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Many corporations are exposed to currency risk 
– a risk to earnings driven by changes in currency 
exchange rates.
Companies that hedge their currency risk have certain advantages over 
non-hedgers. Instead of just experiencing changing exchange rate impacts, these 
companies are afforded predictable results and time to react to coming changes in 
exchange rates. Companies can use their hedge programs to make better business 
decisions since they can “see” the future impacts of currency on revenue, expenses 
and earnings.

No matter how sophisticated or basic the hedge program is, they all have a 
few common characteristics. Getting these steps right in the beginning lays the 
foundation for a very capable hedge program. 

In this eBook, we have outlined the seven basic steps needed to implement a 
successful foreign currency hedge program. 

WHAT IS A FOREIGN CURRENCY HEDGE PROGRAM?
A foreign currency hedge program is designed to protect margins and earnings  
from unexpected changes in currency rates that could negatively impact an entity’s 
cash flows and financial statements. 

Companies can use natural offsets like netting revenues and expenses to reduce 
earnings volatility, but those natural offsets frequently backfire if the timing of the 
revenue and expense are not aligned. Currency exposures are often mitigated 
through foreign currency derivatives executed with a financial counterparty. Hedge 
programs can be used to mitigate both future exposures and existing balances. 

Here we’ll cover some of the basic blocking and tackling required to create  
a foreign currency hedge program. In the following sections, we discuss creating a 
risk management policy, managing counterparties, exposure types & identification, 
derivative execution and other topics. 

INTRODUCTION

FOR COMPANIES WITHOUT A HEDGE PROGRAM,  
NAVIGATING CURRENCY RISK IS LIKE STEERING A  

BOAT WITHOUT A RUDDER. 

https://hedgetrackers.com/
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1. RISK MANAGEMENT POLICY

GETTING STARTED
One of the first requirements of a hedge program is to 
develop a risk management policy. The policy is strongest 
when Board approved and can protect both treasury as 
well as senior management from taking any unnecessary 
risks. A risk management policy should provide a framework 
for the hedge program.

The very first step in formulating a policy is defining the 
objective of the risk management program. The objective 
defines what will be hedged and why. Therefore, it is 
important to understand the company’s risk profile, how 
operating performance is measured and management’s 
expectations. These together form the foundation of the 
objective. Keep in mind, risk profiles can often change over 
time, so the hedge objective should be revisited regularly.

SETTING THE OBJECTIVE
It is necessary to identify and quantify the risk that the 
company needs to address before settling on an objective. 
The best place to start is with a survey of the global 3rd- 
party foreign currency cash flows. What are the annual 
volumes, and what is the timing of those cash flows? 
This information can be corroborated with a review of 
the company’s annual currency conversion activity. This 
identifies the volume of economic risk.

Next, identify the drivers of foreign currency cash flows. A 
critical element of risk in currency cash flows is identification 
of when/how the risk is created. Take these two very 
different cash flow scenario examples:

Understanding the nature and volume of exposures prepares you to track the risk into the financial statements. First, 
understand which entity(ies) and which line items are carrying the economic risk. Then, identify the related accounting  
risks. This last step will be critical later in the process.

With the exposure clarified, detail what you hope to achieve with the risk management program. It would be appropriate 
to have different objectives for different risk profiles. For example, objectives used to protect budgeted expenses will differ 
from those protecting a large foreign currency lease liability.

EXAMPLE 1
Ongoing payroll expenses in a  
foreign entity

EXAMPLE 2
Denominating a pricing proposal in 
foreign currency on the date the bid  
is submitted

OTHER ESSENTIAL COMPONENTS
The rest of the policy should include the framework for the program and should include items such as but not limited to:

 Ü What types of risks/exposures can be hedged

 Ü What types of derivatives can be used to hedge  
which risks

 Ü Limits on derivative notionals, counterparty  
exposure, cost/benefit expectations

 Ü Definition and prohibition on speculation

 Ü Specific controls around trading, confirming and 
accounting for derivatives

 Ü Performance reporting on the program vis-à-vis  
the objectives

https://hedgetrackers.com/
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2. ESTABLISHING CREDIT LINES & TRADE COMPLIANCE

PROTECTING THE COMPANY
To protect both your company and counterparty, we recommend you rely on an ISDA (International Swaps and Derivative 
Association) framework rather than a private bank drafted contract when entering into over-the-counter transactions. 

Compliance requirements include, among other items, adhering to “Know Your Customer” and other Dodd-Frank (U.S.) 
regulations, as well as potentially needing to meet EMIR (European) reporting requirements for any hedging by your 
European operations. 

COUNTERPARTIES
Next, you’ll want to ensure you have one or more counterparties with an approved line of credit for currency trading. 

A line of credit allows companies to trade efficiently and without the need to pledge cash collateral or hold cash in a 
restricted account. The forwards executed by corporates are traded over-the-counter in a very deep market with very  
little regulation or price transparency. We recommend establishing credit lines with at least two trading partners to  
validate forex pricing and create a competitive bidding environment for currency derivatives. 

Make sure these partners understand the size and frequency of your expected trade volume to set up appropriate lines. 
You can frequently introduce your company to new counterparties with FX trading facilities as it is a lucrative area for the 
bank, which can then introduce you to more of their services. 

https://hedgetrackers.com/
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Exposure classification is next. Prior to 

establishing your objectives, you identified the 

economic (non-USD) risks that will impact the 

timing and value of the company’s cash flows.

The accounting world has defined different types of 
currency risk generally in use by treasury organizations.  
To understand the accounting definitions of risk, it is critical 
to know the functional currency structure and decisions at  
your company. 

BALANCE SHEET EXPOSURE
This term is generally used to describe monetary 
non-functional currency assets and liabilities that are 
adjusted each period end to the then current currency  
rate value, with the offset to the adjustment recorded  
in FX Gain/Loss. 

