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CHAPTER 19

QUESTIONS

DERIVATIVES

1.
A derivative derives its value from the movements in prices, interest rates, or exchange rates associated with other financial instruments, assets, or liabilities. In addition, derivative contracts are often entered into without any exchange of cash at the contract date. The derivative can have zero value on the contract date, but its value changes subsequently (up or down), depending on the movement of the relevant price or rate associated with the underlying item.

2.
A derivative contract is often an executory contract because it doesn’t involve a transaction but is merely an exchange of promises about future actions. Other examples of an executory contract are operating leases and a salary agreement for the coming year between employer and employee: The employer agrees to pay a certain amount if the employee works, and the employee agrees to work if the employer pays that certain amount.

3.
The four types of risk discussed in the chapter are as follows:


Price risk—uncertainty about the future price of an asset.


Credit risk—uncertainty over whether the party on the other side of a transaction will abide by the terms of the agreement.


Interest rate risk—uncertainty about 
future interest rates and their impact on cash flows and the fair value of financial instruments.


Exchange rate risk—uncertainty about the future U.S. dollar cash flows stemming from assets and liabilities denominated in foreign currencies.

4.
Interest payments come in two general varieties—fixed payments and variable payments. Sometimes it is easier for a firm to negotiate a fixed-rate loan; sometimes it is easier to negotiate a variable-rate loan. If a firm is obligated to pay one type of interest payment but would prefer to be paying the other, an interest rate swap can be used to transform the unwanted payment stream into the one that is desired.

5.
A forward contract is an agreement negotiated between two parties to exchange a specified amount of a commodity, security, or foreign currency at a specified date in the future with the price or exchange rate being set now. A futures contract is the same thing except that instead of being negotiated between two parties, the contract is a standard one that is sponsored by an organized exchange. With a futures contract, the exchange handles the cash settlements between the two parties to the contract. Accordingly, with a futures contract, the two parties to the agreement almost never directly contact one another. This is not true with forward contracts because they are directly negotiated between the two parties.

6.
Swaps, forwards, and futures provide two-sided protection. If these derivative instruments are used in a hedging relationship, they hedge against both increases and decreases in prices or rates. An option provides one-sided hedging: protection against unfavorable movements in prices or rates without taking away the ability of the firm to profit from a favorable movement in prices or rates. Because of the one-sided nature of an option, an option has value at the agreement date and the buyer of the option must pay this amount at the beginning of the contract period.

7.
A cash flow hedge is a derivative that offsets, at least partially, the variability in cash flows from a forecasted transaction that is probable. One example of a cash flow hedge is an interest rate swap that hedges the fluctuation in variable-rate interest payments. Another example is a futures contract used to lock in the price of purchases to be made in a future period.

8.
Traditional historical cost accounting is inappropriate when accounting for derivative contracts because the historical cost of a derivative is usually very small, sometimes zero. With derivatives, the subsequent changes in prices or rates are critical to determining the value of the derivative, yet these changes are frequently ignored in traditional accounting.

9.
Partial hedge ineffectiveness occurs when the terms of a derivative have not been constructed to exactly match the amount and timing of the underlying hedged item. Partial hedge ineffectiveness would occur if, for example, the derivative maturity date did not exactly match the date of a forecasted purchase.

10. 
The appropriate financial statement treatment of unrealized gains and losses on derivatives depends on whether the derivative serves as a hedge and, if so, the type of hedge.


No hedge. All changes in fair value are recognized as gains or losses in the income statement in the period in which the value changes.


Fair value hedge. Changes in fair value are recognized as gains or losses and are offset (either in whole or in part) by the recognition of gains or losses on the change in fair value of the item being hedged.


Cash flow hedge. Changes in fair value are recognized as part of comprehensive income. These deferred derivative gains and losses are recognized in net income in the period in which the hedged cash flow transaction was forecasted to occur.

11.
The notional amount is the total face amount of the asset or liability that underlies the derivative contract. The notional amount can be misleading because the value of a derivative is a function of changes in prices or interest rates and is normally equal to just a small fraction of the notional amount of the underlying asset. For example, if a firm has a futures contract to purchase a certain amount of foreign currency for $1,000,000, the notional amount of the futures contract is $1,000,000. However, the futures contract has value only if exchange rates change. The futures contract is likely to have a value that is far less than the notional amount.

12.
Derivatives that serve as economic hedges of foreign currency assets and liabilities are accounted for as speculations with all gains and losses recognized as part of income immediately. However, because the accounting standards (in Statement No. 52) already require that foreign currency assets and liabilities be revalued at current exchange rates at the end of each period, with the resulting exchange gains and losses recognized in income, the net effect is the same as if the foreign currency derivatives were accounted for as fair value hedges.
13.
The accounting for a speculative derivative investment is very straightforward; the derivative is reported as an asset or liability in the balance sheet at its market value as of the balance sheet date, and any unrealized gains or losses are always included in the computation of net income for the period. Derivatives that serve as a hedge are also reported in the balance sheet at their market value, but unrealized gains or losses might be deferred if the derivative serves as a cash flow hedge.

14.
IAS 39 governs the accounting for derivatives. Its general provisions are very similar to the provisions of Statement No. 133.

CONTINGENCIES

15.
Contingent liabilities that are reasonably possible of becoming liabilities should be disclosed in the notes to the financial statements. Only probable contingent liabilities should be recognized in the balance sheet if they can be reasonably estimated.

16.
Contingent gains should be recognized if it is probable that they will be realized. If a contingent gain is only possible, often no mention is made about it in the notes in order to avoid misleading financial statement users about the likelihood of the gain being realized.

17.
The key factors to consider in deciding whether a pending lawsuit should be reported as a liability on the balance sheet are as follows:


The nature of the lawsuit


Progress of the case in court, including progress between date of the financial statements and their issuance date


Views of legal counsel as to the probability of loss


Prior experience with similar cases


Management’s intended response to the lawsuit

18.
According to AICPA Statement of Position (SOP) 96–1, “Environmental Remediation Liabilities (Including Auditing Guidance),” an environmental liability should be considered “probable” if a company acknowledges that it has some responsibility for environmental damage and if an initial cleanup feasibility study has been completed. Under these circumstances, the firm should recognize its share of the total cost.

SEGMENT REPORTING

19.
Many companies today are large, complex organizations engaged in a variety of activities that bear little relationship to one another. This means that one segment could be operating very profitably while another could be experiencing a loss. To analyze a company's activities and status, it is helpful to divide the company into segments so that individual segments can be compared with similar companies or segments. Overall company analysis is less useful because there are no standard companies against which to measure the entire operation. If segment information is available, analysis can be expanded to treat each segment as though it were a separate company.

20.
Under the provisions of FASB Statement No. 131, firms are to identify reportable segments according to the designations used internally within the firm. This segment identification criterion is intended to lower the cost to the firm of compiling the segment information because the reporting classifications already in use inside the firm are also to be used externally. In addition, this method of identifying segments gives external users the same type of segment information used by internal decision makers.

21.
A segment is reportable if it meets any one of the following three criteria:

· Revenue test. A segment should be reported if its total revenue (both to external customers and to other internal segments) is 10% or more of the total revenue (external and internal).

· Profit test. A segment should be reported if the absolute value of its operating profit (or loss) is more than 10% of the total of the operating profit for all segments that reported profits (or the total of the losses for all segments that reported losses).

· 
Asset test. A segment should be reported if it contains 10% or more of the combined assets of all operating segments.

22.
Segment information often is not prepared according to GAAP. Accounting principles designed for an entire entity are not always applicable to the individual pieces of a business. Because of this difficulty, the FASB instructs firms to prepare segment information using the same practices applied in preparing internal reports, whether these internal practices conform with GAAP or not. This lowers the incremental cost of providing segment information to external users and provides external users the same type of information used internally by management.

INTERIM REPORTING

23.
Of the two primary viewpoints concerning the preparation of interim financial statements, one holds that each interim period is a separate reporting period for accounting purposes. Financial statements for each interim period should reflect all deferrals, accruals, adjustments, and estimates that would be required for any accounting period. The second viewpoint, adopted by the APB in Opinion No. 28, maintains that an interim period is not separate but is an integral part of the total annual period. Revenues and costs are assigned to interim periods on some reasonable basis such as time, sales volume, or production.

24.
Investors should use care in interpreting interim reports because of the potential danger of misinterpreting these reports. Several factors may cause investors to misinterpret this information. The seasonality of certain businesses may seriously distort reported earnings for particular interim periods. "Below the line" items will have a greater impact on interim earnings than on yearly earnings. In addition, in order for preparers of interim reports to supply such information to investors, an increased number of estimates must be made for the interim period. This increases the subjectivity of these reports.

PRACTICE EXERCISES

PRACTICE 19–1
UNDERSTANDING THE TERMS OF AN INTEREST RATE SWAP

1.
7% prime lending rate


Pay ($100,000 ( 0.10)

$(10,000)


Receive ($100,000 ( 0.07)

     7,000


Net payment

$  (3,000)

2.
15% prime lending rate


Pay ($100,000 ( 0.10)

$(10,000)


Receive ($100,000 ( 0.15)

   15,000


Net receipt

$   5,000
3.
10% prime lending rate


Pay ($100,000 ( 0.10)

$(10,000)


Receive ($100,000 ( 0.10)

   10,000


No net payment or receipt

$          0
PRACTICE 19–2
UNDERSTANDING THE IMPACT OF AN INTEREST RATE SWAP

1.
(a)
7% prime lending rate



Payment on variable-rate loan ($100,000 ( 0.07)

$  (7,000)



Net payment on interest rate swap

    (3,000)




Total cash outflow

$(10,000)


(b)
15% prime lending rate



Payment on variable-rate loan ($100,000 ( 0.15)

$(15,000)



Net receipt on interest rate swap

     5,000



Total cash outflow

$(10,000)


(c)
10% prime lending rate



Payment on variable-rate loan ($100,000 ( 0.10)

$(10,000)



Net receipt/payment on interest rate swap

            0



Total cash outflow

$(10,000)


No matter what the prime lending rate is on January 1 of Year 2, the company’s total cash payment for the year is $10,000.

2.
The speculator expected interest rates to fall below 10%. If that happened, the variable amount the speculator had to pay under the swap arrangement would be less than the 10% fixed amount that the speculator would receive.

