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Eindhoven, 30 August 2000

Ref: Accounting for risk management with derivative instruments

Dear Madam/Sir,

Recently the FASB in the USA issued Statement 138 by which Statement 133 "Accounting for Derivative Instruments and hedging activities" was amended.

· For the majority of the Philips Organizations the most important impact of Statement 138 is related to the accounting treatment of the use of derivative instruments to hedge the foreign currency risk of forecasted transactions to sell or purchase inventory on credit.

In instruction K 161/99 an example (example 8) of such a hedge transaction is given in which a local Philips Organization with a certain functional currency (Thai Baht) forecasts the purchase of inventory from an other Philips Organisation in US dollars with payment term: 60 days after delivery. As described in that example the local Philips Organisation covers its foreign currency risk on the forecasted transaction by entering into a cash flow hedge with the use of a forward contract which will mature on the payment date (60 days after delivery). Under FAS 133, hedge accounting (= special accounting) in a forecasted cash flow hedge was only allowed with respect to changes in the fair value of the hedge instrument occuring till the moment that the foreign currency denominated invoice had been recognized by the company which had incurred the foreign currency risk. No hedge accounting was allowed under FAS 133 for the changes in the fair value of the derivative related to foreign currency differences on the foreign currency denominated payable (in this case the US dollar) recognized by the Organisation which had covered this foreign currency risk. As a consequence, the results on the derivative instrument were deferred in comprehensive income (account 417 "Deferred results from derivatives") only in as far as related to changes in the fair value of the forward contract occurred until the moment that the invoice had been received and the payable had been recognized. All results on the derivative resulting from changes in the fair value of the forward contract occurring after the moment that the payable was recognized could not be deferred but had to be charged or credited to the P/L account (account 841 “Results on hedge activities”).
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This restriction of the period during which hedge accounting could be applied made it necessary for Organisations which entered into such a foreign currency cash flow hedge, to determine the exact amount of the fair value of the hedging instrument (the forward contract) on the moment of the recognition of the payable, in order to determine the results on the derivative occurred, since the forward contract was entered upon, which could be deferred on account 417.

Although FAS 138 permits to continue the present procedure described in example 8 of Instruction K 161/99 it also provides for a substantial simplification by allowing to continue hedge accounting for all the changes in the fair value of the hedge instrument occurred after the moment that the payable has been recognized in the books until the moment that the derivative matures, i.e. the moment that the invoice for the imported goods will be paid.

This implies that it will be allowed, as from the date that FAS 138 became effective (July 1st, 2000), to designate a single cash flow hedge to cover the foreign exchange risk related to the settlement of a foreign currency denominated payable (or receivable) resulting from a forecasted purchase (or sale) on credit and to defer the results on the hedging instrument caused by changes in its fair value occurring as from the moment that the forward contract has entered upon till its maturity (which should coincide with the originally agreed upon payment date). In as far as changes in the spot rate of the foreign currency (in the example: the US dollar) occur in relation to the functional currency (in the example: the Thai Baht), the foreign currency results on the foreign currency denominated payable (or receivable) accounted for an account 840 (“Foreign currency results on accounts receivable, accounts payable and inter company current accounts”) will be offset by an equal amount reclassified in the same accounting period from “other comprehensive income” (account 417 “Deferred results from derivatives) to earnings (account 841 “results on hedge activities”). The remaining part of the results on the hedge contract which will have been deferred on account 417 will be reclassified to earnings (account 841) in accordance with the existing procedure i.e. when the hedged transaction (sale or purchase of inventory) affects earnings. This means, in the case of purchase of inventory for resale: in the period(s) in which the inventory is sold. As a consequence it will not be necessary anymore to calculate the fair value of the forward contract specifically on the moment that the invoice for the imported goods will be recognized.

It is also allowed under FAS 138 to continue the existing accounting procedure. Under the terminology of FAS 138 the same forward contact entered upon is then designated as a cash flow hedge of the variability of functional currency cash flows attributable to foreign exchange risk related to a foreign currency denominated purchase (or sale) on credit and then separately redesignated as a fair value hedge of the resulting recognized foreign currency denominated receivable or payable. The accounting entries in this allowed alternative will be the same as in the example given in Instruction K 161/99.

