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22 March 2024 

 

Unlocking the Mechanics of Floating Rate Notes and the 

Swap Rate 
 

By IAM Capital Markets 

 

In the intricate world of finance, understanding the dynamics of various financial instruments is 

crucial for informed decision-making. Floating Rate Notes (FRNs) and the associated Swap Rate 

are integral components of the fixed income market, particularly in Australia. This article 

demystifies the workings of Floating Rate Notes and explores the significance of the Swap Rate in 

the realm of finance. 

Floating Rate Notes, commonly known as FRNs or floaters, are debt securities with interest rates 

that fluctuate over time. Unlike fixed-rate bonds, where coupon payments remain constant, FRNs 

provide investors with periodic interest payments that adjust in response to market interest rates. 

This feature makes FRNs particularly appealing in an environment characterized by interest rate 

volatility. 

 

How Do Floating Rate Notes Work? 
 

Reference Rate: FRNs are typically tied to a reference rate, such as the Bank-Bill Swap Rate 

(BBSW) domestically or the U.S. Treasury Bill rate. The interest rate on the FRN is determined by 

adding a spread or margin to the reference rate. This spread remains constant throughout the 

life of the FRN. 

 

Margin: The trading margin is most relevant for bonds with floating-rate coupons. The margin 

describes how far above or below a bond’s coupon is set from the swap rate, or the relevant 

benchmark being used. When calculating the yield to maturity, the current market price of a 

bond discounting it’s current cashflows, the margin is added to the benchmark to help account 

for risk. 

 

Coupon Payment: FRNs pay interest periodically, typically quarterly. The coupon payment is 

calculated by a predetermined coupon formula which generally is quoted at the BBSW rate plus 

a margin. 
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Floating Rate Example 

 
In October 2023, CBA came to market with the issuance of a subordinated note with both a fixed 

rate tranche and a floating-rate tranche. The floating rate tranche was issued at a margin of 2.05% 

over the 3-month BBSW rate.  Consider an investor who has bought a $50,000 parcel of this CBA 

FRN on the first day of issue in October with an initial outlay of $100 per bond. 

On the day of issuance, the 3-month BBSW is recorded, and added to the margin of 2.05% to 

calculate the coupon payment that will be applicable for the upcoming quarterly coupon period. 

In this instance, the 3M-BBSW rate was 4.23% on the day of issuance and therefore making the 

coupon for the first quarter 6.28%. 

 

 

 

 

 

Factors affecting the price of an FRN 

 
Once issued and trading on the secondary market, the price of an FRN will fluctuate based on 

several factors.  

 

1. Interest Rate Movements: 

 

• Benchmark Rates: As FRNs are tied to a benchmark rate, such as the BBSW, any changes 

in these benchmark rates directly impact the interest payments on FRNs which is reflected 

in the price. 

• Inverse Relationship: FRN prices have an inverse relationship with interest rates. As 

benchmark rates rise, the interest payments on FRNs also increase, making them more 

attractive to investors and leading to a potential rise in FRN prices. 
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2. Accrued Interest: 

 

• Accrual Mechanism: FRNs pay interest periodically, and the interest accrues between 

payment dates. The accrued interest represents the portion of interest that has 

accumulated since the last payment date but hasn't been paid yet. 

• Impact on Price: If an FRN is trading between coupon payments, the accrued interest is 

factored into the dirty or gross price. The higher the accrued interest, the higher the FRN's 

dirty or gross price is likely to be. 

 

3. Trading Margin: 

 

• Spread Over Benchmark: FRNs typically have a spread or margin over the benchmark rate. 

This spread compensates investors for taking on the additional risk associated with the 

issuer. 

• Market Conditions: Changes in market conditions and investor sentiment can affect the 

perceived risk of the issuer. If market conditions deteriorate or if there are concerns about 

the issuer's creditworthiness, the trading margin may need to increase to attract investors. 

This can impact the FRN's price. 

 

4. Economic Indicators and Creditworthiness: 

 

• Economic Conditions: Overall economic conditions, including inflation and economic 

growth, can influence investor confidence in the issuer's ability to meet its obligations. 

Strong economic indicators may positively impact the FRN's price. 

• Creditworthiness: The credit rating of the issuer is a crucial factor. Downgrades or 

upgrades in the credit rating can significantly affect investor perception and, 

consequently, the price of the FRN. 

 

5. Market Demand and Liquidity: 

 

• Investor Appetite: The general demand for fixed-income securities, including FRNs, affects 

their prices. High demand tends to drive prices up. 

• Liquidity Concerns: If there are concerns about the liquidity of the FRN or the broader 

market, investors may demand a higher return, impacting the trading margin and, 

consequently, the FRN price. 
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Research Report Disclosure 

 

IAM Capital Markets Limited (AFSL 283119) (‘IAM Capital Markets’) is a financial service business and provides general financial product advice only. As a 

result, this document, the Content and the Reports are not intended to provide financial product advice and must not be relied upon or construed as such. 

