Accounting for Hedging

Transactions
(And Syncing with CIH Margins)

O

Comments from Daryl Ellis at
the 2009 User Conference:

O
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Hedging and Marketing Tools

O

Hedging and Marketing Tools

O

How to push gains (losses) to group or
project level €Worthy goal, but is this practical?
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» Marking to Market for Hedging Instrument

Not unlike the current FFSC Guidelines for market-based financial
statements when valuing current assets

» The current value of the hedging instrument is
reported on the balance sheet at its current fair
value.

» Changes in the value of hedging instrument are
reported on the income statement.

Examples of hedging instruments: futures contracts, forward
contracts, options, interest rate swaps

» Marking to Market for the Hedged Item

The current FFSC Guidelines provide guidance on
this for market-based financial statements when
valuing inventory.

Users of the Guidelines may already be doing this!

Current market values are reported on the balance
sheet

Changes in value are reported on the income statement
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» Hedged items include inventory and firm
commitments
» Inventory of market livestock or crops

“Market Livestock Inventory” or “Crop Inventory”
on balance sheet (current assets)

» Firm commitments are contracts to buy or sell
inventory (livestock or crops)

“Firm Commitment” account on balance sheet

(equity)

» Provide a change in value of the hedging instrument
in the opposite direction of the hedged item.

» For tax purposes, the gains or losses on from hedging
activities are recognized when hedges are lifted

» For accounting purposes, hedging gains/losses are
recognized in the period the gains or losses occur

Hedging is consider normal business operation so should be
matched to gross revenue and expense
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Types of Hedges

O

Fair Value Hedges
O
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¢ Can utilize these hedging instruments: futures,
forwards, options, swaps

» Can be used for “forecasted transactions” —
transactions that will occur in the future at the
market price existing at that time

Buying or selling inventory on the spot market

No contract (firm commitment) exists
» Gains/losses: part of it is reported on the income

statement and part of it is reported on the balance
sheet

® Gains and losses:

Change in the value of the hedging instrument result from
the change in the futures price (for a futures
contract).

Offset by the change in the spot price.

Change in spot price and change in futures price are
netted and reported on the income statement.

Changes in spot prices accumulate in “Other
Comprehensive Income” on the balance sheet until
forecasted transaction occurs, then transferred to
income statement.




» Four possible accounting events:
Establishing margin account
Margin call
Preparing financial statements before settlement
Settlement of the futures contract
» Possible hedges:
Fair Value hedge for Inventory
Fair Value hedge for a Firm Commitment
Cash Flow hedge for a Forecasted Transaction
[See spreadsheet examples]

Deposits to Withdrawals
Beginning Hedging from Hedging Ending
[Yearl Equity Account Account Equity Income Statement

Balance Sheet - 1,000 Withdrawals-Deposits (1,000)

Cash flows 1,000 - Change in hedging equity _1,000
Hedging gains/losses -

Deposits to Withdrawals
Beginning Hedging from Hedging Ending

[Year2 Equity Account Account Equity Income Statement

Balance Sheet 1,000 1,000 Withdrawals-Deposits 1,000

Cash flows - 1,000 Change in hedging equity __ -
Hedging gains/losses 1,000

Deposits to Withdrawals
Beginning Hedging from Hedging Ending

[Year 3 Equity Account Account Equity Income Statement
Balance Sheet 1,000 3,000 Withdrawals-Deposits (4,000)
Cash flows 5,000 1,000 Change in hedging equity _2,000

Hedging gains/losses (2,000)

Deposits to Withdrawals
Beginning Hedging from Hedging Ending

[Year4 Equity Account Account Equity Income Statement

Balance Sheet 3,000 2,000 Withdrawals-Deposits 5,000

Cash flows 5,000 10,000 Change in hedging equity  (1,000]
Hedging gains/losses 4,000
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Year 2 Examples