For practical purposes we give in the enclosure example 8 of Instruction K161/99 under the two alternative accounting treatments allowed by FAS 138. 

- 3 -

- 3 -

· An other practical issue which has been regulated by FAS 138 is related to the hedging activities of the Treasury Centers in their relationship with operating units which enter into foreign currency derivative contracts with Treasury Centers to take cover against foreign exchange risks.

FAS 138 determines that the Treasury Center has to enter into a derivative contract with an unrelated party to offset foreign currency exposures arising from internal derivative contracts within 3 business days as from the day on which the internal derivative contract(s) was (were) entered upon by the Operating unit(s) with the Treasury Center. The Treasury Centre is allowed to aggregate several derivative contracts which involve the same currency exposure and to offset the aggregated amount by a single third party contract provided that the aggregated internal derivative contracts as well as the offsetting third party derivative mature within the same 31 day period and that the same kind of risks are covered (purchase or sale). Although in theory FAS 138 would allow a Treasury Center to offload with a third party the aggregate of several internal derivative contracts on a net basis this flexibility will in practice be hardly applicable due to the fact that in many cases the internal derivative contracts entered upon by PD Organisations include the foreign exchange risks of foreign currency denominated assets or liabilities resulting from the payment terms in most international purchase and sale transactions which include the granting of credit. FAS 138 expressly forbids members of a consolidated group (i.e. Treasury Centers) to offset exposures arising from multiple internal derivative contracts on a net basis for foreign currency exposures related to recognized foreign currency denominated assets or liabilities.  Paragraph 40 c of FAS 138 litterly says: “that prohibition includes situations in which a recognized foreign-currency-denominated asset or liability in a fair value hedge or cash flow hedge results from the occurrence of a specifically identified forecasted transaction initially designated as a cash flow hedge”.

Finally FAS 138 repeats the requirement that a Corporate Center which offloads foreign currency exposures with a third party should track the exposure it acquires from each hedging affiliate and should maintain documentation supporting linkage of each internal derivative contract and the offsetting aggregate (or net) derivative contract with the unrelated third party.

This Instruction enters into effect retroactively as from 1 July 2000.
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Enclosure

Example 8A: use of a forward exchange contract to hedge the foreign currency risk of a forecasted transaction to purchase inventory on credit

Company A (“the Company”) is a Philips subsidiary in Thailand with functional currency the Thai baht. The Company on February 1, 2002, enters into a transaction with a Brazilian Philips subsidiary by which it orders delivery, on March 31, of blenders for an amount of US $ 400,000, payable 60 days after delivery.

Its risk management policy is to eliminate all substantial transactional foreign exchange exposures through the use of foreign currency forward contracts. Accordingly the Company enters into a four-months foreign currency forward contract on February 1, 2002 as a cash flow hedge that encompasses the variability of its functional currency cash flows attributable to foreign exchange risk related to the settlement of the US $ denominated payable resulting from its forecasted purchase on credit. The foreign exchange forward contract has the following terms:

· Contract amount:
US $ 400,000

· Maturity date:
May 31, 2002

· Forward contract rate as per May 31:
41 Baht = US $ 1.00

Baht/US $ exchange rates

Date

Spot rates

Forward rates for May 31, 2002

February 1, 2002

40 Baht/US $ 1.00

41 Baht/US $ 1.00

February 28, 2002

41 Baht/US $ 1.00

42 Baht/US $ 1.00

March 31, 2002

42 Baht/US $ 1.00

43 Baht/US $ 1.00

April 30, 2002

43 Baht/US $ 1.00

43.50 Baht/US $ 1.00

May 31, 2002

44 Baht/US $ 1.00

n.a.

Assume the inventory is sold half in April and half in May.

Fair value analysis

Fair values of the forward exchange contract are obtained from dealer quotes, which are based on the changes in forward rates discounted on a net present value basis.

Date

Changes in fair value of the forward contract based on changes in forward rate gain (loss)

February 1, 2002

Baht                -

February 28, 2002

388,000

March 31, 2002

392,000

April 30, 2002

198,000

May 31, 2002

222,000

Total

Baht 1,200,000
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The rules applicable to hedge accounting of the gains or losses on the derivative by which a foreign currency risk is covered in a cash flow hedge prescribe that such gains or losses are deferred and accumulated in “other comprehensive income” and recognized in earnings in the same period or periods that the hedged transaction affects earnings.

