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Margin on uncleared swaps:  
Global agreement in theory but not yet in practice 

Overview 

While global reform efforts to reduce systemic risk in the derivatives market through central clearing 
are in effect in some nations, regulation of the remaining bi-lateral derivatives market has lagged. 
Finally, this month, the Basel Committee on Banking Supervision (“BCBS”) and the International 
Organization of Securities Commissions (“IOSCO”) jointly released their global framework 
establishing margin requirements for non-centrally cleared derivatives. This framework 
(“Framework”) is BCBS/IOSCO’s third and final iteration, and takes into account public feedback 
from their prior two joint proposals.1  

The Framework is important because, even with mandatory clearing live in the US, a significant 
portion of the global derivatives market will not be cleared and will therefore remain bi-lateral.2  
In seeking to regulate these trades, the Framework remains consistent with many of the principles 
discussed in BCBS/IOSCO’s previous February 2013 “near final” proposal, including most 
importantly: 

• Providing for a €50 million initial margin (“IM”) threshold (applied at the consolidated group 
level) under which IM is not required to be collected. 

• Broadening eligible collateral beyond only cash and high-quality government bonds in order to 
meet margin requirements. 

• Phasing-in conformance over a five year period beginning in 2015. 

The Framework also resolves two key outstanding issues that had been causing concern among 
market participants and provides some relief:  

• Exempting physically-settled foreign exchange (“FX”) forwards and swaps: These are now 
exempt from IM requirements (including the fixed FX portion of cross-currency swaps), but are 
not exempt from variation margin (“VM”). 

• Allowing Re-hypothecation of IM collateral: Re-pledging (i.e., re-hypothecating) collateral 
received for IM is permitted, but only if re-used for the purpose of hedging the trade for which 
the collateral was collected (subject to strict conditions as discussed below).  

                                                             
1 See PwC’s Financial Services Regulatory Brief: Collateral Damage – Impact of margin for uncleared 
swaps will not be marginal (April 2013), in which we analyzed the previous BCBS/IOSCO proposal and 
laid out our view that the final Framework would be released this year.  
2 Uncleared derivatives represent 57% of the global market. 

http://www.pwc.com/us/en/financial-services/regulatory-services/publications/uncleared-margin.jhtml


   

Regulatory brief – PwC  2 

These two modifications, along with the earlier proposed 
€50 million IM threshold, more expansive collateral 
eligibility criteria, and phased-in conformance, reflect 
BCBS/IOSCO’s attempt to address the industry’s 
concern regarding these proposals’ impact on market 
liquidity. At the same time, the Framework advances the 
overall policy objective to shift the global derivatives 
regime from one in which a failing entity may avoid 
paying its obligations to surviving counterparties (i.e., a 
“survivor pays” system) to a new regime in which the 
failing entity cannot avoid its obligations (i.e., a 
“defaulter pays” system) – a shift driven by the 
Framework’s requirements that collateral be posted by 
both parties to each other in a trade (i.e., two ways) both 
initially through IM and throughout the life of a trade  
via VM. 

The Framework offers an additional new development by 
establishing a joint BCBS/IOSCO monitoring group that 
will evaluate the effectiveness of global margin 
standards, in confluence with other global regulatory 
initiatives, particularly the regulation of the wholesale 
funding market.3 Taken with the Framework’s limits on 
re-hypothecated collateral, wholesale funding rules have 
the potential to severely hamper the use of leverage 
inherent in many dealer business models. The 
monitoring group is explicitly tasked with evaluating 
whether establishing standardized risk-based haircuts on 
the value of collateral used in repurchase and reverse 
repurchase agreements is appropriate.  

Now that the BCBS/IOSCO has completed its efforts and 
issued this Framework, the next step is for national 
regulators to translate it into regulations that will 
become binding on market participants. In the US, the 
five prudential regulators4 have proposed a joint rule for 
those swap dealers and major swap participants under 
their jurisdiction, while the Commodity Futures Trading 
Commission (“CFTC”) and the Securities Exchange 
Commission (“SEC”) have issued separate proposals.5 
                                                             
3 Wholesale funding, like an uncleared derivatives trade, is 
dependent on quality collateral. We believe that the US will 
propose in October new wholesale funding requirements 
through an Advanced Notice of Proposed Rulemaking. See 
PwC’s Financial Services Regulatory Brief: Basel & 
prudential standards – US moving faster than world 
(August 2013). The Financial Stability Board has already 
released proposals in this area.  
4 Namely, the Federal Reserve (“FRB”), Office of 
Comptroller of the Currency, Federal Deposit Insurance 
Corporation, Farm Credit Administration, and Federal 
Housing Finance Agency. 
5 Dodd-Frank requires the registration and regulation of 
swap dealers, major swap participants, security-based swap 
dealers, and major security-based swap participants 
(collectively, “swap entities”). For those swap entities that 
are regulated by a prudential regulator, Dodd-Frank calls 
for the prudential regulators to adopt rules jointly. For 

