
KEY POINTS
�� The clearing obligation under EMIR has become mandatory for certain derivatives 

products. As a result, the requirement for client clearing is now critical for those parties 
who are subject to the clearing obligation but who still do not have access to central 
counterparties.
�� Two trade associations have jointly produced the ISDA/FIA Client Cleared OTC 

Derivatives Addendum, which is rapidly becoming the market-standard client clearing 
document.
�� The Addendum’s provisions are complex and partial in the clearing member’s favour.
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All clear? Client clearing of OTC 
Derivatives
This article presents an overview of the main provisions of the ISDA/FIA Client 
Cleared OTC Derivatives Addendum.

INTRODUCTION

nIn his classic science fiction novel 
2001: A Space Odyssey, Arthur C 

Clarke addresses the “point of no return”, a 
point in any journey where the destination 
has become closer than the starting point. 
The implication is that it makes sense for the 
traveller to continue pressing ahead to the 
goal rather than turning back, regardless of 
the pitfalls he faces.

We can see something similar in the 
case of standardised over-the-counter 
(OTC) derivatives, the clearing of which 
was proclaimed as mandatory by the G-20 
regulators in 2009. Clearing is intended 
to limit systemic risk and reduce the 
likelihood of a financial crisis similar to 
the one in 2008 from happening again. 
It has since transpired that the clearing 
infrastructure, particularly for client 
transactions, is fraught with uncertainties 
and risks. However, given the effort already 
expended in implementing mandatory 
clearing, the consensus is to continue 
pressing ahead rather than seek other 
potentially simpler solutions.

EMIR’S MANDATORY CLEARING 
OBLIGATION
In December 2014, the Regulatory 
Technical Standards for the clearing of 
certain plain vanilla interest rate derivatives 
– basis, fixed-to-floating, forward rate 
agreement and overnight index swaps in 
EUR, GBP, JPY and USD – were published 
in the Official Journal of the European 
Union. This means that these derivatives 
are now subject to mandatory clearing 

over a stipulated time period, with the first 
Eligible Counterparties (as defined below) 
becoming subject to it in June 2016. The 
mandatory clearing of other derivatives, 
particularly index credit default swaps, is 
expected to be implemented in a similar 
fashion in the near future.

Mandatory clearing is a central plank of 
the Regulation on OTC Derivatives, Central 
Counterparties and Trade Repositories 
(also referred to as the European Market 
Infrastructure Regulation (EMIR)) 
(648/2012). It applies to a wide array 
of market participants such as financial 
institutions, funds falling under the 
AIFMD, pension funds and corporates 
exceeding stipulated thresholds (Eligible 
Counterparties). In addition, EMIR has 
extra-territorial reach. Overseas market 
participants which would be Eligible 
Counterparties if they were established in 
the EU are potentially caught as are overseas 
market participants whose derivatives 
contracts have a “direct, substantial and 
foreseeable effect” within the EU or which 
have been entered into to evade EMIR’s 
provisions.

Access to CCPs
In order to continue transacting in 
derivatives that are subject to mandatory 
clearing, Eligible Counterparties need 
to ensure they have access to authorised 
(EEA) or recognised (non-EEA) central 
counterparties (CCPs). Examples of EEA-
authorised CCPs include CME Clearing 
Europe, ICE Clear Europe, LCH.Clearnet 
and LME Clear.

A CCP authorised or recognised under 
EMIR is subject to onerous requirements to 
ensure its safety and soundness. The CCP 
in turn imposes stringent membership costs 
and operational requirements on its direct 
members (Clearing Members). An Eligible 
Counterparty which only engages in limited 
derivatives trading will find it impractical or 
undesirable to become a Clearing Member, 
preferring instead to obtain access to the 
CCP by way of a clearing broker. That is, it 
will become a client (Client) of an existing 
Clearing Member of the CCP.

Client clearing arrangements in 
the EU
The diagram below shows the client 
clearing model prevalent in the European 
Union. Unlike the agency-based client 
clearing model prevalent in the US, the 
European model operates on a principal-
to-principal basis. This means the Client 
enters into an independent transaction 
(Client Transaction) with its Clearing 
Member, who simultaneously enters into 
a back-to-back, independent transaction 
with the CCP (a corresponding “CM/CCP 
Transaction”). 

In the EU model, therefore, the Client’s 
relationship is solely with its Clearing 
Member. The Client will only have recourse 
to the CCP in exceptional circumstances. 
Whilst EMIR offers certain protections for 
the Client’s benefit, the Client nevertheless 
takes credit risk in respect of its Clearing 
Member. Equally, the Clearing Member 
takes credit risk in respect of the Client. If 
the Clearing Member does not receive the 
relevant cash flows (whether of scheduled 
payments or collateral calls) from its Client 
under the Client Transaction, the Clearing 
Member still needs to pay the equivalent 
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DIAGRAM: The client clearing model prevalent in the European Union

cash flows to the CCP. Otherwise, the 
Clearing Member will breach the terms of 
the CM/CCP Transaction.