The above implies that the gains or losses on the foreign currency forward contract by which the foreign currency risk on the import transaction is hedged are initially deferred in “other comprehensive income”. The gains or losses on the forward contract which have been deferred and accumulated in “other comprehensive income”, are to be reclassified into earnings in the same period or periods that the hedged transaction (in this case: the purchase of inventory) and the foreign currency result on the foreign currency denominated payable affects earnings. In the case of purchase of inventory on credit the reclassification to earnings will take place partially in the periods when the foreign currency denominated liability is remeasured at spot exchange rates and partially in the period(s) in which the inventory is sold.

The Company assesses hedge effectiveness based on the entire change in fair value of the forward contract.

Hedge effectiveness analysis



Change in cash flows of

Effectiveness ratio

Date

Forward exchange contract gain (loss)

Anticipated purchase US $ gain (loss)

For the period

Cumulative

February 28, 2002

Bt 388,000 (1)

Bt (388,000) (2)

1.00

1.00

March 31, 2002

392,000

(392,000)

1.00

1.00















Foreign currency gain (loss)

April 30, 2002

198,000

(400,000)

n.a.



May 31, 2002

222,000

(400,000)

n.a.



1) Derived from dealer quotes of the fair values of the forward contract.

2) Since the critical terms of the hedged items match with the forward exchange contract and the Company assesses hedge effectiveness based on the entire change in fair value the change in anticipated cash flows is likely to be exactly the opposite of that in the forward contract.

Journal entries


Debit
Credit

February 1, 2002



1.
(No entry is required, since the US $ forward rate equals the contract rate)







February 28, 2002



2.
177 Derivative instruments – assets
BT 388,000



417 Deferred results from derivatives

BT 388,000


(to record the change in the fair value of the forward contract)
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Debit
Credit

March 31, 2002



3.
177 Derivative instruments - assets
BT 392,000



417 Deferred results from derivatives

BT 392,000


(to record the change in the fair value of the forward contract)








4.
112.2 Commercial inventories – goods in transit
16,800,000



880 Incoming goods

16,800,000







701 Internal charges re finished products purchased
16,800,000



511 Current account with consolidated companies – accounts payable re goods and services

16,800,000


(to record the receipt of the invoice)








5.
110 Commercial inventories
16,800,000



112.2 Commercial inventories – goods in transit

16,800,000


(to record goods received)








April 30, 2002



6.
177 Derivative instruments – assets
198,000



417 Deferred results from derivatives

198,000


(to recognize the change in fair value of the forward contract)








7.
840 Foreign currency results on accounts receivable, accounts payable and intercompany current accounts
400,000



511 Current account with consolidated companies – accounts payable re goods and services

400,000


(to recognize the foreign exchange loss on the US $ dollar amount payable to Philips Brazil)








8.
417 Deferred results from derivatives
400,000



841 Results on hedge activities




(to reclassify from "other comprehensive income" to earnings an amount that offsets the transaction loss on the US dollar denominated payable)

400,000






9.
120 Trade accounts receivable
16,000,000



800 Third party sales

16,000,000


(to record the sales of half of the inventory of blenders purchased from Philips Brazil)








10.
882 Goods consumption in third party sales
8,400,000



110 Commercial inventories

8,400,000


(to record the cost of sales of the inventory sold to third parties)
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May 31, 2002



Debit
Credit

11.
417 Deferred results from derivatives
BT 200,000



841 Results on hedge activities

BT 200,000


(to record the reclassification in income of part of the deferred gain on the forward contract)








12.
177 Derivative instruments – assets
222,000



841 Results on hedge activities

222,000


(to recognize in income the change in the fair value of the forward contract)








13.
840 Foreign currency results on accounts receivable, accounts payable and intercompany current accounts
400,000



511 Current account with consolidated companies – accounts payable re goods and services

400,000


(to recognize the foreign exchange loss on the US $ dollar amount payable to Philips Brazil)








14.
417 Deferred results from derivatives
400,000



841 Results on hedge activities

400,000


(to reclassify from "other comprehensive income" to earnings an amount that offsets the transaction loss arising from the remeasurement of the foreign currency US dollar denominated liability)