N

Deposits to Withdrawals
Beginning Hedging from Hedging Ending
Year 1 Equity Account Account Equity Income Statement
Balance Sheet Withdrawals-Deposits -
Cash flows Change in hedging equity 2,000)
Hedging gains/losses (2,000)
Depositsto  Withdrawals
Beginning Hedging from Hedging Ending
Year 2 Equity Account Account Equity Income Statement
Balance Sheet Withdrawals-Deposits (50,000}
ICash flows Change in hedging equity _(2,000)
Hedging gains/losses (52,000)
Deposits to Withdrawals
Beginning Hedging from Hedging Ending
Year 3 Equity Account Account Equity Income Statement
Balance Sheet Withdrawals-Deposits (42,000}
Cash flows Change in hedging equity 2,000)
Hedging gains/losses (44,000)
Depositsto  Withdrawals
Beginning Hedging from Hedging Ending
Year4 Equity Account Account Equity Income Statement
Balance Sheet Withdrawals-Deposits (42,000}
Cash flows Change in hedging equity _(2,000)
Hedging gains/losses (44,000)

Rule of Thumb

O
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Applications to Agriculture

O

Fair Value Hedges Cash Flow Hedges

Accounts Required

O
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Account Recap

Hedging G&L Income One account for each commodity

* Corn G&L

Other Comprehensive Income Equity = One account for each commodity

* Corn OCI

Centers Required

O
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Profit Center Income Statement Composition Concept

Operating

Support/Service _g:zg::st;zn G&A Financing Profit Centers
Centers (OSSC’s)
Revenue
Direct Expense
Customer-Freight&Truckin
Check-off
Other as appropriate
Boar Stud
Crew Labor
Equipment
Facilities Mai.ntenance Breedi .
Feed Processing l Direct
General Pork Nutsery Profit
Nutrition l
Production Management .
Transportation L, Finish Production Profit
Vet Servi 1 J—
etwervices General & Admin
OR
Human Resources
Support/Service Centers can be Internal Accounting 3
allocated to other Support/Service Information Systemls Financin: Operating Profit
Centers before being allocated to Legal OR s
the _P_r(_)ducti(_m Centers, i.e., Public Relations Interest
Facilities Maintenance, Feed Management Owner Withdrawals
Processing, General Pork and Vet Taxes
Services to Boar Stud. You may use just Gain on Sale of Asset: Net1
iviti et Income
Not all OSSC’s are allocated to all GS;A forﬂ;:ll _ac(;}v!gesl .
three Production Processes, i.e., and/or the individua You may use just
Boar Stud would only go to G8A categories Financing and/or the
Breeding three individual
Financing categories

Delivery Period Centers

« Fair Value Hedges

» Cash Flow Hedges

delivery period
o Examples:

O

o Post directly to the product’s Profit Center

o Post to S Centers corresponding to delivery period
o Center can used for all commodities matched to sales in

Delivery Period

By Quarter “20111” for first quarter of 2011

By Month “201101” for January 2011
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Accruing Closed Cash Trades

O

* Should be done monthly
» Accrual journal entries
« Reverse cash/tax entries for closed positions

» Record positive quantity in Other Comprehensive
Income account

| Center | Debit | Credit |

Delivery Period Hedging Gain Other Comprehensive Income

Delivery Period Other Comprehensive Income Hedging Loss

Matching G&L With Animals Sold

O

» Should be done monthly
 Accrual journal entries

» Record negative quantity in Other Comprehensive
Income account

Delivery Period Other Comprehensive Income
Profit Center Hedging Loss

Delivery Period Other Comprehensive Income

Profit Center Hedging Gain
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Schematic
December 2010 @ July 2011

ﬁ Brings to the Table...

O
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FBS Objectives

O

» What we’re not going to do: duplicate CIH
» CIH is not an accounting system

» Import CIH positions into FBS contracts

» CIH as supporting schedule for Russell

Compatibility
CIH FBS
* Matched to sales » Matched to time period

o J.LT. for feed purchases
o Monitor performance

« Net premiums/delivery in ~ * Detail by account
basis

« Allocated to quarter

» Future projections

Added quarter to contracts
Accurate for evaluating actual

© Hard to evaluate position once accounting performance
quarter begins
¢ Creates transaction detail « Import transactions into Contracts
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CIH-FBS Integration

Cost Analysis

O
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