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Abstract

The last two phases of the Uncleared Margin Rule went into effect in September 2021 and
September 2022. We use regulatory data to analyze the impact these regulatory changes had on
NDF (non-deliverable forward) foreign exchange markets. The data suggest that the changes had
little impact on total trading activity. However, we observe a substantial increase in the extent to
which traders who came into scope during these phases centrally clear their trades. This is
consistent with the premise that the rule change lowered the cost of clearing a trade relative to the
trade remaining a bilateral contract between the traders. This finding is in contrast to the impact
of previous phases in the sense that central clearing was chosen almost exclusively by clearing
members in those earlier phases.
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Introduction and Background

In September, 2022 the final phase of the Uncleared Margin Rule (UMR) went into effect in the
U.S., as well as most jurisdictions around the globe. The UMR was part of a series of new
regulations that followed the 2008 financial crisis, and had the explicit goal of ensuring that
collateral was available to offset losses caused by the default of a derivatives trader, which would
in turn help reduce systemic risk.> The rule was also seen as a way to encourage central clearing
of swaps, and this effect was envisaged as an additional means of reducing systemic risk.

The UMR mandates that if both participants in a swap are under the purview (in scope) of
the rule, both participants are required to provide collateral (known as margin in the derivatives
context) for any uncleared swap. The rule also specifies the methodology for determining
margins on uncleared swaps, so that entities had regulatory minima on the margin they could
choose for their uncleared swap.?

The effect of the rule was to create a different trade-off for the parties to a swap in
determining whether to submit a trade for central clearing. Prior to coming into scope of the
rule, the trading parties could choose not to centrally clear their trades, in which case they were
free to set bilateral margins. After coming into scope, the parties could choose to allow the swap
to remain bilateral, in which case mandatory minimum margins would apply. Alternatively, they
could choose to submit the swap for central clearing, which would likely result in a lower
required margin than for an uncleared swap, but would lead to other costs, as detailed below.*
Because the UMR lowered the cost of centrally clearing a swap relative to leaving it uncleared,
we anticipate that a larger percentage of trades will be cleared after the UMR went into effect.

The UMR was phased in over time. Phase 1 came into effect in September, 2016, and
brought the 20 financial groups (parent companies) with the largest uncleared swap exposure
into scope of the rule. These groups comprised a total of 545 entities at the LEI (Legal Entity
Identifier) level,” and these entities represented at least one side of about 95% of the USD
denominated NDF swaps traded in 2016. The next three phases brought (respectively) 6, 8 and
18 financial groups into scope (we describe the definition of a group more fully in the following
Section).® We estimate that phases 5 and 6 brought several hundred groups into scope, so that
virtually all traders in NDF markets are now subject to the UMR.

Existing work examines the effect of the UMR on clearing rates for non-deliverable
forward (NDF) FX swaps over the first four phases.” As Figure 1 shows, the first two phases
seem to have had a substantial effect on clearing rates. For example, comparing the three-month
periods before and after phase 1, overall clearing increased from about 5% to more than 15%. In
addition, clearing of NDF swaps for trades between two in-scope phase 1 entities rose more
dramatically; from roughly 9% before the rule change to 28% after the change.®

It is noteworthy that this increase was almost entirely due to changes in the behavior of
entities that were Clearing Members (CMs) of the London Clearinghouse (LCH); non-members
(entities that are not CMs), even if they were in-scope entities in phase 1, rarely cleared their
NDF swaps. The finding that clearing was almost exclusively the province of CMs suggests that
non-members face non-trivially higher costs than CMs when clearing a trade. Part of this cost
difference derives from a fee that non-members have to pay (over and above the clearinghouse’s
fee) to a member for providing clearing services. In addition, non-members who have not



cleared trades in the past face costs of establishing the infrastructure necessary to make those
transactions. This cost difference has important implications for the likely effects of phases 5 and
6 on clearing, which we discuss in detail below. CMs tend to be the largest financial institutions
and we calculate that all current CMs came into scope during first three phases of the rule.’

