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Forward starting equity pays a fixed percentage of the remaining notional of an equity tranche 
at the forward start date. For example, an investor selling 2 yr equity protection five years 
forward on the CDX.8 index can receive 48% of the remaining notional at year five1. In other 
words, investors would receive 48% up front in year five for 2 yr equity. If losses exceed 3% 
before the start date, the trade knocks out. Although we focus on the 2x5 forward in this piece, 
investors can also trade 5 yr equity five years forward and 3 yr equity seven years forward.  

Equity Flattener and Net Long Credit Position 
Similar to standard forward equity (eg, selling protection on 7 yr equity and buying 
protection on 5 yr equity), forward starting equity is exposed to the steep equity term 
structure. However, standard forward equity is a net short credit position that benefits from 
defaults and experiences negative time decay if spreads roll down the curve. Forward starting 
equity generates approximately 2x the cash flow at year five if there are no defaults, leaving 
the position net long credit.  

Risk and Return Profile 
The key risk to this trade is defaults after the forward protection starts. The MTM of the 
position depends on spreads, losses, and the correlation skew. The trade makes money with 
low levels of losses and spreads. As losses increase, the remaining equity tranche is thinner 
and, thus, requires lower spreads to break even. Importantly, the notional of the trade steps 
down as defaults occur in the first five years, limiting the potential MTM losses of the 
position in those scenarios. In other words, in the scenarios in which we believe the trade is 
likely to make money (low losses), the notional remains high. In the scenarios in which we 
believe the trade is likely to lose money (high losses), the notional decreases. 

 

 

 

 

                                                 
1 Indicative pricing as of March 28, 2007. Source: Barclays Capital. 
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Structure and Mechanics 
Forward starting equity is a structure that allows investors to benefit from steep index and 
equity credit curves and have positive time decay as spreads roll down the curve. The trade can 
be executed using any of the standard maturities (5, 7, and 10 yr). For exposition purposes, we 
assume that investors sell 2 yr equity protection five years forward – which involves transactions 
in both 7 yr equity and 5 yr equity.  

The structure of the cash flows is simple. The investor receives a fixed percentage of 
remaining notional at year five. The investor has no direct default exposure over the first five 
years. Instead, defaults during that time reduce the remaining notional of the trade, which 
affects both the up-front payment received at the end of year five and the remaining risk to 
the investor. For example, if losses reach or exceed 3%, the trade knocks out. After year five, 
the investor is exposed to 2 yr equity, where the tranche thickness has been adjusted for 
losses in the earlier period.  

Figure 1 contains a summary of the cash flows and potential risk for different levels of losses 
over the first five years, assuming an investor sells protection on $10mm of forward starting 
equity. The fixed payment in each scenario is equal to 48% of the remaining notional.2 As losses 
increase, the remaining risk and the maximum downside (equal to the difference between the 
remaining notional and the up-front payment) decrease. The maximum downside is realized if 
losses eat through the entire remaining equity notional immediately after the end of year five.  

Figure 1: Forward Starting Equity Mechanics 

Payoff Mechanics of Forward Starting Equity, $10mn Original Notional  

Losses in the first five years 0 1% 2% 3% 

Remaining notional $10,000,000 $6,666,667 $3,333,333 $0 

Bonus payment ($) $4,800,000 $3,200,000 $1,600,000 $0 

Max downside $5,200,000 $3,466,667 $1,733,333 $0 

Max downside as percentage of original trade 52% 35% 17% 0% 

Note: Pricing is indicative as of March 28, 2007. Source: Barclays Capital.  

Why Consider Forward Starting Equity? 
Forward starting equity is potentially appealing to investors because it provides exposure to 
the steep equity term structure while maintaining a credit long position with positive roll 
down the curve. In contrast, a standard forward equity trade (eg, short 7 yr equity protection, 
long 5 yr equity protection) is a net short position with negative roll down the curve.  

Steep equity term structures: Over the past 18 months, the equity term structure has 
consistently steepened (Figure 2). One contributing factor has been steeper index curves – 
obviously, tranche term structures are affected by the index term structure. Another factor 
is flows in the bespoke CDO market. Most, if not all, of the bespoke mezzanine risk placed in 
the market has a 7 or 10 yr maturity. This creates long-dated equity risk on dealer’s books, 
which results in an increase in equity spreads. Although the demand for equity risk has 
increased as well, in part due to new products such as zero-coupon equity, equity demand 
is more spread out across tenors, resulting in a net steepening of the equity term structure.  

                                                 
2 Indicative pricing as of March 28, 2007. Source: Barclays Capital. 
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Figure 2: Equity Term Structures Have Consistently Steepened 
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Source: Barclays Capital. 

Net long credit and positive time decay: The key comparable for this structure is forward 
equity structured using all up-front tranches. For example, consider a trade in which an 
investor sells 7 yr equity protection and buys 5 yr equity protection, both all up front. This 
generates approximately 18.5 points up front today, which has a future value of about  
24 points in year five based on current interest rates. We refer to this structure as standard 
forward equity through the rest of the piece. 

The key difference between this structure and forward starting equity is the format of the up-
front payment. Forward starting equity pays a fixed percentage of the remaining notional 
after year five. The largest dollar payment is made when there are no defaults and the fixed 
percentage is received on the full notional. Because the percentage (48%) is high, the dollar 
payment is 2x the future value of the fixed dollar payment received in the standard case.  

If there are 3% losses in the first five years, forward starting equity knocks out, and the 
investor neither makes nor loses money. However, this is actually the best case for standard 
forward equity. The investor keeps the up-front payment and has no further risk.  