PRACTICE 19–3
UNDERSTANDING THE TERMS OF A FORWARD CONTRACT

1.
$300 per tree


Pay to purchase trees under forward contract ($500 ( 10,000 trees)

$(5,000,000)


Market value of trees purchased ($300 ( 10,000 trees)

   3,000,000


Net payment

$(2,000,000)


2.
$850 per tree


Pay to purchase trees under forward contract ($500 ( 10,000 trees)

$(5,000,000)


Market value of trees purchased ($850 ( 10,000 trees)

   8,500,000


Net receipt

$ 3,500,000
3.
$500 per tree


Pay to purchase trees under forward contract ($500 ( 10,000 trees)

$(5,000,000)


Market value of trees purchased ($500 ( 10,000 trees)

   5,000,000


No net payment or receipt

$               0
PRACTICE 19–4
UNDERSTANDING THE IMPACT OF A FORWARD CONTRACT

1.
(a)
$300 per tree



Payment to buy trees ($300 ( 10,000 trees)

$(3,000,000)



Net payment under forward contract

  (2,000,000)




Total cash outflow

$(5,000,000)


(b)
$850 per tree



Payment to buy trees ($850 ( 10,000 trees)

$(8,500,000)



Net receipt under forward contract

   3,500,000



Total cash outflow

$(5,000,000)


(c)
$500 per tree



Payment to buy trees ($500 ( 10,000 trees)

$(5,000,000)



No net receipt or payment under forward contract

                 0



Total cash outflow

$(5,000,000)


No matter what the price of trees is on January 1 of Year 2, the golf course developer’s total cash payment for trees for the year is $5,000,000.

2.
The financial institution expected tree prices to fall below $500 per tree. If that happened, the financial institution would be obligated to sell the trees for $500 under the forward contract, but it could buy the trees for less on the open market. This would mean that the contract would be settled by a net cash payment from the golf course developer to the financial institution.

PRACTICE 19–5
UNDERSTANDING THE TERMS OF A FUTURES CONTRACT

1.
$0.62 per pound


Receive to sell copper under futures contract 
($0.77 ( 25,000 pounds)

$ 19,250


Lost opportunity cost of selling copper in market 
($0.62 ( 25,000 pounds)

  (15,500)



Net receipt

$   3,750
2.
$0.88 per pound


Receive to sell copper under futures contract 
($0.77 ( 25,000 pounds)

$ 19,250


Lost opportunity cost of selling copper in market 
($0.88 ( 25,000 pounds)

  (22,000)



Net payment

$  (2,750)


3.
$0.77 per pound


Receive to sell copper under futures contract 
($0.77 ( 25,000 pounds)

$ 19,250


Lost opportunity cost of selling copper in market 
($0.77 ( 25,000 pounds)

  (19,250)



No net payment or receipt

$          0
PRACTICE 19–6
UNDERSTANDING THE IMPACT OF A FUTURES CONTRACT

1.
(a)
$0.62 per pound



Received from selling copper in the market 
($0.62 ( 25,000 pounds)

$15,500



Net receipt under futures contract

    3,750



Total cash inflow

$19,250

(b)
$0.88 per pound



Received from selling copper in the market 
($0.88 ( 25,000 pounds)

$22,000



Net payment under futures contract

   (2,750)




Total cash inflow

$19,250

(c)
$0.77 per pound



Received from selling copper in the market 
($0.77 ( 25,000 pounds)

$19,250



No net receipt or payment under futures contract

           0



Total cash inflow

$19,250

No matter what the price of copper is on January 1 of Year 2, the mining 
company’s total cash receipt for copper sold in January of Year 2 is $19,250.

PRACTICE 19–6
(Concluded)

2.
The speculator expected copper prices to go above $0.77 per pound. If that happened, the speculator would be obligated to buy the copper for $0.77 under the futures contract but could then sell the copper for more on the open market. This would mean that the contract would be settled by a net cash payment from the mining company to the speculator.

PRACTICE 19–7
UNDERSTANDING THE TERMS OF AN OPTION CONTRACT

1.
$0.68 per pound


Pay to purchase cotton under option contract 
($0.46 ( 50,000 pounds)

$(23,000)


Market value of cotton purchased ($0.68 ( 50,000 pounds)

   34,000


Net receipt

$ 11,000
2.
$0.32 per pound


Pay to purchase cotton under option contract 
($0.46 ( 50,000 pounds)

$(23,000)


Market value of cotton purchased ($0.32 ( 50,000 pounds)

16,000


In this case, the shirt company would choose not to exercise the option. No cash would change hands, but the party who wrote the call option would keep the $1,250 received on December 1 of Year 1.

3.
$0.46 per pound


Pay to purchase cotton under option contract 
($0.46 ( 50,000 pounds)

$(23,000)


Market value of cotton purchased ($0.46 ( 50,000 pounds)

   23,000


No net receipt or payment

$          0

In this case, the shirt company would be indifferent between exercising the option or not since the option exercise price is exactly equal to the market price. No cash would change hands, but the party who wrote the call option would keep the $1,250 received on December 1 of Year 1.

PRACTICE 19–8
UNDERSTANDING THE IMPACT OF AN OPTION CONTRACT

1.
(a)
$0.68 per pound



Payment to buy cotton in the market ($0.68 ( 50,000 pounds)

$(34,000)



Net receipt under option contract

11,000



Cost to buy option

    (1,250)




Total cash outflow

$(24,250)

PRACTICE 19–8
(Concluded)


(b)
$0.32 per pound



Payment to buy cotton in the market ($0.32 ( 50,000 pounds)

$(16,000)



No net receipt or payment under option contract

0



Cost to buy option

    (1,250)




Total cash outflow

$(17,250)


(c)
$0.46 per pound



Payment to buy cotton in the market ($0.46 ( 50,000 pounds)

$(23,000)



No net receipt or payment under option contract

0



Cost to buy option

    (1,250)




Total cash outflow

$(24,250)


No matter what the price of cotton is on January 1 of Year 2, the shirt company’s total cash payment for cotton purchased in January of Year 2 is no more than $24,250. The amount could be less if the cost of cotton has dropped; see (b).

2.
The speculator expected cotton prices to fall below $0.46 per pound. If that 
happened, the shirt company would not exercise the option, and the speculator would be able to walk away with the $1,250 received when the option was 
written on December 1 of Year 1.

PRACTICE 19–9
UNDERSTANDING THE IMPACT OF OVERHEDGING: INTEREST RATE SWAP

1.
7% prime lending rate


Payment on variable-rate loan ($100,000 ( 0.07)


$  (7,000)


Interest rate swap:


Pay ($300,000 ( 0.10)

$(30,000)


Receive ($300,000 ( 0.07)

   21,000

Net payment


    (9,000)



Total cash outflow


$(16,000)


2.
15% prime lending rate


Payment on variable-rate loan ($100,000 ( 0.15)


$(15,000)


Interest rate swap:


Pay ($300,000 ( 0.10)

$(30,000)


Receive ($300,000 ( 0.15)

    45,000

Net receipt


   15,000


Total cash outflow


$          0

PRACTICE 19–8
(Concluded)

3.
10% prime lending rate


Payment on variable-rate loan ($100,000 ( 0.10)


$(10,000)


Interest rate swap:


Pay ($300,000 ( 0.10)

$(30,000)


Receive ($300,000 ( 0.10)

    30,000

Net receipt


            0


Total cash outflow


$(10,000)



If the interest rate swap is based on a $300,000 amount rather than the $100,000 loan amount, the interest rate swap actually increases rather than decreases the company’s cash flow uncertainty.

PRACTICE 19–10
UNDERSTANDING THE IMPACT OF PARTIAL HEDGING: FORWARD CONTRACT

See solution to Practice 19–3 for computation of the net payments and receipts under the 10,000-tree forward contract. The net payments and receipts under a 3,000-tree forward contract are just 30% of these amounts.

1.
$300 per tree


Payment to buy trees ($300 ( 10,000 trees)

$(3,000,000)


Net payment under forward contract ($2,000,000 ( 0.30)

     (600,000)



Total cash outflow

$(3,600,000)

2.
$850 per tree


Payment to buy trees ($850 ( 10,000 trees)

$(8,500,000)


Net receipt under forward contract ($3,500,000 ( 0.30)

   1,050,000


Total cash outflow

$(7,450,000)

3.
$500 per tree


Payment to buy trees ($500 ( 10,000 trees)

$(5,000,000)


No net receipt or payment under forward contract

                 0


Total cash outflow

$(5,000,000)


This partial hedge with the 3,000-tree forward contract removes some, but not all, of the variability in the cash payments to purchase trees in Year 2.

PRACTICE 19–11
OVERVIEW OF ACCOUNTING FOR DERIVATIVES: FAIR VALUE HEDGE

The forward contract is classified as a fair value hedge. For appropriate matching, any unrealized gains and losses on the forward contract are to be recognized immediately.

1.
Market value of the securities is $130,000


Market Adjustment—Trading

30,000



Unrealized Gain on Trading Securities


30,000


Loss on Forward Contract

30,000



Forward Contract Payable


30,000

2.
Market value of the securities is $75,000


Unrealized Loss on Trading Securities

25,000



Market Adjustment—Trading


25,000


Forward Contract Receivable

25,000



Gain on Forward Contract


25,000

3.
Market value of the securities is $100,000


No adjustments are needed, either for the trading securities or for the forward contract.

PRACTICE 19–12
OVERVIEW OF ACCOUNTING FOR DERIVATIVES: CASH FLOW HEDGE

The futures contract is classified as a cash flow hedge. For appropriate matching, any unrealized gains and losses on the futures contract are deferred and recognized in the same period in which the corn sales are expected to occur.

1.
Market price of corn = $2.50 per bushel


Other Comprehensive Income

1,000



Futures Contract Payable


1,000

5,000 bushels ( ($2.30 – $2.50) = $1,000

2.
Market price of corn = $2.15 per bushel


Futures Contract Receivable

750



Other Comprehensive Income


750


5,000 bushels ( ($2.30 – $2.15) = $750

3.
Market price of corn = $2.30 per bushel


No adjusting entry is necessary.

PRACTICE 19–13
COMPUTING THE NOTIONAL AMOUNT

1.
The interest rate swap contract.


$100,000 ( 0.10 = $10,000 notional amount

2.
The tree forward contract.


10,000 trees ( $500 per tree = $5,000,000

3.
The copper futures contract.


25,000 pounds ( $0.77 per pound = $19,250

4.
The corn futures contract.


5,000 bushels ( $2.30 per bushel = $11,500

PRACTICE 19–14
ACCOUNTING FOR AN INTEREST RATE SWAP

The interest rate swap is a cash flow hedge.

1.
Prime lending rate = 7%


Other Comprehensive Income

3,000



Interest Rate Swap Payable


3,000


$100,000 ( (0.07 – 0.10) = $3,000

2.
Prime lending rate = 15%


Interest Rate Swap Receivable

5,000



Other Comprehensive Income


5,000


$100,000 ( (0.15 – 0.10) = $5,000

3.
Prime lending rate = 10%


No adjusting entry is necessary.

PRACTICE 19–15
ACCOUNTING FOR A FORWARD CONTRACT

The tree forward contract is a cash flow hedge.

