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1 XYZTest Group Foreign Currency Risk Management Policy 

 

1.1 Purpose of the Document 

The purpose of the foreign currency risk management policy (“the fx policy”) is to provide 

clear guidance on the foreign currency management functions and the importance of XYZTest 

Groups‟ corporate treasury department (“treasury”)  in the foreign currency management 

process, as well as the responsibilities of affiliate and subsidiary personnel involved.  

 

This fx policy will enable treasury to manage foreign currency exposures on a company-wide 

basis and [..]. 

 

This fx policy replaces all existing guidelines and policies within XYZTest Group and 

is applicable to all employees of XYZTest Groupp who have responsibility for or in-

teractions with foreign currency risk management activities. 

 

1.2 Organization of the FX policy 

This fx policy consists of  two sections. Section 1 contains an overview of the fx policy and 

guidelines for its maintenance and distribution. Section 2 sets forth the fundamental foreign 

currency guidelines for managing XYZTest Groups‟ foreign currency risk. 

 

1.3 Distribution of the FX policy 

The fx policy shall be distributed to all subsidiaries and affiliates of XYZTest Group in accor-

dance with the guidelines that have been set by the Treasurer. The fx policy shall not be 

made available to [..]. 

 

1.4 Roles and Responsibilities in Managing and Distributing the FX policy 

Section 1.4.1 outlines the roles and responsibilities of all parties involved in the management 

and distribution of the fx policy.  

 

1.4.1 XYZTest Group FX policy Role & Responsibilities 

1.4.1.1 Management Board / Board of Directors 

 Review and  provide [..] in line with the overall treasury policy. 

 Review and approve [..]. 

1.4.1.2 Group CFO 

 Review and approve [..]. 

 Ensure compliance with [..]. 

 

1.4.1.3 Treasurer 

 Play lead role in [..] and act as [..].  

 Monitor compliance with [..]. 
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 Initiate changes to [..]. 

 Distribute fx policy. 

 

1.4.1.4 Treasury Staff 

 Monitor [..]. 

 

1.4.1.5 Affiliates / Subsidiaries 

 Ensure [..]. 

 

1.4.1.6 Internal / External Audit 

 Ensure compliance with [..]. 

 

 

1.5 Guidelines for FX Policy Compliance and Effectiveness  

1.5.1 Compliance 

As custodian of the fx policy, XYZTest Group‟ treasury is responsible for ensuring that foreign 

currency management activities adhere to the fx policy. Internal audit also will review foreign 

currency risk management activity annually to ensure compliance with the fx policy by treas-

ury and the affiliates and subsidiaries of XYZTest Group. The findings of the review will [..]. 

 

1.6 Amendments, Fx policy Updates and Revisions 

The treasurer and CFO will review [..]. Any amendments, fx policy updates or revisions must 

be reviewed and approved by [..]. After adoption of modifications to the fx policy, [..]. 
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2 XYZTest Group Foreign Currency Risk Management Guidelines 

2.1 Risk Management Philosophy and FX Risk Management Program Objectives 

 

XYZTest Group hedging fx policy maintains a risk-averse profile. The approach to financial 

risk management is [..]. These goals are accomplished by: 

 
 [..] earnings volatility [..]. 

 

 Limiting the risk of [..]. 

 

 [..] operating margins of [..]. 

2.2 Foreign Currency Risk Management Program Roles and Responsibilities 

 

Chart 1 outlines the roles and responsibilities of all parties involved in the foreign currency 

risk management program. 

 

Role Responsibilities Frequency 

Management 

Board /Board of 

Directors 

 Monitor the performance [..]. [..] 

 Review and provide [..]. [..] 

 Review and approve [..]. Quarterly 

Audit 

Committee 

 Monitor and review [..]. [..] 

 Report foreign currency controls. Annually 

CFO  Review and approve the foreign currency risk man-

agement strategy and [..]. 

[..] 

 Make recommendations to [..]. As Needed 

 Review and monitor noncompliance. [..] 

 Communicate [..] to the investment community. Semi-

Annually 

 Ensure compliance with [..]. [..] 

Treasury  Manage exposures [..]. Ongoing 

 Work with affiliates [..] set risk limits and [..]. [..] 

 Consolidate [..]n and disseminate [..]. Monthly 

 Provide [..] for the program. [..] 

