
 

 

What Customers Should Look Out For in FCM Clearing Agreements1 

By Sherri Venokur, SVENOKUR LLC2 

For more than twenty years,  participants in the bilateral over-the-counter (“OTC”) derivatives markets 

have considered the Master Agreement published by the International Swaps and Derivatives 

Association, Inc. (“ISDA”)—whether the 1992 version or the 2002 version—to be their basic counterparty 

relationship document.  In addition, most Master Agreements include an ISDA Credit Support Annex 

(“CSA”), which regulates counterparty credit exposure through the posting of both upfront and variation 

margin.   

Under the Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank”) many types of 

swaps will be required to be cleared, a process that effectively transforms a bilateral contract into 

various contracts between each of the swap counterparties and the derivatives clearing organization 

(“DCO”).3  In anticipation of the phased-in implementation4 of the Dodd-Frank clearing mandate for 

various products, such as certain interest rate and credit products,5 derivatives market end-users 

(“customers”) have received  “Clearing Agreements” from those of their bank counterparties (or affiliates 

of their bank counterparties) that are willing to act as their futures commission merchants6 (“FCMs”) 

under specified terms and conditions.   
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 This article is scheduled to be published in the June 2013 edition of Futures & Derivatives Law Report.  
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 The author wishes to acknowledge the contribution to this article of Drue Santora, who is an attorney in the legal 

department of Portigon AG, New York Branch. 
 
3
 Section 723(a) of Dodd-Frank amends Section 2 of the Commodity Exchange Act by inserting subsection (h), 

which provides that “It shall be unlawful for any person to engage in a swap unless that person submits such swap 
for clearing to a derivatives clearing organization that is registered under this Act . . . if the swap is required to be 
cleared.”  Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, § 723(a), 124 Stat. 
1376, at 1675-76 (2010). 
 
4
 Mandatory clearing for swaps required to be cleared began March 11, 2013, for the largest swap traders. 

Additional swap users will need to comply with the clearing mandate by June 10, 2013, while the last wave of swap 
users will need to comply with the mandate by September 9, 2013.  77 Fed. Reg. 44441, at 44442 (July 30, 2012) 
(codified at 17 C.F.R. pt. 50). 
 
5
 The classes of interest rate swaps required to be cleared are (i) fixed-to-floating rate swaps, (ii) basis swaps, (iii) 

forward rate agreements, and (iv) overnight index swaps, in each case under specified major currencies and 
floating rate indices.  Credit default swaps are required to be cleared if they are USD-denominated CDS indices 
referencing North American corporate entities or Euro-denominated CDS indices referencing European corporate 
entities.  77 Fed. Reg. 74284, at 74336-337 (Dec. 13, 2013) (codified at 17 C.F.R. pt. 50). 
 
6
 Section 724(a) of Dodd-Frank provides, in pertinent part:  “It shall be unlawful for any person to accept any 

money, securities, or property . . . from, for, or on behalf of a swaps customer to margin, guarantee, or secure a 
swap cleared by or through a derivatives clearing organization . . . unless the person shall have registered under 
this Act with the [Commodity Futures Trading] Commission as a futures commission merchant . . . .” Dodd-Frank 
Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, § 724(a), 124 Stat. 1376, at 1682 (2010).  



 

 

Unlike the ISDA Master Agreement, which is intended to be a bilateral agreement between two 

counterparties, Clearing Agreements are intended to govern the service provider relationship between 

FCMs and their customers, so there is rarely anything bilateral about them.  Also, unlike the ISDA Master 

Agreement, there is no standard industry form of Clearing Agreement, so that each FCM has its own 

form of agreement.  Nonetheless, most Clearing Agreements address the same basic issues.7  

FCM Clearing Agreements are difficult to negotiate and contain provisions that may not be negotiable, 

especially for customers that need the services of an FCM more than the FCM needs their business.  This 

piece is designed to identify those provisions in a Clearing Agreement that may be negotiable or, 

alternatively, that pose risks that a customer should consider before signing up with the FCM.   

*  *   *   *   * 

Like the ISDA Master Agreement, Clearing Agreements cover in various ways the answer to the 

question: “What happens when the other party doesn’t perform?”   Naturally, FCMs want to ensure that 

they are protected in all possible scenarios, which translates into provisions that may be overly broad.  