The primary goal of this paper is to examine how phases 5 and 6 of the UMR affected the
NDF market. Despite some concern expressed in the trade press, !* there does not seem to be
much change in the total trading activity of the entities that came into scope in these last two
phases of the UMR. One change that is associated with these last two phases is that the trades
made by these entities are more than twice as likely to be centrally cleared after phase 6 goes into
effect than during the period before phase 5. This tendency to centrally clear during the last two
phases of the UMR is notable since none of the newly in-scope entities are CMs, and non-CMs
rarely centrally cleared in earlier phases. We analyze how phases 5 and 6 affected the NDF
market in detail below and also discuss some of the reasons that clearing seems to have become
more attractive to non-CMs over time.

The Impact of Phases 5 and 6 on NDF trading

As noted above, the UMR required entities with an uncleared swaps position in excess of a
specific dollar threshold to provide margin on their uncleared swaps with other in-scope entities,
where the threshold declined over time across six phases. The determination of which entities
were in scope at each time is made at the consolidated group level. For example, the
determination of whether Swap Dealer A was in scope as part of phase 1 was based on whether
the combined uncleared swap positions across all asset classes of all subsidiaries and affiliates
(known as AANA) of Swap Dealer A exceeded $1.5 trillion.!" We use the term ‘group’ to refer
to a set of affiliated entities. To determine an entity’s status, we use S&P’s cross-reference
services to aggregate financial entities into groups (e.g., place 545 entities into 20 groups for
phase 1).

Another regulatory change that followed the 2008 financial crisis was a series of rules
mandating enhanced data collection.'? This study uses regulatory data, provided to the CFTC
under these rules, that detail the parties to each swap, as well as the clearing status, and notional
trade size for each swap. The data allow us to calculate which groups of entities were likely in-
scope during each phase of the UMR. For NDF swaps, the detailed information provided in the
regulatory transaction data allows us to determine aggregate NDF trading volume in the market,
as well as specific trading volume for each trader.

Figure 2 uses this regulatory data to show the average clearing rate for all entities each
month in the NDF market from two months prior to phase 5 implementation to two months after
implementation of phase 6. For traders as a whole, we do not see much of a short-term impact of
these two phases on clearing rates; clearing rates are fairly similar in the two months before and
after each of the phases. To be exact, there is a small immediate decline in clearing associated
with the implementation of phase 5, and a slightly larger increase in clearing associated with
phase 6. However, there is a large increase in clearing in mid-2022; and a slight upward trend in
clearing rates between September 2021 and April 2022. Overall, clearing rates seem to increase
from around 30% to the 45% level within the time period. One possible explanation of this



pattern is that higher market volatility in 2022 resulted in higher calculated margins for uncleared
swaps (using the SIMM model) making clearing a more attractive option. '®

Another pattern in the regulatory data is that clearing rates for NDFs differed
considerably across currencies, and the change in clearing rates associated with phases 5 and 6
also differed across currencies. As shown in Figure 3, the clearing rates were considerably higher
for Asian emerging market/US dollar currency pairs during the summer of 2021 than the clearing
rates for Latin American and other currency pairs. All currency pairs show an increase in
clearing rates, however clearing rates for Asian currencies reached 50% by October 2022, while
clearing rates for other currencies remained below 20%.

Figure 4 shows how the market changed as a result of the implementation of phases 5 and
6. It compares total trading volume in USD notional, total number of transactions, number of
unique entities and number of unique counterparty pairs, as well as overall clearing rates for the
2 months period before, and the 2 months period after each phase. Overall, trading volume was
slightly higher in the two months following the implementation of phase 5 than the two months
prior to the change, while the increase over the four-month period around phase 6 was more
substantial. There was a similar pattern in the number of transactions around the implementation
of these two phases. The number of unique entities and unique counterparty pairs drops after
phase 5 and seems to hold steady before and after the implementation of the last phase. Finally,
we observe a slight drop in the clearing rate from the initiation of phase 5, and a slight increase
from phase 6.

Overall, while substantial concern was expressed in the trade press about the ability of
these entities to prepare for coming into scope,'* these calculations instead suggest that most
entities were able to continue to trade at about the same level of activity after coming into scope.
While there is a slight drop in the number of entities in the market, especially following phase 5,
trading volumes do not seem to be adversely affected as a result of these regulatory changes.

