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Interest Rate Swap 

 
 
 

• An interest rate swap is a contractual agreement 
between two parties to exchange interest 
payments. 

• Interest rate swaps provide a way for businesses 
to hedge their exposure to changes in interest 
rates.  

• If a company believes long-term interest rates are 
likely to rise, it can hedge its exposure to interest 
rate changes by exchanging its floating rate 
payments for fixed rate payments. 

 
 

3 
Dr SYEDA RUKHSANA KHALID, 

PHD(FINANCE), UOHYD 



4 
Dr SYEDA RUKHSANA KHALID, 

PHD(FINANCE), UOHYD 



5 
Dr SYEDA RUKHSANA KHALID, 

PHD(FINANCE), UOHYD 



6 
Dr SYEDA RUKHSANA KHALID, 

PHD(FINANCE), UOHYD 



7 
Dr SYEDA RUKHSANA KHALID, 

PHD(FINANCE), UOHYD 



8 
Dr SYEDA RUKHSANA KHALID, 

PHD(FINANCE), UOHYD 



 
How it works (Example): 
 
• The most common type of interest 

rate swap is one in which Party A agrees to 
make payments to Party B based on a fixed 
interest rate, and Party B agrees to make 
payments to Party A based on a floating 
interest rate.  

• The floating rate is tied to a reference rate (in 
almost all cases, the London Interbank Offered 
Rate, or LIBOR). 
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For example, 
• Assume that Charlie owns a $1,000,000 investment that pays 

him LIBOR + 1% every month. 
•  As LIBOR goes up and down, the payment Charlie receives 

changes. 
• Now assume that Sandy owns a $1,000,000 investment that pays 

her 1.5% every month. The payment she receives never changes. 
• Charlie decides that that he would rather lock in a constant 

payment and Sandy decides that she'd rather take a chance on 
receiving higher payments.  

• So Charlie and Sandy agree to enter into an interest 
rate swap contract. 

• Under the terms of their contract, Charlie agrees to pay Sandy 
LIBOR + 1% per month on a $1,000,000 principal amount (called 
the "notional principal" or "notional amount").  

• Sandy agrees to pay Charlie 1.5% per month on the $1,000,000 
notional amount. 
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• Scenario A: LIBOR = 0.25% 

• Charlie receives a monthly payment of $12,500 
from his investment ($1,000,000 x (0.25% + 1%)).  

• Sandy receives a monthly payment of $15,000 
from her investment ($1,000,000 x 1.5%). 

• Now, under the terms of the swap agreement, 
Charlie owes Sandy $12,500 ($1,000,000 x 
LIBOR+1%) , 

•  and she owes him $15,000 ($1,000,000 x 1.5%). 

•  The two transactions partially offset each other 
and Sandy owes Charlie the difference: $2,500. 
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Scenario B: LIBOR = 1.0% 
 • Now, with LIBOR at 1%, Charlie receives a monthly 

payment of $20,000 from his investment 
($1,00,000 x (1% + 1%)).  

• Sandy still receives a monthly payment of $15,000 
from her investment ($1,000,000 x 1.5%). 

• With LIBOR at 1%, Charlie is obligated under the 
terms of the swap to pay Sandy $20,000 
($1,000,000 x LIBOR+1%), and Sandy still has to pay 
Charlie $15,000. 

•  The two transactions partially offset each other 
and now Charlie owes Sandy the difference 
between swap interest payments: $5,000. 
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• The interest rate swap has allowed Charlie to guarantee himself 
a $15,000 payout; 

•  if LIBOR is low, Sandy will owe him under the swap, but if LIBOR 
is higher, he will owe Sandy money. 

•  Either way, he has locked in a 1.5% monthly return on his 
investment. 

• Sandy has exposed herself to variation in her monthly returns. 
Under Scenario A, she made 1.25% after paying Charlie $2,500, 
but under Scenario B she made 2% after Charlie paid her an 
additional $5,000. 

•  Charlie was able to transfer the risk of interest rate fluctuations 
to Sandy, who agreed to assume that risk for the potential for 
higher returns. 