Also, to the extent that Dodd-Frank permits the waiver of certain customer protections, customers can 

expect to find such waivers in most forms of Clearing Agreements.   

1. Margin: How Much and What Can the FCM Do With It? 

Initial Margin Amounts.  One of the most important provisions in a Clearing Agreement relates to the 

amount of collateral that a customer must provide to its FCM to support the customer’s obligations 

under cleared transactions.  While the DCO calculates, based on models approved by the CFTC, how 

much initial margin it will require from its clearing member FCMs8 (and thus, effectively, the minimum 

amount such FCMs will require from their customers), FCMs will want the right to require additional 

collateral from their customers consistent with their own internal risk models.  Clearing Agreements 

generally provide that the FCM may demand any amount of collateral and may increase the required 

collateral amounts at any time.  Generally speaking, this approach is markedly distinguished from the 

market practice to which customers are accustomed under the ISDA CSA where, except in the case of 

portfolio margining, initial margin amounts generally are documented either in the CSA or in the 

transaction confirmation and remain constant throughout the life of the transaction.   

Margin costs are a critical factor in determining the overall costs (including the effect on the customer’s 

liquidity) of derivatives trading.  Without an understanding of the amount of initial margin that will be 

required for various types of trades, as well as the circumstances under which such margin amounts may 

be increased, and by how much, the customer cannot assess the overall costs of its trading strategy.  
                                                                                                                                                                                           
 
7
 The Cleared Derivatives Addendum (the “Addendum”), which was published jointly by the Futures Industry 

Association and ISDA, is designed to supplement the Clearing Agreement.  The Addendum supersedes the Clearing 
Agreement in the event of an inconsistency between the two documents. See Paragraph 9 of the Addendum.  The 
Addendum is available for viewing at ISDA’s website at www.ISDA.org. 
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Moreover, without an understanding of the amount of margin required on a cleared derivatives trade, 

the customer does not have enough information to decide whether to try to achieve the same or similar 

economic result through alternative means such as a futures transaction or even a transaction in the 

cash market. 

FCMs should be willing to specify in the Clearing Agreements or an ancillary document the amount of 

initial margin the customer must post for specified products, based on trade tenor and other objective 

factors that may include the customer’s current creditworthiness and transaction volatility.  In addition, 

except in the case of the customer’s default, any increases to initial margin amounts should be effective 

only after the expiration of a notice period sufficient to allow the customer to make any necessary 

changes to its portfolio and/or to transfer its portfolio to a different FCM. 

FCM’s Use of Customer Margin.  Section 724(a) of Dodd-Frank restricts an FCM’s use of its customer’s 

collateral9 and specifies the instruments into which an FCM may invest its customer’s collateral.  

Nonetheless, most Clearing Agreements give the FCM the right to rehypothecate collateral and 

otherwise to deal with it as though it were the FCM’s own property.   

Under CFTC Regulation 1.25, FCMs may invest customer margin in certain “permitted investments.” 10 

Clearing Agreements generally provide that the FCM is entitled to any profit earned on the investment 

of customer funds.  What generally is not stated, however, is that the FCM must replenish any losses in 

the customer account arising from a decrease in value of the instrument in which the customer funds 

are invested.  While there has been an understanding in the marketplace that FCMs are responsible to 

make up any such losses, there is no explicit statute or regulation requiring FCMs to do so.  In order to 

address this issue, the CFTC has proposed adding a new Rule 1.29(b) to provide that the FCM bears sole 

responsibility for any losses that result from the FCM’s investment of its customer funds.11  According to 

the CFTC commentary to the proposed rule, it is intended to clarify “that an FCM is solely responsible for 

any losses that result from the investment of customer funds in the financial instruments listed under 