 Perform [..]. Quarterly 

 [..] on foreign exchange controls. [..] 

 Is the only department within XYZTest Group to [..] 

as far it is subject of this fx policy. 

Ongoing / 

Every two 

month 

 Manage overall [..], including [..] banks. [..] 

Affiliates  Identify [..] exposures. Ongoing 

 Forecast [..] to treasury. [..] 

 Report actual exposure [..]. Monthly 

 Perform all necessary accounting entries [..]. [..] 

 Communicate any [..]. Ongoing 

 Is explicitly not authorized to [..].  [..] 

Chart 1: Foreign Currency Risk Management Program Roles and Responsibilities 
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2.3 Exposure Identification 

XYZTest Group defines foreign exchange exposure as [..]. The exposures hedged with deriva-

tive instruments under the fx policy are limited to [..]. Translational and Economical Exposure 

is to be hedged as best as possible with [..]. Following are definitions and examples of each 

exposure type that may be considered and hedged under the fx policy. 

 

 

 

 

Chart 2: Types of Exposure 

 

2.3.1 Transaction Exposure 

Transaction exposure materializes when, and as soon as, a [..]. The exposure may well not 

appear immediately or ever in [..]. Transaction exposure can be considered [..] 

  

It may also be used to describe transactions which are [..]. There is a point in time - not 

clearly definable - when 'transaction' exposures merge into [..]. In general, transaction expo-

sures are [..]. Transaction exposures arise on [..], and affect the profit and loss account in a 

very direct way. 
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2.3.2 Translation Exposure 

Translational exposure is the risk of [..] denominated in foreign currencies. It arises from [..]. 

This may include foreign currency loans and investments. [..]. 

 

Translation exposure does not represent [..]. The balance sheet effects are often dismissed 

as [..]. However the level of assets and liabilities can [..]. 

 

Translational exposure can be managed by [..], whenever possible. 

 

If currency values change foreign [..]. Assets and liabilities that are translated at the current 

(post change) exchange rate are considered to be [..]. 

  

The amount of translation exposure depends on the degree of [..]. 

 

2.3.3 Economic Exposure 

The definition of economic and competitive exposures varies, and is [..], it is usually called an 

economic exposure rather than a transaction exposure. 

 

The term 'economic' exposure may be used to describe any exposure which is [..]. 

 

 

2.3.4 Use of Foreign Exchange Rates 

Corporate treasury is responsible for [..] for profit planning, as well as any rates used [..]. 

Treasury‟s role in the use of foreign exchange rates should reflect the following: 

 
(i) [..], hedge and [..] billing rates should be set by treasury,  using methodology ap-

proved by [..]; 

 

(ii) All [..] rates will be provided by treasury; 

 

(iii) Treasury is responsible for [..]; 

 

2.3.5 Data Requirements and Sources 

Under the guidelines of this fx policy, treasury will use following sources: 

 

Instrument Purpose Source Frequency 

FX Rate [..] [..] Monthly 

FX Rate Actual Bookings for Balance 

Sheet and Income State-

ment and internal invoicing 

[..] [..] 

FX Rate Revaluation Rates YTD for 

Income Statement 

Average of Month End Rates Monthly 

[..] Revaluation Rates for the 

full year for Income State-

ment 

[..] [..] 

All kind of 

[..] 

Mark-to-Market revaluation [..] Quarterly 

FX Rate Invoicing to Third Parties [..] [..] 
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FX Exposure 

Measurement 

Total Balance Sheet FX Ex-

posure Measurement with 

Value at Risk (VaR) 

[..] Quarterly 

Chart 3: Source of Market Information 

2.3.6 Timing/Frequency of Data Delivery 

Exposure data should be updated [..]. 

 

2.4 Foreign Currency Risk Management Program Guidelines 

The primary objective of XYZTest Groups‟ foreign currency risk management program is to 

[..] and maintain an effective foreign currency risk management program. 

 

2.4.1 General requirements 

XYZTest Group is reporting according [..]. In consequence, hedging of financial risk, in the 

context of this fx policy foreign exchange exposure, is subject [..]. The purpose of applying 

hedge accounting under [..] is to 

 

1.  keep volatility of foreign exchange impact at a [..]; 

2.  being safe in [..], consciously or careless. 

