted hedged item and hedge values will be used where appropriate.
Assume the futures contracts are settled prematurely on May 1 and have no value thereafter.
The ex post entry value outcomes on dates and then discounted back from May 20 to the current date are as follows assuming interest is compounded daily:
	



Date
	



Item
	


Hedged Item
Current Value
	           Hedged Item
         Current Value

Discounted
From May 20
At 10% APR
	
Futures 
Contracts
 Current
Value

	Feb. 03
	Commodity
	$1,000,000
	Use $1,000,000 here
	$0

	Mar. 31
	Commodity
	$1,050,000
	$1,049,320
	+$60,000

	May 01
	Commodity
	$1,080,000
	$1,079,563
	+$80,000 

	May 20
	Inventory
	$980,000
	$980,000
	($20,000) neg.

	
	
	
	Sale May 31
	

	May 31
	Sales
	$1,000,000
	$1,000,000
	


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
	Futures margin account
     Cash
-To record the creation of a margin account.
	500
	
500
	500
(500)

	Mar. 31
	Cash
     P&L
     OCI
-To record the value changes of the futures contacts.
	60,000
	
10,680
49,320

	59,500
(10,680)
(49,320)

	May 1
	Cash
P&L
    OCI
-To record the final settlement of the futures contract
	20,000
10,243


	30,243

	79,500
(437)
(79,563)


	May 1
	Cash 

    Futures margin account
	500
	500
	80,000

0

	May 20
	Commodity inventory

     Cash
-To record the purchase of the inventory
	980,000
	
980,000
	980,000
(900,000)


	May 31
	Cash

     Sales

-To record the sale of the inventory
	1,000,000
	1,000,000
	100,000
(1,000,000)


	May 31
	Sales

OCI
P&L
     Cost of goods sold
     Retained earnings
-To close the books on May 31
	1,000,000
79,563
437
	

980,000
100,000

	0

0
0
0
(100,000)


Complete the table below and discuss whether the decision to hedge with futures contracts was a good decision in retrospect.  Then discuss whether the early settlement on May 1 was a good decision relative to holding off until the forward contract expired on May 20 to settle the derivative when the inventory was purchased.

	
	
	With Hedge
	With Hedge
	Without

	
	
	Cancelled
	Cancelled
	Any

	
	 
	on May 1
	on May 20
	Hedge

	
	Corn cost minus corn revenue
	($20,000)
	($20,000)
	($20,000)

	
	     Loss or (gain) from futures hedge
	($80,000)
	$20,000 
	$0 

	
	Change in retained earnings
	($100,000)
	$0 
	($20,000)

	
	
	
	
	


The decision to hedge was a bad decision in retrospect if it was carried until May 20.  It would have led to less profit than the alternative of having no cash flow hedge.  However, by terminating the futures contracts on May 1, the hedge led to higher profits.
[image: image1.emf]The illustrations contrast discounting versus non - discounting of forward rates for the forecasted the  forecasted transaction.  A message from Walter Teets to me reads as follows:   September 7, 2000   The error in our case is simply that the futures values (du e to changes  in either spot or futures prices) shouldn't be present valued, since there  is daily settling up. But the (change in) values of the anticipated cash  flows of the hedged item should be present valued, because there is  usually no periodic settlin g of the cash flows associated with the  hedged item. The change to the case is minor; the major point of the  futures case is to show exclusion of the change in the difference  between future and spot price from the determination of effectiveness.  Present va luing the cash flow associated with the anticipated  transaction, while not present valuing the futures (change in) value  adds additional ineffectiveness to the hedging relation.    Walter Teets at Gonzaga University   The case to which he refers is the case C .L. Smith and Sons: Accounting for Futures  Hedging Commodity Purchases and Sales" illustrates the accounting for futures  designated as cash how hedges of anticipated transactions, the purchase of soybeans and  the sale of soybean oil and soybean meal by a s oybean processing company.  That case  was prepared by Walter Teets and Robert Uhl for the Securities and Exchange  Commission.  It can be downloaded from  http://www.gonzaga.edu/faculty/teets/i ndex0.html    


Question 4 (Q4 FASB that conforms with Example 7.1 in 133ex07a.xls file)
Quiz 7 Corporation intends to purchase 100,000 bu. of a commodity at the May 20 spot rate.  The company acquires 20 futures contracts that expire on May 20 to lock in the equivalent of a $10 bu. purchase price.  Assume hedge effectiveness will be assessed based on changes in the fair value of the derivative hedging instrument and changes in the fair value of the hedged item attributable to the hedged risk on a cumulative basis in a manner consistent with Example 7 of Appendix B in FAS 133.