Sec. 1.25.”12  Until this proposed rule is adopted, however, FCM customers will need to rely on their 

contractual rights in order to have this important protection.  Thus, customers should push for the 
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 Section 724(a) of Dodd-Frank provides, in pertinent part: “A futures commission merchant shall treat and deal 

with all money, securities, and property of any swaps customer received to margin, guarantee, or secure a swap 
cleared by or through a derivatives clearing organization . . . as belonging to the swaps customer.” Dodd-Frank 
Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, § 724(a), 124 Stat. 1376, at 1682-83 (2010). 
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 Permitted investments include, generally, (i) U.S. government securities, (ii) state and municipal securities, (iii) 
U.S. agency obligations, (iv) certificates of deposit issued by U.S. bank or state-chartered depository institutions or 
FDIC-insured U.S. branches of non-U.S. banks, and (v) interests in money market mutual funds. 76 Fed. Reg. 78776, 
78798-99 (Dec. 19, 2011) (codified at 17 C.F.R. pt. 30). 
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 The proposed rule provides that the FCM “shall bear sole responsibility for any losses resulting from the 
investment of customer funds in instruments described in Sec. 1.25 of this part.  No investment losses shall be 
borne or otherwise allocated to the customers of the futures commission merchant . . . .”  77 Fed. Reg. 67866, at 
67946 (Nov. 14, 2012). 
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 Id. at 67888. 



 

 

inclusion in the Clearing Agreement of a provision containing language similar to that in the proposed 

rule, and it would seem unreasonable for an FCM not to agree to include it. 

2. Marrying the Whole Family:  FCM-Affiliate Issues. 

For regulatory capital and other reasons, many banks are divided into various affiliates that operate 

both distinct and, at times, overlapping businesses.  A customer may have an FCM relationship with one 

affiliate, execute derivatives transactions with a second affiliate, and have a traditional banking/lending 

relationship with a third affiliate or the bank itself.  The various relationships can become blurred 

because one affiliate may designate another affiliate to act as the first affiliate’s agent to perform 

certain tasks or functions.  While it may not be feasible to isolate a customer’s relationship with its FCM 

from the relationships the customer has with certain affiliates of the FCM, it may not be reasonable for 

the FCM, in effect, to merge all of its affiliates into one entity (collectively, the “Bank”) for purposes of 

the customer relationship.  This merging of relationships can become even more problematic when one 

or more affiliates are organized in a non-U.S. jurisdiction (for example, different affiliates governed by 

different regulators and regulations that offer differing degrees of protections to customers).  As we 

have seen in the cases of Lehman Brothers and MF Global, customer collateral may lose certain 

protections when it crosses the Atlantic. 

These cross-affiliate issues come up in various provisions of the Clearing Agreement, including those 

relating to collateral, events of default and remedies, limitations of liability and indemnification, and 

even the customer’s right to terminate the FCM relationship and receive a return of its collateral so that 

the customer’s positions can be transferred to a different FCM.   

The Risk Analysis.  The consequences of a provision in the Clearing Agreement that extends the scope of 

the agreement to include the FCM’s affiliates will depend upon the existing and anticipated relationships 

between the customer and the Bank.  To the extent that the customer does not look to the FCM’s 

banking affiliate to meet its commercial lending needs, or to a derivatives affiliate of the FCM as the 

customer’s executing counterparty, cross-affiliate provisions may pose little additional risk to the 

customer.  On the other hand, an FCM may not be willing to provide its clearing services to the customer 

unless these other relationships exist, so the customer’s “marriage” with the FCM may require the 

existence of a relationship between customer and the rest of the FCM family.  

It is most important for the customer to understand the possible consequences of these cross-affiliate 

provisions in light of the customer’s particular circumstances.  To that end, the customer should:  (i) 

review the customer’s existing relationships with the Bank and inquire about anticipated future 

relationships; (ii) review all documents relating to such relationships;  and (iii) based on this review, (A) 

understand what actions the Bank can take with respect to the customer or its property in the event the 

customer defaults or another circumstance occurs that gives the Bank the right to take certain actions 

(either specified or described broadly in the documents) and (B) understand what remedies are available 

to the customer in the event the Bank breaches its obligations under its various agreements with the 

customer or the customer otherwise wishes to terminate one or more relationships with the Bank.  



 

 

After this analysis is undertaken, the appropriate business and risk personnel at the customer should be 

made aware of any significant risks before the customer executes the Clearing Agreement. 

Depending on the relationship between the customer and its Bank, it may be possible to limit the cross-

affiliate provisions in the Clearing Agreement to cover only certain affiliates in certain circumstances.  