The contractual provisions of the CM/
CCP Transactions are stipulated in the 
relevant CCP’s rule book (referred to as the 
“rule set”). On the other hand, the contractual 
provisions of the Client Transaction are 
negotiated independently between the Client 
and its Clearing Member.

The Addendum architecture
In 2013, the International Swaps and 
Derivatives Association (ISDA) and 
the Futures Industry Association (FIA) 
jointly published the Client Cleared OTC 
Derivatives Addendum (Addendum) to help 
standardise the contractual provisions of 
Client Transactions.

The Addendum is designed to form part 
of the existing master agreement between 
the Client and the Clearing Member (eg 
1992 ISDA Master Agreement, 2002 
ISDA Master Agreement, Listed Futures 
& Options Agreement), albeit with the 
Addendum (when taken together with the 
master agreement) only governing the Client 
Transactions and the master agreement 
(when taken alone) continuing to govern the 
non-cleared transactions between the parties.

The Addendum is designed to be “CCP 
agnostic”. The same document can be used 
for multiple CCP services (each an “Agreed 

CCP Service”). Examples of Agreed CCP 
Services include LCH.Clearnet’s SwapClear 
and CDSClear services and CMECE’s IRS 
and Commodity services. Collateralisation 
and any payment netting occur separately 
for each Agreed CCP Service. Early 
termination can also occur separately for 
each Agreed CCP Service. In other words, 
the closing out and determination of the 
early termination amount in respect of 
Client Transactions relating to one Agreed 
CCP Service would not necessarily mean 
that the Client Transactions relating to 
other Agreed CCP Services have also been 
closed out. The falling away of one “silo” due 
to, say, the collapse of the relevant CCP does 
not mean that other unaffected “silos” also 
need to fall away. The prominent exception 
is a close-out due to an event of default or 
termination event in respect of the Client, 
which results in all outstanding bilateral and 
OTC transactions being terminated (in the 
former case) or only the affected outstanding 
bilateral and OTC transactions being 
terminated (in the case of a termination 
event).

Whilst the Addendum is rapidly 
becoming the market-standard solution for 
the purposes of client clearing, the market 
sentiment is that it is tilted heavily in the 
Clearing Member’s favour and that it is a 
complicated document. The remainder of the 
article explores these two observations.

Inherent partiality
The Addendum’s inherent partiality is 
an outcome of the insistence by clearing 
brokers that they be treated as financial 
intermediaries and that, as a consequence, 
their credit and market risks ought to 
be minimised. Part of the reason for 
this insistence is that regulatory capital 
rules only permit a Clearing Member to 
have a zero trade exposure under a CM/
CCP Transaction if there is a contractual 
agreement with the Client that the 
Clearing Member’s performance under 
the Client Transaction is contingent 
on the CCP’s performance under the 
corresponding CM/CCP Transaction 
following a CCP default.

The Addendum contains a number of 
provisions for the Clearing Member’s benefit, 
including the following:
�� If a CM/CCP Transaction’s terms are 

altered (eg due to the CCP changing 
the rule book) (Modification Event) 
and the Clearing Member cannot make 
equivalent changes to the corresponding 
Client Transaction or it is impossible 
to maintain the Client Transaction 
following equivalent changes being made, 
the Clearing Member is permitted to 
terminate the Client Transaction on a 
non-fault basis.
�� The Clearing Member benefits from 

an indemnity for any losses the Clear-
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ing Member suffers due to, amongst 
other things, the Clearing Member 
following the Client’s instructions 
or due to the occurrence of a CCP 
default.
�� The Client agrees that the Clearing 

Member’s performance and payment ob-
ligations under the Client Transactions 
are limited by and contingent on the 
CCP’s actual performance or payment 
under the corresponding CM/CCP 
Transactions.
�� All events of default and termination 

events specified in the master agreement 
as well as the s 2(a)(iii) condition prece-
dent (to the extent the master agreement 
is an ISDA Master Agreement) apply to 
the Client in respect of the Client Trans-
actions. However, they do not apply to 
the Clearing Member in respect of the 
Client Transactions.
�� When determining the early termina-

tion amount for the terminated Client 
Transactions due to a Client default, the 
Clearing Member is permitted to use the 
“Close-Out Amount” methodology in 
the 2002 ISDA Master Agreement for 
determining its costs (or gains) as a result 
of any actions it takes to neutralise the 
corresponding outstanding CM/CCP 
Transactions.

