
KEY POINTS
�� The volume of financial collateral required by central counterparties and other 

participants in the financial markets is growing rapidly.
�� Financial instruments are an important source of collateral but involve certain legal issues, 

particularly where they are held through an intermediary.
�� The principal co-authors of a new book, The Law of Financial Collateral (to be reviewed in 

the May issue of JIBFL), examine some of those issues in this article.

Authors Geoffrey Yeowart and Robin Parsons

Use of a portfolio of securities held by a 
custodian to provide financial collateral
In this article, Geoffrey Yeowart and Robin Parsons consider the application of the 
Financial Collateral Arrangements (No 2) Regulations 2003 to security taken over 
portfolios of securities held with custodians/intermediaries, in particular where taken 
to meet collateral obligations under the European Regulation on OTC derivatives, central 
counterparties and trade repositories (EMIR).

■Clearing houses are a vital part of 
the infrastructure that underpins 

operations in the UK financial markets. 
The financial crisis of 2008 and its 
aftermath highlighted the importance of 
clearing in financial markets as a means of 
managing risk and improving transparency. 
Clearing houses typically involve a central 
counterparty (CCP). This interposes itself 
in defined classes of financial transactions, 
acting as the buyer to every seller and the 
seller to every buyer, in order to protect 
participants from the risk of counterparty 
default. 

There has been a huge increase in the 
volume of over-the-counter (OTC) derivative 
contracts required to be cleared through 
an authorised CCP as a result of the G20 
commitment at the Pittsburg Summit in 

September 2009. This commitment has 
been implemented in the European Union 
(EU) by Regulation (EU) No 648/2012 on 
OTC derivatives, central counterparties and 
trade repositories (EMIR).1 The mandatory 
clearing obligation for OTC interest rate 
swaps comes into force under EMIR on 
a phased basis between 21 June 2016 and 
21 December 2018. Non-centrally cleared 
OTC derivative transactions will be subject 
to separate risk management requirements 
for “the timely, accurate and appropriately 
segregated exchange of collateral”.2

The role performed by CCPs exposes 
them to a range of market risks, including 
the potential failure of one or more large 
clearing members. CCPs need to rely heavily 
on financial collateral to cover exposures to 
their members. 

COLLATERAL REQUIREMENTS
EMIR places prudential requirements on a 
CCP. These include obligations to impose, 
call and collect margin from clearing members 
(at least when predefined thresholds are 
exceeded) to limit its credit exposure to them 
and, where relevant, from other CCPs with 
which it has interoperability arrangements. 
Collateral accepted by a CCP must be of a 
type which is highly liquid with minimal 
credit and market risk to cover the CCP’s 
initial and continuing exposure to its clearing 
members. Adequate “haircuts” must be 
applied by a CCP to asset values to reflect 
the potential risk that the value of the assets 
may decline in the interval between their 
last revaluation and the time by which they 
can reasonably be expected to be liquidated. 
Liquidity and concentration risk on certain 
assets must also be taken into account. A 
“haircut” involves applying a discount to the 
current market value of the relevant asset. 

The European Securities and Markets 
Authority (ESMA) is required to develop 
regulatory technical standards specifying “the 
type of collateral that could be considered 
highly liquid, such as cash, gold, government 
and high-quality corporate bonds and covered 
bonds”.3 The asset types most commonly used 
as collateral are cash and financial instruments. 
Cash collateral is considered to be highly 
liquid collateral if it is denominated in a 
currency for which the CCP can demonstrate 
that it is able to manage the risk adequately 
or a currency in which the CCP clears 
transactions (to the limit of collateral in that 
currency). The types of financial instrument 
considered to be highly liquid collateral are 
those that meet the conditions listed in Annex 
1 to EU Commission Delegated Regulation 
No 153/2012. 

Collateral may be taken by way of security 
or title transfer, as recognised by the Financial 
Collateral Arrangements (No 2) Regulations 

Box 1: Title transfer financial collateral arrangements

Advantages Limitations

�� Ease of use in the case of financial 

instruments as the collateral-

taker acquires absolute beneficial 

ownership of the financial 

instruments and may use them 

as it wishes, subject to having a 

contractual obligation to transfer 

ownership of equivalent financial 

instruments to the collateral-

provider on a specified future date.