• One more thing to note is that in an interest rate swap, the 
parties never exchange the principal amounts.  

• On the payment date, it is only the difference between the fixed 
and variable interest amounts that is paid; there is no exchange 
of the full interest amounts 
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Applications of Interest Rate Swaps 

Swaps can be used to 

1. Transform a floating rate liability to a fixed 
rate liability and vice versa 

2. Transform a floating rate asset to a fixed rate 
asset and vice versa 

3. Hedge against fluctuating Interest rates and 
most importantly 

4. Reduce the cost of funds 
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EXAMPLE 

• A highly rated firm AAA, can raise funds in the 
fixed rate market at 10% and in the floating 
market at MIBOR+100 bps.  

• Another firm, comparatively rated lower, at ‘A’, 
can mobilise capital at 12% and MIBOR+200 bps 
in the fixed rate and floating rate markets, 
respectively.  

• The firm rated AAA is interested in borrowing at a 
floating rate (at MIBOR + 100bps) and firm rated 
A wants to borrow in the fixed rate market (at 
12%). 
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AAA A 

Fixed Rate 10% 12% 

Floating Rate MIBOR+100 bps MIBOR+200bps 

22 
Dr SYEDA RUKHSANA KHALID, 

PHD(FINANCE), UOHYD 



AAA A Advantage 

Fixed Rate 10% 12% 200 bps 

Floating Rate MIBOR+100 bps MIBOR+200bps 100 bps 
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AAA MIBOR+2% 

11.5% 

A 
10% MIBOR+2% 
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AAA A 

1. Payment to Investors 
 
2.  Payment to counter party 

 
3.   Receipt from Counterparty 

 10% 
 
MIBOR + 2% 
 
11.5% 

MIBOR +  2% 
 
11.5% 
 
MIBOR + 2% 

Cost of Borrowing (1 + 2 – 3) MIBOR + 0.5% 11.5% 

IMPACT                                                           Gain 0.5%                 Gain 0.5% 
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With Intermediary - ‘Bank’ 
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AAA 
MIBOR+2% 

11.4% 
BANK 

10%   MIBOR+1.9% 

AAA 

11.5% 

MIBO
R+2% 
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AAA A 

Payment to Investors 10% MIBOR + 2% 

Payment to Bank MIBOR + 2% 11.5% 

Receipt from Bank 11.4% MIBOR + 1.9% 

Cost of Borrowing  (1 + 2 - 3) MIBOR + 0.6%  11.6% 

Cost with Direct Access to 
Market 

MIBOR + 1% 12% 

40 bps 40 bps 
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Meaning of Currency Swap: 

• A currency swap is a “contract to exchange at 
an agreed future date principal amounts in 
two different currencies at a conversion rate 
agreed at the outset”. 
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Swap Rate and Swap Spread 

A swap rate is the fixed rate that makes a given swap worth zero at inception.It can 

be easily derived from (1) and (2) as follows. 

   
Swap spread is defined as the difference between a swap rate and the rate of an 

on-the-run treasury with the same maturity as the swap. The swap spread is the 

additional amount an investor would earn on a swap as compared to a risk-free 

fixed-rate investment. 

Final practical notes 

•Interest rate swaps are the most popular OTC derivatives. Most of them are either 

collateralized or cleared in the market. Therefore, pricing model should use OIS 

discounting to account for collateralization. 

•Some dealers take bid-offer spreads into account. In this case, one should use bid 

curve constructed from bid quotes for forwarding and offer curve built from offer 

quotes for discounting. 
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Illustration 1: 
• A U.S. based company intends to give loan of 5 million dollars to its 

counter-part in Germany for 8 years. On the other hand and at the 
same time, a German Company wishes to lend money to its U.S. 
based sister concern an amount of 5 million dollars for a period of 8 
years. 

• Here, in both the cases, the intermediary Bank is same which 
might bring the two companies together in a parallel loan 
arrangement as follows: 

• (i) U.S. based Company can extend loan of 5 million dollars for a 
period of 8 years to the German Company’s sister concern based in 
U.S. 

