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Introduction and Background 

Article 207(2) of the EU Capital Requirements 

Regulation (CRR1) prohibits the recognition of financial 

collateral (a form of funded credit risk mitigation 

(CRM)) where the credit quality of an obligor and the 

value of the collateral provided in respect of the 

exposure to that obligor are materially positively 

correlated. The PRA (on 10 January) issued a CP (linked 

here2) proposing new guidance in interpreting this 

provision. 

The proposed guidance relates to the PRA’s 

expectations re: (i) matters to be considered, in general, 

when assessing whether a material positive correlation 

exists for purposes of Article 207(2) (the Proposed 

General Guidance re Material Positive Correlation); 

and (ii) specific requirements when assessing whether a 

material positive correlation exists for purposes of 

Article 207(2) in the context of limited recourse 

exposures, including exposures to special purpose 

entities (SPEs) (the Proposed Guidance re Collateral 

Diversity in Limited Recourse Lending). The 

proposed guidance is significant.  

                                                      
1  Regulation EU 575/2013. 
2  https://www.bankofengland.co.uk/prudential-

regulation/publication/2019/credit-risk-mitigation-eligibility-of-
financial-
collateral?utm_source=Bank+of+England+updates&utm_campaign
=4ed71b0b1b-
EMAIL_CAMPAIGN_2019_01_10_10_02&utm_medium=email&
utm_term=0_556dbefcdc-4ed71b0b1b-113419777. 

The Proposed Guidance re Limited Recourse Lending in 

particular has immediate commercial implications for 

institutions engaged in margin lending, but will also 

require consideration by institutions that recognise 

financial collateral in respect of other forms of limited 

recourse exposures, including exposures to SPEs. 

The CP is relevant to UK banks, building societies and 

PRA-designated UK investment firms that are subject to 

the CRR and recognise financial collateral3. It will also 

be relevant to providers of financial collateral to those 

entities, wherever located and whether or not subject to 

the CRR themselves. 

The proposals are relevant both to the recognition of 

financial collateral under the financial collateral CRM 

requirements themselves4 and to other parts of the CRR, 

and other legislation, that cross-refer to relevant aspects 

of the financial collateral CRM requirements, such as 

recognition of collateral under the Advanced Internal 

Ratings Based (AIRB) approach5 and counterparty 

credit risk and large exposures frameworks.

                                                      
3  Given the similarity, in general, of PRA and FCA guidance where it 

relates to the same legislation, the CP may also be of interest to 
FCA-authorised CRD IV firms and BIPRU firms that recognise 
financial collateral and providers of financial collateral to those 
entities. 

4  ie Title II, Part III, Chapter 4 CRR. 
5  In Title II, Part III, Chapter 3 CRR. 

