Cross Currency Basis Curve

Cross currency swap differs from single currency swaps in that the interest rate payments on the two
legs are in different currencies. At inception of the trade, the notional principal amounts in the two
currencies are usually set to be fair given the spot exchange rate. Contrary to single currency swap,
there is an exchange of principals at inception and maturity, or even in each period of the swap.

Cross currency swaps are powerful instruments to transfer assets or liabilities from one currency to
another. The market charges for this is a liquidity premium — the cross-currency basis spread. Thus, the
market quoted cross-currency basis spreads usually relative to a liquidity benchmark.

For a cross currency trade between one currency and another currency. If there is a higher demand for
the currency, the party lending the dollar will ask for a premium. This premium is referred to as the cross
currency basis. In general, the cross currency basis is a measure of the dollar shortage in the market. The
more negative the basis is, the more severe the shortage.

Cross currency basis is an important element of currency management. To price a cross-currency
product, the cross-currency basis spread has to be taken into account by adjusting either discounting or
forecasting curves. For domestic currency investor, negative basis can work in their favour when they
hedge currency exposures. For foreign investors, however, the basis can increase their hedging cost.

A cross currency basis curve is shown below:
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