1.
Price of trees = $300


Other Comprehensive Income

2,000,000



Forward Contract Payable


2,000,000


10,000 ( ($300 – $500) = $2,000,000

PRACTICE 19–15
(Concluded)

2.
Price of trees = $850


Forward Contract Receivable

3,500,000



Other Comprehensive Income


3,500,000


10,000 ( ($850 – $500) = $3,500,000

3.
Price of trees = $500


No adjusting entry is necessary.

PRACTICE 19–16
ACCOUNTING FOR A FUTURES CONTRACT

The copper futures contract is a cash flow hedge.

1.
Price of copper = $0.62


Futures Contract Receivable

3,750



Other Comprehensive Income


3,750


25,000 ( ($0.77 – $0.62) = $3,750

2.
Price of copper = $0.88


Other Comprehensive Income

2,750



Futures Contract Payable


2,750


25,000 ( ($0.77 – $0.88) = $2,750

3.
Price of copper = $0.77


No adjusting entry is necessary.

PRACTICE 19–17
ACCOUNTING FOR AN OPTION CONTRACT

The cotton option is a cash flow hedge.

1.
Price of cotton = $0.68


Cotton Option Contract

9,750



Other Comprehensive Income


9,750


50,000 ( ($0.68 – $0.46) = $11,000


The option is already recorded at its cost of $1,250, so the necessary adjustment is $9,750 ($11,000 – $1,250).

PRACTICE 19–17
(Concluded)

2.
Price of cotton = $0.32


Other Comprehensive Income

1,250



Cotton Option Contract


1,250


The option will not be exercised because the market price of cotton is less than the exercise price in the option contract. Thus, the option contract has no value. Because the option is already recorded at its cost of $1,250, this amount must be removed from the books.

3.
Price of cotton = $0.46


Other Comprehensive Income

1,250



Cotton Option Contract


1,250


The option will not be exercised because the market price of cotton is equal to the exercise price in the option contract. Thus, the option contract has no value. Because the option is already recorded at its cost of $1,250, this amount must be removed from the books.

PRACTICE 19–18
ACCOUNTING FOR A FOREIGN CURRENCY FUTURES CONTRACT

Derivative contracts associated with foreign-currency denominated assets and liabilities are explicitly excluded from the hedge accounting provisions of SFAS No. 133. However, by accounting for the derivative as a speculation, and recognizing any 
exchange gains or losses immediately, the journal entries are exactly the same as for a fair value hedge.

1.
Exchange rate for 1 U.S. dollar = 50 Thai baht


Foreign Exchange Loss

500



Accounts Receivable


500


(100,000/50) – (100,000/40) = $2,000 – $2,500 = $500 loss


Futures Contract Receivable

500



Gain on Futures Contract


500

2.
Exchange rate for 1 U.S. dollar = 37 Thai baht


Accounts Receivable

203



Foreign Exchange Gain


203


(100,000/37) – (100,000/40) = $2,703 – $2,500 = $203 gain


Loss on Futures Contract

203



Futures Contract Payable


203

3.
Exchange rate for 1 U.S. dollar = 40 Thai baht


No adjusting entries are necessary.

PRACTICE 19–19
ACCOUNTING FOR A DERIVATIVE SPECULATION

The gold futures contract is a speculation. Accordingly, all unrealized gains and losses are recognized in income immediately.

1.
Price of gold = $270


Futures Contract Receivable

4,900



Unrealized Gain on Speculation


4,900


100 ( ($319 – $270) = $4,900

2.
Price of gold = $359


Unrealized Loss on Speculation

4,000



Futures Contract Payable


4,000


100 ( ($319 – $359) = $4,000

3.
Price of gold = $319


No adjusting entry is necessary.

PRACTICE 19–20
CONTINGENT LIABILITIES

1.
Generally, contingent liabilities that are considered to be remote are not 
reported anywhere in the financial statements or the notes. However, if the contingent liability is a guarantee, as in this case, it is disclosed in the notes even if it is remote.

2.
It is possible that the company will have to make a payment under this contingent liability. The possibility is described in a financial statement note; nothing is recognized in the balance sheet. 

3.
It is probable that the company will have to make a payment under this contingent liability. Accordingly, the liability is recognized in the balance sheet if it can be reasonably estimated. 

PRACTICE 19–21
ACCOUNTING FOR CONTINGENT LOSSES AND CONTINGENT GAINS

1.
No journal entry is necessary in this case because the contingent gain is only possible, not probable. Technically, the contingent gain of $120,000 should be disclosed in the notes to the financial statements. However, for fear of misleading financial statement users with good news that later doesn’t materialize, companies often avoid disclosing anything about contingent gains.

PRACTICE 19–21
(Concluded)

2.
Because the company has acknowledged its responsibility to clean up the toxic waste and because the initial study has generated an estimate of the cleanup cost, a journal entry should be made to record the obligation and the associated expense:


Environmental Cleanup Expense

500,000



Environmental Cleanup Obligation


500,000

3.
No journal entry is necessary in this case because the contingent loss is only possible, not probable. The contingent loss of $120,000 should be disclosed in the notes to the financial statements.

PRACTICE 19–22
SEGMENT REPORTING

A segment should be separately reported if it represents 10% or more of the company’s revenues, 10% or more of the company’s operating profit, or 10% or more of the company’s total assets. In addition, segments with similar products, processes, customers, and distribution channels (like Segments 3 and 4) can be combined.

These are the reportable segments:

Segment 1 (more than 10% on all three dimensions)

Segment 2 (more than 10% of total revenues)

Segments 3 and 4 combined (the combination is more than 10% on all three dimensions)

Segment 5 (more than 10% of total assets)

Segments 6 and 7 do not have to be separately reported. The totals for those two segments would be reported as “Other.”

PRACTICE 19–23
INTERIM REPORTING

Bad debt expense already recognized:



Bad Debt



Expense

First quarter
$1,000 ( 0.01
$10

Second quarter
$800 ( 0.01
8

Third quarter
$1,100 ( 0.01
  11
Total

$29
Bad debt expense to be recognized in the fourth quarter: $140 – $29 = $111


Bad Debt Expense

111



Allowance for Bad Debts


111

EXERCISES

DERIVATIVES

19–24.
The sugar futures contract does not hedge against movements in the price of sugar. Because Yelrome must buy 100,000 pounds of sugar during September to use in the production process, to hedge against sugar price movements Yelrome should enter into a futures contract that obligates it to buy sugar at a fixed price. Instead, Yelrome purchased a futures contract obligating it to sell 100,000 pounds of sugar. As a result, Yelrome is in a very risky position. Consider what will happen to Yelrome on September 30 if the price of sugar is $0.22, $0.24, and $0.26:






Sugar Price on September 30




$0.22



$0.24


$0.26



Cost to purchase 100,000 pounds

$
(22,000)

$(24,000)
$(26,000)


Yelrome receipt (payment)


to settle futures contract



2,000

0

(2,000)


Net cost of September sugar

$
(20,000)

$(24,000)
$(28,000)




Because Yelrome purchased the wrong kind of sugar futures contract, the effect of movements in sugar prices is not hedged but instead is made worse.

19–25.

2008

Jan.
1
Cash

500,000





Loan Payable


500,000




No entry is made to record the swap agreement because, as of January 1, 2008, the swap has a fair value of $0.

Dec.
31
Interest Expense

35,000





Cash ($500,000 ( 0.07)


35,000



31
Other Comprehensive Income

4,717





Interest Rate Swap (liability)


4,717*



*Slidell must make a $5,000 payment 




[$500,000 ( (7% – 6%)] at the end of 2009 under 




the swap agreement. This payable has a present 




value of $4,717 (FV = $5,000, N = 1, I = 6% ( $4,717).

19–25.
(Concluded)

2009

Dec.
31
Interest Expense

30,000





Cash ($500,000 ( 0.06)


30,000



31
Interest Rate Swap (liability)

4,717




Other Comprehensive Income

283*




Cash (for swap agreement)


5,000




*$4,717 ( 0.06 = $283 



31
Interest Expense

5,000




Other Comprehensive Income


5,000



31
Loan Payable

500,000





Cash


500,000

19–26.

2008

Sept.
1
Inventory

779,221





HK$ Payable (HK$6,000,000/7.7)


779,221




No entry is made to record the forward contract 
because, as of September 1, 2008, the forward has a fair value of $0.

Dec.
31
HK$ Payable

29,221*





Gain on Foreign Currency


29,221




*HK$6,000,000/7.7 – HK$6,000,000/8.0 = $29,221



31
Loss on Forward Contract

29,221





Forward Contract (liability)


29,221*




*Under the forward contract, Ramus must pay $779,221 to purchase HK$6,000,000 on January 1, 2009. Equivalently, Ramus can make a settlement payment if the U.S. dollar value of HK$6,000,000 on January 1, 2009, is less than $779,221, and it can receive a payment if the value is more. In this case, the value is $750,000 (HK$6,000,000/8.0), so Ramus must make a payment.




(Note: In this case, the foreign currency forward contract is technically not accounted for as a fair value hedge. Instead, it is accounted for as a speculation, with gains and losses on the derivative being recognized immediately in income. However, because the foreign currency payable is remeasured using the current exchange rate at December 31, with the resulting gain being recognized in income, the gain on the foreign currency payable and the loss on the derivative cancel out one another, and the net effect is the same as if the derivative had been 
accounted for as a fair value hedge under Statement No. 133.)

19–26.
(Concluded)

2009

Jan.
1
HK$ Payable

750,000





Cash (HK$6,000,000/8.0)


750,000



1
Forward Contract (liability)

29,221





Cash (forward contract settlement)


29,221

19–27.

2008

Dec.
1
No entry is made to record the futures contract because, as of December 1, 2008, the future has a fair value of $0.



31
Other Comprehensive Income 

10,000*




Futures Contract (liability)


10,000




*Under the futures contract, Quincy will pay 
$85,000




(100,000 ( $0.85) to buy 100,000 pounds 
of orange juice concentrate on January 1, 2009. Equivalently, Quincy can make a settlement payment if the 
value of 100,000 pounds of concentrate on January 1, 2009, is less than $85,000, and it can 
receive a payment if the value is more. In this case, the value on December 31, 2008, is $75,000 (100,000 ( $0.75), so Quincy will make a payment. The loss is deferred so that it can be matched with the decreased production cost that will result in 2009 from a lower cost of purchasing concentrate.

2009

Jan.
1
Orange Juice Inventory (100,000 ( $0.75)

75,000





Cash (100,000 ( $0.75)


75,000



1
Futures Contract (liability)

10,000





Cash (futures contract settlement)


10,000



1
Loss on Futures Contract

10,000





Other Comprehensive Income


10,000

The deferred loss recorded in Other Comprehensive Income in 2008 is recognized in earnings on January 1, 2009, the date of the forecasted transaction (concentrate purchase) that was hedged using the orange juice concentrate futures contract.