15.
120 Trade accounts receivable
16,000,000



800 Third party sales

16,000,000


(to record the sales of half of the inventory of blenders purchased from Philips Brazil)








16.
882 Goods consumption in third party sales
8,400,000



110 Commercial inventories

8,400,000


(to record the cost of the inventory sold)








17.
417 Deferred results from derivatives
200,000



841 Results on hedge activities

200,000


(to record the reclassification to income of part of the deferred gains on the forward contract)
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Debit
Credit

18.
511 Current account with consolidated companies accounts payable re goods and services
BT 17,600,000



177 Derivative instruments – assets

BT 1,200,000


302 Cash at banks, excl. deposits

16,400,000


(to record the payment of the US dollar invoice of Philips Brazil and the settlement of the forward contract)
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Example 8B: use of a forward exchange contract to hedge the foreign currency risk of a forecasted transaction to purchase inventory on credit

Company A (“the Company”) is a Philips subsidiary in Thailand with functional currency the Thai baht. The Company on February 1, 2002, enters into a transaction with a Brazilian Philips subsidiary by which it orders delivery, on March 31, of blenders for an amount of US $ 400,000, payable 60 days after delivery.

Its risk management policy is to eliminate all substantial transactional foreign exchange exposures through the use of foreign currency forward contracts. Accordingly the Company enters into a four-months foreign currency forward contract on February 1, 2002 designating this cash flow hedge to hedge the variability of its functional currency cash flows attributable to foreign exchange risk related to the forecasted US dollar denominated purchase on credit. As soon as the US dollar denominated payable will be recognized it will designate the forward contract as a fair value hedge of this foreign currency denominated payable, terminating (dedesignating) at the same time the cash flow hedge. The foreign exchange forward contract has the following terms:

· Contract amount:
US $ 400,000

· Maturity date:
May 31, 2002

· Forward contract rate as per May 31:
41 Baht = US $ 1.00

Baht/US $ exchange rates

Date

Spot rates

Forward rates for May 31, 2002

February 1, 2002

40 Baht/US $ 1.00

41 Baht/US $ 1.00

February 28, 2002

41 Baht/US $ 1.00

42 Baht/US $ 1.00

March 31, 2002

42 Baht/US $ 1.00

43 Baht/US $ 1.00

April 30, 2002

43 Baht/US $ 1.00

43.50 Baht/US $ 1.00

May 31, 2002

44 Baht/US $ 1.00

n.a.

Assume the inventory is sold half in April and half in May.

Fair value analysis

Fair values of the forward exchange contract are obtained from dealer quotes, which are based on the changes in forward rates discounted on a net present value basis.

Date

Changes in fair value of the forward contract based on changes in forward rate gain (loss)

February 1, 2002

Baht                -

February 28, 2002

388,000

March 31, 2002

392,000

April 30, 2002

198,000

May 31, 2002

222,000

Total

Baht 1,200,000
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The rules applicable to hedge accounting of the gains or losses on the derivative by which a foreign currency risk is covered in a cash flow hedge prescribe that such gains or losses are deferred and accumulated in “other comprehensive income” and recognized in earnings in the same period or periods that the hedged transaction affects earnings.

The above implies that the gains or losses on the foreign currency forward contract by which the foreign currency risk on the import transaction is hedged are initially deferred in “other comprehensive income”. The deferral of the gains or losses on the forward contract is, however, limited to that portion of the gains or losses which arise until the moment that the foreign currency liability related to the foreign currency denominated invoice for imported goods, has been recognized in the books of the Company. At that moment the purchase is deemed to occur and the cash flow hedge will be terminated (dedesignated). However the same forward contract will then separately be designated as a foreign currency fair value hedge of the resulting foreign currency denominated payable. The portion of the gains or losses on the forward contract which arise thereafter is not deferred but recognized immediately in earnings in the same period(s) that gains or losses on the foreign currency denominated liability are recognized in earnings.

With respect to the portion of the amounts of the gains or losses on the forward contract which have been deferred and accumulated in “other comprehensive income”, these amounts are to be reclassified into earnings in the same period or periods that the hedged transaction (in this case: the purchase of inventory) affects earnings. In the case of purchase of inventory this is (these are) the period(s) in which the inventory is sold.