�� Collateral-provider takes default and 

insolvency risk in relation to the collateral-

taker as the collateral-provider would 

have only an unsecured contractual claim 

against the collateral-taker for the return 

of equivalent financial instruments on 

the specified date if the collateral-taker 

defaulted or became insolvent.

�� No need to register at Companies 

House under s 859A of the 

Companies Act 2006.

�� Where the collateral-provider is a member 

of a CCP and the collateral-taker is the CCP, 

the collateral-provider may incur a 2% 

regulatory capital charge.
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2003 (FCARs). The main differences between 
these two methods are summarised in boxes 1 
and 2.

REGULATORY CAPITAL CHARGE
A regulatory capital charge applies to 
exposures to qualifying CCPs under the 
Capital Requirements Regulation (CRR).5 

A 2% risk weight applies to assets provided 
to a CCP by way of initial margin, unless 
the assets are “bankruptcy remote” in the 
event of the CCP entering into insolvency 
proceedings. In the latter case, a nil risk 
weight applies. “Bankruptcy remoteness” 
is not achievable by means of either a 
title transfer arrangement or a security 
arrangement which includes a right of use, in 
the absence of other protections.

RIGHT OF USE BY A CCP OVER 
COLLATERAL
A CCP is permitted to take a right of use 
over margin or default fund contributions 
collected by means of a “security financial 
collateral arrangement”, provided that 
the use of these arrangements is provided 
for in its operating rules. Acceptance of 
the operating rules must be confirmed in 
writing by the clearing member. The CCP 
is required publicly to disclose the right of 
use and to exercise it in accordance with 
investment policy requirements of EMIR.6

SAFEGUARDING AND INVESTMENT 
OF COLLATERAL
Cash deposits of a CCP are required by 
EMIR to be invested through highly secure 
arrangements with authorised financial 
institutions or, alternatively, through the use of 
the standing deposit facilities of central banks 
or other comparable means provided for by 
central banks. Financial instruments provided 
to a CCP as collateral must be deposited with 
operators of securities settlement systems that 
ensure the full protection of those financial 
instruments. Alternatively, other highly 
secure arrangements with authorised financial 
institutions may be used.

Cash is one of the most attractive assets to 
hold as collateral as it is liquid and easy to apply. 
It also involves fewer legal issues for satisfying 
the “control” or “possession” test under the 

FCARs. The test is only applicable if the FCARs 
apply. They will not apply, for example, where 
a financial collateral arrangement over cash is 
governed by the law of another jurisdiction, such 
as a security interest over a deposit with a bank in 
the US where the parties have chosen New York 
law as the governing law. Conversely, the FCARs 
will apply even if the collateral is held outside the 
UK where the financial collateral arrangement is 
governed by English law.

Taking security over financial instruments 
can involve additional issues, since they may 
be held by an intermediary and will commonly 
have ancillary rights, such as dividend and 
voting rights. The great majority of corporate 
and government securities traded on UK 
and Irish regulated markets, as well as UK 
money market instruments, are held in 
uncertificated form in the CREST system. 
CREST is primarily a direct holding system. It 
is not interposed as an intermediary between 
the issuer of securities and the investor. 

Most non-UK traded bonds, equities and 
investment funds are held through indirect 
holding systems such as the two International 
Central Securities Depositories operated by 
Euroclear Bank S.A./N.V. in Belgium and 
Clearstream Banking S.A. in Luxembourg. 
Here, in contrast to CREST, one or more 
intermediaries stand between the issuer and 
the investor.7 Securities held in an account with 
an intermediary are classified as “book entry 
securities” for the purposes of the FCARs.

FINANCIAL COLLATERAL HELD  
WITH A THIRD PARTY CUSTODIAN
One uncertainty is whether financial 
collateral is protected by the FCARs where 
it is held in an account with a third party 
custodian in the name of the collateral-
provider and the account is charged to the 
collateral-taker. In order to be a “security 
financial collateral arrangement”, the 
financial collateral must be delivered, 

Box 2: Security financial collateral arrangements

Advantages Limitations

�� Where collateral is provided in the 

form of a charge over financial 

instruments, the collateral-

provider generally has a continuing 

proprietary interest in the charged 

instruments (an “equity of 

redemption”), capable of surviving 

the insolvency of the collateral-taker 

(unless the collateral-taker has been 

granted an express right of use 

under a “security financial collateral 

arrangement” and has exercised 

that right).