19–28.

2008

Dec.
1
Cotton Call Option (asset)

2,000





Cash


2,000




No entry is made on December 1 to record the forecasted 
purchases of cotton to occur in January 2009.

2008

Dec.
31
Other Comprehensive Income

2,000





Cotton Call Option (asset)


2,000

With the price of cotton at $0.42 per pound on December 31, 2008, Far West can expect that the option to buy 250,000 pounds of cotton on January 1, 2009, at $0.50 per pound will not be exercised. Why use the option to buy cotton at $0.50 per pound when the same cotton can be purchased in the market at $0.42? So, the cotton call option is worthless on December 31, 2008.

2009

Jan.
1
Cotton Inventory

105,000





Cash (250,000 ( $0.42)


105,000



1
Loss on Cotton Call Option

2,000





Other Comprehensive Income


2,000

The cotton call option is allowed to expire unused. The deferred loss recorded in Other Comprehensive Income in 2008 is 
recognized in earnings on January 1, 2009, the date of the forecasted transaction (cotton purchase) that was hedged using the cotton call option.

19–29.

1.
Notional


Fair


Amount


Value

Forward contract to purchase Hong Kong dollars

$779,221*
$(29,221)

*HK6,000,000/7.7 = $779,221

The forward contract is a liability as of December 31, 2008.

2.
Notional


Fair


Amount


Value
Futures contract to purchase orange juice 

concentrate

$85,000*

$(10,000)

*100,000 ( $0.85 = $85,000

The futures contract is a liability as of December 31, 2008.

19–30.

1.

Unrealized Loss on Speculation


12,500

Futures Contract Payable


12,500

50,000 ( ($4.75 – $5.00) = $12,500

2.

Futures Contract Receivable


10,000

Unrealized Gain on Speculation


10,000

50,000 ( ($5.20 – $5.00) = $10,000

CONTINGENCIES 

19–31.
(a)
Contingent liability. At this point, it does not seem appropriate to classify Apple’s iocaine cleanup obligation as probable because only a preliminary study has begun. If the obligation is possible, it should be disclosed in the notes. If the obligation is remote, it need not be disclosed.


(b)
Liability.


(c)
Liability. Technically, this warranty obligation is a contingent liability because it depends on how many customers decide to return products within the next year. However, warranty obligations are probable and can be estimated, so they are recognized just as an ordinary liability.


(d)
Contingent liability. Because the chance of losing the case is remote, there is no requirement to recognize or disclose this contingency.


(e) 
Liability. Technically, this pension obligation is also a contingent liability because it depends on how long employees stay with the company, what fraction of employees get vested benefits, what salaries the benefits are based on, and so on. However, just like the warranty obligation, the pension obligation is probable and can be estimated, so it is recognized just as an ordinary liability.


(f)
Not a liability.

19–32.
(a) 
Picture Perfect is not required to make any disclosure. It should try to rectify the situation before a suit is filed.


(b)
The probable loss of $750,000 should be reported as a liability on the balance sheet and a loss on the current-year income statement.


(c)
The suit will probably result in a loss, but the amount is not estimable; therefore, disclose information relating to the suit in a note to the financial statements.


(d)
The suit should be disclosed in a note to the financial statements because it is probable that the suit will result in a loss, but the amount is not estimable.


(e)
The possibility of loss is remote; therefore, Picture Perfect is not 
required to make any disclosure.


(f)
The suit has a reasonable possibility of resulting in a loss; therefore, it should be disclosed in a note to the financial statements.

19–33.
The first lawsuit creates a liability that is probable of occurring. The company believes that an out-of-court settlement will be reached early the 
following year. Because the amount of the obligation can be reasonably 
estimated, the contingency should be recognized as a liability. In addition, information obtained in the period after the balance sheet date but before the financial statements are issued can be used to confirm the forecast about the lawsuit outcome. The contingent loss should be recorded in the 2008 year-end financial statements as follows:


Loss from Damage Suit

750,000



Estimated Liability Arising from Damage Suit


750,000

The second lawsuit's outcome is not definite. Conrad's attorneys estimate that the company has an equal chance of winning or losing the suit. 
Because the chance of losing is possible (but not probable), the litigation may be classified as reasonably possible of leading to a liability, and thus properly classified as a contingent liability. A note would be included with the financial statements, but no journal entry would be made. Note that there is no consensus on exactly what likelihood levels are equivalent to the terms “probable” and “possible.” However, most people would agree that “50–50” is possible but not probable.

19–34.
The objective of this exercise is to illustrate the difficulty involved in applying the contingency standards. While FASB Statement No. 5 uses terms such as “probable” and “reasonably possible,” matching these terms with probabilities is difficult. Studies have concluded that there is little consensus on the probabilities associated with the terms “probable,” “reasonably possible,” and “remote.” There are no exact answers to the scenarios given, but students should recognize the judgment involved in making the classification decision. The following are provided as possible (or probable) answers:


(a)
A 30% probability of occurrence would most likely fall between remote and probable. If Bell Industries determined this contingency was reasonably possible, note disclosure would be appropriate.


(b)
If the probability of incurring fines levied by the government is less than 10%, most would classify this event as remote and provide no information in the notes to the annual report.


(c)
A probability of 90% is likely to be interpreted as probable. If management determines the likelihood of losing its foreign assets is probable, a journal entry would be made for the amount of the loss.

SEGMENT REPORTING

19–35.
In addition to the information already provided about its product line divisions, Industrious must provide the following information for each product line:

(
Depreciation expense

(
Interest revenue

(
Interest expense

(
Income tax expense

(
Other significant noncash expenses

(
Capital expenditures

If Industrious has significant operations in more than one country, the following items must be reported for both the home country and for foreign operations (combined):

(
Revenues

(
Long-lived assets

In addition, if operations in any one country are material, separate disclosure should be made for that country. Also, a company may choose to provide geographic region subtotals (Europe, Asia, etc.). (Note: Division 4 does not satisfy any of the “10%” tests. If there were other small divisions, they could be grouped together for segment reporting purposes.)

19–36.
In Note 1 of its 2004 financial statements, The Walt Disney Company gives supplemental information about its business segments. Capital expenditures, depreciation expense, amortization expense, and identifiable assets are disclosed for each of Disney’s major operating segments: Media Networks, Parks and Resorts, Studio Entertainment, and Consumer Products. In addition, Disney reports revenues and operating income separately for these four segments.




In addition to this product line information, Disney also discloses revenues, operating income, and assets by major geographic area: United States and Canada, Europe, Asia Pacific, Latin America, and Other.




This product line and geographic information is useful to investors and creditors because it helps them to forecast Disney’s future performance after taking into account the specific risks and growth rates for each of Disney’s major segments. This type of segment analysis can yield much better predictions than simply extrapolating average growth rates for Disney as a whole.

INTERIM REPORTING

19–37.






Heifer Technology Inc.






Quarterly Income Statement


For the Third Quarter Ended September 30, 2008

Sales ($1,200,000 ( 0.30)


$
360,000

Cost of goods sold [$360,000 – ($360,000 ( 0.41)]



212,400
Gross profit


$
147,600

Variable operating expenses ($70,000 ( 0.30)

$
21,000

Fixed operating expenses [($104,000 – $70,000)/4]


8,500




29,500
Income from continuing operations before income 

taxes


$
118,100

Income taxes (35%)



41,335
Income from continuing operations


$
76,765

Extraordinary loss (net of income tax savings 

of $45,000)



(80,000)

Net loss


$
(3,235)

19–38.

2008

Mar.
31
Cost of Goods Sold

2,200





Provision for Temporary Decline in 





LIFO Inventory


2,200*

*Incremental cost to replace LIFO inventory: 100  ($32 – $10)

The provision account represents a liability to replace the inventory at a cost exceeding its recorded LIFO amount. This provision account is recorded only for temporary declines in LIFO inventory at interim reporting dates. A LIFO liquidation is recorded at the end of the fiscal year whether a year-end inventory decline is temporary or not.

PROBLEMS

DERIVATIVES

19–39.

(a) 
This futures contract is a contract to sell euros at a fixed price. We know this because the contract obligates Kanesville to pay if the value of the euro increases; price increases are bad news to individuals who have agreed in advance to sell at a fixed price. The euro futures contract does not hedge against the effect of exchange rate changes on the U.S. dollar value of the euro payable. Consider what will happen to Kanesville on July 31 if the U.S. dollar value of €500,000 is $200,000, $300,000, or $400,000:



U.S. Dollar Value on July 31



  $200,000

 $300,000

  $400,000 


U.S. dollars required to settle payable

$
(200,000)
$
(300,000)
$
(400,000)
Kanesville receipt (payment) to settle futures 


contract


100,000

0

(100,000)


Net paid on July 31

$
(100,000)
$(300,000)
$
(500,000)


Kanesville should have entered into a futures contract to buy euros at a fixed price. Because Kanesville entered into the wrong kind of euro futures contract, the effect of movements in exchange rates is not hedged but is made worse.

(b)
This forward contract is a contract to sell copper at a fixed price. We know this because the contract obligates Kanesville to pay if the value of copper increases; price increases are bad news to individuals who have agreed in advance to sell at a fixed price. The copper forward contract does not hedge fluctuations in the purchase price of copper. Consider what will happen to Kanesville on August 31 if the price of copper is $1.00, $1.10, or $1.20:



 Price of Copper on August 31



    $1.00


$1.10


$1.20


Cost of 100,000 pounds of copper

$(100,000)
$(110,000)
$
(120,000)


Kanesville receipt (payment) to settle forward 


contract


10,000

0

(10,000)


Net cost on August 31

$
(90,000)
$(110,000)
$
(130,000)


Kanesville should have entered into a forward contract to buy copper at a fixed price. Because Kanesville entered into the wrong kind of forward contract, the 
effect of movements in copper prices is not hedged but is made worse.

19–39.

(Concluded)

(c)
The futures contract is a contract to buy yen at a fixed price. We know this because the contract obligates Kanesville to pay if the value of the yen decreases; price decreases are bad news to individuals who have agreed in advance to buy at a fixed price. However, Kanesville has overhedged. The expected equipment purchase amount is ¥5,000,000, but Kanesville has entered into a futures contract in the amount of ¥10,000,000. Consider what will happen to Kanesville on July 15 if the U.S. dollar value of ¥10,000,000 is $80,000, $90,000, or $100,000:



Value of ¥10,000,000 on July 15 



$80,000


$90,000

 $100,000  


U.S. dollar value of ¥5,000,000 payment

$
(40,000)
$
(45,000)
$
(50,000)


Kanesville receipt (payment) to settle futures 


contract


(10,000)

0

10,000

Net cost on July 15

$
(50,000)
$
(45,000)
$
(40,000)


Because Kanesville entered into a futures contract that exceeded the amount of the commitment, movements in the yen exchange rate are not hedged. In fact, the extra ¥5,000,000 in the futures contract would be accounted for as a speculative investment.