The Bank will need to be adequately protected, especially in the case of the customer’s insolvency, but 

may be willing to eliminate, or at least limit, its protection cushion in other circumstances.   

Most Clearing Agreements also provide that any customer funds or other property in the possession of 

any Bank affiliate secures the customer’s obligations to all affiliates.  Similarly, there likely will be a 

provision permitting the set-off, in the event of a customer default, of any obligation of the FCM or any 

affiliate to the customer, against any obligation of the customer to the FCM or any affiliate. The 

customer should attempt to negotiate this provision so that (i) it applies only in certain circumstances, 

e.g., if the customer becomes insolvent, (ii) it includes a carve-out for good-faith disputes, and (iii) it 

does not permit a transfer of customer property that would result in a margin deficit in the customer’s 

transferring account.  Also, as will be discussed under the section “Overly Broad Provisions,” cross-

affiliate provisions should limit “obligations” to material obligations under written agreements. 

3. Limitations of Liability and Indemnification.   

Most Clearing Agreements include both limitation of liability and indemnification provisions that are 

intended to protect the FCM from exposure in the event it is sued either by its customer or a third party.   

Limitation of liability provisions generally state that the customer has no recourse against its FCM for 

any loss or damage suffered by virtue of the FCM’s provision of services under the Clearing Agreement, 

unless the loss or damage results from the FCM’s fraud, willful misconduct or gross negligence.  This 

means that, if the FCM makes a mistake that does not rise to the level of gross negligence and, due to 

that mistake, the customer suffers a loss, the FCM bears no financial responsibility to its customer.  

FCMs, like most service providers, are not going to guarantee their performance, and therefore the 

customer will not be able to hold the FCM accountable for ordinary negligence.  Accordingly, the burden 

rests with the customer to choose an FCM that has the necessary systems in place to provide its services 

in a relatively seamless and error-free fashion.   

Limitation of Liability issues also arise in the context of a trade that has not been accepted for clearing 

by a DCO.  Customers should try to negotiate the Clearing Agreement to provide that, if the DCO does 

not accept the trade because of some violation by the FCM (of, for example, credit limits, position limits 

or a regulatory requirement), then the FCM will be responsible for any losses suffered by the customer. 

Indemnification provisions expose customers to a higher level of risk than do limitation of liability 

provisions.  They generally provide that the customer will indemnify the FCM for loss or damage 

suffered in connection with a claim or action brought against the FCM by a third party relating in some 

way to the Clearing Agreement, except if the loss or damage was caused directly by the FCM’s own 

fraud, willful misconduct or gross negligence.  While, in the case where the FCM is seeking to limit its 

liability to its customer, the higher gross negligence standard may be reasonable, it seems unreasonable 



 

 

for a customer to be obligated to indemnify its FCM in the scenario where a third party (but a party with 

a connection to the FCM’s services to the customer) has been damaged by virtue of the FCM’s own 

negligence (because the FCM’s conduct was not “grossly” negligent).   This result would seem especially 

unreasonable where the third-party claim is not the result of the customer’s breach of the Clearing 

Agreement or any negligent or wrongful action taken by the customer.  Further, in the scenario where 

the customer itself has suffered some loss due to the FCM’s negligence, the customer may have the 

ability to take control of the situation and mitigate its damages.  By contrast, in the indemnification 

context, the customer’s control would seem to be substantially more limited.  Therefore, to the extent 

feasible, indemnification provisions should be narrowed: (i) to require some breach or negligence on the 

part of the customer, (ii) to exclude indemnifying the FCM for its own negligence, and/or (iii) to specify 

the situations in which indemnification by the customer will be required.  At a minimum, customers 

should understand the various scenarios in which they may find themselves footing the bill on a third-

party claim against their FCM. 

