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An agreement to exchange the returns on an equity asset

Equity index Custom equity basket Single stock

$

Interest rate

Equity Swap

Equity downside

Equity upside

Equity receiver Equity payer

Dividends

Reference rate + spread 

$
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Underlying equity index increases by 5% over a year 
and pays a 2% dividend yield $$

$

Floating rate

Equity receiver Equity payer

7% return

Compensates for financing position

Equity Swaps
Allow investors to gain or hedge equity market exposure 

Without directly owning 
the underlying assets

Introduce leverage, as the investor 
only needs to post a margin
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Notional Tenor Return 
type

Reset
frequency

Ref. rate & 
spread Margin

%

Notional

The notional amount on which interest rate 
payments and equity returns are calculated% $

© 2025 Financial Edge Training 4



Notional Tenor Return 
type

Reset
frequency

Ref. rate & 
spread Margin

%

Tenor

Duration of the swap 
(often 12 months)

Either party has the right to terminate 
the agreement early
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Notional Tenor Return 
type

Reset
frequency

Ref. rate & 
spread Margin

%

Return type

Total return swaps

Price movements Dividends

Underlying equity
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Notional Tenor Return 
type

Reset
frequency

Ref. rate & 
spread Margin

%

Ref. rate & spread

%

The floating interest rate paid by the equity receiver is based on a benchmark rate

SOFR
Secured Overnight Financing Rate 

SONIA
Sterling Over Night Indexed Average

OR

An added spread reflecting market conditions and credit risk

Some examples:
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Notional Tenor Return 
type

Reset
frequency

Ref. rate & 
spread Margin

%

Reset frequency

Monthly QuarterlyOR

Payments based on the performance of the underlying equity and the 
accumulated interest rate obligations
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Notional Tenor Return 
type

Reset
frequency

Ref. rate & 
spread Margin

%

Margin

Initial margin requirements may be 
static or dynamically adjusted

Dynamic adjustment benefits both parties 
by reducing counterparty risk, ensuring 

that the collateral reflects the current 
market exposure
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Variable vs. Fixed Notional

Variable notional Fixed notional
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Variable notional

Simulates an equity portfolio 
with a constant number 

of shares
The value of the position grows 

or shrinks with the market
Notional amount is adjusted 

at each reset by price 
performance of underlying index

At each reset, accumulated obligations are exchanged between the two parties

Variable notional

2605Starting level:Variable notional:

Net:Interest:Equity:1M rate:Index performance:Index level:Period notional:Time:

$          1,917,927.86 $442,916.67 $2,360,844.53 5.315%2.3608%2,666.50$ 100,000,000.00 1M

$          1,649,932.44 $454,482.15 $2,104,414.59 5.328%2.0559%2,721.32$ 102,360,844.53 2M

$            -648,102.52 $464,609.24 $-183,493.28 5.337%-0.1757%2,716.54$ 104,465,259.12 3M

$            2,919,757.78 

A three-month equity swap with monthly resets 

100m x 5.315% x 30/360 102.36m x 5.328% x 30/360102.36m x 2.0559%

Day count conventions are ignored for simplicity
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Why is the interest in a variable notional swap paid 
on the increased notional after each reset?

Regular share position

$100 million

Invested $100 million

Any capital appreciation would remain unrealized until you sold the shares

Variable notional equity swap

The equity returns are settled at each reset$

Equity receiver effectively has 
more capital at their disposal

In the equity market 
or elsewhere 

Reinvest

Why is the interest in a variable notional swap paid 
on the increased notional after each reset?
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Variable notional Fixed notional

Fixed notional

Notional amount remains unchanged over life of the swap

Simulates a fixed 
investment value

An investor implicitly buys or 
sells shares at the end of 

each reset period

Equity portfolio returns
to its initial value
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Fixed notional

Fixed notional:

Net:Interest:Equity:1M rate:Index performance:Index level:Period notional:Time:

$1,917,927.86 $442,916.67 $2,360,844.53 5.315%2.3608%2,666.50$ 100,000,000.00 1M

$1,611,878.49$444,000.00 $2,055,878.49 5.328%2.0559%2,721.32$ 100,000,000.00 2M

$-620,400.05$444,750.00$-175,650.055.337%-0.1757%2,716.54$ 100,000,000.003M

$2,909,406.30

100m x 2.0559% x 30/360

Investor liquidates the $2.36 million gain from their equity position

Variable notional Fixed notional

Constant number of shares Fixed investment value

More common due to their 
natural alignment with 
typical equity exposure

Useful for investors seeking 
to maintain a constant 

capital allocation
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Long Equity Swap 
– Cash Flows