(d)
Kanesville has not hedged the variable interest payments because the timing of the swap payment does not match the timing of the interest payments. The loan is to be fully repaid on May 10 of this year, whereas the swap payments don’t start until March 31 of next year.

(e) The option contract is a call option to buy Williams Company stock at a fixed price. We know this because the contract entitles Kanesville to receive cash if the value of the stock increases; price increases are good news to individuals who have the option to buy at a fixed price. However, the option contract does not hedge fluctuations in the value of Williams Company stock. Consider what will happen to Kanesville on September 24 if the value of Williams Company stock is $50, $60, or $70:


Value of Williams Company



Stock on September 24



$50



$60


$70


Value of 25,000 shares of Williams stock

$
1,250,000
$
1,500,000
$
1,750,000


Kanesville receipt (payment) to settle 


option contract


0

0

250,000

Net value on September 24

$
1,250,000
$
1,500,000
$
2,000,000

Kanesville should have purchased a put option to sell Williams Company stock at a fixed price. Instead of offsetting declines in the value of Williams Company stock, the call option adds extra value when the price of the stock goes up. This is a speculative option, not a hedge.

19–40.

2008

Jan.
1
Cash


2,000,000

Loan Payable



2,000,000

No entry is made to record the swap agreement because, as of January 1, 2008, the swap has a fair value of $0.

Dec.
31
Interest Expense

200,000

Cash ($2,000,000 ( 0.10)


200,000



Interest Rate Swap (asset)

121,494*

Other Comprehensive Income


121,494

*Kindall will receive a $40,000 payment [$2,000,000 ( (0.12 – 0.10)] at the end of 2009 under the swap agreement. In addition, if the rate prevailing at January 1, 2009, is the best forecast of the rate that will prevail in subsequent years, Kindall can also expect to receive a $40,000 payment at the end of 2010, 2011, and 2012. This annuity of swap payments has a present value of $121,494 (PMT = $40,000, N = 4, I = 12% ( $121,494).

2009

Dec.
31
Interest Expense

240,000

Cash ($2,000,000 ( 0.12)


240,000



Cash (from swap agreement)

40,000

Interest Rate Swap (net asset)


40,000



Other Comprehensive Income

40,000

Interest Expense


40,000



Other Comprehensive Income

132,120

Interest Rate Swap (net liability)


132,120*

*Kindall will make a $20,000 payment [$2,000,000(0.10 – 0.09)] at the end of 2010 under the swap agreement. In addition, if the rate prevailing at January 1, 2010, is the best forecast of the rate that will prevail in subsequent years, Kindall can also expect to make a $20,000 payment at the end of 2011 and 2012. This annuity of swap payments has a present value of $50,626 (PMT = $20,000, N = 3, I = 9% ( $50,626). The change in the fair value of the interest rate swap during 2009 is computed as follows:

	Interest Rate Swap

	Dec. 31, 2008
121,494
	Cash Receipt in 2009
40,000

	
	Value Change in 2009
?

	
	Dec. 31, 2009
50,626


Fair value change in 2009 = $132,120 (credit)

19–41.

No entry is made to record the forward contract because, as of October 1, 2008, the forward contract has a fair value of $0.

2008

Dec.
31
Forward Contract (asset)

2,181,818*


Other Comprehensive Income

2,181,818

*Present value of estimated receivable under forward contract:

[800,000 ( ($15 – $12)] = $2,400,000;

FV = $2,400,000, N = 1, I = 10% ( $2,181,818

The gain is deferred so that it can be matched with the increased lobster cost (part of cost of goods sold) that will result in 2010 from a higher cost of purchasing lobster.

2009

Dec.
31
Other Comprehensive Income

4,581,818*


Forward Contract (net liability)

4,581,818

*Estimated payment to be made on January 1, 2010, under forward contract:

$9,600,000 – $7,200,000 = $2,400,000

Change in fair value during 2009:

$2,400,000 – (–$2,181,818) = $4,581,818

2010

Jan.
1
Lobster Inventory

7,200,000

Cash

7,200,000


1
Forward Contract (net liability)

2,400,000

Cash

2,400,000


1
Loss on Forward Contract

2,400,000

Other Comprehensive Income

2,400,000

The deferred loss recorded in Other Comprehensive Income is recognized in earnings on January 1, 2010, the date of the forecasted transaction 
(lobster purchase) that was hedged using the lobster forward contract.

19–42.

2008

Jan.
1
Won Receivable

20,661*

Sales

20,661

*Present value of receivable:

(20,000,000 won/800) = $25,000

FV = $25,000, N = 2, I = 10% ( $20,661


No entry is made to record the futures contract because, as of January 1, 2008, the futures contract has a fair value of $0.

Dec.
31
Won Receivable ($20,661 ( 0.10)

2,066

Interest Revenue

2,066


This entry recognizes 1 year of interest revenue on the 2-year receivable dated January 1, 2008. After this entry, the won receivable has a U.S. dollar carrying value of $22,727 ($20,661 + $2,066).


31
Won Receivable

288*

Gain on Foreign Currency

288

*Present value of won receivable on December 31, 2008:
(20,000,000 won/790) = $25,316

FV = $25,316, N = 1, I = 10% ( $23,015


Change in U.S. dollar carrying value:


$23,015 – $22,727 = $288


31
Loss on Futures Contract

288*

Futures Contract

288

*Expected futures contract settlement payment on January 1, 2010:

(20,000,000 won/790) – (20,000,000 won/800) = $316.46


Present value of expected futures contract settlement payment:


FV = $316.46, N = 1, I = 10% ( $288 (rounded)

(Note: In this case, the foreign currency futures contract is technically not accounted for as a fair value hedge but as a speculation, with gains and losses on the derivative being recognized immediately in income. However, because the foreign currency receivable is remeasured using the current exchange rate at December 31 with the resulting gain being recognized in income, the gain on the foreign currency receivable and the loss on the derivative cancel out one another, and the net effect is the same as if the derivative had been accounted for as a fair value hedge under Statement No. 133.)

19–42.
(Concluded)

2009

Dec.
31
Won Receivable ($23,015 ( 0.10)

2,302

Interest Revenue

2,302


This entry recognizes interest revenue on the receivable for 2009. After this entry, the won receivable has a U.S. dollar carrying value of $25,317 ($23,015 + $2,302).


31
Loss on Foreign Currency

1,221*

Won Receivable

1,221

*U.S. dollar value of won receivable on December 31, 2009:

(20,000,000 won/830) = $24,096

Change in U.S. dollar carrying value:

$25,317 – $24,096 = $1,221 (rounded)


31
Interest Expense ($288 ( 0.10)

29

Futures Contract

29

This entry recognizes interest expense for 2009 on the futures contract settlement payable. After this entry, the futures contract payable has a carrying value of $317 ($288 + $29).


31
Futures Contract

1,221*

Gain on Futures Contract

1,221

*Expected futures contract settlement receipt on January 1, 2010:
(20,000,000 won/800) – (20,000,000 won/830) = $904

Change in fair value of futures contract:

$904 – (–$317) = $1,221 (rounded)

2010

Jan.
1
Cash (20,000,000/830)

24,096

Won Receivable

24,096



Cash (futures contract settlement)

904

Futures Contract

904

19–43.

2008

Jan.
1
Grain Put Option

90,000

Cash

90,000


No entry is made on January 1, 2008, to record the forecasted sale of grain to occur in January 2010.

Dec.
31
Other Comprehensive Income

67,000

Grain Put Option

67,000


This entry adjusts the recorded value of the option to its fair value as of the end of the year. After this entry, the recorded value of the option is $23,000 ($90,000 – $67,000).

2009

Dec.
31
Other Comprehensive Income

23,000

Grain Put Option

23,000


With the price of grain above the option put price, there is no reason to exercise the option; it is better to sell the grain on the open market. Thus, the option will not be exercised on January 1, 2010, and has no value. After this entry, the recorded value of the option is $0.

2010

Jan.
1
Cash (600,000 ( $1.35)

810,000

Sales

810,000



Loss on Grain Put Option

90,000

Other Comprehensive Income

90,000


The grain put option is allowed to expire unused. The deferred loss recorded in Other Comprehensive Income in 2008 and 2009 is recognized in earnings on January 1, 2010, the date of the forecasted transaction (grain sales) that was hedged using the grain put option. Both the revenue from the grain sales and the loss from the unused put option will be included in the income statement in the same period.

19–44.

1.

Notional value (800,000 ( $12)

$9,600,000

Fair value, December 31, 2008

2,181,818

Fair value, December 31, 2009

(2,400,000)

2.

Notional value (20,000,000/800)

$25,000

Fair value, December 31, 2008

(288)

Fair value, December 31, 2009

904

19–45.

1.
All of these futures contracts are accounted for as speculations.


Purchase feeder cattle:


Unrealized Loss on Speculation

24,000



Futures Contract Payable


24,000


300,000 ( ($0.67 – $0.75) = $24,000


Sell pork bellies:


Unrealized Loss on Speculation

18,000


Futures Contract Payable


18,000

200,000 ( ($0.60 – $0.69) = $18,000


Purchase milk:


Unrealized Loss on Speculation

16,000



Futures Contract Payable


16,000

800,000 ( ($0.08 – $0.10) = $16,000

2.
An important advantage of using derivatives trading to take advantage of information is that one doesn’t need much up-front cash to take a substantial position with respect to future prices. For example, in this simple problem, Winter 
Quarters did not have to invest any cash on December 1, 2008, to take a position predicting that the price of feeder cattle and milk would go up and that pork 
bellies would go down. In this case, Winter Quarters was wrong on each of its predictions, which illustrates the prime disadvantage of using derivatives trading. With very little up-front cash outlay, one can become exposed to very large 
potential losses.

CONTINGENCIES

19–46.

1.
The following amounts should be reported on the balance sheet as liabilities:


(a)
The fact that a judgment has been handed down against Southern is a good indication that the contingent liability from the lawsuit is probable. The best estimate of the amount that will be paid is $300,000, so a liability of $300,000 should be recognized.


(b)
$0. This obligation is only reasonably possible, not probable, so no liability is recognized.


(c)
$0. There is only a remote likelihood that Southern will have to make payments on the guaranteed loan, so no liability is recognized.

19–46.
(Concluded)

2.
The following information should be included in notes accompanying the balance sheet of Southern Outpost Co.:


(a)
A note describing the initial adverse judgment of $600,000 against Southern and the attorney’s opinion that the amount can be reduced by 50%.