https://www.bankofengland.co.uk/prudential-regulation/publication/2019/credit-risk-mitigation-eligibility-of-financial-collateral?utm_source=Bank+of+England+updates&utm_campaign=4ed71b0b1b-EMAIL_CAMPAIGN_2019_01_10_10_02&utm_medium=email&utm_term=0_556dbefcdc-4ed71b0b1b-113419777
https://www.bankofengland.co.uk/prudential-regulation/publication/2019/credit-risk-mitigation-eligibility-of-financial-collateral?utm_source=Bank+of+England+updates&utm_campaign=4ed71b0b1b-EMAIL_CAMPAIGN_2019_01_10_10_02&utm_medium=email&utm_term=0_556dbefcdc-4ed71b0b1b-113419777
https://www.bankofengland.co.uk/prudential-regulation/publication/2019/credit-risk-mitigation-eligibility-of-financial-collateral?utm_source=Bank+of+England+updates&utm_campaign=4ed71b0b1b-EMAIL_CAMPAIGN_2019_01_10_10_02&utm_medium=email&utm_term=0_556dbefcdc-4ed71b0b1b-113419777
https://www.bankofengland.co.uk/prudential-regulation/publication/2019/credit-risk-mitigation-eligibility-of-financial-collateral?utm_source=Bank+of+England+updates&utm_campaign=4ed71b0b1b-EMAIL_CAMPAIGN_2019_01_10_10_02&utm_medium=email&utm_term=0_556dbefcdc-4ed71b0b1b-113419777
https://www.bankofengland.co.uk/prudential-regulation/publication/2019/credit-risk-mitigation-eligibility-of-financial-collateral?utm_source=Bank+of+England+updates&utm_campaign=4ed71b0b1b-EMAIL_CAMPAIGN_2019_01_10_10_02&utm_medium=email&utm_term=0_556dbefcdc-4ed71b0b1b-113419777
https://www.bankofengland.co.uk/prudential-regulation/publication/2019/credit-risk-mitigation-eligibility-of-financial-collateral?utm_source=Bank+of+England+updates&utm_campaign=4ed71b0b1b-EMAIL_CAMPAIGN_2019_01_10_10_02&utm_medium=email&utm_term=0_556dbefcdc-4ed71b0b1b-113419777
https://www.bankofengland.co.uk/prudential-regulation/publication/2019/credit-risk-mitigation-eligibility-of-financial-collateral?utm_source=Bank+of+England+updates&utm_campaign=4ed71b0b1b-EMAIL_CAMPAIGN_2019_01_10_10_02&utm_medium=email&utm_term=0_556dbefcdc-4ed71b0b1b-113419777
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Consultation Paper Proposals 

Proposed General Guidance re Material Positive Correlation 

Article 207(2) of the CRR requires, in relation to 

financial collateral, that: “[t]he credit quality of the obligor and 

the value of the collateral shall not have a material positive 

correlation. The Article expands on this requirement to 

provide that: “[w]here the value of the collateral is reduced 

significantly this shall not alone [our underlining] imply a 

significant deterioration of the credit quality of the obligor” and 

that “[w]here the credit quality of the obligor becomes critical, this 

shall not alone [our underlining] imply a significant reduction in 

the value of the collateral.…” 

Article 207(2) CRR goes on to require that (save for 

collateral in the form of the obligor’s own issues of 

covered bonds falling within Article 129 CRR) collateral 

must not be issued by an obligor or its “related group 

entities”. An EBA Q&A exists which clarifies the 

circumstances in which an SSPE that belongs to the 

same group as an obligor is regarded as a “related group 

entity”, however, no further guidance is provided re the 

matters to be considered when assessing whether a 

material positive correlation exists. 

It seems likely that some institutions currently take the 

view that only specific/legal relationship-based 

correlations (such as collateral being provided in the 

form of asset backed notes for which the obligor is the 

issuer or credit support provider) and not general 

correlations flowing from eg sectoral or geographic 

overlap (such as a loan to a UK mortgage lender being 

collateralised by UK mortgage-backed notes originated 

and issued by a third party) are intended to be covered6. 

By contrast, the PRA proposals identify a very broad 

and non-exclusive list of characteristics of the obligor, 

transaction, and collateral to be considered when 

assessing whether a material positive correlation exists 

for purposes of Article 207(2) CRR. The PRA indicates 

that the “relevant characteristics will vary depending on the 

transaction but might include legal connectedness, business model 

dependencies, correlations that might arise where the obligor and the 

collateral issuer share the same country, and any other relevant 

characteristics [of the obligor, the transaction and the collateral]” 

and states that “absence of a legal connection between the issuer of 

the collateral and the obligor does not preclude the possibility of 

                                                      
6  ie, reading the references in Article 207(2) CRR to falls in collateral 

value not “alone” implying deterioration in obligor credit quality, and 
to critical obligor credit quality not “alone” implying a reduction in 
collateral value, as requiring specific/legal relationship-based 
correlations and excluding general correlations. 

material positive correlation”. The PRA requires that “in each 

case the firm should consider whether the relevant characteristics 

might give rise to a material positive correlation between obligor 

creditworthiness and collateral value such that the collateral might 

not provide effective mitigation at the point of obligor default”. 