When determining the early termination 
amount for the terminated Client 
Transactions due to: (i) a Clearing Member 
default under the rule set in respect of the 
corresponding CM/CCP Transactions; or (ii) 
a CCP default, the value of the terminated 
Client Transactions is deemed equal to 
the value of the terminated CM/CCP 
Transactions.

As can be seen from such provisions, 
notwithstanding the principal-to-
principal model the Addendum’s 
overarching aims are to synchronise the 
performance of the Client Transactions 
with those of the performance of the 
corresponding CM/CCP Transactions 
to the extent possible and, moreover, to 
permit the Clearing Member to re-hedge 
itself if the Client Transactions terminate 
due to a Client default.

Complexity
The Addendum’s complexity is readily 
apparent in its termination and 
collateralisation provisions.

Termination provisions
The Addendum takes the general approach 
that Client Transactions could terminate 
as a result of issues with the Client, the 
Clearing Member and/or the relevant CCP. 
Alternately, the Client Transactions could 
also terminate consensually on a non-
default basis. Each of these possibilities is 
summarised in turn.
�� As mentioned above, all the events of de-

fault and termination events specified in 
the master agreement apply to the Client 
in respect of the Client Transactions. 
Where the Clearing Member designates 
an early termination date (or where it is 
automatically designated as a result of 
an automatic early termination clause) 
due to a default under a non-cleared 
transaction or a Client Transaction, all 
outstanding transactions terminate (Cli-
ent Default). The close-out of the non-
cleared transactions occurs in accordance 
with the close-out methodology of the 
master agreement. The close-out of the 
Client Transactions occurs in accordance 
with the close-out methodology specified 
in the Addendum, being the “Close-Out 
Amount” provision taken from the 2002 
ISDA Master Agreement. Provided it 
is permitted to do so under the master 
agreement, the Clearing Member can 
set-off the resulting early termination 
amounts. 
The fundamental purpose of the Adden-
dum’s close-out methodology is to permit 
the Clearing Member to determine its 
losses (or its gains) from the actions it 
takes to neutralise its corresponding 
CM/CCP Transactions which, due to 
the collapse of the Client Transactions, 
are no longer hedged. The “Close-Out 
Amount” provision is arguably sufficient-
ly wide to permit the Clearing Member 
to do so. Nevertheless, the Addendum 
specifies various parameters, such as an 
overarching obligation on the Clearing 
Member to act in good faith and use 

commercially reasonable procedures to 
achieve a commercially reasonable result. 
It also explicitly permits the Clearing 
Member to determine its losses (or gains) 
from taking one or more of the following 
measures to rebalance its positions:
�� terminating the corresponding CM/

CCP Transactions. In actuality, 
the relevant CCP may not permit 
the Clearing Member to do so, as 
this would result in the CCP itself 
becoming unhedged. Due to this, 
the Addendum considers such 
termination to include (without 
limitation) the transfer of the CM/
CCP Transactions to the Clearing 
Member’s proprietary account and 
their subsequent offset with existing 
or new transactions;
�� entering into a back-to-back trans-

action with another party (including 
itself) to mitigate the market risk 
(Risk Hedging Transaction);
�� novating the CM/CCP Transactions 

to another party or entering into off-
setting transactions via the relevant 
CCP (Close-out Transaction); and/or
�� taking any other action permitted by 

the master agreement.

Whilst the Addendum preserves the 
sufficiently wide discretion afforded to the 
Clearing Member, it does logically prohibit 
the Clearing Member from entering into both 
a Risk Hedging Transaction and a Close-Out 
Transaction in respect of the same CM/CCP 
Transaction.
�� As mentioned above, none of the events 

of default and termination events spec-
ified in the master agreement applies to 
the Clearing Member in respect of the 
Client Transactions. Where the Clearing 
Member defaults under a non-cleared 
transaction, only the non-cleared trans-
actions will terminate in accordance with 
the master agreement’s close-out meth-
odology. Equally, there is no recourse for 
the Client in case the Clearing Member 
defaults under a Client Transaction. The 
only time in which the Client can bring 
down the relationship is if the Clearing 
Member defaults under the CM/CCP 
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Transactions related to a particular 
Agreed CCP Service (CM Trigger 
Event). In such circumstances, the 
corresponding Client Transactions will 
terminate automatically. In determining 
the early termination amount, the Client 
is obliged to treat the values of the termi-
nated Client Transactions as being equal 
to the values of the terminated CM/CCP 
Transactions (as determined by the rele-
vant CCP). This means the Client needs 
to have access to the CCP’s determina-
tions, which given the principal-to-prin-
cipal model, the CCP may very well not 
supply to it. As a result, the Addendum 
provides that where the Client fails to 
determine the early termination amount 
within a stipulated period, the Clearing 
Member itself may determine it.
�� If the CM/CCP Transactions related 