(b)
A note describing the action against Southern for polluting the St. Johns River. Because the payment is only reasonably possible, no entry for the $280,000 estimated loss is necessary at this time.


(c)
Even when the likelihood of making a payment on a guaranteed loan is remote, note disclosure describing the guarantee is required.

3.
(a)
Loss from Litigation

300,000

Liability for Court Judgment


300,000


(b)
No entry is required. Note disclosure is sufficient when the outcome is reasonably possible.


(c)
No entry is required. Note disclosure of a guarantee is sufficient when the outcome is remote.

19–47.

Some of the material in this solution is taken from the following article, which provides an excellent summary of the interesting contingency accounting issues associated with the Texaco-Pennzoil case: Edward B. Deakin, “Accounting for Contingencies: The Pennzoil-Texaco Case,” Accounting Horizons, March 1989, p. 21.

1.
Because the lawsuit was for a material amount and the case had some merit, a loss by Texaco was reasonably possible and note disclosure was appropriate. Texaco asserted in a note to the 1984 statements that any contingent liabilities involving the company (which included the Pennzoil litigation) were not expected to be material. By the way, Texaco also made disclosure of the lawsuit in its 1983 annual report because the suit was filed after the 1983 fiscal year but before the 1983 financial statements were finalized. This is a good example of a “subsequent event.”

2.
In the body of the 1986 annual report, management of Texaco took two pages to discuss the Pennzoil litigation. In addition, the financial statements included another page in the notes discussing the case. Texaco’s management concluded the discussion by stating that the Pennzoil litigation could materially affect Texaco. At the same time, the uncertainty surrounding Texaco’s future, given the large judgment hanging over its head, caused Texaco’s auditor to render a qualified audit opinion.

19–47.
(Concluded)

3.
In 1987, Texaco recognized the $3 billion liability and filed for Chapter 11 bankruptcy. The journal entry to recognize the liability was as follows:

Loss from Pennzoil Litigation


3,000,000,000

Liability to Pennzoil

3,000,000,000

4.
The journal entry to record the payment of the liability in 1988 follows:

Liability to Pennzoil

3,000,000,000

Cash

3,000,000,000

5.
For Pennzoil, the litigation was treated as a contingent gain. Pennzoil did not recognize the gain until 1988 when the payment was actually received. From 1983 through 1985, Pennzoil made no mention of the contingent gain in the financial statements. In 1986 and 1987, Pennzoil included some note disclosure of the contingent gain. This case illustrates the asymmetry between the treatment of contingent losses and the treatment of contingent gains.

19–48.

(a)
Attorneys for Asbestos Inc. are uncertain as to the outcome of the case, but prior history indicates that it is probable that the firm will be required to pay something. If the amount of payment can be estimated, a liability should be recognized. If the amount of expected payment cannot be estimated, note disclosure would be required.

(b)
Because the event causing the damage restoration liability occurred in 2009, no liability is recognized in the 2008 financial statements. However, the liability should be disclosed in a note to the 2008 financial statements. See the discussion of subsequent events in Chapter 3.

(c)
The existence of the strong likelihood of flood damage should be disclosed in a note. However, no loss or liability should be recorded until the actual flood loss has occurred.

(d)
Even though the judgment was in favor of Asbestos Inc., the appeals process could take years. This event would be considered a contingent gain. As with contingent liabilities, contingent gains are not recognized unless they are probable. However, the probability assessment is typically more conservative when done in connection with a contingent gain. In addition, companies are sometimes reluctant to disclose possible contingent gains to avoid giving an overly optimistic picture of the company.

SEGMENT REPORTING

19–49.

1.


ProCom Industries

Internal Management Report

Operating Profit

For the Year Ended December 31, 2008




Segment 1
Segment 2
Segment 3
Segment 4
Sales

$
3,500,000
$
1,680,000
$
4,340,000
$
3,220,000

Allocated costs


(1,625,000)

(780,000)

(2,015,000)

(1,495,000)

Specific costs


(1,100,000)

(1,000,000)

(1,300,000)

(880,000)

Operating profit

$
775,000
$
(100,000)
$
1,025,000
$
845,000
2.
FASB Statement No. 131 states that for segment reporting purposes, firms are to report to external users using the same accounting practices that are used for internal purposes. This lowers the incremental bookkeeping cost required for firms to provide segment information. In addition, this requirement provides external users with the same type of information about business segments that is used internally.

19–50.

1.


Backenstos Company

Notes to the Financial Statements

Backenstos has structured its company internally into divisions based on its two products, X and Y.

Information about Product Lines:




Product X
Product Y
Total


Revenue

$
250
$
600
$
850


Operating profit


60

70

130


Depreciation


35

130

165


Plant and equipment


110

400

510


Total assets


260

1,000

1,260


Capital expenditures


60

130

190

(Note: It is not required to disclose total liability information for segments.)

19–50.
(Concluded)

Supplemental Information about Geographic Areas:




Total 

Revenue:



United States

$
500



Mexico


350


Plant and equipment:



United States

$
300



Mexico


210


Capital expenditures:



United States

$
120



Mexico



70

2.


Backenstos Company

Notes to the Financial Statements

Backenstos has structured its company internally into two divisions, one for operations in the United States and one for operations in Mexico. 

Information about Geographic Areas:




United States
Mexico
Total


Revenue


$
500
$
350
$
850


Operating profit


70

60

130


Depreciation


95

70

165


Plant and equipment


300

210

510


Total assets


720

540

1,260


Capital expenditures


120

70

190

Supplemental Information about Product Lines:




Total


Revenue:



Product X

$
250



Product Y


600

INTERIM REPORTING

19–51.

1.
Using just the annual sales data, it appears that the annual sales of Harper 
Company are increasing by $10,000 per year. Accordingly, annual sales in 2009 will be $60,000 ($50,000 + $10,000). If the quarterly sales data are ignored, the best guess is that sales occur evenly throughout the year, and a reasonable forecast of fourth-quarter sales is $15,000 ($60,000/4).

2.
Using the quarterly sales data, it appears that fourth-quarter sales are increasing by $4,000 per year. The best guess of fourth-quarter sales in 2009 is $24,000 ($20,000 + $4,000).

19–51.
(Concluded)

3.
Using the quarterly sales data, first-quarter sales appear to increase by $2,000 per year. However, the actual increase in 2009 is twice that much, from $10,000 to $14,000. If this trend is expected to continue throughout the year, sales growth in the fourth quarter of 2009 may also be twice as much as expected. Under this assumption, the best guess of fourth-quarter sales in 2009 is $28,000 ($20,000 + $8,000).

4.
For a company such as Harper with a seasonal pattern in operations, quarterly data are very important to investors and creditors in forecasting a company’s cash flow needs, profitability, and ability to repay loans. Just looking at annual data misses the large variation in results from quarter to quarter. In addition, use of quarterly data allows external users to update their forecasts of a firm’s performance without waiting until the end of the year to receive the annual report.

19–52.

1.
The correct answer is a. SFAS No. 5 specifically requires that debt guarantees be disclosed even if the possibility of loss is considered remote.

2.
The correct answer is c. When reporting on an interim period, the same generally accepted accounting principles are applied as are used in the annual financial statements, not a comprehensive basis of accounting other than GAAP. An interim period is considered an integral part of the annual accounting period. This is illustrated, for example, by the fact that the tax rate applied to an interim period is an estimate of the rate that will apply to the annual period.

CASES

DERIVATIVES

Discussion Case 19–53

Palmer faces each of the four types of risk outlined in the chapter.


Price risk. Palmer faces price risk on both the sales side and the purchases side. The demand for exercise equipment can vary greatly, depending on the general health of the economy. When people are fearful of unemployment, they don’t usually run out and buy an expensive piece of exercise equipment or sign up for a fitness club membership. This price risk caused by demand is even a bit more complicated because Palmer is operating in three different major markets: the United States, Europe, and Japan. Palmer also faces price risk in terms of uncertainty about the purchase price of its equipment from the Chinese manufacturers. Palmer is particularly exposed to price risk because there is no natural hedging relationship between movements of prices for Chinese manufacturers and movements of prices for consumers in the United States, Europe, and Japan.


Credit risk. Palmer faces credit risk because most sales are credit sales. We all know how easy it is for customers to lose interest in a new piece of exercise equipment; if they lose interest, they are much less likely to pay off their bill. Palmer also faces credit risk of a different sort in that it must rely on the Chinese manufacturers to deliver equipment on time. Palmer has no other source for its 
products.


Interest rate risk. About one-half of Palmer’s U.S. loans are variable-rate loans, so it faces some uncertainty about the amount of future interest payments required for these loans. With its fixed-rate loans, Palmer is exposed to the risk that market interest rates could decrease and it would be stuck paying above-market rates for its fixed-rate loans.


Exchange rate risk. Obviously, Palmer faces all kinds of exchange rate risk: receivables denominated in Japanese yen and various European currencies, payables denominated in Hong Kong dollars, and loans denominated in Japanese yen and in euros. The particularly worrisome aspect of Palmer’s exchange rate risk is that the Hong Kong dollar payables are not naturally hedged by any of Palmer’s other cash flows.

Discussion Case 19–54

King Follett’s soybean price-hedging program is a disaster waiting to happen. Consider the following three facts:

1.
The three employees in the finance department who oversee this program think they are starting to get a pretty good feel for the way prices move in the soybean market. This tells us that they have forgotten the purpose of the program: to hedge existing risk from soybean prices because movements in those prices can’t be predicted. Those who think they can predict price movements are speculators, and this program wasn’t intended as a speculation.

2.
In 2008, the forward contract purchase program netted a profit of $12,000 above the offsetting cost of goods sold increase from the effect of price increases on the cost of soybeans. A proper hedging program won’t net any profit or loss at all; profits or losses on the forward contracts will be offset by cost fluctuations on the soybean purchases. The existence of an excess indicates that the finance department employees have purchased too many forward contracts resulting in overhedging. Another word for overhedging is speculation because the extra forward contracts are not hedges at all. In 2009, King Follett could just as easily lose $12,000, or more, from this speculative forward contract program.

Discussion Case 19–54   (Concluded)

3.
In 2008, King Follett purchased 10,000 bushels of soybeans per month. With sales expected to be up 30% in 2009, soybean purchases should be around 13,000 bushels per month. However, the finance department employees have purchased forward contracts for 20,000 to 30,000 bushels per month. As mentioned previously, these extra contracts are speculations, not hedges. If soybean prices go down, King Follett stands to lose a significant amount of money on these contracts, far more than will be saved through the lower cost of soybean purchases of 13,000 bushels per month.