 

Therefore, at XYZTest Group following basic principles are standard in performing any hedg-

ing of [..]: 

 

a. The hedging relationship must be [..]; 

 

b. The hedge must be [..]; 

 

c. The [..] of the hedge must be [..]; and 

 

d. In the case of a hedge of a forecast transaction, the forecast transaction must be [..]. 

 

2.4.2 Strategy by Exposure Type 

The hedge amounts will be identified based on [..]. The following provides hedge strategy 

guidelines for transaction and economic exposures. 

 

2.4.2.1 Transaction Exposures 

Because it is not possible to predict movements in foreign currency movements for a suffi-

cient and satisfying level, it is the fx policy of XYZTest Group to distribute the exchange risk 

over a period of 1 year to avoid distortion of market prices. Subsequently, the strategy of 

hedging transactional exposure can be expressed in the following chart: 
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Chart 4: Level of Hedging 

 

Procedures 

 

(a) In case an exposure has just [..], that means, it will be [..], but at a settlement date 

later than the open exposure is identified, 

 

(i)  a [..] shall eliminate the exposure for that period, or 

 

(ii) [..] 

 

(b) Always assuming that no more [..] possibilities are available, the responsible person 

designated in 1.4.1 above is hedging in Month 0 (today) the forecasted transactional cash 

flows with [..]: 

 

(i) overall as one single amount with an approved external Bank (see related XYZTest Group 

Corporate Finance Guideline); 

 

(ii) split the [..]; 

 

(iii) records all [..] 

 

(iv) confirms the 

 

a. [..] transaction to the XYZTest Group head office accounting,  

b. [..] to the subsidiaries; 

 

(v) perform the hedge designation according [..]. 

 

(a) The hedging levels are specified as follows: 

 

(i) Within the last 3 business days of the actual month 

 

1) 17% of the underlying for maturity 12 months in the future, 

2) 17% of the underlying for maturity 10 months in the future, 

3) 17% of the underlying for maturity 8 months in the future, 

4) 17% of the underlying for maturity 6 months in the future, 

5) 17% of the underlying for maturity 4 months in the future, 

6) 17% of the underlying for maturity 2 months in the future. 
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(b) This procedure mentioned in (a) above continuous every 2 months within the last 3 

business days on a rolling basis. 

 

(c) The group CFO is authorized to [..]. 

 

(d) The source of the [..] is the [..], updated and submitted once a month by [..]. 

 

2.4.2.2 Economic Exposure 

(a) The remainder of the total [..] exposure subtracted by the [..] transactions (which rep-

resent [..]) is to be hedged by 

 

(i)  a [..] strategy for the amount representing the break of  [..], or 

 

(ii) a purchased [..] up to 100% of the economic exposure, 

 

(iii) a [..] in the specific currency 

 

(b) Where a [..]is not possible, e.g. for [..], the exposure remains open. 

 

(c) The interval for adjusting the [..] is every 2 months right after having identified the 

transactional exposure in 2.4.2.1 above. 

 

(a) The group CFO is authorized to [..], 

 

(d) long term borrowings, where [..] shall have the same [..] 

 

(e) No other instrument than [..] is allowed to be entered. 

 

2.4.2.3 Translation Exposure 

(b) Unlike economic and transaction exposure, treasury is [..], and 

 

(i) only with [..], or 

(ii) [..] 

 

Nevertheless, hedge designation [..]. 

 

2.4.3 Exposure Hedging Horizon 

(a) Treasury is responsible for [..]. 

 

(b)  Exposures will be [..] updated based on [..] and will be tracked on a 

 

(i) [..], and 

(ii) [..] period. 

 

The [..] is designated as the Liquidity Forecast by currency. Further development of manag-

ing the Liquidity Forecast is given in the XYZTest Group Cash Management policy & proce-

dures manual. 
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2.5 Authorized Foreign Exchange Hedging Instruments 

As a general rule, speculative foreign exchange transactions are prohibited. Treasury may 

use the instruments listed in Chart 5 to hedge foreign currency exposures. If treasury seeks 

to utilize any instruments not explicitly listed, the procedure for amending / revising the fx 

policy must be followed. 

 

 

 
Instrument Authorized 

Activities 

Definition 

[..]  Transaction 

hedging 

program 

 Economic 

hedging 

program 

[..]. 