to a particular Agreed CCP Service 
terminate due to a CCP default (CCP 
Default), this means the corresponding 
Client Transactions would be unhedged. 
In such circumstances, the correspond-
ing Client Transactions will terminate 
automatically. In determining the 
early termination amount, the Clearing 
Member will consider the values of the 
terminated Client Transaction being 
equal to the values of the terminated 
CM/CCP Transactions (as determined 
by the relevant defaulted CCP). The pay-
ment of any early termination amount to 
the Client will be contingent on not only 
the CCP determining such values but 
also on the payment by the CCP of the 
corresponding early termination amount 
to the Clearing Member.
�� The parties can of course elect to 

terminate the Client Transactions. The 
Addendum’s suggested approach is to 
apply the same procedure as for a Client 
Default since the Clearing Member 

would need to hedge the corresponding 
CM/CCP Transactions (Consensual 
Termination). The Addendum does 
clarify that no event of default or termi-
nation event will be deemed to have oc-
curred in respect of the Client as a result. 
This clarification is important to ensure 
that a Consensual Termination does not 
cause the cross default provisions in any 
of the Client’s other agreements being 
inadvertently triggered. It is worthwhile 
to note that any termination resulting 
from a Modification Event would follow 
the Consensual Termination procedure.

Collateralisation provisions
As mentioned above, collateralisation occurs 
separately for each Agreed CCP Service. 
Where the governing law is English, the 
Addendum proposes a bespoke para 11 for 
the ISDA Credit Support (Bilateral Form 
– Transfer) for each selected Agreed CCP 
Service, with the requisite elections being 
made by way of an appended table.

There are a number of stress points in 
negotiating the collateral provisions between 
the Client and the Clearing Member. For 
example, the Client would want its margin 
calls under the Client Transactions to be no 
greater than the Clearing Member’s margin 
calls under the corresponding CM/CCP 
Transactions. The Client would also want 
to receive equivalent collateral to what it 
originally posted so as to reduce any collateral 
basis risk. In addition, the Client would want 
generous transfer timings which take into 
account its business day conventions and time 
zone if it is established overseas.

On the other hand, the Clearing 
Member would want to receive additional 
collateral from the Client to account for 
potential credit risk since the Clearing 
Member needs to continue honouring the 
margin calls under the corresponding CM/

CCP Transactions and, furthermore, since 
the inherent “margin period of risk” to 
re-hedge itself following a Client default. 
Moreover, the Clearing Member may not 
have the operational systems to match the 
CCP’s collateral calls under the CM/CCP 
Transactions with those it makes under the 
Client Transactions. Since the CCP could 
very well not give the Clearing Member 
equivalent collateral, the Clearing Member 
would want to be able to have the option to 
transfer to the Client whatever collateral 
it receives from the CCP. In addition, the 
Clearing Member would want to be able to 
make at least the same number of intraday 
and end-of-day margin calls as those made 
by the CCP so that it is reducing any 
inherent prefunding of the margin calls.

CONCLUSION
In 2001: A Space Odyssey, the protagonist 
does make it to his destination on one of 
Saturn’s moons. Along the way, he has to deal 
with a murderous computer, asphyxiated 
colleagues and a changed mission plan.

In a similar vein, despite its partiality and 
complexity, it is expected the Addendum 
will play its envisaged role in documenting 
the client clearing terms so that market 
participants can continue transacting in 
derivatives that are becoming subject to 
mandatory clearing. n

Biog Box
Tariq Zafar Rasheed is a partner in the Structured Debt & Capital Markets team of 
Berwin Leighton Paisner LLP. He advises corporates, investment banks and fund managers 
in the United Kingdom as well as overseas. Email: tariq.rasheed@blplaw.com

The views expressed in this article do not necessarily express those of Berwin Leighton 
Paisner LLP or its clients.

Further Reading:

�� All the king’s men: the defences of a 
CCP following a clearing member’s 
insolvency [2015] 5 JIBFL 277.
�� OTC derivatives: Client Clearing 

Agreements – framing the main nego-
tiation [2014] 7 JIBFL 452.
�� LexisNexis Financial Services blog: 

Central clearing of OTC interest rate 
derivative contracts – all change?

4 January 2016                           (2016) 1 JIBFL 38A                           Butterworths Journal of International Banking and Financial Law

A
LL

 C
LE

A
R?

 C
LI

EN
T 

CL
EA

RI
N

G
 O

F 
O

TC
 D

ER
IV

AT
IV

ES Feature