Opening of the trade

Prime Broker 
(PB) Market

75,000 Walmart 
shares

$7,016,250

$93.55 75,000 X =

Cash

“Buy 75,000 Walmart 
shares on swap”

Notional $7,016,250
Long exposure 

to Walmart

Hedge Fund
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Exit the position after 22 days

Prime Broker 
(PB) MarketHedge Fund

75,000 Walmart 
shares

$7,143,750

$95.25 75,000 X =

Cash

$127,500=

93.5595.25 -( ( 75,000x

Gain

Financing Interest
SOFR + 0.40%

0.40%5.10% +( ( 22/360x7,016,250 x

= $23,582

Net = $103,918

Short Equity Swap –
Cash Flows
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$93.55 per share

MarketHedge Fund Prime Broker 
(PB)

Cash

Shares

Financing

“Short 75,000 Walmart 
shares on swap”

Original Stock 
Lender

Shares

SOFR - 60%

“Sells 75,000 
Walmart shares”

Downside

MarketHedge Fund
Downside

Financing

Original Stock 
Lender

Buys back shares

$112,500

$93.55$92.05 - =

SOFR - 0.60%

0.60%5.10 -( ( 22/360x7,016,250 x

= $19,295

$131,795

Prime Broker 
(PB)

Exit the position after 22 days

Shares returned

$-1.50

75,000$1.50 X =

Gain to 
short 

position

93.55 x 75,000

$112,500
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Equity Swap Valuation 

Accrual method Equity swaps

Equity swaps are often hedged with a position in the underlying equity

Client

Long the equity leg of the swap

The broker hedges 
payer exposure by holding 

the equivalent number 
of shares

Receiver position 
would be hedged by 

short selling the 
underlying shares
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The accrual method

Users of equity swaps often treat 
them as cash-equivalent positions

Backward-looking approach aligns seamlessly with the 
mechanics of the market and the way hedgers manage risk

Equity leg Financing leg Sum of two legs

The accrual method

The equity leg reflects the 
accrued performance of the 
underlying equity position

The financing leg reflects 
the accrued cost of 

funding or borrowing

Is based on the agreed 
floating rate plus or minus any 

applicable spread

Gives the current 
marked-to-market value

of the equity swap

+ One day of accrued interest is added The equity leg and the financing leg Price movements and dividends are added
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Simplicity and alignment 

Market movements Users Hedgers

Structured equity swaps 

NPV (net present value) method

Calculates the present value of expected future cash flows%
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Equity Swaps - Advantages 
and Disadvantages

Advantages Considerations

?
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Advantages

Leverage

Equity swaps are a simple 
and cost-effective way to 

achieve leverage
The initial margin required 
is significantly less than the 
notional size of the position

Advantages

Cost efficiency

The economic benefits of owning shares without incurring the 
operational costs associated with direct ownership

Custodian fees Maintaining 
records

Monitoring 
corporate actions

Managing regular 
reconciliations 
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Advantages

Cost efficiency

Especially in strategies involving 
high transaction volumes

Investors can streamline 
operational processes and 

optimize strategy execution

Advantages

Stamp duty is generally applicable to the purchase 
of ordinary shares but not to equity swaps

Potentially favorable tax treatment 

FOR EXAMPLE
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Advantages Considerations

?

Financing costs

Considerations

The cost of financing a swap will rise as 
reference interest rates rise

Often floating reference interest rate like:

SONIA
STERLING OVER NIGHT INDEXED AVERAGE

SOFR
SECURED OVERNIGHT FINANCING RATE

%
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Lack of ownership rights

Considerations

The counterparty holding the long equity swap does not own the underlying shares

Annual General Meetings (AGMs) Extraordinary General Meetings (EGMs)

Exchanged for physical

Counterparty credit risk

Considerations

Share price falls
Equity payer benefits

$

Equity receiver
Credit risk

Share price rises

Equity payer must make a 
payment based on the increase

Equity receiver

Credit risk

$
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Please do not redistribute these materials without the 
express permission of Financial Edge Training.

www.FE.training
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