As indicated above, the PRA’s proposals represent UK 

specific gold plating to the current EU requirements and 

will, if implemented, necessitate a change of practice for 

some institutions. It is, however, worth noting (although 

they will not be implemented in the EU before 2022 at 

the earliest) that certain changes to the Basel provisions 

that form the basis for Article 207(2) CRR were made in 

the December 2017 Basel III reforms (colloquially the 

‘Basel IV’)7. The relevant Basel reforms indicate (in 

effect) that the credit quality of an obligor should not 

have a material positive correlation with residual risks of 

the CRM used to mitigate the exposure, which would 

include the liquidity and market risks of financial 

collateral8, In this context, it seems likely that the PRA’s 

broader interpretation of the scope of material positive 

correlation is in line with the direction of international 

regulatory travel in relation to this requirement. 

If the PRA proceeds with its proposal in relation to the 

list of characteristics to be considered when assessing 

material positive correlation, it would be helpful to have 

clarification that it requires such characteristics to be 

assessed only in accordance with the test set out in the 

CP (ie a firm should “consider whether the relevant 

characteristics might give rise to a material positive correlation 

between obligor creditworthiness and collateral value such that the 

                                                      
7  The ‘Basel IV’ reforms are not reflected in the CRRII/CRD V 

package. 
8  See paragraphs 122 and 123, Standardised Approach, Basel III 

Finalising Post Crisis Reforms. Para 123: “In order for CRM techniques 
to provide protection, the credit quality of the counterparty must not have a 
material positive correlation with the employed CRM technique or with the 
resulting residual risks (as defined in paragraph 122). For example, securities 
issued by the counterparty (or by any counterparty-related entity) provide little 
protection as collateral and are thus ineligible.” Para 122: “While the use of 
CRM techniques reduces or transfers credit risk, it may simultaneously increase 
other risks (ie residual risks). Residual risks include legal, operational, liquidity 
and market risks. Therefore, banks must employ robust procedures and processes 
to control these risks, including strategy; consideration of the underlying credit; 
valuation; policies and procedures; systems; control of roll-off risks; and 
management of concentration risk arising from the bank’s use of CRM 
techniques and its interaction with the bank’s overall credit risk profile. Where 
these risks are not adequately controlled, supervisors may impose additional 
capital charges or take other supervisory actions as outlined in Pillar 2.” 
The only example of material positive correlation provided at Basel 
level (under both the existing and ‘Basel IV’ provisions) relates to 
relationships between the counterparty and the collateral issue. 
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collateral might not provide effective mitigation at the point of 

obligor default”). It is important that institutions are not 

required to introduce broader – eg sectoral and 

geographic – considerations into the test in Article 

207(2) to the effect that “[w]here the value of the collateral is 

reduced significantly this shall not alone imply a significant 

deterioration of the credit quality of the obligor”, as to do so 

would create perverse results. For example, a significant 

decline in value of UK government bonds would be 

positively correlated with a decline in credit quality of 

most large UK banks. However, the PRA would 

presumably not intend to make UK gilts ineligible 

collateral in respect of exposures to UK banks. The use 

of the word “alone” in Article 207(2) CRR can be read as 

requiring a specific connection between the obligor and 

collateral and excluding general correlations such as 

those envisaged in the CP. 

Proposed Guidance re Collateral Diversity in Limited Recourse Lending 

The proposed PRA guidance would prevent recognition 

of any financial collateral asset the value of which is 

materially positively correlated with the total value of the 

assets to which the lender has recourse in a transaction. 

This requirement is relevant both to exposures that are 

expressly limited recourse and exposures to SPEs that 

are – effectively – limited recourse in light of the SPE 

borrower’s limited asset base. The proposed requirement 

is significant, effectively requiring collateral diversity in 

limited recourse exposure arrangements. The PRA notes 

that “in the context of transactions where the lender has no or 

limited recourse to other assets beyond the financial collateral assets, 

a fall in the value of the financial collateral assets may itself 

sometimes trigger the default of the obligor.” It seems likely that 

the PRA’s concern relates to the perceived greater 

riskiness of margin lending where this is non-recourse 

and undiversified. The PRA may have in mind recent, 

well-publicised losses sustained by institutions in this 

respect. The proposal, which appears to identify material 

positive correlation based on the composition of the 

assets to which the lender has recourse alone, applies on 

a blanket basis with no carve-out for situations in which 

the value of the financial collateral provided is small 

relative to the borrower’s balance sheet/net assets and 

hence unlikely to trigger borrower default even where its 

value falls. 