Forward Out-

rights 

Transaction 

hedging pro-

gram 

[..]. 

Forex Futures [..] [..] 

Non-

deliverable 

Forward (NDF) 

Transaction 

hedging pro-

gram 

NDF's are used for currencies like the Chinese yuan, where the au-
thorities impose capital controls. Since capital is not able to move 
freely, interest rate differentials cannot be arbitraged. NDFs are thus 
not determined by interest rates differentials. Market expectations 
about future exchange rate moves drive the price of an NDF similar to 
futures for the commodity market. 
For example: on 29 October 2007 NDF's priced in a 6.8% CNY apprec-
iation vs. the USD over the following 12 months. These expectations 
differ, depending on investors' assessments, not because of interest 

rate differentials. Interest rate differentials between the US and China 
are less than 1% on a one-year basis. 

[..] [..] [..]. 

Currency 

Options 

 Transaction 

hedging 

program 

 Economic 

hedging 

program 

Like futures and forwards, options enable investors to sell or buy a 

currency at a certain point in the future. The main difference between 
a currency option and a currency forward or future is that the owner 
of an option can, on the expiry date, choose to make use of his/her 
right to buy or sell but is not obligated to do so. This conceptual dif-
ference leads to an asymmetric payoff of options (unlike forwards, 
futures and swaps) and implies that options are traded at a premium 
(cost) at the contract's inception. Since investors have the right to buy 
or sell an asset, there are two basic option types: a call option (gives 
the holder the right to buy an asset) or a put option (gives the holder 

the right to sell an asset by a certain date, price and contract volume). 
An investor can buy an option (option long) or sell an option contract 
(option short). Thus four payoff structures exist. 

ñ[..]ò 

Options 

Economic 

hedging pro-

gram 

[..] 

Chart 5: Authorized Foreign Exchange Hedging Instruments 
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2.5.1 Authorization to Execute Foreign Exchange Transactions 

 

The authorizations outlined in Chart 6 are established to [..]. The CFO shall review and ap-

prove [..]. 
 
(a) The Treasury Manager is responsible for [..] up to equivalent [..] per day. 

 

(b) The Group Accounting is responsible for [..]. 

 

(c) The Group Controller is responsible to [..]. 

 

(d) Any valuation and reconciliation is a duty of the [..]. 

 

(e) Payments of foreign currencies shall be made always [..]. 

 

(f) Receivables in foreign currencies shall be collected [..]. 

 

2.5.2 Transaction Size and Maturity Limits 

The following guidelines should also be observed with respect to transaction size and matur-

ity limits: 

 

(a) Individual hedge transactions may [..] without approval by the group CFO. 

 

(b) All kind of external foreign exchange transactions with size of [..]. 

 

2.5.3 Approved Counterparties 

This section provides guidelines on managing counterparty concentration exposure and credit 

risk. Treasury shall maintain [..] counterparties are as follows: 

 

Treasury is authorized to initiate [..]. 

 

Minimum counterparty credit rating of [..] by S&P or Moody‟s. 

 

Maximum exposure to any one counterparty not to exceed [..]. 

 

The treasurer is responsible for [..]. The treasurer shall also monitor and report [..] at least 

once annually. 

 

Any exceptions must be approved by the CFO. 

 

Approved counterparties are listed in the Group Treasury policy, Chapter “Corporate Fi-

nanceò. 

 

2.5.4 Market Risk Limits 

[..] is responsible for performing market risk analysis of XYZTest Group‟ hedging instrument 

portfolio (see Chart 6). Under the guidelines of this fx policy, [..] has the obligation to use the 

[..]: 

 

(a) Value-at-Risk (VaR) for 
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(i) All [..]items 

(ii) All [..]financial instruments 

 

(b) Cash-Flow-at-Risk for 

(i) All [..] 

(ii) All [..], derived from [..] 

 

(c) Stress test for  

(i) All actual and future [..] by exposure type, 

(ii) All actual and future [..] with a 10% shift for the period of 1 year on a rolling ba-

sis by exposure type, 

(iii) [..] with a 10% shift as a sum of [..]. 

 

 

 

 

 

 

2.6 Accounting and Disclosure 

Accounting and [..] requirements for [..]. 