These proposals (issued in 2011 and 2012) differ from 
the BCBS/IOSCO Framework in several critical areas; 
however, given the potential for regulatory arbitrage 
should rules differ across jurisdictions, and the fact that 
the FRB co-chairs the BCBS/IOSCO working group that 
established the Framework, we expect the US rules will 
ultimately align with the Framework and will be finalized 
next year.6 We further expect that upcoming rules in the 
European Union (“EU”) will conform to the Framework 
because of the Framework’s similarity to the previously 
expressed views of the European Securities Market 
Authority and because the EU’s rules were postponed 
pending release of the Framework.  

This Financial Services Regulatory Brief analyzes 
the Framework’s main points, assesses the Framework’s 
implications on the market and its participants, and 
suggests what actions firms should be taking now. 

Main points of the Framework 

The Framework is largely consistent with prior 
BCBS/IOSCO proposals, with key exceptions relating to 
physically-settled FX forwards and re-hypothecation of 
collateral. The important consistencies, and other 
noteworthy deviations from prior proposals, are 
discussed below.  

What types of products and counterparties are 
covered by the Framework? 

Consistent with the February 2013 proposal, the 
Framework confirms that financial firms7 and 
systematically important nonfinancial firms are subject 
to margin rules if the firm has at least €8 billion gross 
notional outstanding of non-centrally cleared 
derivatives. The Framework also confirms that certain 
entities (such as non-systemically important 
nonfinancial companies) are excluded from margin 
rules, as delineated in the following table. 

                                                                                                           
those with no prudential regulator, the CFTC and SEC are 
required to separately adopt rules. Dodd-Frank mandates 
the prudential regulators, the CFTC and the SEC to 
establish comparable requirements (to the maximum extent 
practicable) and to consult with each other at least annually.  
6 In addition to the FRB, other US regulators were 
represented in the BCBS/IOSCO group that crafted the 
Framework. The FRB and these regulators will likely 
conclude they must re-propose their rules in order to align 
them with the Framework. We believe the CFTC plans to re-
propose its rule this Fall. 
7 The Framework does not define “financial firms.” In the 
proposed rule issued by the US prudential regulators, 
“financial firm” generally refers to a firm predominantly 
engaged in activities that are in the business of banking, or 
in activities that are financial in nature (as defined in 
section 4(k) of the Bank Holding Company Act for financial 
holding companies). 

http://www.pwc.com/us/en/financial-services/regulatory-services/publications/basel-prudential-standards.jhtml
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Entities subject to the Framework 
In scope Out of scope 

• Financial firms 

• Systemically 
important non-
financial 
companies 

• Nonfinancial companies 
(not systemically 
important) 

• Sovereigns 

• Central banks 

• Multilateral development 
banks 

• Bank for International 
Settlements 

Furthermore, the Framework establishes that margin 
requirements should apply to most uncleared products, 
except for physically-settled FX swaps and forwards 
(settling a very important question). These FX products 
are exempt from the calculation and collection of IM, 
including the fixed FX portion of cross-currency swaps. 
Regarding VM, the Framework lays out that VM 
regulation should be established in the future by national 
rules, or in accordance with additional recently issued 
BCBS/IOSCO guidance.8  

May collateral be re-hypothecated?  

The Framework allows for limited re-hypothecation, 
allowing IM to be re-hypothecated once, but only to 
hedge the particular position’s risk. The Framework 
establishes additional conditions for this limited re-
hypothecation, including the need for explicit written 
permission before re-hypothecating and full segregation 
of collateral.  

Although this re-hypothecation provision provides some 
flexibility compared to previous proposals, it is unclear 
to what extent such a limited ability to re-use collateral 
will be of practical benefit. Furthermore, the text lacks 
sufficient detail to precisely interpret the definition of a 
hedge (e.g., must the hedge fully offset the risk or may it 
partially offset the risk?), thus the language is already 
raising questions.  

Finally, the Framework not only requires segregation of 
re-hypothecated collateral by the IM collector, but it 
would also require segregation by the counterparty with 
whom the IM collector re-hypothecates to hedge risk. 
This exacerbates the concern around implementing this 
provision, as the legal transfer of collateral is handled 
differently across jurisdictions. 