The two structures breakeven when enough losses occur in the first five years such that the 
dollar payment made by forward starting equity equals the future value of the up-front 
payment of the standard structure (ie, 24 points). This breakeven is 50% losses to the 
equity, or 1.5% losses in the index. If losses in the first five years are below 50%, forward 
starting equity outperforms the standard structure, and vice versa (Figure 3). In fact, the 
up-front payment on forward starting equity is determined by the expected losses (based 
on spreads) to the equity tranche over the first five years. If these losses occur, the two 
structures generate the same payments.  

Figure 3: Comparison of Payoffs across Forward Equity Structures 

Payment at Year Five for a $10mn Forward Equity Trade 

 Losses in the First Five Years 

Structure 0% 1.5% 3% 

Forward starting $4,800,000 $2,400,000 0 

Standard $2,400,000 $2,400,000 $2,400,000 

Source: Barclays Capital. 
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Therefore, the best-case scenario for forward starting equity is that no defaults occur in the 
first five years, and the best case scenario for the standard structure is that the entire equity 
tranche is wiped out in the first five years. These best-case scenarios translate into both the 
delta and the time decay of the two trades. In terms of delta, forward starting equity is long 
credit risk, and the standard structure is short credit risk (Figure 4). Interestingly, the 
exposures to credit spreads are reversed, even though both structures have the same 
exposure to the slope of the equity term structure. In other words, forward starting equity 
facilitates exposure to an equity flattener while maintaining a net long credit position.  

Figure 4: Exposures to the Level and Slope of Credit Spreads  

P&L (pts) From Parallel Shifts in Credit Spreads P&L (pts) from Changes in the 5x7 Index Slope 
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Source: Barclays Capital. 

The benefit of long credit exposure is positive time decay. Forward starting equity 
generates significant P&L as spreads roll down the curve. In contrast, the standard structure 
has negative time decay initially and is difficult to hold over the first 2-3 year period unless 
spreads widen and/or defaults occur (Figure 5). 

Figure 5: Time Decay (in points) of Different Forward Equity Structures 
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Note: Assumes no defaults and that spreads roll down the curve. Source: Barclays Capital.  
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We also examine the interplay between time decay and defaults, under the assumption that 
1.5% losses occur during the first five years (Figure 6). At year five, forward starting equity 
and standard forward equity have the same P&L (because 1.5% losses to the index are the 
breakeven between the two structures). However, the timing of losses is important in 
determining the P&L up to that point. If losses are front loaded (Panel A), the standard 
structure outperforms in the interim. If they are back loaded (Panel B), forward starting 
equity outperforms. Given our current view that default rates are likely to stay low over the 
medium term, the forward starting profile is more appealing.3  

Figure 6: Time Decay Depends on the Timing of any Defaults 

Panel A: 1.5% Index Losses in the First Year of the Deal Panel B: 1.5% Index Losses in Year Five 
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Note: P&L calculations assume spreads roll down the curve and 1.5% losses occur in the index. Source: Barclays Capital. 

Spreads also affect forward starting equity. Figure 7 shows the P&L over the first two years as 
defaults occur in two different spread scenarios. Although the trade is exposed to initial 
defaults, time decay is strong enough to outweigh these losses as long as spreads remain fixed. 
If spreads have widened, it takes longer for time decay to outweigh the default exposure. 

Figure 7: P&L (bp) of Forward Starting Equity    

 Index Spreads Unchanged  +10 bp Index Change 

 Defaults     Defaults    

Years 0 1 2 3  0 1 2 3 

0 0 -51 -112 -141  -383 -389 -340 -274 

1 620 425 219 59  90 -55 -137 -180 

2 1268 948 582 278  683 387 136 -49 

Note: Results based on a 40% recovery rate. Source: Barclays Capital.  

Risks 
The main risk in forward starting equity is defaults in the final two years of the transaction, 
when the investment has become short protection on 2 yr equity. On a MTM basis, this 
position performs well over the first five years if spreads and defaults remain low. Figure 8 

                                                 
3 In all scenarios we default the widest names in the portfolio first.  
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plots the breakeven spread and loss combinations for two different correlation skews: the 
current 5y correlation skew and an implied equity correlation of 0, to be conservative for 
equity pricing. The breakeven line is a spread/loss pair at which the trade has a zero MTM at 
the end of year five. To the lower left of the line, the trade has positive P&L. To the upper 
right, it has negative P&L. For a point of reference, the current 2 yr index spread is 15 bp. At 
that level, forward starting equity is in the money at any loss level.  

Figure 8: Breakeven Analysis of Forward Starting Equity after Year Five  

Panel A: Current correlation skew Panel B: Zero correlation 
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Source: Barclays Capital. 

Under both correlation skews, the 2 yr breakeven index spread is high if the portfolio 
sustains low losses – close to 90 bp with the current skew and 70 bp assuming 0 correlation. 
It drops as losses occur because the resulting tranche is thinner (eg, if 50% of the equity is 
wiped out over the first five years, the tranche is 1.5% thick) and thinner equity tranches 
require higher spreads.  

Therefore, the likelihood of a negative MTM after five years increases with defaults – 
particularly because we would expect spreads to widen in response to several defaults in 
the IG index. However, the notional of the trade steps down as defaults occur. In the 
scenarios in which we believe the trade is likely to have lost money, the remaining notional 
has decreased. In the scenarios in which we believe the trade is likely to have made money, 
the notional has remained high.   
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