The exposure starts when the monetary asset or liability 
is first recorded at a then current rate. This establishes the 
anchor rate from which changes in value will be measured 
and recorded in earnings. The exposure ends when the 
asset or liability is settled, usually at the rate of the related 
currency conversion. 

Pro Tip: Consider designating very large, intercompany 
monetary asset or liability balances as long term and of an 
investment nature if repayment is not anticipated, so the 
gains or losses from rate changes are recorded in equity 
rather than earnings. Or, consider designating the position 
in a longer-term cash flow hedge relationship that receives 
advantageous accounting treatment.

CASH FLOW EXPOSURES
This accounting term is used to describe non-functional 
currency denominated anticipated transactions (or  
large monetary assets or liabilities as noted above).  
The exposure starting point is not so clearly identified  
as that of a Balance Sheet exposure. An expectation of 
the USD value of your foreign denominated cash flow 
exposure may be established as late as the date on  
which the transaction is recorded or as early as several 
years beforehand. 

3. EXPOSURE CLASSIFICATION 

CASH FLOW EXAMPLE
For example, if you issue a USD price list and European customers can buy your goods online in their local currency using a 
formula that converts that USD price to their currency using today’s exchange rate on the date of the sale, then the Cash Flow 
Exposure window is relatively short—from the setting of “today’s exchange rate” to the booking of the sale. 

However, if you have agreed to provide a product or service to a client in a currency other than the USD for delivery in 3 years, 
the Cash Flow Exposure window is from the date you provided the foreign currency price to that customer until the invoice is 
generated for the products/services delivered 3 years later. 

A variation on the second example would relate to the 3-year contract if it were denominated in USD but included component 
costs that were denominated in a foreign currency(ies). Then, the exposure would begin when the component cost price  
was received/committed to and end when the cost was recognized, although the exposure’s impact on margin would not be 
recognized in the financial statements until revenue on the transaction was recognized—days, months or years after receipt  
of the components. 

Frequently, a Cash Flow Exposure begins with a budget or forecast rate defining the USD expectations.

Visit hedgetrackers.com
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FAIR VALUE EXPOSURES
This accounting term is used to describe a specific 
non-functional currency denominated firm commitment 
or specified commitments that have not yet been recorded. 
The exposure tenor will frequently mirror the tenor of the 
firm commitment — which would be supported by a signed 
contract with penalty clauses that makes performance 
under the contract probable.

If the contracts described in the second example above 
have a penalty clause for non-performance, they would 
qualify as both Fair Value or Cash Flow exposure.

With the contractual requirement for a penalty clause, the 
bar is set higher for Fair Value exposures because of unusual 
hedge accounting benefits available for Fair Value hedges. 
The currency exposure would begin with the fixing of the 
foreign currency pricing, but the “life” as a qualifying Fair 
Value exposure would not begin until contract signing. The 
Fair Value exposure ends when the transaction transitions 
from a firm commitment to recorded transaction. 

NET INVESTMENT EXPOSURES
This accounting exposure describes the risk of holding 
assets and liabilities in a foreign functional entity, with  
the changes in value of those assets and liabilities captured 
and reported in the Cumulative Translation Adjustment 
(CTA). CTA is found in Other Comprehensive Income in 
equity (balance sheet) and generally generates very little 
interest as an exposure. This exposure begins the day you 
first invest in the foreign functional entity and ends when the 
entity is liquidated. The values captured in CTA represent 
the change in value between when a transaction is first 
recorded on the foreign books until it is memorialized  
in income. 

For example, inventory purchased and held by a foreign 
functional entity will have a change in value recorded  
every month in CTA until it is reclassified to Cost of Sales.  
The change in value between purchase and sale will  
remain in CTA permanently.

TRANSLATION EXPOSURE
We are going to use this term to describe the risk of 
transacting business internationally in foreign functional 
subsidiaries that have revenues and expenses consolidated 
into USD. The change in USD values is frequently measured 
against prior year, prior quarter or against budget or 
forecast targets. In this case, the exposure may start with 
the budgeting process or when an updated forecast is 
communicated to “The Street” and ends as foreign financial 
statements are consolidated and reported. 

This risk is frequently addressed by companies with  
year over year currency reporting rather than with 
derivatives, as hedging translation is not a concept under 
ASC 815. In spite of the fact the FASB does not recognize  
this risk, many corporations attempt to hedge translation 
risk with proxy exposures.

Now that the exposures have been identified, certain types, 
such as a Balance Sheet exposure, can be netted down.

ADVANTAGES OF NETTING EXPOSURES
In evaluating exposures for hedging purposes, it is 
important to aggregate, then net the exposures. Netting 
can be a bit tricky as it requires thinking about an exposure 
from the perspective of both the exposed currency and the 
functional currency of the entity holding the risk.

A quick example would be a company that has a U.S. 
subsidiary with CNY costs  
and a Chinese subsidiary  
with USD costs. The U.S. 
subsidiary is in short* CNY 
position, so by extension  
will need to sell their 
long* USD to get the CNY. 
Meanwhile, the Chinese  
entity is short USD and long 
CNY. A corporation may be 
able to net the longs and shorts, if the exposure timing 
aligns. Netting down global positions reduces hedge 
volumes and notional size, in turn saving time and money 
for the hedge program.

short = a liability position; the 
expectation one will have to 
deliver currency and will need  
to buy it to meet that need. 

long = an asset position; the 
expectation one will have to 
receive currency and will need  
to sell it to meet that need.

*

*

https://hedgetrackers.com/
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4. HEDGE PROGRAM STRATEGY DEVELOPMENT

SPOT CONTRACTS

Before they start hedging, companies generally are 
engaged in converting currency (either buying or selling) 
through spot contracts. Spot contracts are a contractual 
agreement to deliver a specified amount of one currency 
in exchange for receipt of a specified amount of another 
currency in the next 1 or 2 business days. Spot contracts are 
not derivatives and are not hedges.