�� Where collateral is provided in the form 

of cash collateral, the collateral-taker 

will be able to use the cash unless 

it is required to be held in a client 

account with a third party authorised 

financial institution. The collateral-

provider will normally cease to have a 

proprietary interest in the cash deposit 

on payment to the collateral-taker 

and will acquire an unsecured right (a 

chose in action) for the return of an 

equivalent amount. 

�� Not possible for the collateral-taker 

to use the charged instruments to 

create a charge or sale and repurchase 

agreement (“repo”) in favour of a third 

party unless the collateral-taker has 

been granted an express right of use 

under a  “security financial collateral 

arrangement” in which case the 

member may incur a 2% regulatory 

capital charge.

�� It will involve a collateral-provider 

creating and, where it is a UK company 

which cannot rely on the exemption 

under reg 4(4) of the FCARs,4  

registering a charge over the assets 

provided as collateral.

�� In order to be a “security financial 

collateral arrangement” and be eligible 

for the protections available under the 

FCARs, the financial collateral must be 

under the ‘control’ or in the “possession” 

of the collateral-taker.

�� The collateral-provider may have agreed, 

under a negative pledge, not to create 

security on the financial collateral.
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transferred, held, registered or otherwise 
designated so as to be in the “possession” or 
under the “control” of the collateral-taker or 
a person acting on its behalf. “Possession” 
is partially defined but the definition 
contemplates that the account is held in 
the name of the collateral-taker or a person 
acting on its behalf.8 “Control” is not defined 
at all. The Financial Collateral Directive 
(FCD), which the FCARs implement into 
English law, simply indicates that a financial 
collateral arrangement must “provide for 
some form of dispossession”.9 The FCD and 
FCARs do state, though, that any right of 
the collateral-provider to substitute financial 
collateral of the same or greater value, or 
to withdraw excess financial collateral, 
or to collect the proceeds of credit claims 
until further notice (referred to in this 
article as “excepted rights”), will not of itself 
prevent the financial collateral being in 
the possession or under the control of the 
collateral-taker. 

In addition to these excepted rights, 
the collateral-provider may often be given 
(pre-enforcement) rights to the income that 
accrues on the collateral, to exercise voting 
rights and to determine the value of the 
collateral. However, the collateral-provider 
is not otherwise entitled to withdraw the 
collateral. The custodian typically gives 
undertakings not to permit withdrawals and 
to act on the collateral-taker’s instructions 
once notified that the security has become 
enforceable.

This type of arrangement raises a number 
of questions concerning control, including:
�� does it matter if the security interest 

does not extend to income or if the 
collateral-provider can withdraw income 
before the security is enforced?
�� does it matter if the collateral-provider 

is entitled to exercise any voting rights 
attached to the financial collateral 
before the security is enforced?

�� is it of concern if the collateral-provider 
is responsible for determining the value 
of the financial collateral or the amount 
of the secured obligations?

There are at least two potential problems 
for a collateral-taker in agreeing to give 
the collateral-provider the power to direct 
the exercise of the rights attached to the 
financial collateral before the security 
is enforced. First, there is a risk that the 
security interest might be recharacterised as 
floating security. Second, there is a risk that 
the arrangement might not be classified as 
a “security financial collateral arrangement” 
(for the purposes of the FCARs) because 
the financial collateral cannot be said to be 
in the “possession” or under the “control” 
of the collateral-taker. An analysis of these 
questions is provided in chapters 8 and 9 of 
our book.10 