 

 

2.7 Performance Management Reporting 

To monitor the [..] of XYZTest Group‟ foreign currency risk management program, treasury 

shall [..] and audit committee.  

 
Chart 7 specifies the reports to be distributed with respect to the foreign currency risk man-

agement program, the recipients of each report and the frequency of distribution. 

 

 

 

Report Responsible Recipients Frequency 

[..] Report Affiliates and Head Of-

fice 

[..] Monthly, by the 5th 

business day after 

month end. 

Consolidated [..] 

Plan 

Treasury Manager [..] Monthly, by the 8th 

business day after 

month end. 

Monthly Expo-

sure Report 

[..] Group CFO [..]. 

Consolidated [..] 

Report 

[..] [..], Board of Directors [..] 

Role Responsibility Frequency 

CFO, Controller 

and Treasurer 

Determine [..] Annually  

CFO and 

Treasurer 

Review [..] Quarterly 

Treasury Staff Perform [..] Quarterly 

Analysis 

Chart 6: Responsibility for Market Risk Analysis 
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Currency [..] 

Reports 

Treasury Manager, ex-

ternal sources 

Group CFO, Affiliates Monthly by the 3rd 

business day. 

[..] Inventory Treasury Manager Group CFO [..]. 

Hedge Position 

Revaluation Ac-

cording [..] 

[..] [..] Quarterly by the 5th 

business day after 

quarter end. 

Hedge result [..] Affiliates [..]. 

Chart 7: Performance Management Reporting 

 

 

3 Hedge Accounting 
Treasury is responsible for the tracking and revaluation of the group wide foreign currency 

hedge activities including instructions to the accounting department regarding bookings to be 

made during the lifetime of the hedges.  

 

XYZTest Group is applying hedge accounting according [..] wherever applicable. Neverthe-

less, it is [..]. 

 

The following sections are written as an example. 

 

3.1 Cash Flow Hedge  

3.1.1 Hedge of highly probable foreign currency forecast cash flows 

XYZTest Group AG has the [..] as functional currency. Its reporting dates are 31 March, 30 

June, 30 September and 31 December. It is the goal of XYZTest Group to [..].  

 

Today is the 28 June 2008 and the recently submitted liquidity plans show for the whole 

group in the next 12 months following net transactional exposure according section 2.4.2.1: 

 

 

[..] 

 

The exposure - hedging map shows a need for purchase of USD [..] vs. GBP for maturity 

31.03.09. 

 

Exchange rates on various dates during the hedge (i.e. not at inception) are as follows: 

 

 28.06.08 30.09.08 31.12.08 31.03.09 

GBP/USD spot rate 1.9950 1.9870 2.0350 2.0010 

GBP/USD forward rate* 1.9550 1.9605 2.0210  

Forward points 0.0400 0.0265 0.0140  

 
 * For a forward maturing on 31 March 2009. 

 

Annualised interest rates applicable for discounting a cash flow on 31 March 2009 at various 

dates during the hedge are as follows:  
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 28.06.08 30.09.08 31.12.08 31.03.09 

GBP  interest rate 6.1225% 6.0100% 5.8050%  

USD interest rate 3.1750% 3.1000% 2.7906%  

 

3.1.1.1 Prospective effectiveness testing for cash flow hedges 

Prospective effectiveness testing should be performed at [..]. 

 

Prospective effectiveness testing should be performed by [..]. 

 

3.1.1.2 Retrospective effectiveness testing for cash flow hedges 

Retrospective effectiveness testing must be performed at each reporting date using the 

[..].[..] the retrospective effectiveness tests are within the range 80%-125%. 

 

itemhedged

instrumenthedging
essEffectiven

_

_




  

 

Change in the fair value of the spot component of the hedging instrument [..] derived from 

the swap yield curve. 

 

Change in fair value of the hedged cash flows of the hedged item [..] from the swap yield 

curve. 
 
 

3.1.2 Hedge designation 

XYZTest Groups‟ hedge documentation is as follows: 

 

1) Risk management objective and strategy 

In order to comply with XYZTest Groups‟ foreign exchange risk management strategy, the 

foreign exchange risk arising from the highly probable forecast transaction detailed in (5) be-

low is hedged. 

 

2) Type of hedging relationship 

Cash flow hedge: hedge of the foreign currency risk arising from highly probable forecast 

transactions. 

