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Preface

PURPOSE OF THIS BOOK

OVERVIEW

In establishing standards to account for derivatives transactions and hedging
activities, the Financial Accounting Standards Board (FASB) has created a
detailed and complex system of accounting rules. This set of regulations pre-
sents challenges to many accountants who tend to have only limited exposure to
derivatives and to be somewhat unprepared to address the conceptual issues pre-
sented by complex hedging transactions. The purpose of the book is to provide
a framework to allow accountants and businesspeople not only to understand the
accounting issues related to derivatives and hedging but also to become familiar
with the mechanics and uses of common types of derivatives, particularly in hedg-
ing applications.

This book is suitable for use at the undergraduate level as part of an advanced
accounting course, an accounting theory course, an omnibus-style current
accounting topics course, or similar courses offered in Masters of Accounting,
150-hour, or MBA programs. The book could also serve as the basis for an in-
dependent study course at the undergraduate or graduate level.

A word of caution is in order. Although users of this book will be able to
develop a basic understanding of common types of derivatives and of the ac-
counting issues related to using common derivatives in hedging applications,
many theoretical and practical problems arising in this area are well beyond the
scope of this book. As of this writing, the FASB’s Derivatives Implementation
Group (DIG) had issued nearly 200 Issues Summaries. Each of these represents
a response to a complex problem that practicing accountants concluded could not
be resolved without the involvement of the DIG experts. Because of the immense
variety of derivatives types and the myriad uses that creative businesspeople find
for them, it is likely that even after reading this book, an accountant will face is-
sues in practice for which the solution is not immediately clear.

The book is organized into six chapters:

» Chapter | introduces the idea of hedging and explains the mechanics of sev-
eral basic types of derivatives commonly used in hedging applications.

» Chapter 2 provides initial exposure to the derivatives accounting framework
under which the required accounting is determined by the designation of de-
rivatives as either fair value or cash flow hedges. Each accounting variation

is illustrated using a single type of derivative, commodity futures contracts.
v
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Chapter 3 deals with accounting for hedging applications usine
rate swaps, one of the most commonly used derivatives for manasmg Interest
rate risk. The material in the chapter primarily deals with plain f;“% mFerest
est rate swaps, although nongeneric swaps are covered briefly. nilla inter-

Chapter 4 focuses on other interest rate hedging, including hedging involyj

interest rate futures, interest rate options, caps, and floors. This c%la :'eo Vllng

provides exposure to the design of effective hedges using duration r:et;(iiso
s.

Chapter 5 addresses foreign-currency hedging, probably the most widely pra
ticed hedging activity for US companies. Coverage includes the us§s (c)f
currency forward contracts and options to hedge exposed foreign currenc
assets and liabilities, committed and forecasted foreign currency transactionsy
and net investments in foreign operations. :

Chapter 6 introduces various topics, including accounting for embedded deriva-
tives, disclosure requirements, auditing issues, and international accounting rules

USING THE BOOK

Prerequisites

Significant effort has gone into reducing the amount of prior knowledge required
for the comprehension of the material in this text. In particular, the accountant
with minimal prior exposure to topics in finance should not be seriously disad-

vantaged because finance concepts are explained when they are first used. Knowl-
edge of some basic material is assumed, however, including concepts from
financial accounting and the ability to make present value calculations. Famil-
iarity with Microsoft Excel® spreadsheet functions are also useful because they
are referred to in certain parts of the text and in some end-of-chapter problems

to simplify calculations.

Pedagogical Conventions
ial in the derivatives and hedg-

Because of the potential complexity of the mater :
ing areas, a number of simplifying conventions have been adopted in presenting
the material included in the book, including these:

o Focus on common derivatives types. A large number of exotic derivatives

types are used today, and more are continually being invented. No attempt has
been made to include encyclopedic coverage of every type of derivative. In-
stead, the text focuses on derivatives types that are most commonly encoun-
tered in practice, including futures, swaps, forwards, and options. By under-
standing the applications and accounting requirements for these basic types of
derivatives, the accountant will have a suitable foundation from which tq ana-
lyze more complex derivatives when he or she encounters them in practice.

must be shown at estimated fair value,

e Account terminology. Every derivative ated
unting for derivatives 15 whether

which means that the primary issue in acco
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the change in fair value should be recognized in earnings immediately or de-
ferred and recognized in earnings later. To emphasize this issue and to elim-
inate potentially confusing account titles, an account called “Earnings” is used
when an entry that affects earnings is made. In practice, of course, more
descriptive income statement account names would be used.

Shortcut method. The “shortcut” accounting method allowed by the ac-
counting rules greatly simplifies the accounting for interest rate swaps. The
Swap examples in the text make the assumption that the swaps qualify for the
shortcut method. Although the text discusses the accounting when swaps fail
to qualify for the shortcut method, none of the examples illustrates the ac-
counting for this situation. There are two reasons for this. First, the computa-
tions required in accounting for swaps that do not qualify for the shortcut
method are complex, and the additional complexity is not justified by any in-
cremental conceptual insights. Second, as discussed in Chapter 6, swaps that
fail to qualify for the shortcut method produce unpredictable earnings volatil-
ity, so companies tend to minimize the use of such swaps. This means that
most, if not all, swaps encountered in practice qualify for the shortcut method.

Additional Resources

Additional resources available or planned to support the use of the book include:

Solutions Manual with detailed solutions to end-of-chapter questions, exer-
cises, and problems.

Text Website (www.mhhe.com/trombley) with links to online resources in-
cluding articles, tutorials, glossaries, and other materials.
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