Discussion Case 19–55

Laurie’s political science class is correct in saying that some derivative trading is merely a sophisticated form of gambling. Unfortunately for the public image of derivatives, these high-profile, gambling-type losses are the only ones that make their way to the public’s attention. When a city government or a public college acquires derivative financial instruments as part of their investment portfolio, it is sometimes the case that these derivatives are purchased not as part of a hedging strategy to eliminate avoidable risk but as a speculation on which way interest rates or stock prices will move.

Derivatives are an important business tool in managing risk. For example, for a company with a variable-rate loan, an interest rate swap serves a valid business purpose by eliminating uncertainty about the amount of future interest payments. However, for a company without a variable-rate loan, the same interest rate swap is just a speculation on which way future interest rates will move. So, as with most other useful things, derivatives are very valuable when used correctly, but they can cause major problems when they are misused.

CONTINGENCIES 

Discussion Case 19–56

(a)
Newport Company should disclose the threat of expropriation of assets in the notes to the financial statements. Disclosure would include an estimate of the possible loss or an estimate of the range of loss. Accrual of a loss is inappropriate because the threat of expropriation is not probable but is only reasonably possible.

(b)
Newport should report the potential costs due to the safety hazard by accruing a loss in the income statement and a liability in the balance sheet. Accrual is required because both of the following conditions are met:


(1)
It is considered probable that a liability has been incurred.


(2)
The amount of the loss can be reasonably estimated.


In addition, Newport should separately disclose in the notes to the financial statements the nature of the safety hazard.

(c)
Newport should not accrue a loss because an asset has not been impaired nor has a liability been incurred. Disclosure of the uninsured rockslide risk, while permitted, is not required.

Discussion Case 19–57

Judge Wells might ask Transcontinental’s accountant questions such as the following:

1.
What process was used to determine that the likelihood of the contingent liability eventually materializing was remote?



Was progress in the case during the subsequent event period (after the balance sheet date but before financial statement issuance) considered?



Was the opinion of legal counsel sought? Is that opinion in writing?



Have you had any similar contingent liabilities in the past? What was your experience with them?

2.
Did you consider the full disclosure principle mentioned in the FASB’s Conceptual Framework that all relevant information should be disclosed? Did you think that information concerning this contingent liability was not relevant to investors and creditors?

3.
Because you concluded that the contingent liability was remote and not relevant, what disastrous events occurred after the issuance of the financial statements that caused you to ultimately lose the lawsuit with the supplier?

Discussion Case 19–58

Arguments for a change in the definition of “probable”:

1.
Because the word “probable” has many different interpretations, better guidelines are needed to ensure adequate reporting of liabilities by companies.

2.
Comparability among companies would be improved if a more specific guideline were given for differentiating between those potential liabilities and losses that are recorded in the financial statements and those that are merely disclosed in notes.

3.
Contingent liabilities should not require a more stringent cutoff than contingent assets such as deferred tax assets. Both contingent assets and contingent liabilities should have similar criteria for reporting.

Arguments for leaving the criteria for contingent liability recording as given in FASB Statement No. 5:

1.
Business has adapted to Statement No. 5. The criteria for contingency recognition have been applied for more than 20 years and generally have been accepted by the accounting profession.

2.
The criterion for deferred income tax asset recognition has not been applied to all contingent assets. Deferred income tax assets are unique in their nature and extending the concept of "more likely than not" to contingent liabilities may not provide a more useful measure for items such as lawsuits and environmental liabilities.

Discussion Case 19–59

This case addresses the pros and cons of more general accounting standards as opposed to specific rules for each new problem area. FASB Statement No. 5 requires contingent losses to be reported in the financial statements when the loss is probable and the amount of the loss can be reasonably estimated. Laws that create potential future liabilities for companies should be considered when management evaluates its company's liabilities. Because of the widespread hazardous waste and other pollution problems existing in many industries, additional guidelines are probably necessary to make such reporting more comparable across companies. It seems inefficient to require each company to develop individual 
accounting standards for dealing with the specifics of environmental liability accounting. As mentioned in the text, the standard-setting bodies are beginning to establish more specific rules for environmental 
accounting.

Discussion Case 19–59   (Concluded)

In addition to eliminating the need for all companies to develop their own specific accounting standards, a specific standard by the FASB in a certain area increases the awareness of accountants for that area. For example, until the FASB began a detailed examination of derivatives, most accountants never even thought about them. Until the FASB required companies to recognize a liability for other postemployment benefits (FASB Statement No. 106), many companies and most accountants just ignored this obligation. So, a specific rule for a specific area increases overall awareness of that particular accounting issue.

On the other hand, the existence of too many detailed rules removes the exercise of professional judgment by accountants. The need for professional judgment is easily seen in the area of accounting for leases. With leases, the detailed rules serve only as a guideline firms use to manipulate their lease agreements so that the leases can be classified as operating leases. If the rules were less specific, 
accountants would be required to apply a “smell” test and account for things according to their true 
economic substance.

SEGMENT REPORTING

Discussion Case 19–60

Eliza Snow does not correctly understand the provisions of FASB Statement No. 131 on segment reporting. Under its provisions, segments are to be identified using the same criteria used by management to distinguish business segments for internal reporting purposes. Either a geographic or a product line 
distinction is acceptable. The objective of this requirement is to provide external users with the same type of information about business segments that is used internally. In addition, this requirement lowers the incremental cost that firms must bear in preparing segment information to be disclosed to external users.

INTERIM REPORTING

Discussion Case 19–61

The primary motivation for the preparation and release of quarterly reports is timeliness. Because much can happen in a company in the 12 months between annual reports, investors and creditors view quarterly reports as being very relevant. The art of practicing accounting involves a constant trade-off, however, between relevance and reliability. In preparing a quarterly report, some of the precision associated with an annual report must be sacrificed to get the report out before the next quarter is over (the SEC requires the 10-Q filing to be submitted within 35 days of the end of the fiscal quarter, which is approximately halfway through the following quarter). To complete the quarterly report within the allotted time, many estimates of expenses must be made. Modifications to accounting practices, such as LIFO liquidations, must be 
employed to ensure proper matching of revenues and expenses. Finally, because these quarterly reports cannot possibly contain all of the detail of an annual report, it would be misleading to place the same 
“audit” stamp on them. The fact that quarterly reports are “unaudited” emphasizes to investors and 
creditors that, to achieve timeliness, some of the precision and detail associated with the annual report has been sacrificed.

Case 19–62

1.
Disney uses option strategies, forward contracts, and cross-currency swaps to manage foreign exchange risk. Disney hedges currency exchange risk associated with the Japanese yen, European euro, British pound, and Canadian dollar. Disney does not engage in any foreign currency transactions to speculate.

2.
Disney uses pay-floating and pay-fixed swaps to manage interest rate risk. Disney reports the following: “As of September 30, 2004 and 2003 respectively, the Company held $148 million and $711 
million notional value of pay-fixed swaps that do not qualify as hedges. The change in market values of all swaps that do not qualify as hedges have been included in earnings.” Basically, these swaps cannot be accounted for as hedges and are subsequently accounted for as speculations.

3.
In Note 13 Disney discloses the following about its pending lawsuits: “Stephen Slesinger, Inc. v. The Walt Disney Company. In this lawsuit, filed on February 27, 1991 in the Los Angeles County Superior Court, the plaintiff claims that a Company subsidiary defrauded it and breached a 1983 
licensing agreement with respect to certain Winnie the Pooh properties, by failing to account for and pay royalties on revenues earned from the sale of Winnie the Pooh movies on videocassette and from the exploitation of Winnie the Pooh merchandising rights. The plaintiff seeks damages for the 
licensee’s alleged breaches as well as confirmation of the plaintiff’s interpretation of the licensing agreement with respect to future activities. The plaintiff also seeks the right to terminate the agreement on the basis of the alleged breaches. If each of the plaintiff’s claims were to be confirmed in a 
final judgment, damages as argued by the plaintiff could total as much as several hundred million 
dollars and adversely impact the value to the Company of any future exploitation of the licensed rights. The Company disputes that the plaintiff is entitled to any damages or other relief of any kind, including termination of the licensing agreement. On April 24, 2003, the matter was removed to the United States District Court for the Central District of California, which, on May 19, 2003, dismissed certain claims and remanded the matter to the Los Angeles Superior Court. The Company appealed from the District Court’s order to the Court of Appeals for the Ninth Circuit, but served notice that it was withdrawing its appeal in September 2004. On March 29, 2004, the Superior Court granted the Company’s motion for terminating sanctions against the plaintiff for a host of discovery abuses, including the 
withholding, alteration, and theft of documents and other information, and, on April 5, 2004, dismissed plaintiff’s case with prejudice. On May 6, 2004, the plaintiff moved to disqualify the judge who issued the March 29, 2004 decision, and on May 13, 2004, the plaintiff moved for a ‘new trial’ on the issue of the terminating sanctions. On July 19, 2004, the plaintiff’s motion to disqualify the judge who issued the March 29, 2004 decision was denied, and on August 2, 2004, the plaintiff filed with the state 
Court of Appeal a petition for a writ of mandate to challenge the denial, which was also denied. In September 2004, plaintiffs moved a second time to disqualify the trial judge. That motion is pending.”
Case 19–62
(Concluded)

Milne and Disney Enterprises, Inc. v. Stephen Slesinger, Inc. On November 5, 2002, Clare Milne, the granddaughter of A. A. Milne, author of the Winnie the Pooh books, and the Company’s subsidiary Disney Enterprises, Inc. filed a complaint against Stephen Slesinger, Inc. (“SSI”) in the United States District Court for the Central District of California. On November 4, 2002, Ms. Milne served notices to SSI and the Company’s subsidiary terminating A. A. Milne’s prior grant of rights to Winnie the Pooh, effective November 5, 2004, and granted all of those rights to the Company’s subsidiary. In their 
lawsuit, Ms. Milne and the Company’s subsidiary seek a declaratory judgment, under United States copyright law, that Ms. Milne’s termination notices were valid; that SSI’s rights to Winnie the Pooh in the United States terminated effective November 5, 2004; that upon termination of SSI’s rights in the United States, the 1983 licensing agreement that is the subject of the Stephen Slesinger, Inc. v. The Walt Disney Company lawsuit terminated by operation of law; and that, as of November 5, 2004, SSI was entitled to no further royalties for uses of Winnie the Pooh. In January 2003, SSI filed (a) an 
answer denying the material allegations of the complaint and (b) counterclaims seeking a declaration that (i) Ms. Milne’s grant of rights to Disney Enterprises, Inc. is void and unenforceable and (ii) Disney Enterprises, Inc. remains obligated to pay SSI royalties under the 1983 licensing agreement. SSI also filed a motion to dismiss the complaint or, in the alternative, for summary judgment. On May 8, 2003, the Court ruled that Milne’s termination notices are invalid and dismissed SSI’s counterclaims as moot. Following further motions, on August 1, 2003, SSI filed an amended answer and counterclaims and a third-party complaint against Harriet Hunt (heir to E. H. Shepard, illustrator of the original Winnie the Pooh stories), who had served a notice of termination and a grant of rights similar to Ms. Milne’s. By order dated October 27, 2003, the Court certified an interlocutory appeal from its May 8 order to the Court of Appeals for the Ninth Circuit, but on January 15, 2004, the Court of Appeals denied the Company’s and Milne’s petition for an interlocutory appeal. By order dated August 3, 2004, the Court granted SSI leave to amend its answer to assert counterclaims against the Company allegedly arising from the Milne and Hunt terminations and the grant of rights to the Company’s subsidiary for (a) unlawful and unfair business practices; and (b) breach of the 1983 licensing agreement. In October 2004, Milne, joined by the Company, moved to amend its complaint to dismiss its claim against SSI for the purpose of obtaining a final order of dismissal against it, so as to permit its appeal to the Court of Appeals to proceed, and the District Court granted that motion by order dated November 12, 2004.