 

3) Nature of risk being hedged 

GBP/USD spot exchange rate risk arising from highly probable forecast transactions denomi-

nated in USD those are expected to occur in the hedging bucket February / March 2009 and 

to be settled on 31.3.2009. 

 

4) Identification of hedged item 

 

ID Company 

Code 

Description System-Ref. 

1 [..] Purchase of [..] at external Supplier ABC Ag12324 

2 [..] Sale of [..] to Customer abc Hh321654 
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3 [..] Purchase of [..] at external Supplier DEF Jjkkljlkjl444 

4 [..] Purchase of [..] at external Supplier XYZ 779r99889 

5 [..] Sale of [..] to Customer xyz Jj66i890 

6 [..] Sale of [..] to Customer def 54657498 

 

 

5) Forecast transactions: 

 

In accordance with XYZTest Group Treasury Fx policy the net amount represents 17% of the 

nominal value. 

 

 

 

ID Hedged 

Amount 

Nature of 

forecasted 

Transaction 

Expected 

Timescale 

Rationale for forecast 

transaction being 

highly probable to oc-

cur 

1 - USD [..] Purchase [..] Delivery: Feb 09 

Payment: Mar 09 

On stock 

2 +USD [..] [..] revenue Delivery: Jan 09 

Income: Mar 09 

Agreement dated Mar 

2006 

3 - USD [..] Purchase D-Tools 

and C-Machines 

Delivery: Jan 09 

Payment: Feb 09 

Further sale to Custom-

ers 

4 - USD [..] Purchase [..] Delivery: Feb 09 

Payment: Mar 09 

Approved Investment 

Budget 09 

5 + GBP [..] Sale of [..] Delivery: Jan 09 

Income: Feb 09 

Agreement dated Jan 02 

6 + GBP [..] Sale of [..] Delivery: Feb 09 

Income: Mar 09 

Order #124666 

 

6) Identification of hedging instrument 

Transaction number: reference number K1121W in the treasury management system. The 

hedging instrument is a forward contract to buy USD [..] with the following characteristics: 

 

Type European forward contract 

Amount purchased USD [..] 

Amount sold GBP [..] 

Forward rate GBP 1 = USD 1.9550 

Spot rate at inception GBP 1 = USD 1.9950 

Spot component of notional amount GBP 220‟551 

Start date 30 June 2008 

Maturity date 31 Mar 2009 

 

Hedge designation: the spot component of forward contract K1121W is designated as a 

hedge of the change in the present value of the cash flows on the forecast purchase identified 

in (5) on the previous page that is attributable to movements in the GBP/USD spot rate, 

measured as a hypothetical derivative. 

 

7) Effectiveness testing 

Hedge accounting strategy 3.1.1 should be applied. The hypothetical derivative that models 

the hedged cash flows is a forward contract to buy USD [..] on 31 March 2009 and pay it with 

GBP. The spot component of this hypothetical derivative is GBP [..] (i.e. USD [..]  at the spot 

rate on 28.06.2008 of 1.9950). 
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Description of prospective testing 

 

[..] method, being the ratio of the change in the fair value of the spot component of forward 

contract K1121W, divided by the change in present value of the hedged cash flows (hypo-

thetical derivative) attributable to changes in spot GBP/USD rate. 

 

Frequency of testing: [..]. 

 

Description of retrospective testing 

[..]method, being the ratio of the change in fair value of the spot component of the forward 

contract, divided by the change in present value of the hedged cash flows (hypothetical de-

rivative) attributable to changes in spot GBP/USD rate, on a cumulative basis. 

 

Frequency of testing: [..]. 

 

3.1.3 Effectiveness tests and accounting entries 

3.1.3.1 Prospective effectiveness test on 28 June 2008 

On 28 June 2008, the forward GBP/USD exchange rate is 1.9550. On that date, the spot 

GBP/USD exchange rate is 1.9950. XYZTest Group‟ treasury assess prospectively the effec-

tiveness of the hedge, as required in IAS 39. Based on the hedge documentation, the pros-

pective effectiveness test consists of comparing the effects of a 10% shift of the spot 

GBP/USD exchange rate on both the fair value of the spot component of the hedging instru-

ment and on the hedged cash flows (hypothetical derivative). 