IAM Capital Markets does not express any opinion on the future or expected value of any financial product and does not explicitly or implicitly recommend 

or suggest an investment strategy of any kind. The Content and the Reports provided in this document have been prepared based on available data to which 

IAM Capital Markets have access. Neither the accuracy of that data nor the research methodology used to produce the Content and Reports can be or is 

guaranteed or warranted. Some of the research used to create the Content and the Reports is based on past performance. Past performance is not an 

indicator of future performance. Any forecasts are predictive in character and based on specified assumptions generally available at the time and no reliance 

should be placed on the accuracy of any forecast information. The actual results may differ substantially from the forecasts and are subject to change without 

further notice. The data generated by the research in the Content or the Reports is based on research methodology that has limitations; and some of the 

information in the Content or the Reports is based on information from third parties. IAM Capital Markets does not guarantee the currency of the Content or 

the Reports. If you would like to assess the currency, you should compare the Content or the Reports with more recent characteristics and performance of the 

assets mentioned within it.  

You acknowledge that investment can give rise to substantial risk and a product mentioned in the Content or the Reports may not be suitable to you. The 

Content and Reports have been provided or made available by IAM Capital Markets without taking account of your objectives, financial situation, and needs. 

IAM Capital Markets strongly recommends that you seek independent accounting, financial, taxation, and legal advice, tailored to your specific objectives, 

financial situation or needs, prior to making any investment decision. Neither IAM Capital Markets, nor any of its directors, authorised representatives, 

employees, or agents, makes any representation or warranty as to the reliability, accuracy, or completeness, of the Content and Reports. Nor does IAM 

Capital Markets accept any liability or responsibility arising in any way (including negligence) for errors in, or omissions from the Content and Reports. IAM 

Capital Markets, its staff and related parties earn fees and revenue from dealing in the securities as principal or otherwise and may have an interest in any 

securities mentioned in this document. Any reference to credit ratings of companies, entities or financial products must only be relied upon by a ‘wholesale 

client’ as that term is defined in section 761G of the Corporations Act 2001 (Cth). IAM Capital Markets does not provide tax advice and is not a registered tax 

agent or tax (financial) advisor, nor are any of IAM Capital Markets’ staff or authorised representatives. IAM Capital Markets does not make a market in the 

securities or products that may be referred to in this document.  

An investment in notes, corporate bonds, syndicated loans, or any debt instrument should not be compared to a bank deposit. Notes, corporate bonds, 

syndicated loans, or any debt instrument have a greater risk of loss of some or all an investor’s capital when compared to bank deposits. IAM Capital Markets 

is not licensed to provide foreign exchange hedging or deal in foreign exchange contracts services. IAM Capital Markets may quote to you an estimated 

yield when you purchase a bond. This yield may be calculated by IAM Capital Markets on either A) a yield to maturity date basis; or B) a yield to early 

redemption date basis. Some bond issuances include multiple early redemption dates and prices, therefore the realised yield earned by you on the bond 

may differ from the yield estimated or quoted by IAM Capital Markets at the time of your purchase.  

To the extent IAM Capital Markets has utilised research from BondAdvisor, the following Disclaimer applies. BondAdviser has acted on information provided 

to it and our research is subject to change based on legal offering documents. This research is for informational purposes only. We note that this security 

offering is only being made to investors who are not retail clients under the Corporations Act nor located outside Australia This information discusses general 

market activity, industry or sector trends, or other broad-based economic, market or political conditions and should not be construed as research or 

investment advice. The Content of this Report is not intended to provide financial product advice and must not be relied upon as such. The Content and the 

Reports are not and shall not be construed as financial product advice. The statements and/or recommendations on this web application, the Content and/or 

the Reports are our opinions only. We do not express any opinion on the future or expected value of any Security and do not explicitly or implicitly 

recommend or suggest an investment strategy of any kind. The Content and Reports provided have been prepared based on available data to which we 

have access. Neither the accuracy of that data nor the methodology used to produce the Report can be guaranteed or warranted. Some of the research used 

to create the Content is based on past performance. Past performance is not an indicator of future performance. We have taken all reasonable steps to 

ensure that any opinion or recommendation is based on reasonable grounds. The data generated by the research is based on methodology that has 

limitations; and some of the information in the Reports is based on information from third parties. We do not guarantee the currency of the Report. If you 

would like to assess the currency, you should compare the Reports with more recent characteristics and performance of the assets mentioned within it. You 

acknowledge that investment can give rise to substantial risk and a product mentioned in the Reports may not be suitable to you. You should obtain 

independent advice specific to your particular circumstances, make your own enquiries and satisfy yourself before you make any investment decisions or use 

the Report for any purpose. This Report provides general information only. There has been no regard whatsoever to your own personal or business needs, 

your individual circumstances, your own financial position or investment objectives in preparing the information. We do not accept responsibility for any loss 

or damage, however caused (including through negligence), which you may directly or indirectly suffer in connection with your use of this Report, nor do we 

accept any responsibility for any such loss arising out of your use of, or reliance on, information contained on or accessed through this Report. 
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