Changes in the Behavior of Phase 5 and 6 Entities

Both by our estimates and by publicly-available information, phases 5 and 6 increased the
number of in-scope groups much more than the previous phases.'> We estimate that several
hundred groups came into scope over this period. Of course, by the nature of the rule, the groups
that came into scope during phases 5 and 6 had much smaller swap positions than those in
previous phases; phase 5 groups had AANAs of between $50 and $750 billion, and phase 6
groups had AANAs of between $8 and $50 billion.

Similar to the entities that came into scope in the earlier phases, phase 5 and 6 entities
had to alter some aspects of their trading practices once they came into scope. Entities that are
not in scope of the UMR are free to choose margins for their uncleared trades. Once in scope, an
entity that chooses to continue to trade uncleared swaps needs to determine the margin required
under the UMR for each uncleared swap trading relationship with other in-scope entities.
Additionally, in many circumstances, they need to post collateral for any uncleared NDF swap.

As was the case for the earlier phases, for some entities, choosing central clearing might
make more economic sense than posting the margin required for an uncleared swap. In their
promotional materials, the LCH provides examples of positions for which margins would be
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lower with central clearing.'® Another alternative, which is particularly relevant for phase 5 and
6 groups, is to take advantage of an exemption in the rule that allows the parties to a swap for
which required margin is below $50 million to avoid posting margin payments with a custodian.
Because the aggregate size of phase 5 and 6 entity positions with each counterparty tend to be
smaller than those in previous phases, margin payments may not be required for many phase 5
and phase 6 entities by virtue of this exemption. In addition, this exemption might provide an
incentive for an entity to divide its aggregate position among a larger number of counterparties,
so that the required margin in each relationship remained below $50 million.!”

Figure 5 presents the percentage of trades that were cleared by the entities we estimate as
coming into scope during phases 5 and 6. The period of our analysis starts in July 2021 and goes
until end of October 2022. For the reasons discussed above, we expected that the clearing rate
would increase in September 2021 (phase 5) and again the following September (phase 6). In
fact, while there is a steady increase in clearing throughout the period of analysis, from about
10% to 15%, there are no jumps in clearing rates around the implementation dates of the two
phases. Similar to the effect on the clearing rates of all the entities, there is a significant increase
in clearing rates for phase 5 and 6 entities during mid-2022. In addition to the effect that higher
margins for uncleared swaps might have on clearing decisions generally, the effect on phase 5
and 6 groups might be larger because of the $50 million exemption. That is, some smaller
entities likely had some trading relationships for which the calculated margin was below $50
million during the initial months following the initiation of phase 5, but rose above that threshold
in 2022. Faced with the requirement to post margin with a custodian for their uncleared swaps,
some of these entities instead chose to clear some portion of their trades. While a full analysis of
the size of this effect is somewhat beyond the scope of our study (in part, because we do not
know the exact required margins for each pairs of traders), there is some evidence consistent
with the premise. Specifically, there are slightly, but consistently, higher clearing rates for
entities that have positions that likely required margins above $50 million than those entities with
smaller positions.

Figure 6 presents changes in the trading patterns of phase 5 and 6 entities during the two-
month period before and after each phase. While there are some fluctuations in terms of trading
volumes and number of transactions, both statistics are higher in October 2022 than they were in
July 2021. There is not much change in number of unique entities trading, but there is a small
drop in number of unique counterparty pairs. This suggests that entities were not often splitting
their positions across more counterparties in order to remain below the $50 million threshold
with each counterparty. In terms of clearing rates, there is a sizeable increase (1.1 percentage
points) around phase 5, but a slight one (0.2 percentage points) around phase 6. Overall,
however, the clearing rate increases by 6.5 percentage points over the period.

One aspect of our findings for phase 5 and 6 entities is worth emphasizing. Existing
work shows that for phase 1 entities, virtually all of the swaps that were centrally cleared had
clearing members (CMs) of LCH on both sides.'® Only 2% of trades that did not have CMs on
both sides were cleared during the year following initiation of the first phase. In contrast, even
though none of the phase 5 and 6 entities were CMs, almost 9% of the trades in which they were
on one side were cleared even before phase 5 began, and that percentage rose to over 15% after
phase 6 went in effect. !



