FAIR VALUE HEDGING

Example 4.13—Accounting for a Hedge of a Firm Commitment to Purchase Silver with a Forward Contract

For simplicity, the impact of commissions and other transaction costs, initial margin, and income taxes have been ignored.

MBS produces silver platters for sale to department stores.  The sales price of these silver platters depends in large part on the market price of silver as of the date of sale.  MBS has a contract to purchase 100,000 ounces of silver (this transaction is considered a normal purchase as defined in paragraph 10(b) of the Standard) from JAE at $4.99 per ounce on December 31, 20X1.  If MBS did not purchase the silver from JAE, it would be required to pay JAE a substantial penalty of $300,000 (i.e., MBS’s contract with JAE is a firm commitment).  MBS is concerned with the fluctuations of the price of silver during the commitment period (i.e., the inventory would be recorded at other than market price at the date of purchase).  Therefore, to hedge against the fluctuations in fair value of its firm commitment due to changes in the market price of silver, MBS enters into an OTC silver forward contract on July 1, 20X1, that settles in cash on a net basis on December 31, 20X1.  The forward contract requires MBS to sell 100,000 ounces of silver at $4.99 per ounce.  The forward contract is designated as a fair value hedge of MBS’s firm commitment to purchase 100,000 ounces of silver from JAE in six months.

Assumptions:

· MBS will assess effectiveness of the hedge based on the changes in the discounted fair value of the forward sell contract.  Given that the critical factor for the forward contract is 100,000 ounces of silver, MBS concluded that changes in the discounted fair value of the forward contract will be highly effective at offsetting changes in the fair value of MBS’s firm commitment to purchase 100,000 ounces of silver at $4.99 per ounce.


· The basis adjustment recognized in earnings related to the firm commitment will be equal to the changes in the discounted fair value of the forward contract.


· All criteria for hedge accounting have been met.


· The forward contract is at market rates; therefore, no cash was exchanged at inception of the contract.


· The spot price and forward price of silver, and the fair value of the forward contract, are as follows:





	
	Spot Price
	Forward Price
	Fair Value
Asset (Liability)

	July 1, 20X1
	$5.00
	$4.99
	$ --

	September 30, 20X1
	4.98
	  4.95
	3,9601

	December 31, 20X1
	5.10
	--
	(11,000)



1
Determined using the change in forward rates, discounted at the risk-free rate.



· The changes in fair value of the forward contract are (gain(loss)):

September 30, 20X1
$3,960
December 31, 20X1
(14,960)


· The forward contract settles on December 31, 20X1 with MBS paying $11,000 ((100,000)*($4.99-$5.10)).

The following journal entries are required to be made on July 1, September 30, and December 31, 20X1.

There would be a memorandum entry made on July 1, 20X1 documenting the existence of this hedging relationship.  The financial records of MBS would not otherwise be impacted as of this date because the forward contract was at market rates.

The journal entries made at September 30, 20X1 would be as follows:

1.
Dr.
Forward contract (B/S)
$3,960



Cr.
Unrealized gain on forward contract (P&L)
$3.960

(To record the change in fair value of the forward contract attributable to the discounted change in the forward rate (i.e., the effective portion))

2.
Dr.
Unrealized loss on firm commitment (P&L)
  3,960


Cr.
Firm commitment (B/S)

  3,960

(To record the change in fair value of the firm commitment to purchase silver)

The journal entries as of December 31, 20X1 would be as follows:

1.
Dr.
Unrealized loss on forward contract (P&L)
14,960


Cr.
Forward Contract (B/S)

14,960

(To record the change in fair value of the forward contract attributable to the discounted change in the forward rate (i.e., the effective portion of the hedge))

2.
Dr.
Firm commitment (B/S)
14,960


Cr.
Unrealized gain on firm commitment (P&L)

14,960

(To record the change in fair value of the firm commitment to purchase silver)

3.
Dr.
Forward contract (B/S)
11,000


Cr.
Cash (B/S)

11,000

(To record the settlement of the forward contract at December 31, 20X1)

4.
Dr.
Silver inventory (B/S)
510,000


Cr.
Firm commitment (B/S)

11,000


Cr.
Cash (B/S)

499,000

(To record the purchase of 100,000 ounces of silver at $4.99 per ounce pursuant to the contract with JAE)

Observations:

MBS entered into this hedging transaction concerned that changes in silver prices would cause fluctuations in the fair value of the firm commitment.  Since silver prices increased, MBS realized a gain of $11,000 on the firm commitment with JAE.  This gain was offset by an $11,000 loss on the forward contract.  Therefore, even though MBS paid $499,000 for the silver inventory (i.e., the contract price), the inventory was recorded at the current market price of $510,000 (i.e., the purchase price plus the fair value of the firm commitment).

It should be noted that since MBS assessed effectiveness of the hedge based on the changes in the total fair value of the forward contract, the firm commitment and the silver inventory balances include $1,000, which represents the “time value” component of the forward contract ((100,000)*($5.00-$4.99)).