                                                             
8 The exemption for physically-settled FX swaps and 
forwards does not apply to VM. 

Under what circumstances should margin be 
collected and how should IM be calculated?  

When should IM and VM be called and collected? 

To reduce collateral and liquidity constraints, the 
Framework re-affirmed, with broad support from market 
participants, a €50 million minimum IM threshold 
(applied at the consolidated group level of an entity) 
before the requirement to exchange two-way IM is 
triggered.  

Regarding VM, the Framework diverged from prior 
proposals by increasing the de-minimis transfer amount 
to satisfy VM requirements to €500,000. Owed VM need 
not be transferred between counterparties unless it 
exceeds this threshold. However, the frequency and 
collection of VM must be done regularly (e.g., daily). 

How should IM be calculated and collected? 

Consistent with prior proposals, the Framework outlines 
two options for calculating IM. The first option allows for 
the use of internal models (or third-party vendor 
models) as long as the model is approved by the relevant 
regulator and uses a VaR-based approach (with a 99% 
confidence level and 10-day horizon calibrated to a 
period of financial stress).  

The second option requires IM to be calculated using the 
Framework’s standardized grid that establishes IM 
requirements as a percentage of notional exposure. Few 
institutions will likely accept this second option because 
the prescribed schedule is highly punitive. Under either 
option, the firm can offset risk within well-defined asset 
classes (but not across asset classes) when computing 
margin (subject to a legally enforceable netting 
agreement). 

Which asset classes are eligible to satisfy margin 
requirements? 

The Framework confirms the approach of 
BCBS/IOSCO’s prior proposals by allowing for a broad 
range of asset classes to be permitted as a means to 
satisfy margin requirements (beyond cash and high-
quality government bonds), as laid out in the below 
table:  

Eligible collateral under the Framework 

• Cash 

• High-quality government bonds 

• Central bank securities 

• High-quality corporate bonds  

• High-quality covered bonds 

• Equities in major stock indexes 

• Gold 
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By instituting such a policy, market participants will 
have additional collateral types and inventory to satisfy 
margin requirements, thus reducing the collateral and 
liquidity burden across the marketplace. Additionally, 
this policy aligns with what is now “business as usual” in 
the cleared market, creating some operational 
consistency across markets. 

However, not all collateral is treated equally. Negotiated 
collateral haircuts vary substantially by asset class and 
between counterparties (acceptable collateral and 
associated haircuts also varies among central 
counterparties but is generally more stringent than 
bilateral norms). The Framework introduces for the first 
time a standardized collateral haircut schedule to 
address periods of volatility and market stress as well to 
reduce the potential for pro-cyclicality (see the 
Appendix for this haircut schedule). The inclusion of 
this risk-based standardized haircut schedule is not just 
relevant to uncleared derivatives but will also be relevant 
to the work of the BCBS/IOSCO monitoring group and 
perhaps to the upcoming FRB wholesale funding 
proposal, both discussed earlier.  

When will market participants need to conform? 

The Framework confirms a phase-in approach beginning 
in 2015, starting with those institutions with the largest 
derivatives trading books. Those with over $3 trillion in 
outstanding gross notional will be subject to margin 
requirements in 2015 (both IM and VM) while those with 
books as small as $8 billion will be subject to margin 
requirements in later years through 2019.  

Regarding IM, each covered entity must calculate its 
average outstanding gross notional for uncleared 
derivatives for the months of June, July and August of 
each year beginning in 2015 (incorporating prior quarter 
data). These amounts will be used to determine when the 
entity will be subject to the requirements, based on their 
outstanding gross notional as laid out in the below 
phase-in schedule. 

For VM, covered entities (excluding affiliates) will be 
required to exchange VM for all new contracts in 
accordance with the phase-in schedule. The calculation 
and collection of VM must be done regularly to ensure 
that any fluctuation in the value of a trade is realized and 
additional collateral is posted. 

Framework’s phase-in schedule 

 

 

 

 

 

 

 

Anticipated impact and suggested 
action items 

The results from the Quantitative Impact Study 
completed earlier this year indicated that the amount of 
IM that would be required market-wide as a result of the 
proposed requirements (assuming a €50 million IM 
threshold) would be about €600 billion, as compared to 
about €6 billion that is posted under current market 
practice. In other words, about 100 times more IM will 
be required. Regarding VM, the anticipated impact is 
expected to be limited as the current market practice for 
many covered entities already involves daily marking  
to market.  