 The company intends to use the accounting as illustrated in Example B7.1 that you studied for this week in the Excel file 133ex07a.xls.  
Assume the futures contracts are all settled prematurely on May 1 and have no value thereafter.
The ex post entry value outcomes on dates and then discounted back from May 20 to the current date are as follows assuming interest is compounded daily:
	



Date
	



Item
	


Hedged Item
Current Value
	           Hedged Item
         Current Value

Discounted
From May 20

At 10% APR
	
Futures 
Contracts
 Current
Value

	Feb. 03
	Commodity
	$1,000,000
	Use $1,000,000 here
	$0

	Mar. 31
	Commodity
	$1,050,000
	$1,049,320
	+$60,000

	May 01
	Commodity
	$1,080,000
	$1,079,563
	+$80,000 

	May 20
	Inventory
	$980,000
	$980,000
	($20,000) neg.

	
	
	
	Sale May 31
	

	May 31
	Sales
	$1,000,000
	$1,000,000
	


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
	Futures margin account
     Cash
-To record the creation of a margin account.
	500
	
500
	500
(500)

	Mar. 31
	Cash
     P&L
     OCI
-To record the value changes of the futures contacts.
	60,000
	
10,00
50,000

	59,500
(10,000)
(50,000)

	May 1
	Cash
P&L
    OCI
-To record the final settlement of the futures contract
	20,000
10,000


	30,000

	79,500
0
(80,000)


	May 1
	Cash

    Futures margin account
	500
	500
	80,000

0

	May 20
	Commodity inventory

     Cash
-To record the purchase of the inventory
	980,000
	
980,000
	980,000
(900,000)


	May 31
	Cash

     Sales

-To record the sale of the inventory
	1,000,000
	1,000,000
	100,000

(1,000,000)


	May 31
	Sales

OCI
P&L
     Cost of goods sold
     Retained earnings
-To close the books on May 31
	1,000,000
80,000

0
	

980,000
100,000

	0

0
0
0
(100,000)


Complete the table below and discuss whether the decision to hedge with futures contracts was a good decision in retrospect.  Then discuss whether the early settlement on May 1 was a good decision relative to holding off until the forward contract expired on May 20 to settle the derivative when the inventory was purchased.

	
	
	With Hedge
	With Hedge
	Without

	
	
	Cancelled
	Cancelled
	Any

	
	 
	on May 1
	on May 20
	Hedge

	
	Corn cost minus corn revenue
	($20,000)
	($20,000)
	($20,000)

	
	     Loss or (gain) from futures hedge
	($80,000)
	$20,000 
	$0 

	
	Change in retained earnings
	($100,000)
	$0 
	($20,000)

	
	
	
	
	


The decision to hedge was a bad decision in retrospect if it was carried until May 20.  It would have led to less profit than the alternative of having no cash flow hedge.  However, by terminating the futures contracts on May 1, the hedge led to higher profits.
Question 5 (Q5 Teets that conforms with Example 7.4 in 133ex07a.xls file)

Quiz 7 Corporation intends to purchase 100,000 bu. of a commodity at the May 20 spot rate.  The company acquires a forward contract that expires on May 20 to lock in the equivalent of a $10 bu. purchase price.  Assume hedge effectiveness will be assessed based on changes in the fair value of the derivative hedging instrument and changes in the fair value of the hedged item attributable to the hedged risk on a cumulative basis in a manner consistent with Example 7 of Appendix B in FAS 133.

 The company is required to discount the May 20 forward prices of the forward contract value in order to estimate current spot values.  The company does not discount the current spot prices of the hedged item in conformance with Example 7 in Appendix B of FAS 133.
Assume the forward contract is settled prematurely on May 1 and has no value thereafter.
The ex post entry value outcomes on dates and then discounted back from May 20 to the current date are as follows assuming interest is compounded daily:
	



Date
	



Item
	Hedged Item
Current Value
Discounted

From May 20
At 0% APR
	                Hedged Item
              Current Value
Discounted
From May 20
At 10% APR
	Forward Cont.
 May 31 Value
Discounted

From May 20
At 0% APR
	Forward Cont.
 May 31 Value
Discounted

From May 20
At 10% APR

	Feb. 03
	Commodity
	$1,000,000
	Use $1,000,000 here
	$0
	$0

	Mar. 31
	Commodity
	$1,050,000
	$1,049,320
	+$60,830
	+$60,000

	May 01
	Commodity
	$1,080,000
	$1,079,563
	+$80,439 
	+$80,000

	May 20
	Inventory
	$980,000
	$980,000
	($20,000) neg.
	($20,000) neg.