The proposed guidance is significant in relation to 

margin lending arrangements and may result in disposals, 

by PRA-regulated institutions, of exposures that are 

collateralised by a single, or limited number of, stocks, 

given that these will no longer be recognised as funded 

CRM. 

Synthetic securitisations are often funded and the 

originator’s recourse in respect of the guarantee/credit 

derivative constituting the securitisation limited to the 

tranche issue proceeds (where the credit protection is 

provided directly to the originator by investor(s)), or the 

assets of the SPE (where the investment is routed via an 

SPE). However, the new Proposed Guidance re 

Collateral Diversity in Limited Recourse Lending (while 

it will need to be considered) appears less likely to 

present a practical issue for synthetic securitisations than 

in the context of margin lending. This is because, in the 

context of a funded synthetic securitisation, the PRA 

indicates that it regards the originator as having recourse 

not only to the collateral that supports the 

guarantee/credit derivative, but also the securitised 

assets themselves. The PRA indicates (in effect) that it is 

happy for the collateral diversity requirement to be 

tested against the aggregate pool of the securitised 

exposures and financial collateral provided in respect of 

the guarantee/credit derivative – ie the proposal requires 

the financial collateral provided by investors (the value 

of which will be small relative to the value of the 

securitised assets and which is normally invested in high-

quality liquid assets where not passed through to the 

lender/originator in cash) not to be materially positively 

correlated with the aggregate value of the securitised 

assets and the collateral. Query whether the PRA expects 

the diversity requirement to be re-tested on a dynamic 

basis as securitised assets are written off. Hopefully not, 

as that could lead to loss of financial collateral 

recognition, and hence significant risk transfer treatment 

being lost, in at a certain level of asset defaults – ie pro- 

cyclical risk weighted asset instability. 

Presumably the analysis outlined above in relation to 

synthetic securitisations would apply equally to any 

collateralised guarantee or credit derivative – ie the fact 

that the financial collateral that supports the 

guarantee/credit derivative is not diversified does not 

make the underlying asset obligors (ie the obligors of the 

guaranteed/reference obligation) more likely to default, 

so it is permissible9 to aggregate the underlying 

exposure(s) with the financial collateral provided by the 

                                                      
9  (Although, at the point that the guarantee/credit derivative is called, 

the underlying assets will necessarily have defaulted). 
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guarantor/credit derivative counterparty in testing the 

collateral diversity requirement. This is not explicit in the 

CP proposals, but clarification by the PRA would be 

welcome, as it is potentially relevant to other transaction 

types, such as re-packagings. 

In addition to the recognition of financial collateral 

under the CRM provisions themselves (ie Title II, Part 

III, Chapter 4 CRR), the PRA clarifies that it expects 

collateral that contravenes the Proposed Guidance re 

Collateral Diversity in Limited Recourse Lending not to 

be recognised under internal approaches such as the 

Advanced Internal Ratings Based approach (ie under the 

lighter touch credit risk mitigation regime for institutions 

with permission to model loss given default under Title 

II, Part III, Chapter 3 CRR) and the Internal Model 

Method (one of the approaches to calculating 

counterparty credit risk).

Next Steps 

The consultation closes on Wednesday 10 April 2019. The PRA invites feedback on the proposals (to be sent 

to CP1_19@bankofengland.co.uk). Given the absence of grandfathering, clients will need to consider the impact 

of the proposed guidance with regard to their existing financial collateral arrangements, as well as in relation to future 

protection. We encourage interested clients to contact us with any questions. 
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