FORWARD CONTRACTS

Although tagged with the “derivative” label, forward 
contracts are very much like spot contracts. They are 
contractual agreements to deliver a specified amount of 
one currency in exchange for receipt of a specified amount 
of another currency at a future date (more than 2 business 
days in the future, but generally fewer than 18 months). The 
forward contract is used to fix the USD value of a specified 
amount of foreign currency. The instruments are relatively 
flexible, so if the date of currency exchange is not known 
at hedge inception, the contract can be traded forward or 
back as needed.

Along with a difference in timing of the currency exchange, 
there is also a difference in the exchange rate. A spot rate  
is considered the exchange rate for immediate (1-2 business 
days) delivery. It comprises the mid-market exchange rate, 
a buy/sell spread, and a profit spread, added by  
your counterparty. 

A forward exchange rate has the same elements as the spot 
rate and also contemplates time value. It comprises the 
mid-market exchange rate, a buy/sell spread, a time value 
basis calculation (called forward points) and a profit spread 
by your counterparty. The time value element can frequently 
be understood as the difference in the interest rates related 
to the currency being sold vs. the interest rates related to  
the currency being purchased. 

So, executing a forward contract simplifies all the borrowing 
and investing while fixing the USD value of the transaction. 

There are times when the forward points (the difference 
between the spot rate and forward rate) do not reflect these 
interest rate differentials because of market liquidity, credit 
and supply/demand imbalances for a particular currency 
and timeframe.

MATCHING HEDGES AGAINST ACCOUNTING TREATMENTS
Once the company has analyzed those exposures and management has identified the risks they want to hedge, they must 
evaluate the accounting available for hedges of that class of exposure. Generally, companies limit hedging to derivatives 
that receive “matching” accounting treatment, or in other words, hedges that make the risk management look effective in 
the financial statements by recording the hedge effect when the exposure impacts the financial statements.

Special hedge accounting, designed to help achieve matching, is available for 4 of the 5 types of exposures: Balance 
Sheet, Cash Flow, Fair Value and Net Investment. It is not available for Translation Exposures, which frustrates many CFOs. 
However, many companies identify qualifying Cash Flow exposures that serve as proxies to protect Translation Exposures.

Strategy generally outlines which derivatives will be used to hedge which exposures. The derivatives used most frequently 
in hedge programs are forward currency contracts and plain vanilla option contracts. In the following section we define 
spot trades, forward contracts and options.

For example, if selling currency XYZ forward 6 months, a 
currency with 6% interest rates and receiving USD where 
interest rates are 2%, the 6-month forward rate will be 
approximately 2%: ((6%-2%)/12 months) * 6 months. 

Visit hedgetrackers.com
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Most forward currency contracts are what are considered “deliverable” 
forward contracts. That means when companies buy or sell currency, 
they can actually receive and send the currencies to settle the contract. 

Non-deliverable forward currency contracts involve currencies that are 
restricted in some way by the country’s central bank. A good example 
is Brazil’s currency. A market is made by bankers outside of Brazil to 
synthetically buy and sell real, but the Brazilian government controls all 
currency conversions.

The way an NDF works is that it includes all of the same characteristics 
of a deliverable forward such as: notional amounts, spot rate, forward 
points, maturity date, trade date and currency pair. 

But it has a special date and rate attached to it as well. They are called 
the “fixing date” and “fixing rate.” The fixing date occurs approximately 
2 days before settlement. It is the date the agreed fixing rate will 
be observed to calculate the net settlement of the NDF contract at 
maturity. In the example below, Company ABC bought BRL forward 
3 months and locked in a forward rate. At the fixing date, the rate 
observed per the contract was 5.3715, and the company received the 
calculated difference two days later. Treasury departments use these 
contracts for hedging when deliverable contracts are unavailable for 
the currency pairs they wish to trade. 

Pro Tip: Chinese yuan (aka renminbi) trades 
in two markets, on-shore and off-shore, and 
trades under two different “tickers,” CNY and 
CNH. CNY can be traded using NDFs off-shore 
and deliverable CNY forward contracts 
on-shore with government-approved 
documentation, or you can trade deliverable 
CNH off-shore for delivery through Hong 
Kong of the currency. Trading deliverable 
CNY with supporting documentation and 
government approval is the only option for 
Chinese companies. However, the Chinese 
government allows the global marketplace to 
hedge deliverable yuan using CNH forwards 
traded out of Hong Kong, Singapore and 
London. Off-shore NDFs are not controlled by 
the government; however, the rate generally 
used to settle CNY contracts fixing is controlled 
by the government.

Counterparty Trade Date Fixing Date Spot Rate Forward Rate BRL Bought 
Forward

USD Sold 
Forward

 3/28/21 
Fixing Rate

USD  
Equivalent  
at Fixing

Bank ABC 1/1/2021 3/28/2021 5.3683 5.3849 BRL 1,000,000 ($185,704.47) 5.3715 $186,167.74

USD Cash 
Gain at  

Settlement
$463.27

NON-DELIVERABLE FORWARDS (NDF)

EXAMPLE OF AN NDF SETTLEMENT FOR BRAZILIAN REAL

https://hedgetrackers.com/
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Forward contracts are the  
instrument of choice to protect 

 Balance Sheet exposures 

The currency that is sold forward creates a “liability” 
from the contractual obligation to deliver a specified 
amount of currency and creates an “asset” from the 
contractual right to receive the other currency at a 

future date. If a company has receivables (asset), they 
can hedge against changes in the USD value of the 

receivable by selling (creating a liability) for the same 
amount of currency, creating a USD asset. The company 
now has offsetting assets and liabilities and a remaining 

USD asset. This can be considered “synthetically” 
creating a USD asset. 

Forward contracts are also very  
popular in hedging Cash Flow  

and Fair Value exposures

 In this Cash Flow scenario, the forward contract is 
used to fix the USD value of the future foreign currency 

revenue or cost. The anticipated transaction’s USD value 
will move up or down with the change in currency rates. 