	
	
	
	Sale on May 31
	
	

	May 31
	Sales
	$1,000,000
	$1,000,000
	
	


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
	Forward contact
     Cash
-To record acquisition of the Forward contact.
	0
	
0
	0
0

	Mar. 31
	Forward contact
     P&L
     OCI
-To record change in value  of forward contact.
	60,000
	
10,680
49,320


	60,000
(10,680)
(60,000)

	May 1
	Forward contract
P&L
    OCI
-To record change in value of forward contact.
	20,000
10,243


	30,243

	80,000
(437)
(79,563)


	May 1
	Cash
     Forward contact
-To record cash settlement of  the forward contact
	80,000
	
80,000
	80,000
0

	May 20
	Commodity inventory
     Cash
-To record the purchase of the inventory
	980,000
	
980,000
	1,000,000
(900,000)


	May 31
	Cash
     Sales
-To record the sale of the inventory
	1,000,000
	1,000,000
	100,000
(1,000,000)


	May 31
	Sales
OCI
P&L
     Cost of goods sold
     Retained earnings
-To close the books on May 31
	1,000,000
79,563
437
	

980,000
80,000

	0
0
0
0
(100,000)


Complete the table below and discuss whether the decision to hedge with a forward contract was a good decision in retrospect.  Then discuss whether the early settlement on May 1 was a good decision relative to holding off until the forward contract expired on May 20 to settle the derivative when the inventory was purchased.

	
	
	With Hedge
	With Hedge
	Without

	
	
	Cancelled
	Cancelled
	Any

	
	 
	on May 1
	on May 20
	Hedge

	
	Corn cost minus corn revenue
	($20,000)
	($20,000)
	($20,000)

	
	     Loss or (gain) from hedge
	($80,000)
	$20,000 
	$0 

	
	Change in retained earnings
	($100,000)
	$0 
	($20,000)

	
	
	
	
	


The decision to hedge was a bad decision in retrospect if it was carried until May 20.  It would have led to less profit than the alternative of having no cash flow hedge.  However, by terminating the futures contracts on May 1, the hedge led to higher profits.
[image: image2.emf]The illustrations contrast discounting versus non - discounting of forward rates for the forecasted the  forecasted transaction.  A message from Walter Teets to me reads as follows:   September 7, 2000   The error in our case is simply that the futures values (du e to changes  in either spot or futures prices) shouldn't be present valued, since there  is daily settling up. But the (change in) values of the anticipated cash  flows of the hedged item should be present valued, because there is  usually no periodic settlin g of the cash flows associated with the  hedged item. The change to the case is minor; the major point of the  futures case is to show exclusion of the change in the difference  between future and spot price from the determination of effectiveness.  Present va luing the cash flow associated with the anticipated  transaction, while not present valuing the futures (change in) value  adds additional ineffectiveness to the hedging relation.    Walter Teets at Gonzaga University   The case to which he refers is the case C .L. Smith and Sons: Accounting for Futures  Hedging Commodity Purchases and Sales" illustrates the accounting for futures  designated as cash how hedges of anticipated transactions, the purchase of soybeans and  the sale of soybean oil and soybean meal by a s oybean processing company.  That case  was prepared by Walter Teets and Robert Uhl for the Securities and Exchange  Commission.  It can be downloaded from  http://www.gonzaga.edu/faculty/teets/i ndex0.html    


Question 5 (Q5 FASB with discounting of derivative and no discounting of hedged item)

Quiz 7 Corporation intends to purchase 100,000 bu. of a commodity at the May 20 spot rate.  The company acquires a forward contract that expires on May 20 to lock in the equivalent of a $10 bu. purchase price.  Assume hedge effectiveness will be assessed based on changes in the fair value of the derivative hedging instrument and changes in the fair value of the hedged item attributable to the hedged risk on a cumulative basis in a manner consistent with Example 7 of Appendix B in FAS 133.

 The company intends to use the proper accounting as illustrated in Example B7.4 that you studied for this week in the Excel file 133ex07a.xls.  Discounted hedged item and hedge values will be used where appropriate.

.  Assume the futures forward contract is  settled prematurely on May 1 and has no value thereafter.
The ex post entry value outcomes on dates and then discounted back from May 20 to the current date are as follows assuming interest is compounded daily:
	



Date
	



Item
	Hedged Item
Current Value

Discounted

From May 20

At 0% APR
	                Hedged Item
              Current Value

Discounted
From May 20

At 10% APR
	Forward Cont.
 May 31 Value
Discounted

From May 20

At 0% APR
	Forward Cont.
 May 31 Value
Discounted

From May 20

At 10% APR

	Feb. 03
	Commodity
	$1,000,000
	Use $1,000,000 here
	$0
	$0

	Mar. 31
	Commodity
	$1,050,000
	$1,049,320
	+$60,830
	+$60,000

	May 01
	Commodity
	$1,080,000
	$1,079,563
	+$80,439 
	+$80,000

	May 20
	Inventory
	$980,000
	$980,000
	($20,000) neg.
	($20,000) neg.

