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Loyola University Chicago

Graduate School of Business

Accounting 406

Accounting for Financial Instruments

Summer 2007

Beginning my Studies 

  by Walt Whitman.

Beginning my studies, the first steps pleased me so much,

The mere fact consciousness, these forms, the power of motion, 

The least insect or animal, the senses, eyesight, love,

The first step I say awed me so much,

I have hardly gone and hardly wished to go farther,

But stop and loiter all the time to sing in its ecstatic songs.

If any congregation of men could merit perdition on earth and in hell, it is the company of Loyola.   John Adams speaking to Thomas Jefferson
Professor Larry Metzger, MBA, Ph.D., CPA, CMA, CFM (Having all these letters just reminds 

                                         me how little I know. Besides, my wife keeps me humble.)

Office: Maguire Hall Room 514, (312) 915-7107: fax (312) 915-7224: e-mail: lmetzge@luc.edu
Office Hours: Tuesday and Wednesday 4:00 – 6:00, and by appointment. 

Required Text:  The good news is there is no assigned textbook, so you save some money. The better news is that I will be distributing, free of charge to you, lots and lots of reading material. Most of it is NOT available electronically, so you will need to be in class to get both the readings and the graded assignment material.  As you work through the material, remember the following words from the book How to Read a Book, by Mortimer Adler and Charles Van Doren:

“Reading is an adventure in renewal, a creative act, a perpetual beginning, a rebirth of wonder. Reading is not only a kind of action, /it is also a frame of mind, a kind of work, an attitude of consciousness.”

Prerequisites: Accounting 400 or the undergraduate equivalent.

From the book The Grace of Great Things, by Robert Grudin, Chapter 14, “On Teaching:”

“True teachers, whose daily actions may not seem heroic, are nonetheless the source of what makes humanity itself a sort of hero: they awaken the awareness that makes humans preeminent on earth; they store and pass on that knowledge of nature whose incremental growth has vastly enlarged our power...Teaching is the characteristic human function, the classic human activity.”

Continuing: “The proper method of teaching a given art is available only to those who, by personally engaging in that art, have become conversant with its inner necessities. The fundamental motive of true teaching is the love that seeks and studies and performs. True teachers not only impart knowledge and method but awaken the love of learning by virtue of their reflected love.”

I shall make every attempt to live up to this view of teaching. I believe it, and I will fill this course with good stuff. In the Jesuit tradition. Speaking of which, don’t forget to pay your tuition. Otherwise, you lose points with God.

This course is being offered through a grant from the once mighty and proud firm known as Arthur Andersen. Oh well.

What this course is all about

This is the first time this course is being offered here at Loyola and as far I can tell it is not offered in this form at any other major school that I checked into.  All finance programs, including ours, cover financial instruments such as options and futures. This course takes the perspective of the accountant and analyzes the measurement and reporting issues associated with the various financial instruments that so permeate financial markets and company risk management policies. As this is a new course with little or no precedent, it is also an experiment in learning.  We will be on the frontiers of graduate accounting education. We will see how it goes. 

Consider the following quote:

“Tiny errors, tiny gaps in our knowledge, are amplified by the interactions of complex systems until they reach very large scales.” From the book: Genius; The Life and Science of Richard Feynman.

Financial instruments play a significant and integral role is the risk management policies of a company. Instruments such as futures, forwards, options and swaps all play a major role in helping companies manage and even benefit from risk and adverse market conditions. The use of financial instruments is strategic in nature and complex in implementation and reporting. I shall do my best to provide you with very real and useful knowledge while at the same time not let you get overwhelmed with the complexity of the mathematics and the exotic variations that arise in the financial instrument world.  When used correctly and prudently financial instruments are very valuable to a firm. Used incorrectly or fraudulently, they are dangerous indeed. 

Much of my philosophy with respect to teaching is influenced by the ideas of Professor Richard Feynman, a Nobel laureate in physics who is considered one of the finest scientific minds of the second half of the 20th century. Professor Feynman was continually disappointed with students who substituted memorization for learning. Students then only knew what a word means in terms of another word. Professor Feynman respected the inventive soul, the habit of seeking better ways to do anything. Knowledge by doing, he thought, gives a feeling of stability and reality about the world and drives out many fears and superstitions. Being and thinking like everyone else, he thought, is like a bunch of worms, trying to get out of a bottle by crawling over each other. 

Consider the following poem from Richard Wilbur:

I read how Quixote in his random ride

Came to a crossing, and lest he lose

The purity of chance, would not decide
Wither to fare, but wished his horse to choose.

For glory lay wherever he might turn.