Case law11 indicates that it is possible to 
create an effective fixed charge over shares 

or other securities even if the collateral-
provider has the right before enforcement of 
the charge to receive the income from them, 
provided that the shares or other securities 
themselves are not circulating assets and 
the collateral-provider has no other right 
to deal with those securities. This is also 
the case where the collateral-provider can 
direct the collateral-taker as to how the 
voting rights should be exercised, provided 
that the collateral-taker may exercise 
those rights instead where the collateral-
taker considers it necessary to do so for 
the purpose of preserving the value of the 
security, or of realising it.12 The company’s 
rights until default to receive distributions 
and exercise voting rights are regarded as 
no more than a “power of consumption” to 
enjoy the “fruits” of the asset. In National 
Westminster Bank plc v Spectrum (Spectrum), 
the House of Lords developed a similar test, 
which might be described as the “essential 

value principle”, holding that the essential 
value of book debts lay in their proceeds, 
and that, in order to establish effective fixed 
security, it was necessary to establish that 
the collateral-taker was entitled to exercise 
control over the proceeds of the book debts 
as well as the book debts themselves.13 

It is difficult to see why the right of the 
collateral-provider before default to receive 
the income from securities or to direct 
the voting rights in relation to securities 
(except where the collateral-taker considers 
it necessary to preserve the value of security 
or to enforce it) should mean that the 
collateral-taker did not retain the “essential 
value” of the asset. 

Based upon the very limited case law 
available,14 the courts appear to some extent 
to have conflated the twin concepts of 
“possession” and “control” for the purpose 
of the FCARs by applying a single test, 
that is, has the collateral-provider been 
“dispossessed” of the financial collateral in 
the sense used in the Financial Collateral 
Directive?15 In order for the collateral-
provider to be “dispossessed”, the collateral-
taker must have legal control of the 
collateral. The test for legal control  
which has been adopted by the English 
courts for the collateral-taker to have 
“possession” or “control” appears to be 
heavily influenced by English jurisprudence 
on the degree of control which must be given  
to a collateral-taker if security is to be 
regarded as fixed, rather than floating,  
in nature.16

Given that the courts appear to be 
applying a test of control which is similar 
to that applied when determining whether 
the security is fixed or floating, it seems 
logical for the courts to be guided by the 
“essential value” principle when applying 
the “possession” or “control” test in relation 
to financial collateral for the purpose of the 
FCARs, save where the collateral-provider 
is entitled to exercise an excepted right. 
This suggests that, where the collateral-
provider is given the right, until the charge 
is enforced, to direct the exercise of the 
voting rights attached to the shares or 
other securities (except where considered 
necessary for the purpose of preserving the 

... the courts appear to some extent to have conflated 
the twin concepts of “possession” and “control” for 
the purpose of the FCARs by applying a single test ... 
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value of the security, or of realising it) or to 
collect and use distributions of income (but 
not capital) under the securities, the grant 
of these rights should not, of themselves, 
prevent the financial collateral being in 
the “possession” or under the “control” 
of the collateral-taker. In contrast, if the 
collateral-provider is given the unrestricted 
right, until the security is enforced, to 
receive distributions of capital, it is likely 
that the charge would be characterised as 
mere floating security, and the collateral-
taker would not have “possession” or 
“control”, since the “essential value” test 
would not be satisfied. 

Where the collateral-provider is 
permitted the right to value the collateral 
by reference to an agreed pricing source or 
to determine the amount of the secured 
obligations, this should not, of itself, 
mean that the collateral-provider has 
been insufficiently “dispossessed” so as 
to prevent the collateral-taker having 
“control”. The same should be true if 
the collateral-provider, rather than the 
collateral-taker, is given the contractual 
right to determine by reference to an agreed 
pricing source whether there is “excess 
collateral” and, if so, in what amount.17 A 
court will be willing to intervene to ensure 
that the power given to the collateral-taker 
is not abused.18 

FLOATING CHARGES OVER 
SECURITIES
Where a floating charge has been taken 
over securities and the “possession” or 
“control” test is not satisfied, then the 
charge will be unprotected by the FCARs, 
with the result that the limitations outlined 
in Box 3 will apply.

If, however, a charge qualifies as 
“collateral security” under the Financial 
Markets and Insolvency (Settlement 
Finality) Regulations 1999 (SFRs), it will 
benefit from the protections in Part III 
of the SFRs. These disapply provisions of 
UK insolvency law to “collateral security” 
created in connection with participation in 
a system designated under the SFRs such as 
LCH.Clearnet, Euroclear UK and Ireland 
Ltd, LME Clear Europe and other specified 

CCPs.19 In particular, reg 14(5) and (6) of 
the SFRs will disapply, to the extent stated, 
the first four limitations in Box 3, and 
reg 16(3) will disapply the fifth limitation 
in relation to the provision of “collateral 
security”. “Collateral security” is fairly 
widely defined to mean realisable assets 
provided under a charge or a repurchase or 
similar agreement or otherwise (including 
credit claims and money provided under a 
charge) for the purpose of securing rights 
and obligations potentially arising in 
connection with a system, or to a central 
bank for the purpose of securing rights 
and obligations in connection with its 
operations in carrying out its functions as a 
central bank.

