
   

1 
 

Increasing Capital Efficiencies in Futures and Swaps Markets: 
Advances in Portfolio Margining.  
 
Regulators are trying to deleverage derivatives to reduce risks: margin 
requirements are going up, and under Dodd-Frank central clearing will be enforced 
for some swaps.  The burden on the industry posed by these new margin 
requirements and need for additional collateral is enormous:  “The overall collateral 
cost to the industry is between $2 trillion and $2.6 trillion,” says Will Rhode, 
Principal, Director of Fixed Income at the Tabb Group.  Moreover, rules on margins 
for bilateral swaps have been proposed, and though these rules aren’t yet final, the 
industry faces even more costs and a likely move to central clearing for these swaps.  
“The truth is we really don’t know the full impact on the industry,” says Rhodes. 
 
Given the size of these numbers, and the likelihood that what are currently bilateral 
swaps will require margins, the industry is searching for efficiencies. The good news 
is that Tabb Group estimates that cross product netting and margin offsets could 
reduce collateral requirements from 15% to 65%.  “The industry could see savings 
of up to $618 billion for interest rate swaps,” says Rhodes.   This saving is no longer 
just hypothetical: new portfolio margining optimizations tools can now significantly 
reduce costs. 
 
Portfolio Margining 
 
CME Group’s margin optimizer is an effective solution for market participants 
concerned about higher margin costs that could be a drag on return.  “We see this as 
a significant innovation for our customer base,” says Jack Callahan, Executive 
Director, OTC Products, CME Group.  Though clients may be primarily focused on 
improved margin relief, portfolio margining has larger economic consequences 
including a reduction in risk. 
 
The calculations necessary for margin optimization are complex but conceptually 
the framework is straightforward.  Cross margining takes into account offsetting 
risks between two different instruments, resulting in risk reduced margin calls.   
CME Group’s optimizer uniquely determines the ideal mix of swaps and futures that 
minimize margins.  Operationally, cleared futures and swaps are held in two 
separate accounts; selected futures are moved into a swap account as part of a 
nightly rebalancing process, to capture the most efficient mix.  “We can tell you the 
one and only, and best answer to reduce your margins.  Think of this as a dynamic 
process,” Callahan says. 
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CME Group is unusually well positioned for portfolio margining of swaps and rate 
futures because it clears both types of products.  “We are fortunate that many 
participants in the swap market are also active in the futures market, so there is a 
natural fit in their portfolio of swaps and futures,” Callahan notes.  
 
Total savings from portfolio margining varies, depending on the actual composition 
of the portfolio, but Callahan says some portfolios have achieved margin savings of 
nearly 90%.  He offers a more precise breakdown based on CME Group analysis: 
“You could save 57% from portfolio margining alone, but savings could be even 
higher if you used CME deliverable swap futures as a replacement for swaps.” Back 
testing of portfolios shows the highest actual savings rate was 87%.   
 
CME Group’s portfolio margining of Eurodollar and treasury futures, and cleared 
OTC IRS products launched in May, with full regulatory approval for non-house 
accounts in place as of November.  “We have been working on this for years, and 
regulatory approval is a huge step,” Callahan says.  CME Group is now in the final 
stages of working with its clearing members.   Clearing members are in turn getting 
the tool ready for customers, putting in place the necessary operational and 
regulatory procedures, given the stringent reporting requirements of futures.  “The 
next step is enabling customers to use the tool in a scalable fashion, which will be 
the tipping point,” Callahan says. 
 
As Callahan points out, portfolio margining in a scalable way actually leads to 
significant risk reduction for clients and also for the market on the whole.  All 
margins are risk based and lower margins are the result of more prudent risk 
management.  “Portfolio margining is not just about margin savings, margin savings 
is the result of risk reductions,” says Callahan, with optimization tools leading the 
way to a reduction in a portfolio’s risk.  
 
Clients’ perspectives 
 
Clients are free to join a clearinghouse themselves but most find access is cheaper 
and easier through a clearing member, given the capital and reporting requirements 
involved.  Clearing member Bank of America Merrill Lynch is in the process of 
testing and rolling out CME Group’s new optimizer: “Clients don’t need to do much. 
From an operational perspective the FCM is doing most of the operations work,” 
says Robert Burke, Managing Director and Head of Global OTC Clearing at Bank of 
America Merrill Lynch in New York.  “Clients only need to sign one additional legal 
release,” he adds.  
 
Burke emphasizes that, “netting,” which clients may already be familiar with, is 
distinct from portfolio margining.  Netting is essentially operational, providing the 
convenience of one call, as opposed to two or three separate calls.   Portfolio 
margining, in contrast, takes into account off-setting risks in different product 
classes to provide risk reduced margin calls.  CME Group’s cross margining  
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optimizer provides these efficiencies for the products CME Group clears.  Bank of 
America Merrill Lynch also offers cross margining on the broader suite of products 
offered at the FCM level, including bilateral swaps. 
 
The overall market impact of new and proposed margin requirements is still 
uncertain.  Burke says it is conceivable markets could experience choppiness and 
reduced liquidity during a several month long transition period but over time 
liquidity and volumes will pick up. 
 
Portfolio margining is critical to aiding this smooth transition.  CME Group’s Jack 
Callahan asks the rhetorical question: “How do we as an industry make for a more 
capital efficient way to conduct business under the new regulatory regime?”  Many 
clients may no longer be able to participate because of new costs.  Posting initial 
margins in the bilateral world is certain to cause significant changes as well.  
Concludes Callahan, “portfolio margining, by reducing risks, could draw in new 
participants and liquidity could grow from there.”  
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