His head was light with pride, his horse’s shoes

were heavy, and he headed for the barn.
This course has two major objectives:

1. To help you develop a basic understanding of the world of financial instruments and how they are used to manage risk and smooth earnings.

2. To develop a theoretical and practical knowledge base of how financial instruments are measured and reported on the financial statements.

We will be covering a lot of ground in the course. Some of this material will appear difficult and indeed it is. Even after the course is completed, we will have only just begun to understand what goes into the use of financial instruments. Even as we work through the course, new and more complex variations are being developed in markets around the world.  But this is true for virtually all topics covered in school, no matter how much time you spend on them. Think about the following thought from the text; The Book of Five Rings, by Musashi: “This is something that requires thorough examination, with a thousand days of practice for training and ten thousand days of practice for refinement.”

An interesting issue with this course will be the diverse backgrounds and interest of you the tuition-paying student. Some of you have relatively extensive technical backgrounds in accounting and finance and some of you do not. Not to worry. This course has been designed to take this diversity into account. Although it is a graduate and relatively technical accounting course, and we will be covering a lot of diverse accounting material, basic accounting knowledge will be all you need. The rest will be explained in class or in the reading. It is not quantum physics.  It’s actually harder in some ways as we have to understand what the problem is (risk), develop processes (financial instruments) to address the problem, implement the process, evaluate the process and where necessary make changes to the process.   

Attendance

“Intellectual goods, unlike material ones, are not diminished by being more widely distributed. Rather they are actually increased.”                St. Augustine

As you are aware we meet for only ten sessions.  As I am aware, most of you have work commitments and all of you (me too) have lives outside of school. Not to mention the fine summer weather. Still, I strongly encourage you to keep absences to an absolute minimum and do everything you can to arrange your home and work schedule so as to be here. I am VERY SERIOUS when I say I want you to come to class. You really need to be here if you expect to learn and get real knowledge out of the class. If you unavoidably do have to miss class, let me know so I can make arrangements to get the class material to you. There is no text, and all the material will be handed out in class. Most of it is not available through e-mail. 

In addition, it is important for you to come to class to contribute to the discussion. The quote from St. Augustine should remind us that we should be willing to teach each other. Collectively, we know lots of stuff. Let’s share what we know so we can all grow intellectually. 

Since I am sure that all of you are taking this course to improve your work and thinking skills, as opposed to taking it for the pure joy of gaining knowledge, consider the following quote from the book The Care of the Soul, by Thomas Moore:

“Work is to be taken and seized. All work is sacred. We are loved by our work. It can excite us, comfort us, and make us feel fulfilled. Work is an extension or reflection of yourself. If our work does not have an erotic tone to it, then it probably lacks soul as well.

Homework and Grading 

“He read and he wrote, but also went off to visit the blacksmith’s shop, where they smelt the iron that went into swords. He felt right at home in the blacksmith’s shop. Whatever shape of the finished product depended on the intention of the blacksmith. He alone determined what it was going to be.”

From the book: Ignatius of Loyola, the Pilgrim Saint, By Jose Ignacio Tellechea Idigoras

Homework and grading for this course are one and the same.  The grading for this class will consist of weekly (not every week) take home assignments. As this is a brand new course, there is bound to be will be some flexibility with respect to material covered and assignments given. There will be no in class midterm or final. I prefer the take home format as it allows more time for coverage of material. Since the grading is on an all take home format, it will be graded more rigorously that an in class examination would be. You are free to work together on the homework material, but each of you must turn in your own work. Working together does not mean copying someone else’s work, rather it should be viewed as a collaborative effort to help you learn and do the best possible job with the material.   

Please note: Although there is no final examination, we will be meeting on the last day of class. New material will be covered, and I fully expect everyone to attend.

The basic grading scale is: 90 – 100%, A,  88 – 89%, B+, 80 – 87%, B, 78 – 79%, C+, 70 – 77%, C, 68 – 69%, D+,  60 – 67%, D, less than 60%, F. I normally set the A grade scale higher in a GSB class, but since this the first offering of the class, a bit more leniency will be allowed. 

My mother used to tell me that there are two things that can never be taken away from you. Education and travel. Let me add one more. Your GPA.  

Notice:  All of the above discussion and the following assignments are subject to change, addition, and/or deletion at any time at my discretion. 

Class Assignments

“I felt the things of the highest importance were being said about matters of the utmost urgency, things of which at all costs I must understand. The contents…were somehow my own business, a personal matter to my self, or rather to some future self of my own. I must think.”    

                                                                                                            James Hillman 

Let us do our work as well.

Both the unseen and the seen,

Make the house where gods may dwell

Beautiful, entire and clean.