CONCLUSION
Where a charge is taken over financial 
instruments and over the account of the 
intermediary to which they are credited, 
the “control” test may be capable of being 
satisfied even if the account is held in the 

collateral-provider’s name, provided that the 
collateral-provider is not permitted to deal 
with the financial instruments (save by way 
of an excepted right). Where the collateral-
provider has additional rights, these cannot 
be disregarded in the same way as excepted 
rights. Although the law is not free of 
doubt, it is suggested that the appropriate 
test is to consider whether the grant  
of those rights affects the “essential value” 
of the security. The more restricted these 
rights, the less likely that they could affect 
the “essential value”. If the “essential value” 
is not affected, then the grant of those  
rights should not of itself prevent the 
collateral-taker having “possession”  
or “control” for the purposes of the  
FCARs. n

1 EMIR is supplemented by a number of 

EU delegated technical regulations, which 

establish more detailed technical standards 

relating to the primary requirements set out 

in EMIR.

Box 3: General limitations on floating charges not protected by the FCARs

�� Preferential creditors of the collateral-provider would rank ahead of the collateral-

taker. Preferential claims consist of contributions to occupational pension 

schemes, remuneration of employees for a specified period, levies on coal and 

steel production and, where the debtor is a member of the UK deposit guarantee 

scheme, eligible claims of depositors against that member (or debts owed by it to 

the scheme manager).

�� If an administrator, liquidator, provisional liquidator or floating charge receiver 

were to be appointed in relation to a company, a prescribed part (calculated at 

the rate of 50% of the first £10,000 and 20% thereafter up to a maximum fund 

of £600,000) of net realisations otherwise available to the holder of a floating 

charge created on or after 15 September 2003 would have to be ring-fenced for the 

benefit of creditors generally.

�� An administrator would, if appointed, be free to deal with floating charge assets 

in his custody or control without reference to the collateral-taker or the court 

and to pay his remuneration and expenses out of the proceeds of such assets, 

including a liability arising out of a contract entered into by him. The amount of an 

administrator’s remuneration, expenses and liabilities can often be greater than 

the amount of preferential claims.

�� The expenses of the winding-up of a company commencing on or after 6 April 

2008 are payable out of floating charge assets, in priority to the claims of the 

floating charge holder, to the extent that the company’s assets available for 

payment of general creditors are insufficient to meet them.

�� A floating charge may be invalidated under s 245, the Insolvency Act 1986, in 

certain circumstances where created within 12 months of the onset of insolvency 

(or two years if the collateral-taker is “connected” with the company). 
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2 EMIR, Art 11(3). This applies to financial 

counterparties and also to non-financial 

counterparties above a specified clearing 

limit.

3 EMIR, Art 46(3)(a).

4 It is uncertain whether a collateral-provider 

may safely rely on this exemption from 

registration where neither the collateral-

provider nor the collateral-taker falls  

within the categories stated in Art 1(2)

(a)–(d) of the Financial Collateral Directive 

2002/47/EC (such as specified public sector 

bodies, central banks, financial institutions 

subject to prudential supervision, CCPs, 

settlement agents and clearing houses) in 

view of the dicta of Lord Mance in The USA 

v Nolan [2015] UKSC 63, paras 67–69. 

However, if a further challenge were made 

to the validity of the FCARs on the ground 

that they were ultra vires, it is hoped that 

HM Treasury would exercise its powers 

under s 255 of the Banking Act 2009  

to make regulations retrospectively 

validating them.

5 Regulation (EU) No 575/2013 of  

26 June 2013, Art 306(1) and (2). Different 

rules apply to exposures to non-qualifying  

CCPs and also to exposures where the 

institution is acting as an intermediary 

between a client and the CCP and is not 

liable to reimburse the client for loss if the 

CCP defaults.