The forward contract will accumulate gains or losses 
equal to the difference between the rate locked in with 
the forward contract and the rate the revenue or cost is 

recorded at.

Visit hedgetrackers.com
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OPTION CONTRACTS
There is a key difference between a forward contract 
and an option. A plain vanilla currency option gives the 
purchaser of the option a right (but not an obligation) to 
deliver a specified amount of one currency in exchange 
for receipt of a specified amount of another currency at a 
future date (more than 2 business days in the future and 
generally less than 12 months).

The key difference between an option and a forward is the 
option works like insurance, while the forward works like 
a fixing. If the rates move in a direction that benefits the 
company, no insurance is required, whereas with a forward 
the company had fixed the rate of exchange. The valuation 
of options, like the valuation of insurance, is a little more 
complex than a forward contract.

The modeling uses the market forward rates and “implied” 
volatility (potential changes in value). That means they are 
using not just historical volatility but anticipated volatility. 
You can think of volatility as the likelihood that the exchange 
rate changes will favor the buyer of the option. If the 
option’s strike price equals the forward rate, usually the 
seller/underwriter of the option faces a 50% risk that the 
currency will go against them. The bigger question they 
need to address is by how far it might move before the 
maturity of the option.

Options, when used as insurance, share insurance concepts. 
There is a premium to be paid up front that represents 
the marketplace’s perception of the risk. The strike price 
(rate selected to insure) can represent zero deductible or a 
substantial deductible, significantly impacting the premium, 
or cost of the insurance. Some currencies represent higher 
risks and therefore command higher premiums. One area 
where option premiums are unlike car or home insurance 
is that you cannot get 3 months of coverage or 1 month of 
coverage for 1/4th or 1/12th the cost of a full year’s coverage.

One reason companies are reticent about using options 
is that they are often considered pricey. It would not be 
unusual to see options for the major currencies run 4-6%  
for a year, or 2-4% for 3 months. 

This can make up a substantial portion of margin for 
high-volume, low-dollar manufacturers (e.g., contract 
manufacturers). These option market values can be very 
insightful in communicating to management the “value” of 
the risk the company is exposed to.

We can look at currency forwards and options as the 
parents of all other currency derivatives. Sellers of 
derivatives are motivated to increase the complexity of 
instruments as the costs are higher and generally less 
transparent. In response, those responsible for corporate 
hedge programs should have a very clear and independent 
assessment of more complex instruments and the relative 
value they bring to the program. It’s often possible to view 
and value complex instruments in their component pieces 
of options and forward contracts. 

SETTING COMPANY HEDGE STRATEGIES
Once the exposures are identified and derivative 
instruments evaluated, it is time to marry the two by setting 
company strategy: defining what instruments will be used 
to hedge what exposures.

KEY POINT
Derivatives Losing Money Is Good for Business

One key point for management to understand is that hedges 
are positions that offset the company’s “natural position.” If 
hedges are “making money,” it is only enough to offset the 
losses that are hedged. So, when the hedges are “losing 
money” (forwards mature in a loss position or options expire 
out of the money), the currency environment is great for the 
business, and any hedges placed in this new environment 
are protecting the company at the new, improved rates. If 
the currency environment is good for the company and the 
derivatives are making money, the program is not effectively 
working as a hedge.

Visit hedgetrackers.com
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Many policies will expect treasury to first execute natural hedge strategies before using derivatives. Natural hedges would 
include offsetting JPY revenues with JPY costs (in the same month) or allowing intercompany CAD payables to grow larger 
to offset some or all CAD receivables. 

It is critical when considering offsetting exposures that the timing matches. A company might consider 12 months of AUD 
1M costs as a natural hedge of AUD 12M revenues anticipated in the last 3 months of the year, but the need to purchase 
currency the first 9 months at then current rates is unlikely to match the rates on the excess AUD 9M at year end, as detailed 
in the example below: 

On occasion, companies will consider other longer-term strategic operational strategies to create natural offset of currency 
risk, e.g., moving some manufacturing to France to offset EUR revenues, thus creating natural offsetting currency inflows 
and outflows.

BALANCE SHEET STRATEGY EXAMPLES
Common strategies for balance sheet hedging include: 

The strategy section would likely address a requirement to assess the cost benefit of hedging “expensive” currencies and 
should always expect the hedges to offset economic exposures to the company—referring non-economic exposures to 
management for policy consideration.

Quarter Q1 Q2 Q3 Q4 YTD

Revenues in AUD - - - 12,000,000 12,000,000

Expenses in AUD (3,000,000) (3,000,000) (3,000,000) (3,000,000) (12,000,000)

Net AUD Rev/(Exp) (3,000,000) (3,000,000) (3,000,000) 9,000,000 Net Zero AUD  
Annual Exposure

Avg Exchange Rate 0.7545 0.7535 0.7102 0.6655

Revenues in USD - - - $7,986,000 $7,986,000

Expenses in USD ($2,263,500) ($2,260,500) ($2,130,600) ($1,996,500) ($8,651,100)

USD Loss from Timing ($665,100)

For a centralized hedge program: 

Mitigate consolidated FX Gains/Losses 
using forward currency contracts with 
tenors less than 12 months to hedge the 
net global balance sheet exposures 
greater than $X equivalent.

For a de-centralized hedge program: 

Mitigate local FX Gains/Losses using 
forward currency contracts with tenors 
less than 12 months to hedge each 
entity’s net balance sheet exposure.EX

AM
PL

E 
1

EX
AM

PL
E 

2

NATURAL HEDGE STRATEGIES

https://hedgetrackers.com/
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Strategies for Cash Flow and Fair Value hedges are much less generic and should focus on the anticipated financial 
statement results. Examples include:

NET INVESTMENT STRATEGY EXAMPLES
Strategies for Net Investment hedges are frequently used to convert USD denominated borrowings to foreign  
(frequently lower-cost) borrowings. In addition, net investment strategies can be used to “unhedge” uneconomic  
balance sheet exposures. 