4. Notice Provisions.    

Many provisions in Clearing Agreements permit the FCM to take action that may be adverse to its 

customer without prior notice, even though in many situations the giving of notice would not adversely 

impact the FCM or the Bank.  An easy fix for these provisions, which is usually acceptable to the FCM, is 

to change “without notice” to “upon prior written notice except if not feasible.”  In other provisions, the 

required notice period can also be problematic: either too short, as where the FCM wants to terminate 

the clearing relationship without cause or to increase initial margin; or too long, as where the customer 

wishes to exercise its termination rights and port its positions to a different FCM.  These types of 

provisions are more difficult to negotiate because lengthening or shortening the notice period 

potentially could put the FCM at risk.  With respect to notice provisions, as well as the other types of 

provisions discussed in this article, the parties may be able to achieve what they need by including 

provisos that address their particular concerns.  

5. Phrases that Signal Overly Broad and Open-ended Provisions.   

Customers should be on the alert for phrases within the Clearing Agreement such as “or otherwise,” and 

“any“ or “all” (in the context of “any agreement,”  “any transaction,” or “all obligations”) that can 

broaden the customer’s risk past its reasonable expectations.  These phrases are particularly significant 

in provisions relating to Events of Default, Termination and Applicable Law. 

Events of Default.  Many Clearing Agreements include an overly broad cross default provision that 

covers the customer’s failure to comply with any obligation under any agreement (an “Other 

Agreement”) with the FCM or any of its affiliates.  This kind of provision is overly broad because it covers 

both “any obligation,” which would include trivial, ministerial obligations that have no real impact on 

the Bank, and “any agreement,” which would include informal oral agreements as to which there is no 

objective proof.  FCMs may be willing to modify the provision from cross-default to cross-acceleration by 

stating that a default under an Other Agreement will be deemed a default under the Clearing 

Agreement only if the Bank exercises its remedies under the Other Agreement (e.g., accelerates the 



 

 

loan, terminates the line of credit or closes out its uncleared derivatives transactions).   Without also 

limiting the breadth of the provision itself, however, this “all or nothing” approach still may leave the 

FCM with too much discretion to terminate its clearing relationship with the customer.  A better 

approach might be to limit the provision in the Clearing Agreement to specified written agreements that 

are considered by the Bank to be important to the overall relationship.   

Termination.  A customer that wishes to move its transactions to a new FCM needs to move its 

collateral as well.  Such a move can be problematic when, in addition to the customer/FCM relationship, 

there are other relationships between the customer and other Bank affiliates.  Many Clearing 

Agreements provide that any customer property in the FCM’s possession secures the customer’s 

obligations to the FCM as well as its affiliates, and that those security interests do not terminate until 

the customer has satisfied ”all obligations” to the Bank.  Although, as stated earlier, these types of 

provisions are generally difficult to negotiate, if the parties can identify their particular concerns, it may 

be possible to address them in the document.  At a minimum, the customer should have a conversation 

with its FCM in order to understand the process by which its trades and collateral would be transferred 

to a different FCM in the event that either the customer or its FCM chooses to end the relationship, and 

that process should be memorialized in the Clearing Agreement. 

Applicable Law.   While all contracts are subject to applicable law, Clearing Agreements generally define 

the term “Applicable Law” to include, in addition to federal, state, foreign and local law, the applicable 

rules, regulations and interpretations of all applicable regulatory and self-regulatory organizations, 

including contract markets, swap execution facilities and clearing organizations.  Frequently, the 

definition of Applicable Law is broadened to include the market practices of these organizations 

(sometimes referred to as “customs and usages”), which may or may not be memorialized in any 

document.   The definition of Applicable Law is important because many Clearing Agreements provide 

that the FCM may take any action it deems appropriate in order to comply with Applicable Law, and the 

customer has no recourse to the FCM for any damage suffered related to such action.  For this reason, it 

is important to limit the definition of Applicable Law to law and rules and other written documents that 

can be viewed by the customer and proved objectively, and to exclude from the definition both market 

and trade practices as to which there can be differing views. 

6. Conclusion 

The implementation of Dodd-Frank and the regulations promulgated thereunder marks a radical change 

in the way OTC derivatives are executed, documented and implemented.  While ISDA Master 

Agreements continue to be required, customers also need to execute Clearing Agreements with FCMs so 

that they can enter into derivative transactions that are subject to the mandatory clearing requirement.   

It is essential that customers understand the risks within Clearing Agreements and negotiate these 

agreements with their FCMs in order to reduce or at the very least, to manage, such risks.  


