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Use of collateral

Legal provisions regulating the use of collateral by
secured creditors can be found in the Securities Act
and the Civil Code, as amended by the 23 June 2005
Amendment.3 At the European level, this issue is ad-
dressed by the Financial Collateral Directive.

The method and the extent of collateral use

The method. Subject to conditions laid down by law,
the 23 June 2005 Amendment entitles the pledgee to
"handle" collateral, which is a term similar to that used
in the German translation of the Financial Collateral Di-
rective. The English version and the French translation
of the directive use the term "to use and dispose of"
collateral.4 Without going into a deeper analysis of
these terms used in the directive, it is obvious that the
meaning is supposed to cover the use of collateral, inc-
luding its sale, as well as a further pledge of collateral
or, where appropriate, any other agreed "use".5

The use of collateral must be consistent with the
pledge agreement regarding the asset in question. It is
recommended that the agreement explicitly set out the

method of collateral use. Under applicable law, the
pledgee disposes of collateral on behalf of the collate-
ral provider and for its own account, since the collate-
ral taker is not the owner.6

The sanction of invalidity of disposal of collateral at
variance with the agreement needs to be examined in-
dividually for securities and receivables on account.
Although in both cases, the asset concerned is dispo-
sed of by an unauthorised non-owner, the assignees of
the asset enjoy different kinds of protection. For the
buyer becomes the owner of the security, even if the
seller had no right to transfer it, unless at the time of
the transaction the buyer knew or must have known
that the seller was not entitled to sell the security.7 If
the security is pledged, the above rule no longer app-
lies to the use of the collateral by pledge,8 nor does it
if a receivable on account is used by assignment or
pledge.9 In that case, unauthorised use results in the
invalidity of the legal action concerned.

The extent. The parties should not overlook the fact
that collateral value may, from the very beginning or at
some point during the life of pledge, exceed the value
of the claim secured. Subject to conditions laid down
by law, the Slovak collateral legislation does not restrict
the collateral taker's right to use collateral in its entire
value, even if it were several-fold the value of the se-
cured claim. In case the debtor wants to deny his cre-
ditor this economic benefit, this right should be restric-
ted accordingly upfront in the agreement on use of
collateral.
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Termination of pledge over used collateral

Time specification. The moment when used colla-
teral is freed from the pledge right is critical. The
Amendment states clearly that the pledge has no effect
on the acquiror of the originally pledged collateral upon
its disposal by the collateral taker (creditor).10 This is
a perfectly pragmatic requirement. For was the pledge
to exist from the moment of collateral use until its sub-
stitution by equivalent collateral, the use of collateral
would be rendered virtually useless. The continuation
of the pledge on the original collateral during the peri-
od of its use would, among other things, complicate or
even prevent its further pledging.11

In this respect, it is common to refer to the obligation
imposed on member states by the Financial Collateral
Directive to ensure that securing a creditor by equiva-
lent collateral be not ruled invalid just because the ori-
ginal collateral was used.12 Some authors relate this
particular provision to the prohibition of invalidating
a pledge over equivalent collateral on the ground that
the use of the original collateral resulted in the cessa-
tion of the pledge and that there is no mechanism for
its renewal in respect of the equivalent collateral.13

This particular article of the directive is going to play
a critical role in preventing courts from declining tran-
sfers of pledge over equivalent collateral on the argu-
ment that such a pledge expired, for instance, as a re-
sult of an agreement that the collateral provider may
transfer the collateral pledge-free (since in case of use
the collateral taker acts on behalf of the collateral pro-
vider)14 or because the assignee of the security was
unaware of the pledge or acquired the security in an
anonymous transaction.15

Multiple pledges. Cases where a has an account
receivable is pledged to several pledgees with different
ranking call for special attention.16 The collateral taker
may transfer such a claim to a third party in return for
appropriate consideration which, however, is bound to
fall short of its face value. In such case, the pledges
held by other creditors generally do not expire, but
pass on with receivable on account. As a result of the

transfer, not subject to the consent of other collateral
takers (creditors), the collateral acquirer becomes the
pledgor, a fact that may not be acceptable to other col-
lateral takers. In this context, there are doubts as to
how courts would handle the conflict between the sub-
debtor being prohibited from paying his due liability to
a third party without the consent of other collateral ta-
kers17 and the right of any of the collateral takers to
use the collateral by means of a claim assignment.

Another situation to point out here is where the col-
lateral taker is granted the right to use a receivable on
account by its payment to an account with another
bank. The funds thus remitted are no longer subject to
any pledge, since this event generally does not consti-
tute a claim assignment. Again, the law does not requ-
ire the consent of other collateral takers, not even hig-
her-ranking ones. As a result, in case of an agreement
allowing the collateral taker to transfer back equivalent
collateral to a different account, they may end up with
no material collateral left.

To prevent this, the possible advice is to forbid the
pledgor contractually to pledge the same receivable on
account in favour of third parties, or at least to oblige
the debtor contractually not to grant such parties the
right to use collateral.

Title transfer collateral and repo transactions

As far as title transfer collateral goes, there is no cer-
tainty inside the Slovak legal community as to whether
a secured creditor may use the collateral.18 Given the
nature of the ownership right and the fact that such use
is allowed to qualified pledgees, there is no reason to
deny such disposal to a creditor secured by title tran-
sfer collateral. And in repo transactions this problem
should be out of the way completely.

When using title transfer collateral or securities deli-
vered in a repo transaction, the collateral taker dispo-
ses of the asset concerned in its own name and for its
own account.