The policy would generally indicate what levels of hedging 
are required versus those that are discretionary. Required 
hedging would generally be defined as exposures greater 
than a specified balance (e.g., when net asset or liability 
values are greater than $1M equivalent) or anticipated 
transactions in a quarter (e.g., when net income in a 
foreign currency is expected to exceed $YM in a quarter). 
The amount of anticipated transactions hedged might  
be required at 50% but allow treasury discretion up to 90%. 
When discretion is provided, it would be useful to identify 
the parameters that would lead to higher and lower levels 
of hedging. 

The policy should anticipate FX transactions that are 
consistent with the intent of the policy but not within 
specified limits or parameters. In this case, the appropriate 
process to execute a transaction should be clearly outlined. 

For example, a company making an acquisition may 
choose to fix the USD value of the ultimate purchase,  
even though entity purchase prices are not addressed 
in the company strategies and acquisitions won’t qualify 
for any special hedge accounting treatment. It should be 
clear in the hedge policy if the exception to the approved 
strategies needs to be approved by the CFO, the audit 
committee of the Board, or others. 

Use forward currency contracts with 
maturities less than 15 months to protect 
up to 80% of operating expenses from 
changes from budgeted currency rates 
on anticipated quarterly expenses 
greater than $XM equivalent.

When approved by the CFO, amortizing cross-currency swaps (a series of forward contracts 
converting principal and interest payments into a foreign currency) may be executed to convert 
USD denominated borrowings to lower-cost currencies. Notional is restricted by ASC 815 limits 
and to amounts expected to be repatriated in that currency each period (whichever is lower).

When approved by the CFO, forward contracts may be executed to unwind balance sheet 
hedges of exposures that impact earnings but are not expected to impact cash in the 
foreseeable future. 

Use a combination of forward 
contracts and budgeted premium  
to purchase plain vanilla options  
with maturities less than 12 months  
to ensure product margins don’t drop 
below 15% due to currency movements. EX

AM
PL

E 
1

EX
AM

PL
E 

1
EX

AM
PL

E 
2

EX
AM

PL
E 

2

CASH FLOW AND FAIR VALUE STRATEGY EXAMPLES
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5. TRADE EXECUTION

All counterparties have a foreign currency trading desk. 
This is separate and distinct from a relationship officer. 

Traders earn their living by buying and selling currencies. 
Corporate traders, the folks talking to corporate treasury, 
sit by traders to source currency and buy or sell it to the 
corporates. Corporate traders provide market insights 
that can be very valuable: global meetings or actions 
impacting current liquidity, recent or anticipated market 
movements, forward curve inflection points and other 
currency market intelligence, which can help with trade 
execution decisions, including execution timing, trade  
size and trade tenor. 

While it may appear intimidating to the novice, trade 
execution is the easiest part of the hedge program. 
Corporate traders at the counterparty are very 
accommodating folks, or you can set up portal trading  
if the phone sounds too complicated. 

At this point, you know what you want (to buy or sell  
a specified currency), you know how much (amount  
either in dollar or foreign currency terms) and you  
know how long (maturity date), and you just want  
the most attractive rate available.

It is critical when trading that you specify both the 
currency and defined amount of the currency being 
traded. For example, a company can “sell 1M USD  
and buy EUR” or “sell 1M EUR and buy USD.” Either  
is acceptable, anchoring the currency amount that  
is fixed and the currency amount that is to be  
determined by the contract rate.   

If you are new to trading, it is frequently a good idea  
to work out beforehand if you are looking for the higher 
or lower rate, as the best rate is defined by two factors: 
the quote direction and whether you are buying or  
selling the currency.  

Trading conventions: When trading with counterparties, 
it is important to understand what the rate offered 
represents. To illustrate, you can be quoted 1.07, and in 
one currency that will represent one dollar equaling 
1.07 of that currency and for another currency USD $1.07 
is equal to one unit of foreign currency. It is critical to 
understand what the numbers represent. 

 TRADING CONVENTIONS FOR THE USD:

 Ü EUR, GBP, AUD and NZD currencies are quoted as the 
amount of USD in dollars and cents that equal 1 unit  
of foreign currency, e.g., when trading EUR, a quote  
of 1.1500 means USD $1.15 will equal EUR 1.00. This is  
called a “direct” quote.

 Ü All other currencies are quoted as the number of foreign 
currency units that equal USD $1.00, e.g., when trading 
CHF, a quote of 1.15 means that CHF1.15 will equal USD 
$1.00. This is called an “indirect” quote.

 Ü There is a global order for cross trading currencies, 
defining which currency is traded directly and  
which indirectly. 

 Ü Historically most currencies are traded with units quoted 
to the 4th decimal place, e.g., 1.1549. However, currencies 
that regularly have unit counts greater than 100 (e.g., 
JPY) are generally quoted to the second decimal, while 
counts greater than 1,000 are generally quoted to the 
whole number. No matter what the currency, on very 
large transactions counterparties may extend the quote 
by an additional digit. 

https://hedgetrackers.com/
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PORTAL TRADING

To trade by phone, you’ll need at least two phone lines. 
You call the first relationship bank, tell them you are 
shopping a trade and provide the details [buying/selling]
[currency][amount] to [maturity date]. You indicate you 
are putting them on hold to get a competitive price, switch 
to the other phone line, call the second relationship bank 
and provide the exact same information. You indicate you 
are putting them on hold, return to the 1st party and ask 
for the rate, return to the 2nd party and ask for the rate, 
identify the “best” rate, and then go back to that party to 
tell them you are “done” (contractually committing to the 
trade), put them on hold, quickly return to the losing party 
and indicate no thank you and hang up on them. Return 
to the winning party and verify the details, including the 
rate and the currency amounts in both currencies. Please 
understand that currency markets are active, moving 
markets, and when the bank gives you a price, you need 
to be ready to accept (use the term “done”) or decline. 
The price goes stale quickly. 