The Company assesses hedge effectiveness based on the entire change in fair value of the forward contract.

Hedge effectiveness analysis



Change in cash flows of

Effectiveness ratio

Date

Forward exchange contract gain (loss)

Anticipated purchase US $ gain (loss)

For the period

Cumulative

February 28, 2002

Bt 388,000 (1)

Bt (388,000) (2)

1.00

1.00

March 31, 2002

392,000

(392,000)

1.00

1.00















Foreign currency gain (loss)

April 30, 2002

198,000

(400,000)

n.a.



May 31, 2002

222,000

(400,000)

n.a.



3) Derived from dealer quotes of the fair values of the forward contract.

4) Since the critical terms of the hedged items match with the forward exchange contract and the Company assesses hedge effectiveness based on the entire change in fair value the change in anticipated cash flows is likely to be exactly the opposite of that in the forward contract.
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Gains or losses on the forward contract are only reported as a component of “other comprehensive income” till the moment that the invoice for the imported goods has been received. This date is assumed to coincide with the arrival of goods (March 31, 2002). Thereafter the results on the forward contract due to changes in its fair value will be recognized in earnings in the same period(s) as the transaction gains or losses arising from the remeasurement, at spot rates, of the foreign currency denominated payable.

Journal entries


Debit
Credit

February 1, 2002



1.
(No entry is required, since the US $ forward rate equals the contract rate)








February 28, 2002



2.
177 Derivative instruments – assets
BT 388,000



417 Deferred results from derivatives

BT 388,000


(to record the change in the fair value of the forward contract)







March 31, 2002



3.
177 Derivative instruments - assets
392,000



417 Deferred results from derivatives

392,000


(to record the change in the fair value of the forward contract)








4.
112.2 Commercial inventories – goods in transit
16,800,000



880 Incoming goods

16,800,000







701 Internal charges re finished products purchased
16,800,000



511 Current account with consolidated companies – accounts payable re goods and services

16,800,000


(to record the receipt of the invoice)








5.
110 Commercial inventories
16,800,000



112.2 Commercial inventories – goods in transit

16,800,000


(to record goods received)








April 30, 2002



6.
177 Derivative instruments – assets
198,000



841 Results on hedge activities

198,000


(to recognize the change in fair value of the forward contract, recognized in income)








7.
840 Foreign currency results on accounts receivable, accounts payable and intercompany current accounts
400,000



511 Current account with consolidated companies – accounts payable re goods and services

400,000


(to recognize the foreign exchange loss on the US $ dollar amount payable to Philips Brazil)
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Debit
Credit

8.
120 Trade accounts receivable
BT 16,000,000



800 Third party sales

BT 16,000,000


(to record the sales of half of the inventory of blenders purchased from Philips Brazil)








9.
882 Goods consumption in third party sales
8,400,000



110 Commercial inventories

8,400,000


(to record the cost of sales of the inventory sold to third parties)








10.
417 Deferred results from derivatives
390,000



841 Results on hedge activities

390,000


(to record the reclassification in income of part of the deferred gain on the forward contract)



May 31, 2002

11.
177 Derivative instruments – assets
222,000



841 Results on hedge activities

222,000


(to recognize in income the change in the fair value of the forward contract)








12.
840 Foreign currency results on accounts receivable, accounts payable and intercompany current accounts
400,000



511 Current account with consolidated companies – accounts payable re goods and services

400,000


(to recognize the foreign exchange loss on the US $ dollar amount payable to Philips Brazil)








13.
120 Trade accounts receivable
16,000,000



800 Third party sales

16,000,000


(to record the sales of half of the inventory of blenders purchased from Philips Brazil)








14.
882 Goods consumption in third party sales
8,400,000



110 Commercial inventories

8,400,000


(to record the cost of the inventory sold)








15.
417 Deferred results from derivatives
390,000



841 Results on hedge activities

390,000


(to record the reclassification to income of part of the deferred gains on the forward contract)
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Debit
Credit

16.
511 Current account with consolidated companies-
BT 17,600,000



accounts payable re goods and services




177 Derivative instruments services-assets

BT 1,200,000


302 Cash at banks, excl. deposits

16,400,000


(to record the payment of the US dollar invoice of Philips Brazil and the settlement of the forward contract).



