Given the magnitude of the additional IM required, firms 
should design approaches to quantify and integrate the 
increased cost of IM into its business decisions, 
including allocation of cost and revenue to business units 
and entities engaged in uncleared derivatives activities.  
A comprehensive approach to measuring the ongoing 
cost of IM includes analyzing the impact of the 
additional posted and received IM on the entity’s 
liquidity, profitability, capital, and balance sheet, 
considering the following:  

• Liquidity: From a liquidity standpoint, cash and 
securities that would have otherwise been part of 
the firm’s liquidity buffer will need to be posted as 
collateral for bilateral trades, thus reducing the 



   

Regulatory brief – PwC  5 

entity’s Liquidity Coverage Ratio (“LCR”)9 and 
creating the need to replace posted liquid securities 
with the same or alternative assets eligible under 
the LCR requirements. 

• Profitability: IM requirements will put pressure 
on firms to increase the amount of available 
securities that are eligible to be posted as collateral, 
as existing unencumbered liquid assets would be 
required to meet the minimum levels defined by the 
LCR. This additional collateral will need to be 
funded through a combination of short-term and 
long-term sources, which will translate into 
increased costs to the organization. In addition, the 
limitations to re-hypothecation will considerably 
reduce an important source of liquidity and income 
for the largest dealers.  

• Capital: By the time the first group of covered 
entities is subject to the margin requirements in 
2015, Basel III will likely be applicable in North 
America, Europe, and the largest Asian countries. 
The increased IM requirements will have a positive 
impact on capital as it will reduce net counterparty 
exposure, helping to mitigate the impact of higher 
Risk Weighted Assets (“RWA”) resulting from the 
implementation of Basel III, particularly for 
Advanced Approaches firms.  

• Balance Sheet: The balance sheet impact of the 
new margin requirements depends on the portion of 
IM that is posted in the form of cash. Received cash 
IM, unlike securities IM, becomes the property of 
the dealer and is reflected on the balance sheet, 
reducing the regulatory leverage ratio. While large 
dealers have traditionally preferred to post IM in 
the form of securities, some buy side customer may 
have a preference to post cash IM. Thus the impact 
to the leverage ratio of most covered entities would 
be a function of its customer and counterparty base.  

Across these four areas, in an effort to provide the 
appropriate business incentives, companies should begin 
to develop approaches to quantify these ongoing costs 
and to design cost allocation mechanisms (considering 
collateral optimization strategies across the firm).  

 
                                                             
9 For detail on the Liquidity Coverage Ratio, see PwC’s 
Financial Services Regulatory Brief: Basel III liquidity 
regime – More practical but not yet workable (January 
2013). 

Additional steps that firms should consider taking 
include:  

• Confirm capabilities for the calculation of IM using 
various methodologies on a daily basis for in-scope 
products, taking into consideration standardized 
haircuts of posted non-cash collateral. If applicable, 
begin discussions to gain regulatory approval of 
internal margin models. 

• Select and expand global relationships with third-
party custodians for purposes of margin segregation 
and collateral safekeeping. 

• Develop mechanisms (e.g., trade tags) to identify 
collateral eligible for re-hypothecation, including 
altering existing collateral management platforms 
to provide capabilities to identify the location, 
jurisdiction and ultimate beneficiary of re-
hypothecated collateral. 

• Confirm plan and time needed to modify netting 
and credit support agreements to align to the new 
requirements. 

• Continue to monitor the rules across different 
jurisdictions and for treatment of items not defined 
in the Framework such as inter-affiliate margin 
requirements. 

 

http://www.pwc.com/en_US/us/financial-services/regulatory-services/publications/bcbs-lcr-reform-package.jhtml
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Appendix – Collateral haircut schedule under the Framework 

Asset class10 
Haircut (% of market value) 

< 1 year 1 – 5 years > 5 years 

High quality government and central bank bonds 0.5 2 4 

High quality corporate\covered bonds  1 4 8 

Cash in same currency  0  

Cash in different currency  8  

Equities included in major stock indices  15  

Gold  15  
 

 

                                                             
10 While the haircut for bonds depends on their maturity, the haircut for equities and gold is not dependent on the underlying 
tenor/maturity of the product. 
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Dan Ryan  
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646 471 0588 
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Contributors: Christopher Scarpati, Gerard Duffy,  
Alejandro Johnston, Armen Meyer, Kevin Pilarski,  
and Gary Welsh.  

To learn more about financial services regulation from 
your iPad or iPhone, click here to download PwC’s new 
Regulatory Navigator App from the Apple App Store. 
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