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Inclusion of cross currency basis spreads in hedge accounting 

  

  

 

Dear Sir/Madam, 

 

Pursuant to the IASB Review Draft (refer to B6.5.5.) published in 

September 2012, cross currency basis spreads are not a factor for 

determining the value of the hedged item; hence a hypothetical derivative 

cannot be used in order to calculate the change in value of the hedged item 

due to those spreads.  

 

On the other hand, for the purpose of calculating the fair value of cross 

currency (basis) swaps, basis cross currency basis spreads must be 

included as a factor that determines value because this is considered by 

market players in pricing.  

 

If an underlying exposure in foreign currency is hedged by a cross currency 

(basis) swap, this asymmetric treatment would lead to such distortion that 

the change in value resulting from the cross currency basis spread would 

only be recorded in the income statement for the derivate.  This would 

result in a hedge relationship ineffectiveness that cannot be justified from 

an economic perspective. We believe that cross currency basis spreads can 

indeed serve as a value-determining factor at the hedged item.  

 

Cross currency basis spreads can be included in the fair value of foreign 

currency loans and bonds. This means that it must be basically permitted 

to include cross currency basis spread risks as hedged risks in hedge 

accounting. This will be explained in detailed below: 
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Loans 

 

According to IFRS 13, the fair value of a loan is the exit price on the main market relevant for the loan.  

In order to calculate the value, consideration must be given to those parameters which an arms-length 

market player trading on the main market relevant for the loan would include in pricing. 

 

Market players primarily working the euro market usually take out refinancing for foreign currency loans 

in euro. The currency risk with foreign currency loans is hedged by cross currency swaps. The mark-up 

for foreign currency liquidity (= cross currency basis spread) is then demonstrably included in the pricing 

of loan terms when the transaction is finalised. 

 

This means that it can be assumed that, when a loan is sold on the secondary market, the costs for 

foreign currency liquidity will also be considered in the purchase price calculation. The cross currency 

basis spread is hence a price-determining factor because market players will include this in pricing.  

 

 

Securities 

 

If a bank trading on the euro market acquires a bond in a foreign currency, the currency risk of this bond 

is usually hedged with a cross currency swap. The cost of procuring foreign currency liquidity (= cross 

currency basis spread) is included in the calculation of return on the bond purchase because it must be 

assumed that the buyer is only willing to pay the price that covers the hedging and refinancing costs. 

From the perspective of the bank trading on the euro market, the asset swap package (foreign currency 

bond with the cross currency swap) constitutes the acquisition of a EURO bond and the cross currency 

basis spread is hence a price-determining factor of the foreign currency bond which is again hedged by 

the cross currency swap. 

 

This means that the cross currency basis spread is indirectly included in the market price of the foreign 

currency bond. The exchange rate for a security traded/listed on the world market is also determined by 

demand among the players on the euro market for whom cross currency basis spreads are a price-

determining factor.  

 

 

Transfer of the fair value principle to the fair value hedge 

 

As shown above with reference to IFRS 13, the factors that determine the value of the hedged item can 

differ depending on the market or market players trading the product. As part of hedge accounting, we 

believe that – irrespective of the main market – the analysis must focus on the risk factors which exist for 

the company's balance sheet and which are taken into consideration in the company's risk management 

strategy. 

 

 

Proposal to clarify the wording of the standard section 

 

Based on the above findings, we recommend that the text section of the Review Draft (B6.5.5.) be 

modified slightly in order to specify the issue in detail and to avoid any misunderstanding: 
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• We believe that the example referred to in B6.5.5 related to cross currency interest rate swaps should 

be deleted. 

• Furthermore, the information contained in this section should be modified slightly in order to make it 

easier to understand the risk factors that can be designated (because it should be possible to 

designate factors that influence value). Hedging costs incurred in arm's-length hedging transactions 

are a factor that influences value. 

 

We propose the following concrete amendment: 

 

IFRS 9.B6.5.5 

“To calculate the change in the value of the hedged item for the purpose of measuring hedge 

effectiveness, an entity may use a derivative that would have terms that match critical terms of 

the hedged item (this is commonly referred to as a ‘hypothetical derivative’), and, for example for 

a hedge of a forecast transaction, would be at the money at the time of designation of the 

hedging relationship. This is one possible way of calculating the change in the value of the hedged 

item. The hypothetical derivative replicates the hedged item and hence results in the same 

outcome as if that change in value was determined by a different approach. Hence, using a 

‘hypothetical derivative’ is not a method in its own right but a mathematical expedient that can 

only be used to calculate the value of the hedged item. Consequently, a ’hypothetical derivative’ 

cannot be used to include features in the value of the hedged item that would not affect the 

price or the cash flows of the hedged item taking into account the standard market 

practice of hedging the designated risks only exist in the hedging instrument (but not in the 

hedged item.) An example is debt denominated in a foreign currency (irrespective of whether it is 

fixed rate or variable rate debt). When using a hypothecial dervivative to calculate the change in 

the value of such debt or the present value of the cumulative change in its cash flows, the 

hypothetical derivative cannot simply impute a charge for exchanging different currencies even 

though actual derivatives under which different currencies are exchanged might include such a 

charge (eg cross- currency interest rate swaps).” 

 

 

Should you have any questions, please feel free to contact us. 

 

Yours sincerely, 

on behalf of the German Banking Industry Committee 

National Association of German Cooperative Banks 

  

 

 

Gerhard Hofmann  Stefanie Morfeld-Wahle 

 

 