If portal trading, you log into the portal, enter the trade 
details, and select counterparties to invite and with whom  
you have trading relationships. They each offer you a  
price (or may choose not to offer a price). You pick the  
most attractive rate and the trade is consummated. Details 
are logged by the system, and confirmation may also be 
available through the system. 

Competitive pricing is generally in a company’s best  
interest. The Trading Desk is usually one of the most profitable 
departments in a bank. Profits are driven by traders 
purchasing or selling currency in the interbank market at one 
price and then selling or buying that currency to/from their 
corporate clients at a price you are willing to pay. If you don’t 
have transparency into the counterparty purchase price, you 
should invest the effort in creating a competitive environment 
for your trades. Otherwise, you should expect to pay more for 
the transaction than an informed buyer would pay.

PHONE TRADING

https://hedgetrackers.com/
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6. DERIVATIVE ACCOUNTING
Don’t forget that accounting for derivatives can be 
complex. It’s important to get accounting involved early 
in the process. You don’t want to put a hedge program in 
place and surprise the accounting organization after the 
fact. The accounting rules are designed to help corporations 
reflect the hedge results in earnings, aligned with the 
hedged item. 

Jumping into derivative accounting guidance (ASC 815) can 
be overwhelming. When last published as a standard, it ran 
over 800 pages. Auditors’ interpretive guidance, designed 
to simplify the codification, ran longer. There are chapters 
just to define a derivative. However, you don’t need to 
read those chapters; the forwards and options you plan to 
execute are derivatives. No question, they are derivatives.

If a company wants to take advantage of “special 
hedge accounting,” the accounting rule set for currency 
derivatives should be aligned with the exposure types. 
ASC 815 Derivatives & Hedging lays out elections, control 
requirements, and then the debits and credits for those that 
don’t take advantage of special hedge accounting, and 
those that do. For those that do, the accounting treatment 
is driven by the status and accounting for the hedged item. 
The earnings impact does NOT track cash; they follow the 
hedged item. 

It did not take over 800 pages for the FASB to lay out the  
debits and credits, but please note that the few paragraphs  
below over-simplify both the controls and journal entries for 
derivative accounting.

https://hedgetrackers.com/


A CFO’s Guide to Starting a Successful FX Hedge Program in 7 Steps | 17

Visit hedgetrackers.com

Designating hedges in a cash flow hedge relationship will allow all or some portion of the gain or loss to accumulate in 
Other Comprehensive Income (OCI) until the hedged item is recorded in the financial statements (trigger event). That 
amount will stay in OCI until the hedged item is recorded in earnings (release event), at which time it will be recorded in 
the same line item(s) in the P&L as the hedged item. If the hedged item is allocated to different line items in the P&L and is 
recorded at different times in earnings, all of this must be tracked and drive the release of OCI.

OCI RELEASE EXAMPLE
For example, if the hedged transaction is the purchase of inventory in 6 months, the gains and losses on the 
derivative would be recorded in OCI, not earnings, until the inventory was received (trigger event). Subsequent 
changes in value of the derivative, if it remains open to protect the payable, will follow non-designated hedge 
accounting treatment until maturity. When the inventory is reclassified to CoGS, the OCI is also released to 
CoGS. The result is the CoGS are recorded at the hedged rate.

On rare occasions when longer-dated derivatives are used to hedge Balance Sheet risks, like a lease liability, 
the company may elect to use Cash Flow hedge accounting treatment. This allows a rational (and predictable) 
amortization of the derivative’s time value into earnings and a spot-to-spot match of the change in the hedged 
asset or liability with the derivative.

NON-DESIGNATED HEDGE ACCOUNTING
The default treatment, should you fail to meet special  
hedge accounting requirements or if you choose not  
to take special hedge accounting, is straightforward. 

Fair value the derivative (ASC 820); if it is an asset, debit  
the asset account (frequently an Other Current Asset), if  
it is a liability, credit the liability (frequently an Other  
Current Liability). The offsetting entry is to current earnings, 
most often (but not proscribed in the guidance) in the FX 
Gain/Loss line.

For hedges of Balance Sheet Exposures, this treatment  
is perfect. Special hedge accounting is rarely required.  
The exposure impacts earnings each period, and the  
hedge offsets the impact in earnings each period.

CASH FLOW HEDGE ACCOUNTING
For anticipated transactions, the accounting is more complex. 
To qualify for cash flow hedge accounting, prior to trade  
execution you need to document, among other requirements:

 Ü Identification of the hedged item with some degree  
of precision

 Ü Declarations about the objective of the hedge

 Ü Declarations about the probability of the hedged item

 Ü Proof that the instrument you intend to execute will 
appropriately protect the exposure

 Ü How that proof will be updated

 Ü Elections about the time value component of the derivative

SEE HOW IN CAPELLAFX
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For example, if the hedged transaction is  
the purchase of a fixed asset in 6 months, 
the change in fair value of the contract from 
the USD value at designation to the month 
end value will be recorded as a “Fixed 
Asset” (whether gain or loss) with an offset 
to earnings, updated each period until the 
fixed asset is received (trigger event). At that 
point, the adjustment will become a part of 
the basis of the hedged item. Subsequent 
changes in value of the derivative, if it 
remains open to protect the payable, will 
follow non-designated hedge accounting 
treatment until maturity. The adjusted 
value of the fixed asset is depreciated 
and recognized as Depreciation Expense. 
The result is the Depreciation Expense is 
recorded at the hedged rate.