 

Hedged item and hedging instrument (spot components) 

 

The USD leg of both the hypothetical derivative (hedged item) and the forward contract 

(hedging instrument) are translated into GBP using the shifted spot exchange rate (1.9950), 

then discounted back using the current GBP interest rate (6.1225%) for a cash flow due on 

31 March 2009. The GBP leg is discounted back using the current GBP interest rate. The dif-

ference between the present values of each leg represents the fair value of the spot compo-

nent. As the fair value of this spot component is nil at inception, the change in fair value is 

equal to its fair value. 

 

[..] 

 

Conclusion: the hedge is expected to be highly effective. 

 

3.1.3.2 Accounting entries on 30 June 2008 

No entry, as the fair value of the forward contract is nil, as shown below: 

 

[..] 

 

 

3.1.3.3 Retrospective effectiveness test on 30 September 2008 

[..] requires the effectiveness of a hedging relationship to be assessed retrospectively as a 

minimum at each reporting date. Based on XYZTest Groups‟ FX risk management policies, the 
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effectiveness of the hedge is assessed using the dollar offset method on a cumulative basis. 

The dollar offset method consists of comparing the effects of the change in spot GBP/USD 

exchange rate (from 1.9950 to 1.9870) on the fair value of the spot component of the hedg-

ing instrument and the hypothetical derivative (hedged cash flows). 

 

[..] 

 

Conclusion: the hedge has been highly effective for the period ended 30 September 2008 

 

3.1.3.4 Accounting entries on 30 September 2008 

All the criteria for hedge accounting are met for the period ended 30 September 2008. Cash 

flow hedge accounting can therefore be applied. The hedge is 100% effective; the change in 

the fair value of the spot component of the hedging instrument is therefore recognized in eq-

uity. 

 

 The full fair value of the hedging instrument includes the forward points.  

 The change in the fair value of the forward points component is recognized in the In-

come statement. 

 

[..] 

 

 

The entry is as follows: 

 

 

 

3.1.3.5 Prospective effectiveness test on 30 September 2008 

The same method is used as at the inception of the hedge. 

 

[..] 

 

Conclusion: the hedge is expected to be highly effective. 

 

3.1.3.6 Retrospective effectiveness test on 31 December 2008 

Change in amount of expected cash flow 

 

In December 2008, the budget 2009 was revised and the router of item #4 for a negative 

cash flow of USD [..] have been cancelled. 

 

The dollar offset method consists of comparing the effects of the cumulative change in spot 

GBP/USD exchange rate (from 1.9950 to 2.0350) on the fair value of the spot component of 

the hedging instrument and the hedged cash flow (hypothetical derivative). As the hedged 

cash flow has been changed, it is subtracted from the original amount. The payment date and 

amount on the hedging instrument and the associated discount factor remain unchanged. 

 

[..] 
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Conclusion: Although the underlying amount, i.e. hedged item has been reduced and there-

fore the hedging instrument does not correlate 100% anymore, the hedge was effective for 

the period ended 31 December 2008 because of the allowed range of 80% - 125%. 

 

3.1.3.7 Accounting entries on 31 December 2008 

The full fair value of the hedging instrument is as follows: 

 

[..] 

 

 

All the criteria for hedge accounting are met for the period ended 31 December 2008. Cash 

flow hedge accounting can therefore be applied. The hedge is not, however, 100% effective 

and therefore the amount recognized in equity is adjusted to the lesser of (a) the cumulative 

change in the fair value of the spot component of the hedging instrument, and (b) the cumu-

lative change in the fair value of the spot component of the hypothetical derivative. 

 

 

[..] 

 

The difference between the full fair value of the forward contract and the amount deferred in 

equity is charged to the income statement. The portion relating to the forward points is rec-

ognized in „interest expense‟ and the ineffectiveness (of GBP [..]– GBP [..] = GBP [..] is rec-

ognized in „other operating income and expense‟. 

 

The entry is as follows: 

 

[..] 

 

3.1.3.8 Prospective effectiveness test on 31 December 2008 

 

[..] 

 

 

3.1.3.9 Accounting entries for the transactions in transaction currency 

Final accounting entries are subject of XYZTest Group accounting fx policy (whereas Treasury 

is responsible for the measurement of the transactions during their lifetime). 
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