• (ii) Simultaneously, the German company can lend 5 million dollars 
for a period of 8 years to U.S. based company’s counterpart in 
Germany in Euro. 

• The parallel loan was the antecedent to currency swap 
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• A currency swap is a “contract to exchange at an agreed future 
date principal amounts in two different currencies at a conversion 
rate agreed at the outset”. 

• During the term of the contract the parties exchange interest, on an 
agreed basis, calculated on the principal amounts. 

• A currency swap is a legal agreement between two parties to 
exchange the principal and interest rate obligations, or receipts, in 
different currencies. 

• The transaction involves two counter-parties who exchange specific 
amounts of two currencies at the outset, and repay them over time 
according to a predetermined rule that reflects both the interest 
payment and the amortisation of the principal amount. 

• A currency swap is an agreement to exchange fixed or floating rate 
payments in one currency for fixed or floating payments in a second 
currency plus an exchange of the principal currency amounts. 

• Currency swap allows a customer to re-denominate a loan from one 
currency to another. 
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• The re-denomination from one currency to another 
currency is done to lower the borrowing cost for debt 
and to hedge exchange risk. 

• The concept behind is to match the difference between 
the spot and forward rate of any currency over a 
specified period of time. 

• Usually, banks with a global presence act as 
intermediaries in swap transactions, helping to being 
together the two parties. Sometimes, banks 
themselves may become counter-parties to the swap 
deal, and try to offset the risk they take by entering 
into an offsetting swap deal. 

• Alternatively, banks can hedge themselves by taking 
positions in the futures markets. 
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A currency swap can consist of three stages: 
1. A spot exchange of principal – this forms part of the swap 

agreement as a similar effect can be obtained by using the spot 
foreign exchange market. 

2. Continuing exchange of interest payments during the terms of the 
swap – this represents a series of forward foreign exchange 
contracts during the term of the swap contract. The contract is 
typically fixed at the same exchange rate as the spot rate used at 
the outset of the swap. 

3. Re-exchange of principal on maturity. 
In a currency swap the principal sum is usually exchanged in one of 

the following manner: 
(i) At the start 
(ii) At a combination of start and end 
(iii) At the end 
(iv) Neither 
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Pricing and Valuing Currency Swaps 
• Four types of currency swaps exist: 

– Pay one currency at a fixed rate, receive another currency fixed rate. 
– Pay one currency at a fixed rate, receive another currency at a floating rate. 
– Pay one currency at a floating rate, receive another currency at a fixed rate. 
– Pay one currency at a floating rate, receive another currency at a floating rate. 

• A currency swap will have some (not all) similarities to an interest rate 
swap: 
– Value is zero at initiation. 
– For currency swap types 1-3, a fixed rate must be priced that so the present 

values to each party are equal. 
– Regarding type 4, since both rates are floating, a fixed rate does not need to 

be found. 

• Currency Swap Differences to Interest Rate Swaps 
– For currency swaps, an interest rate must be priced for each currency. 
– Each side of the currency swap has its own notional principal in its own 

currency. Therefore, if one side of the swap has a notional set to 1, then the 
notional for the other party will be 1/exchange rate. 
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• For currency swap type 1 (fixed-fixed), the rate on the domestic 
side is the fixed rate on a plain vanilla interest rate swap in the 
home country. The rate on the foreign side is the fixed rate on a 
plain vanilla interest rate swap in the foreign country. 

• For swap types 2 and 3, (fixed-floating, floating-fixed), the fixed rate 
sides are determined by the fixed rate on a local swap and the 
floating rate will be based on the local short term rates. 

• For swap type 4 (floating-floating), the floating rates are based on 
local market floating rates. 

• Given the incremental complexity of pricing currency swaps over 
pricing interest rate swaps, candidates are encouraged to obtain 
proficiency in successfully pricing plain vanilla interest rate swaps 
before pricing currency swaps. 

• Valuing Currency Swaps 
– The same approach to valuing interest rate swaps applies to valuing 

currency swaps, with the additional complexity of moving exchange 
rates. This will make calculating the present values to each swap party 
a little more complicated. 
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