FAIR VALUE HEDGE EXAMPLE

FAIR VALUE HEDGE ACCOUNTING
For firmly committed/contracted transactions the 
accounting is even more complex. To qualify for fair value 
hedge accounting, prior to trade execution you need to 
document, among other requirements:

 Ü Declarations about the objective of the hedge

 Ü Identification of the contracted hedged item, 
highlighting the default penalty language

 Ü Proof that the instrument you intend to execute  
will appropriately protect the exposure

 Ü How that proof will be updated

 Ü Elections about the time value component of  
the derivative

This designation will allow you to calculate and record 
the change in fair value of all or a portion of the firm 
commitment and treat it like remeasurement, where the 
change is recorded as an adjustment on the balance sheet 
with an offset to current period earnings. This revaluation  
of the firm commitment is why the bar of qualification is set 
so high. 

The derivative hedging the firm commitment is recorded 
similarly to the non-designated derivative: Fair value is 
recorded as an asset or liability with offset in earnings 
(in the same line item in earnings as the change in the 
hedged item). When the hedged item is recorded (trigger 
event), the newly recorded hedged transaction is adjusted 
by the fair value change in the firm commitment (the 
firm commitment ends up valued at the hedge rate). The 
adjustment will impact earnings when the hedged firm 
commitment is recorded in income.

https://hedgetrackers.com/


A CFO’s Guide to Starting a Successful FX Hedge Program in 7 Steps | 19

Visit hedgetrackers.com

For example, if a subsidiary is sitting on a large 
amount of foreign currency denominated cash, 
and the USD value of that cash is important to  
the company for covenant or economic reasons, 
the company could hedge that cash amount or 
any amount equal to or less than the net asset 
position of the entity (don’t forget to consolidate 
any subsidiaries that belong to that entity). The  
net asset position would equal assets less liabilities 
(less any intercompany loans designated as 
long-term investments in sub). Each period end, 
the derivative would be fair valued and recorded 
as an asset or liability; the designated gains and 
losses on the contract would be reported in OCI. 

The derivative would provide an offsetting gain 
or loss on the CTA reported when the subsidiary 
is consolidated. In the case of the company 
protecting the USD value of cash, the change in 
the USD value of the foreign currency would be 
offset by USD cash. The result is the total of the 
derivative gain or loss plus the foreign cash at the 
current exchange would equal the hedged rate.

NET INVESTMENT HEDGE EXAMPLE

The motivation to hedge the net investment can vary. 
To qualify for net investment hedge accounting, prior  
to trade execution you need to document, among  
other requirements: 

 Ü Declarations about the objective of the hedge

 Ü Identification of the hedged subsidiary(ies)

 Ü Proof that the instrument you intend to execute  
will appropriately protect the exposure

 Ü How that proof will be updated

 Ü Elections about the time value component of  
the derivative

This designation will allow all or some portion of the 
gain or loss to accumulate in Cumulative Translation 
Adjustment (CTA) nestled in Other Comprehensive 
Income (OCI) throughout the life of the derivative.  
That gain or loss will stay in CTA until the subsidiary  
is liquidated—so basically forever. 

It is very useful to establish CTA accounts with titles  
that specify what subsidiary the gain/loss relates to.

NET INVESTMENT ACCOUNTING

https://hedgetrackers.com/
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7. CONTROLS
There are three areas of controls to be considered with respect to a hedge program. The first are the familiar accounting 
controls. The second, perhaps less familiar, are trading controls, and the third is management and compliance reporting. 

01 KEY ACCOUNTING CONTROLS
To ensure that the accounting is materially correct, 
management can focus on 4 key areas. 

1. Do I have all of my derivatives identified?

2. Are they recorded as assets or liabilities at fair value at 
period end?

3. Is the correct amount in OCI (for Cash Flow and  
Net Investment Hedges), or have the firm commitments 
been appropriately recorded (for Fair Value Hedges)?

4. Hedge accounting is prepared and recorded by the 
accounting organization. (Too frequently we see 
derivative entries prepared by the treasury organization 
and booked by accounting. There is more effective 
oversight if the accounting organization prepares 
entries; the treasury organization’s reporting on hedge 
effectiveness will ensure they provide solid oversight.)

These 4 items should be the drivers of key SOX controls for 
the company. They ensure that all the derivatives are fair 
valued and impacting earnings in the appropriate period.

FINDING EMBEDDED DERIVATIVES
The accounting guidance outlines 2 types of derivatives: 
first, the instruments that we talked about above (forwards, 
options and derivations of those), and second, contracts 
that have terms embedded in them that impact a 
company’s cash flows, like a derivative. 

If you think about it, every sales or purchase order a 
company executes in a foreign currency impacts the 
company’s USD cash flows like a derivative: USD cash 
received or paid will fluctuate with the currency rate. The 
guidance basically states that all of those foreign contracts 
technically have embedded derivatives. Then, they scope 
them out … or at least scope out most of them. So, you  
don’t have “embedded derivatives” if the contract is 
denominated in any of the following:

 Ü The functional currency of the selling entity

 Ü The functional currency of the buying entity  
(which you may not know)

 Ü The local currency of the selling entity

 Ü The local currency of the buying entity

That leaves companies that negotiate global pricing in  
USD that are not physically located in the US with a potential 
embedded derivative issue. So, a key element of identifying 
“all derivatives” is reviewing contractual relationships for 
embedded derivatives.

If your trading controls are in place, identifying “all” of your 
classic derivatives should not be a problem. 

INDEPENDENT VALUATIONS
ASC 820 lays out the appropriate approaches to fair  
valuing derivatives (classic and embedded). A company 
should be independently fair valuing the instruments and 
only using counterparty statements to validate their pricing 
models. Only in rare circumstances should a company 
execute a derivative instrument they are unable to value, 
and in those cases should seek valuation expertise before, 
at and after execution. 

A unique element of ASC 820 fair value guidance is the 
requirement for companies to discount liabilities to reflect 
the company’s individual credit. 

When markets are very volatile and when 
big changes are in play in a marketplace 
(e.g., LIBOR is ending), valuation models in 
the marketplace change, and corporates 
will need to keep up with the change. 
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This reflects the FASB’s expectation that all parties to 
a derivative should reflect a similar fair value for that 
instrument. While we are familiar with discounting assets 
(e.g., allowance for doubtful accounts), this concept 
of discounting liabilities may not feel conservative. 
Nonetheless, this is how derivative liabilities are valued.