	
	
	
	Sale on May 31
	
	

	May 31
	Sales
	$1,000,000
	$1,000,000
	
	


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
	Forward contact
     Cash
-To record acquisition of the Forward contact.
	0
	
0
	0

0

	Mar. 31
	Forward contact
     P&L
     OCI
-To record change in value  of forward contact.
	60,000
	
10,000
50,000


	60,000
(10,000)
(50,000)

	May 1
	Forward contract
P&L
    OCI
-To record change in value of forward contact.
	20,000
10,000


	30,000

	80,000
0
(80,000)


	May 1
	Cash
     Forward contact
-To record cash settlement of  the forward contact
	80,000
	
80,000
	80,000
0

	May 20
	Commodity inventory

     Cash
-To record the purchase of the inventory
	980,000
	
980,000
	1,000,000
(900,000)



	May 31
	Cash

     Sales

-To record the sale of the inventory
	1,000,000
	1,000,000
	100,000

(1,000,000)


	May 31
	Sales

OCI
P&L
     Cost of goods sold
     Retained earnings
-To close the books on May 31
	1,000,000
80,000
0
	

980,000
100,000

	0

0
0
0
(100,000)


Complete the table below and discuss whether the decision to hedge with a forward contract was a good decision in retrospect.  Then discuss whether the early settlement on May 1 was a good decision relative to holding off until the forward contract expired on May 20 to settle the derivative when the inventory was purchased.

	
	
	With Hedge
	With Hedge
	Without

	
	
	Cancelled
	Cancelled
	Any

	
	 
	on May 1
	on May 20
	Hedge

	
	Corn cost minus corn revenue
	($20,000)
	($20,000)
	($20,000)

	
	     Loss or (gain) from hedge
	($80,000)
	$20,000 
	$0 

	
	Change in retained earnings
	($100,000)
	$0 
	($20,000)

	
	
	
	
	


The decision to hedge was a bad decision in retrospect if it was carried until May 20.  It would have led to less profit than the alternative of having no cash flow hedge.  However, by terminating the futures contracts on May 1, the hedge led to higher profits.
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[image: image3.emf]The illustrations contrast discounting versus non - discounting of forward rates for the forecasted the  forecasted transaction.  A message from Walter Teets to me reads as follows:   September 7, 2000   The error in our case is simply that the futures values (du e to changes  in either spot or futures prices) shouldn't be present valued, since there  is daily settling up. But the (change in) values of the anticipated cash  flows of the hedged item should be present valued, because there is  usually no periodic settlin g of the cash flows associated with the  hedged item. The change to the case is minor; the major point of the  futures case is to show exclusion of the change in the difference  between future and spot price from the determination of effectiveness.  Present va luing the cash flow associated with the anticipated  transaction, while not present valuing the futures (change in) value  adds additional ineffectiveness to the hedging relation.    Walter Teets at Gonzaga University   The case to which he refers is the case C .L. Smith and Sons: Accounting for Futures  Hedging Commodity Purchases and Sales" illustrates the accounting for futures  designated as cash how hedges of anticipated transactions, the purchase of soybeans and  the sale of soybean oil and soybean meal by a s oybean processing company.  That case  was prepared by Walter Teets and Robert Uhl for the Securities and Exchange  Commission.  It can be downloaded from  http://www.gonzaga.edu/faculty/teets/i ndex0.html    

_1140318124.doc
The illustrations contrast discounting versus non-discounting of forward rates for the forecasted the forecasted transaction.  A message from Walter Teets to me reads as follows:


		September 7, 2000
The error in our case is simply that the futures values (due to changes in either spot or futures prices) shouldn't be present valued, since there is daily settling up. But the (change in) values of the anticipated cash flows of the hedged item should be present valued, because there is usually no periodic settling of the cash flows associated with the hedged item. The change to the case is minor; the major point of the futures case is to show exclusion of the change in the difference between future and spot price from the determination of effectiveness. Present valuing the cash flow associated with the anticipated transaction, while not present valuing the futures (change in) value adds additional ineffectiveness to the hedging relation. 


Walter Teets at Gonzaga University





The case to which he refers is the case C.L. Smith and Sons: Accounting for Futures Hedging Commodity Purchases and Sales" illustrates the accounting for futures designated as cash how hedges of anticipated transactions, the purchase of soybeans and the sale of soybean oil and soybean meal by a soybean processing company.  That case was prepared by Walter Teets and Robert Uhl for the Securities and Exchange Commission.  It can be downloaded from http://www.gonzaga.edu/faculty/teets/index0.html 



