EXERCISES

DERIVATIVES

18–24.

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.

18–25.

2005

Jan.
1
Cash

600,000





Loan Payable


600,000




No entry is made to record the swap agreement because, as of January 1, 2005, the swap has a fair value of $0.

Dec.
31
Interest Expense

48,000





Cash ($600,000 ( 0.08)


48,000



31
Other Comprehensive Income

5,607





Interest Rate Swap (liability)


5,607*



*South Platte must make a $6,000 payment 




[$600,000 ( (8% – 7%)] at the end of 2006 under 




the swap agreement. This payable has a present 




value of $5,607 (FV = $6,000, N = 1, I = 7% ( $5,607).

18–25.  
(Concluded)

2006

Dec.
31
Interest Expense

42,000





Cash ($600,000 ( 0.07)


42,000



31
Interest Rate Swap (liability)

5,607




Other Comprehensive Income

393*




Cash (for swap agreement)


6,000




*$5,607 ( 0.07 = $393 ($392.49, but rounded up 




because of effects of prior rounding).



31
Interest Expense

6,000




Other Comprehensive Income


6,000



31
Loan Payable

600,000





Cash


600,000

18–26.

2005

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, 2005, 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, 2006. Equivalently, Ramus can make a settlement payment if the U.S. dollar value of HK$6,000,000 on January 1, 2006, 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.)

18–26.
(Concluded)

2006

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

18–27.

2005

Dec.
1
No entry is made to record the futures contract because, as of December 1, 2005, 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, 2006. Equivalently, Quincy can make a settlement payment if the 
value of 100,000 pounds of concentrate on January 1, 2006, is less than $85,000, and it can receive a payment if the value is more. In this case, the value on December 31, 2005, 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 2006 from a lower cost of purchasing concentrate.

2006

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 2005 is recognized in earnings on January 1, 2006, the date of the forecasted transaction (concentrate purchase) that was hedged using the orange juice concentrate futures contract.

18–28.

2005

Dec.
1
Cotton Call Option (asset)

1,500





Cash


1,500




No entry is made on December 1 to record the forecasted purchases of cotton to occur in January 2006.

2005

Dec.
31
Other Comprehensive Income

1,500





Cotton Call Option (asset)


1,500

With the price of cotton at $0.60 per pound on December 31, 2005, Commerce can expect that the option to buy 400,000 pounds of cotton on January 1, 2006, at $0.75 per pound will not be exercised. Why use the option to buy cotton at $0.75 per pound when the same cotton can be purchased in the market at $0.60? So, the cotton call option is worthless on December 31, 2005.

2006

Jan.
1
Cotton Inventory

240,000





Cash (400,000 ( $0.60)


240,000



1
Loss on Cotton Call Option

1,500





Other Comprehensive Income


1,500

The cotton call option is allowed to expire unused. The deferred loss recorded in Other Comprehensive Income in 2005 is recognized in earnings on January 1, 2006, the date of the forecasted transaction (cotton purchase) that was hedged using the cotton call option.

18–29.

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, 2005.

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, 2005.

18–30.

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 

18–31.
(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.

18–32.
(a) 
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.


(b)
The probable loss of $600,000 should be reported as a liability on the balance sheet and a loss on the current-year income statement.


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


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


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


(f)
Sound Wave is not required to make any disclosure. It should try to rectify the situation before a suit is filed.

18–33.

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 2005 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.

18–34.

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

18–35.

In addition to the information already provided about its product line divisions, Taraz 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 Taraz 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 3 does not satisfy any of the “10%” tests. If there were other small divisions, they could be grouped together for segment reporting purposes.)

18–36.

In Note 11 of its 2001 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

18–37.






Angus Technology Inc.






Quarterly Income Statement


For the Third Quarter Ended September 30, 2005

Sales ($900,000 ( 0.20)


$
180,000

Cost of goods sold [$180,000 – ($180,000 ( 0.38)]



111,600
Gross profit


$
68,400

Variable operating expenses ($60,000 ( 0.20)

$
12,000

Fixed operating expenses [($96,000 – $60,000)/4]


9,000




21,000
Income from continuing operations before income 

taxes


$
47,400

Income taxes (40%)



18,960
Income from continuing operations


$
28,440

Extraordinary loss (net of income tax savings 

of $40,000)



(52,000)

Net loss


$
(23,560)