Any amounts in OCI need to be supported. For cash flow 
hedges, there is only one reason why amounts are in OCI: 
The hedged transaction(s) has not experienced a release 
event. There is no flexibility on the guidance. Amounts only 
go into OCI if 1) the hedged transaction was probable of 
occurring, 2) the hedge was proven an effective instrument, 
and 3) key documentation thresholds were met. Once in, 
there is also no flexibility in when it comes out: 1) when the 
hedged transaction is recorded in the P&L, 2) when the 
previously probable transaction becomes probable NOT 
to occur, and 3) when the previously probable transaction 
fails to occur within two months of the originally designated 
hedge period. The OCI reclass has nothing to do with 
derivative maturity or the cash flows on the trade.

When amounts are reclassed from OCI to income, special 
hedge accounting requires the derivative gains and losses 
to follow the hedged item in the same line item as well as 
the same timing. A hedge of JPY expenses will need to be 
bifurcated into numerous line items if the hedged costs  
are recorded in numerous line items (e.g., Sales, Marketing,  
R&D, G&A). 

For net investment hedges, all designated elements of the 
derivative belong in CTA/OCI and should be identifiable 
by entity. Only upon substantial liquidation of the sub can 
hedge gains or losses be reclassified to income. Again, the 
reclass from CTA has nothing to do with derivative maturity 
or cash flows on the trade.

SEE HOW IN CAPELLAFX
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Trading derivatives isn’t difficult, but it can subject 
companies to significant economic and accounting risk. 
Risks to the company include unauthorized trading activity, 
theft, creation rather than mitigation of risk, and incomplete 
financial statements. To ensure derivative trading is properly 
executed, the following controls should be in place: 

 Ü Review trades for policy compliance (counterparty,  
size, instrument, tenor, designation if required, etc.) 

 Ü Trades are confirmed with the counterparty by  
individual independent of the trader

 Ü All derivatives settle using standard trade convention  
on time (no historical rate rollovers)

 Ü Cash settlements are reconciled in a timely manner by 
an individual independent of the trader

 Ü Option contracts and complex (not plain vanilla) 
forwards subject to appropriate signature authority 
based on implicit/explicit premium

 Ü Daily identification and verification of all company 
trades independent of the trader

 Ü Volume and maturity of derivatives are consistent  
with exposure size and timing 

 Ü Standard settlement instructions

02 TRADING CONTROLS
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03 REPORTING CONTROLS
Reporting can be split into two areas: management 
reporting and compliance reporting.

Management Reporting should be focused on: 

 Ü Proving the hedge program is meeting the objectives 
defined in the policy

 Ü Position: company’s exposure to risk by key currencies  
with and without hedge

 Ü Position: company’s exposure to counterparty risk  
(credit and concentration limits)

 Ü Timely reconciliation of residual balance sheet  
hedge gains and losses 

Derivative accounting guidance requires substantive 
disclosures about a company’s hedge program to  
provide users with the financial insights into why the  
company hedges, what they hedge, what instruments  
they use, how far out they hedge, by line item how much  
of current income is impacted by hedges, by line item  
the impact open derivatives have on the balance sheet,  
what risks derivatives pose to liquidity (cash calls) and 
more. All of this information should also be reported and 
understood by financial management.

COMPLIANCE REPORTING 
Compliance reporting is not about the performance of the 
hedge program but rather a report out on compliance with 
the objectives and policies around derivative activity. It 
should include:

 Ü Assurance that trading activity has been within  
policy guidelines

 Ü Policy violations identified and progress report on  
any corrective action taken

 Ü Policy exceptions identified and approvals obtained

 Ü All open and closed derivatives for the period

 Ü Best price execution validation report

 Ü Reporting of any identified counterparty risk

DEMO CAPELLAFX
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SCHEDULE CAPELLAFX DEMO

CONCLUSION
Starting a hedge program can be done in seven 
basic steps.

Hedge Trackers works with its clients to  
thoroughly vet all aspects of the currency risk 
management process. It starts by identifying the 
company’s economic and accounting risks and 
knowing what hedge accounting strategies are 
available under ASC 815. Understanding the risk 
and the hedge-able risks is key to development  
of a risk management policy with a clearly  
articulated objective. 

Once the policy is in place, then treasury can  
work with their counterparties to obtain lines of 
credit, sign trading agreements, identify trading 
portals or connect with counterparty trading  
desks. The objective and policy are drivers of  
which instruments, tenors and hedge strategies 
are appropriate for the exposures. Trading  
controls, derivative accounting education and 
controls finalize the preparation. 

Now your company is ready to execute. Once 
executed, the hedge program needs active 
monitoring and reporting to identify ways 
to improve the exposure identification and 
quantification processes.
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ABOUT US
Hedge Trackers, headquartered in Silicon 
Valley, offers a full suite of risk management 
and derivative accounting solutions for foreign 
currency, interest rate and commodity price risk.
We leverage unparalleled domain expertise 
and technical depth to provide a holistic suite 
of solutions for hedge program establishment: 
strategy, exposure identification, risk management, 
derivative accounting, performance reporting, 
regulatory compliance and audit support.

Global companies rely on Hedge Trackers’ SaaS 
solutions, accounting and consulting services 
to manage and reduce their risk—ranging 
from pre-IPO to the Fortune 100 and spanning 
industries like technology, manufacturing, 
pharmaceuticals, retail, defense, energy, banking 
and credit unions. No public company has been 
required to restate their earnings due to derivative 
accounting and reporting practices implemented 
by Hedge Trackers.

If you’re starting a hedge program or just 
thinking about it, we can help—we have been 
doing this for over 20 years. We are knowledge 
transfer specialists and can provide key tools for 
exposure collection, hedge designation, derivative 
accounting and disclosure reporting. 

LET’S TALK
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