Management believes that it is not currently possible to estimate the impact if any, that the ultimate resolution of these matters will have on the Company's results of operations, financial position or cash flows.

The Company, together with, in some instances, certain of its directors and officers, is a defendant or co-defendant in various legal actions involving copyright, breach of contract and various other claims incident to the conduct of its businesses. Management does not expect the Company to suffer any material liability by reason of such actions.

4.
The segment operating income information and the identifiable asset information comes from Note 1 on segments.


Operating

Identifiable
Return on



Income


Assets


Assets


Media Networks



$2,169
$26,193
8.3%


Parks and Resorts


1,123
15,221
7.4


Studio Entertainment


662
6,954
9.5


Consumer Products


534
1,037
51.5


The Consumer Products segment yields the highest return on assets, by far. Unfortunately, this is Disney’s smallest segment.

5.
In both fiscal 2003 and fiscal 2004, revenues in the first fiscal quarter (October 1 through December 31) are higher than for any subsequent quarter during the year. This does suggest a seasonal pattern, with Disney’s revenues being higher during the traditional holiday season.

Case 19–63

1.
The interest rate swap illustrated in the chapter was a pay fixed, receive variable swap. This swap essentially converted a variable rate loan, with uncertain future cash flows, into a fixed rate loan. This is a cash flow hedge. A pay variable, receive fixed swap converts a fixed rate loan into a variable rate loan. Variable rate loans have a constant present value because the future cash payments associated with the loan change as market interest rates change. Thus, a pay variable, receive fixed swap serves as a fair value hedge.

2.
In order to hedge future royalty receipts denominated in foreign currencies, IBM would have to enter into derivative contracts to sell the foreign currency at a set price in the future. Such a derivative contract will increase in value when the foreign currency decreases in value (relative to the U.S. dollar). Because the fair value of these cash flow hedges is $939 million (liability) as of December 31, 2004, the foreign currencies must have increased in value, meaning that the U.S. dollar weakened relative to those currencies.

3.
The $2,490 million in debt hedges net investments in the assets of foreign subsidiaries. If a company has both assets and liabilities of equal amount denominated in the same foreign currency, then exchange fluctuations that would cause a loss with respect to the assets would cause an equal gain with respect to the liabilities, and vice versa. Accordingly, IBM has borrowed money in the same foreign currencies in which it has made investments in foreign subsidiaries; these borrowings serve as a hedge.

4.
Of the $653 million in unrealized losses associated with cash flow hedges, $492 million are associated with cash flow transactions expected to occur within one year.
5.
What financial statement users would like to know is how movements in interest rates and exchange rates would impact a company’s reported results. A concept frequently mentioned in conjunction with derivatives is the “value at risk”—the amount of change in the fair value of a company’s net assets given a possible change in exchange rates or interest rates. For example, a value-at-risk disclosure would involve calculation of the impact of a rise in interest rates to a level as high as they are likely to go, given the historical range in which interest rates have moved. Many companies use value-at-risk calculations internally to track their exposure to risk.

Case 19–64

1.
The amount of the recognized liability for the Benlate lawsuits is not reduced by the amount of 
expected insurance recoveries because those recoveries represent contingent gains. 

2.
This policy increases the recognized amounts of the recorded liabilities. By excluding possible recoveries from third parties [such as insurance recoveries, as mentioned in (1) above], the gross, instead of net, amount of the liability is recognized. In addition, by not reducing the liability amount through discounting future payments, the stated liability is also increased. 

3.
The usual way to record a $10 million expenditure for environmental cleanup is as follows:


Environmental Cleanup Expense

10,000,000



Cash


10,000,000


However, in its financial statement notes, DuPont distinguishes between costs for environmental cleanup and other environmental costs. DuPont states: “Costs related to environmental remediation are charged to expense. Other environmental costs are also charged to expense unless they increase the value of the property and/or mitigate or prevent contamination from future operations, in which event they are capitalized.” So, another possible entry is as follows:


Environmental Cost (asset)

10,000,000



Cash


10,000,000

Case 19–65

1.
Operating profit margin (Operating profit/Net revenue):

	
	
	
	Operating

	
	Operating
	Net
	Profit

	
	Profit
	Revenue
	Margin

	Frito-Lay North America
	$2,389 
	$9,560 
	25.0%

	PepsiCo Beverages North America
	1,911 
	8,313 
	23.0

	PepsiCo International
	1,323 
	9,862 
	13.4

	Quaker Foods North America
	475 
	1,526
	31.1


2.
Asset turnover (Net revenue/Total assets):

	
	Net
	Total
	Asset

	
	Revenue
	Assets
	Turnover

	Frito-Lay North America
	$9,560 
	$5,476 
	1.75

	PepsiCo Beverages North America
	8,313 
	6,048 
	1.37

	PepsiCo International
	9,862 
	8,921 
	1.11

	Quaker Foods North America
	1,526 
	978 
	1.56


3.
Operations outside North America are significantly less profitable and less efficient than North American operations. This is bad news for PepsiCo because the biggest growth markets in the next 10 years will be outside North America.

Case 19–66

1.
Yes, Toys “R” Us does have a seasonal pattern in its sales. Approximately 43% of annual sales occur in the fourth quarter of the fiscal year, which extends from November through January. This period includes the holiday shopping season; so, it is no surprise that a large fraction of the sales of Toys “R” Us occur during this period.

2.

	
	First
	Second
	Third
	Fourth

	2004
	Quarter
	Quarter
	Quarter
	Quarter

	Net sales
	$2,058 
	$2,022 
	$2,214 
	$4,806 

	Gross margin
	728 
	581 
	739 
	1,546 

	Gross profit %
	35.4%
	28.7%
	33.4%
	32.2%

	
	
	
	
	

	2003
	
	
	
	

	Net sales
	$2,113 
	$2,104 
	$2,246 
	$4,857 

	Gross margin
	720 
	736 
	767
	1,451

	Gross profit %
	34.1%
	35.0%
	34.1%
	29.9%



The gross profit percentage in the fourth quarter is the lowest in 2003 and second lowest in 2004 of the four quarters in the year. This could be because price competition is more fierce during the crucial holiday selling season.

Case 19–66
(Concluded)

3.
In 2003, first-quarter sales are 43.5% of fourth-quarter sales ($2,113/$4,857). In 2004, first-quarter sales are 42.8% of fourth-quarter sales ($2,058/$4,806). Using the average of approximately 43.1%, a prediction of 2005 fourth-quarter sales can be computed as follows:



$2,300 million = 0.431 ( Fourth-quarter sales



Fourth-quarter sales = $2,300 million/0.431 = $5,336 million

In this way, quarterly information can be used internally to update forecasts and provide for better planning of production, purchasing, and cash flow.

Case 19–67

To:
Editor, Weekly Newsmagazine

From:
Member of the Financial Accounting Standards Board

Subj:
Accounting for Environmental Cleanup Costs

The essence of accounting is the gathering of information about a complicated business situation and summarizing that information in a single number. You correctly observe that existing accounting standards do not accomplish this in the area of accounting for environmental cleanup costs. Some of the reasons for this deficiency in the accounting standards are as follows:

•
Responsibility for the cleanup of a contaminated site is rarely restricted to one firm. Legal wrangling over who has to pay what can go on for years, and a firm often does not know its share of the cost 
until many years after the environmental problem has first been identified.

•
Environmental laws change rapidly, and new laws are sometimes applied retroactively to existing sites. Hence, a site that a firm had thought was environmentally “clean” under prior law can be the source of new liabilities if laws change.

•
The amounts and timing of the cash outflows required to perform an environmental cleanup can be very uncertain, making the computation of one single liability number very difficult. 

We at the FASB are keenly aware of the existing deficiencies in environmental accounting. In conjunction with the AICPA and the SEC, we are systematically considering how to handle the complicated issues, such as claims and counterclaims, uncertainty about future laws, and the time value of money, that make environmental accounting so difficult. In the meantime, our approach has been to encourage firms to 
disclose more information in the notes to their financial statements. In their annual 10-K filing with the SEC, firms are required to include substantial disclosure of ongoing and potential environmental cleanup projects. 

Thank you for drawing attention to this important and evolving area of accounting.

Case 19–68

1.
Gains and losses on fair value hedges are to be recognized in earnings in the current period. Both the gains and losses on the derivative instrument as well as the offsetting gain or loss on the hedged item associated with the hedged risk are to be recognized. The gain or loss on a cash flow hedge is to be reported as a component of comprehensive income. Once the hedged transaction affects earnings, then the gain or loss is moved from comprehensive income to earnings.

2.
Paragraph 57 (found in Appendix A of FAS 133) provides numerous example of underlyings.  

Case 19–69

You are in a bad spot. The easiest thing to do is to leave the hedge designation of the futures contract unchanged. If your financial statements are audited, you can hope that the auditor won’t discover that next year’s Polish sales don’t need to be hedged because they will be denominated in U.S. dollars. If you can get away with this deception, the $5 million loss will be deferred in Other Comprehensive Income and will not impact earnings until next year. Perhaps by then, exchange rates will have changed, and the loss will disappear.

Your other option is to do the right thing, change the designation of the futures from a cash flow hedge to a speculative investment, and recognize the $5 million loss in earnings this year. Doing this will bring 
unfavorable attention to the “hedging project,” which was your idea in the first place.

Too often, individuals and companies choose to cover things up now, in the hope that the problems will disappear with time. Another approach is to tell the truth immediately, get all the bad news and the unpleasantness over with, and then move on. Your best option in this case is to make a full explanation to your company president and explain that you didn’t foresee that the Polish customers would change their historical practice and insist on U.S. dollar contracts.

Case 19–70

Solutions to this problem can be found on the Instructor’s Resource CD-ROM or downloaded from the Web at http://stice.swlearning.com.
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