6 EMIR, Art 39(8).

7 Whether securities are held in a direct  

or indirect holding system will have 

important consequences for the nature 

of the rights and interests over which a 

financial collateral arrangement may be 

taken, as explained in chapters 16 and 19 of 

our book.

8 “Possession” of financial collateral in the 

form of cash or financial instruments is 

defined to include the case where financial 

collateral has been credited to an account 

in the name of the collateral-taker or a 

person acting on his behalf (whether or not 

the collateral-taker, or person acting on his 

behalf, has credited the financial collateral 

to an account in the name of the collateral-

provider on his, or that person’s, books), 

provided that any rights the collateral-

provider may have in relation to that 

financial collateral are limited to the right to 

substitute financial collateral of the same or 

greater value or to withdraw excess financial 

collateral. 

9 Directive 2002/47/EC, recital (10).

10 See also the Financial Markets Law 

Committee’s paper, ‘Collateral Directive: 

Analysis of uncertainty regarding the 

meaning of ‘’possession’ and “control” 

and “excess financial collateral” under the 

Financial Collateral Arrangements (No 2) 

Regulations 2003’, December 2012. 

11 In Arthur D Little Ltd (In Administration) 
v Ableco Finance LLC (Little) [2002] 2 

BCLC 799, Mr Roger Kaye QC sitting 

as a deputy judge in the High Court held 

that a charge created by a company on the 

shares in its subsidiary and on dividends 

and distributions (including capital 

distributions) in relation to those shares was 

fixed and not floating security, even though 

the company was given the right to receive 

the distributions until default. As a result, it 

was accepted by the parties that the charge 

was not void for non-registration.

12 In Little, the company was expressly 

permitted until default to exercise all voting 

and other rights and powers attaching to 

the shares provided that it first notified the 

collateral-taker and provided that it did not 

exercise such rights and powers in a manner 

prejudicial to the collateral-taker. This 

did not prevent the judge construing the 

security as fixed in nature. This is because he 

regarded the company’s rights until default 

to receive distributions and exercise voting 

rights as no more than a “power of 

consumption” to enjoy the “fruits” of 

the asset.

13 Spectrum, [2005] UKHL 41, per Lord Scott, 

para 110.

14 Gray v G-T-P Group Ltd, Re F2G Realisations 
Ltd (In Liquidation) [2010] EWHC 1772 

(Ch); The Lehman Extended Liens case 

[2012] EWHC 2997 (Ch).

15 Directive 2002/47/EC of 6 June 2002 on 

financial collateral arrangements: see ft 8 

above.

16 However, the “excepted rights” are 

disregarded for the purpose of determining 

whether there is “possession” or “control” 

for the purpose of the FCARs, but they 

are taken into account (and may be highly 

relevant) for the purpose of determining 

whether security is fixed, or f loating, in 

nature.

17 It is conceivable that the courts might 

take a different view if the collateral-

provider were given a complete discretion 

to determine what in its opinion was the 

current value (rather than being required to 

determine value by reference to an agreed 

pricing source). 

18 Abu Dhabi National Tanker Co v Product 
Star Shipping Limited (No 2) [1993] 1 

Lloyd’s Rep 397, per Leggatt LJ, p 404, 

cited by Rix LJ in Socimer International 
Bank Limited (in liquidation) v Standard 
Bank London Ltd [2008] EWCA Civ 116, 

para 61.

19 The SFRs do not apply automatically to 

all CCPs but only to those specifically 

designated. The Bank of England’s website 

currently lists the following as designated 

systems: Bacs (operated by Bacs Payment 

Schemes Limited); CHAPS (operated 

by CHAPS Clearing Company); Cheque 

Clearing System and Credit Clearing 

System (operated by the Cheque and Credit 

Clearing Company); CME Clearing Europe 

system; Continuous Linked Settlement 

(operated by CLS Bank International); 

Euroclear UK and Ireland; Faster Payments 

Service (operated by the Faster Payments 

Scheme Ltd); ICE Clear Europe; LCH.

Clearnet Limited; LME Clear Limited; 

SIX x-clear. This list is available at the 

link: http://www.bankofengland.co.uk/

financialstability/Pages/fmis/supervised_

sys/systems.aspx
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