We speculate that one reason for this difference is that the phase 1 non-CMs were large
entities that had in-house capabilities of calculating margin, setting up documentation, tracking
variation margin, and handling similar costly bookkeeping activities associated with maintaining
an open swaps position. The entities who came into scope during phases 5 and 6 were smaller,
and many may instead turn to third-party providers to perform these functions.?® This may lead
to a larger increase in costs of trading uncleared swaps for these entities compared to phase 1
non-CMs. An additional factor that may have promoted clearing is the entry of new clearing
brokers on the LCH — clearing members that provide clearing for other entities.?! This increased
choice has lowered the cost of clearing for market participants, according to the LCH.

Conclusion

We use regulatory data to examine how NDF trading changed as new entities came into scope of
the UMR in the past two years. We find that trading volume remained fairly steady in the market
as a whole, while more entities began clearing their swaps. However, unlike the initial phases of
the rule, we do not observe the primary changes in clearing rates occurring around the phase 5
and 6 implementation dates. Instead, the largest increases in clearing occurred during the middle
of 2022, perhaps reflecting higher margins due to greater market volatility. In addition, more
non-CMs deciding to centrally clear in the last two phases of the rule, compared to the earlier
phases. All of these changes can be seen as predictable consequences of the margin requirements
of the UMR.
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Figure 1. The figure shows the percentage of NDF swaps cleared between June 2016 and the end of 2019.
The thin dotted line shows the implementation date for Phase 1 of the UMR. The other 3 vertical lines
show Phases 2 — 4. The figure shows that clearing rose dramatically after the implementation of phase 1,
and to a lesser extent after phase 2. Phases 3 and 4 do not seem to have affected clearing. (Source: Onur,
Reiffen and Sharma (2021))
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Figure 2. The figure shows the monthly percentage of NDF swaps cleared between June 2021 and
October 2022 for all entities. The dotted red line shows the date of phase 5 implementation, and the
dashed red line shows the date of phase 6 implementation. (Source: CFTC data and calculations). The
dotted blue line is the trend over this time period. The figure shows a slow but steady increase in clearing
over the period.
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Figure 3. The figure shows the percentage of NDF swaps cleared between June 2021 and October 2022
for all entities for Asian emerging market currencies, Latin America emerging market currencies, and
other currencies. The dotted red line shows the date of phase 5 implementation, and the dashed red line
shows the date of phase 6 implementation. (Source: CFTC data and calculations). The figure shows that
while all 3 sets of currencies had increased clearing over the period, clearing is much more common for
Asian currencies during this period.



8 weeks before 8 weeks after 8 weeks before 8 weeks after

phase 5 phase 5 phase 6 phase 6
Total trade volume Sbn 8,497 8,628 6,556 8,080
Total # trades 1,262,123 1,281,528 1,025,394 1,305,380
# unique entities 6,161 5,593 5,441 5,589
# unique counterparty pairs 16,099 14,307 14,187 14,486
clearing rate 31.1% 30.7% 42.5% 43.8%

Figure 4. The figure shows NDF trading activity by all entities before and after phases 5 and 6. (Source:
CFTC data and calculations).
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Figure 5. The figure shows the percentage of NDF trades that were centrally cleared by entities we
estimate as coming into scope during phases 5 and 6. The dotted red line shows the date of phase 5
implementation, and the dashed red line shows the date of phase 6 implementation. (Source: CFTC data
and calculations). The dotted blue line is the trend over this time period. The figure shows a larger
increase in clearing over the period than for the NDFs as a whole.

10



8 weeks before 8 weeks after 8 weeks 8 weeks

phase 5 phase 5 before phase 6 after phase 6
Total trade volume Sbn 1,234 1,263 1,203 1,320
Total # trades 215,179 203,053 193,125 236,297
# unique entities 1,945 1,915 1,848 1,940
# unique counterparty
pairs 5,378 4,970 4,771 5,021
clearing rate 8.7% 9.8% 15.0% 15.2%

Figure 6. The figure shows trading activity by entities we estimate as coming into scope during phases 5
and 6, before and after phase 5 and phase 6 implementation dates. (Source: CFTC data and calculations).
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