From H. W. Longfellow, the Builders

Tuesday May 22nd.  Welcome to the summer session. I hope you had a good spring quarter. Let us not allow our nice spring and summer weather to deter you from your educational pursuits. Study on the beach if you have too. You know, accounting work, checking out the figures and all that. Today we will begin the course with an overview of financial instruments. I will bring handout material class for us to begin the course.  There is a lot of diverse and somewhat technical reading in the class and it is important that you stay current with the material.  There will not be a graded homework assignment for next week. 

As you begin your journey through the topics and assignments, consider the words from an anonymous poem I saw and copied down while riding a CTA bus to school one morning:

Measuring time is the work

Of those who haven’t loved.

I forget the sand that was falling

grain by grain by grain.

That’s how I accomplished love.

When my time comes I won’t know

if it’s my time for arrival or departure.

Only that I have paid relentlessly

What the gods of fire have charged me.

Tuesday, May 29th: Tonight we will continue our discussion of last week’s introductory material. Your first graded assignment will be due next week. Reading material will also be distributed for our next meeting. 

Tuesday, June 5th: Please turn in your first graded assignment. I normally do not penalize late assignments unless it becomes a habit. Tonight we will begin a discussion of the accounting for financial instruments. We will begin with the discussion of investments, which some of you may have see in Intermediate Accounting II. I think this will be a good review and provide a foundation for some of the more esoteric accounting we will soon encounter. Assignment and reading material will be distributed for next week.   

Tuesday June 12th: Please turn in your second graded assignment.   We will spend the evening beginning the discussion of accounting for financial instruments. The basis for much of the accounting is FASB Statement 133. Literature on the topic is diverse, messy and somewhat inconsistent. There is a lot of material to cover and I will err on the side on moving a bit slow rather than try to cover the material too quickly. Please read and study the assigned material before you come to class. To keep a grading rhythm to the class, there will be short but exciting written assignment due next week.   

Tuesday, June 19h: Please turn in your third graded assignment.  Tonight we will continue and hopefully complete the discussion of fair value and cash flow hedges, primarily as they relate to futures and forward contracts. If we finish that is great, if not we will finish up next week. An assignment for grading will be due next week and reading material for next week will be distributed. The material will be in the areas of accounting for swap contracts, a very common form of financial instruments.

Tuesday, June 26th:  Please turn in your fourth graded assignment. As mentioned above, we will begin working on swaps and their relevant accounting treatment. An assignment will be due next week. Not that it matters, but today is both my and my wife’s birthday. It used to be cute having the same birthday, but not anymore. 

Tuesday, July 3rd:  Please turn in your fifth graded assignment. Before you complain about class being held tonight, please understand that I did not set the schedule, AND I AM HERE TOO. I know it will be tempting to skip class, but please make every effort to be here. We will continue (and hopefully finish) our discussion of swap accounting. If we finish early, perhaps we can sneak out before the official end of class. Just don’t tell the Dean. I will be distributing reading and assignment material for next week, which will cover foreign currency translation and exchange. Have a safe and happy 4th of July. 
Tuesday July 10th. Please turn in your sixth graded assignment. As mentioned above tonight we will move on to a discussion of foreign currency and foreign exchange. We will also cover foreign financial statement preparation. There will be an assignment due for next week. 

Tuesday, July 17th.  Please turn in your seventh graded assignment. Tonight we will continue our discussion of foreign exchange and foreign financial statements.  Time permitting we will begin discussion of our last topic, which quite frankly I have not yet chosen. But rest assured it will be fascinating.  There will be a final assignment due next week.

Tuesday, July 24th: Please turn in assignment eight, which is the last one for the quarter. Even though it is the last night of class, I do expect you to come prepared to actively discuss the material assigned. No sense getting the professor upset the day before he (me, I don’t refer to myself in the third person) assigns final grades. We will continue our discussion of whatever topic I have chosen to finish the course with. Your biggest question will undoubtedly be: When will he let us go home? As I write this syllabus, I am guessing no later than 8:55. But it could be earlier. Or not.

And there is it is. Finished! At last, summer vacation, at least for you. A professor’s work is never done. We are out there on the cutting edge of knowledge. Like James Bond, we live on the edge. Remember, James Bond married an accountant, who died saving his life.  For those of you who have completed your studies, congratulations. For those of you still in the program, perhaps we will meet again. 

Let’s conclude the course with a poem by William Butler Yeats. From a Dialogue of Self and Soul:

I am content to follow to its source

Every event in action and in thought;

Measure the lot; forgive myself the lot!

When such as I cast out remorse

So great a sweetness flows through the breast.

We must laugh and we must sing, 

We are blest by everything,

Everything we look upon is blest

Have a safe a joyful summer break.