Settlement after collateral use

If a secured creditor exercises his right to use collate-
ral before the due date of the claim secured, it is neces-
sary that he settle with the debtor on the due date of the
claim at the latest. In this article, we will look at three met-
hods of settlement: (i) return of equivalent collateral; (ii)
set-off of mutual claims or, where appropriate, close-out
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netting; and (iii) use of equivalent collateral for settle-
ment.

Return of equivalent collateral

Pledge. After using collateral, a collateral taker may
settle with the collateral provider, before or on the due
date of the claim secured, by furnishing equivalent col-
lateral on behalf of the collateral provider. Such collate-
ral must be provided on the due date of the claim secu-
red at the latest.19

Statutory equivalent collateral. Equivalent collate-
ral in case of a pledge over securities means a fungib-
le security.20 In case of receivable on account, equiva-
lent collateral is a receivable on account or a different
form of deposit with the same amount and currency
vis-à-vis the same debtor. Interestingly, under the cur-
rent law this need not be a receivable on the same
account, or even the same form of deposit, or having
the same maturity as the original collateral. Unlike the
Financial Collateral Directive, the Amendment requires
the receivable on account to be vis-à-vis the same
debtor.

The fact that, as regards receivables on accounts,
the directive stops short of specifying any details on
equivalent collateral indicates that the provision of
cash collateral, i.e. in respect of receivables on
account, takes the shape of a transfer of the relevant
amount in the given currency from one account to
another, rather than an assignment of receivables on
account.

Contractual equivalent collateral. Playing the role
of equivalent collateral may also be a different asset, if
the collateral taker and provider so agree.21 The Slo-
vak law grants the parties an even greater contractual
freedom than the Financial Collateral Directive, which
only does so in respect of financial instruments.22 This
approach is certainly welcome.

Substitution of original collateral. Equivalent col-
lateral replacing the original one is subject to the same
pledge. The law sets out no special requirements for
the substitution of original collateral. The Amendment
implies that this happens through the provision of equ-
ivalent collateral on behalf of the collateral provider and

for the account of the collateral taker. However, it is in
the interest of both parties that the provision of equiva-
lent collateral be beyond any doubt.That is why it is ad-
visable to notify the collateral provider in a provable
manner.

The question is whether such substitution is analogi-
cally subject to the provisions on the establishment of
pledge under the special implementation regime of the
Financial Collateral Directive, in particular as regards
securities.23 According to the Securities Act, it is suffi-
cient to "provide, on behalf of the collateral provider
and for own account, equivalent collateral to substitute
the original collateral". The Amendment says nothing
about collateral endorsement, delivery or registration
in the relevant owner account or other relevant regist-
ry. Although the law does authorise the collateral taker
to "order the registration of a transfer on behalf of the
collateral provider also in case of the delivery of equi-
valent collateral", this provision needs to be interpreted
as relating to the acquisition of an ownership right to
equivalent collateral by the collateral provider, rather
then to pledge registration. Thus, it is more likely that
the pledge is transferred to equivalent collateral ex lege
upon its provision. The method of recording such pled-
ge, however, has yet to be stipulated by law.

Ranking. The ranking of the pledge on equivalent
collateral is determined by the rank of the pledge over
the original collateral.This fact is critical, as in other as-
pects it had been generally possible for the collateral
taker even before, if agreed and on basis of appropria-
te powers of attorney, to use the collateral and to ter-
minate the original pledge. Nevertheless, when retur-
ning equivalent collateral, it was necessary to establish
and register a new pledge with a new ranking.

Multiple pledges. Let us go back to the example of
multiple pledges over a receivable on account used by
assignment. If, following the use of a receivable on
account subject to several pledges, the collateral taker
returns an equivalent receivable on account with the
same amount and currency and on the same debtor,
the original pledge over receivable on account does
renew, but only the pledge of the pledgee concerned.
Other pledges, subject to fulfilment of conditions laid
down by law, remain attached to the original collate-
ral.24 In this case, equivalent collateral is not really
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completely equivalent, since it may not be subject to
the other pledges. Therefore, under the current law, the
collateral taker will probably not be interested in assig-
ning a receivable on account which is subject to multi-
ple pledges, because it would most likely yield less
than what he would have to return in form of equivalent
collateral.

These conclusions do not apply to the use of a pled-
ged receivable on account by transfer to an account
with another bank, where other pledges remain atta-
ched to the original receivable on account.25 Depen-
ding on the nature of pledge agreements, the return of
funds to an account enhances material collateral for
other collateral takers. Apart from that, the pledge held
by the collateral taker concerned is renewed to the ex-
tent of equivalent collateral returned. These conclusi-
ons are not laid down directly by law and may, unfortu-
nately, only be inferred from the nature of the institute
of collateral use by a collateral taker and from the legal
term "to provide equivalent collateral". The introduction
of legal certainty into this particular issue would be cer-
tainly welcome.

Equivalent collateral. Even if a collateral taker uses
collateral for a purpose other than sale, he is still obli-
ged to return equivalent collateral. In other words, if he
pledges the original collateral in favour of a third party,
he must return equivalent collateral, not the original
one. In this context, however, we need to determine the
owner of the original collateral, if the collateral taker
provides the collateral provider with equivalent collate-
ral. Otherwise, the original collateral would remain the
property of the collateral provider. In such case, in res-
pect of receivables on account, the Amendment expli-
citly states that the collateral taker becomes the owner
of the original collateral by law.

Unfortunately, there is no similar provision in respect
of securities. This shortcoming is probably the result of
the rule that "pledged securities must not be the sub-
ject of a security pledge agreement".26 However, this
wording probably runs counter to the European law.
For if a collateral taker wants to use a pledged securi-
ty to pledge it on, he generally needs to enter into a se-
curity pledge agreement before the disposal by pledge
occurs and the original pledge expires.27

The future will show whether Slovak courts will
chose the interpretation that the special legal provisi-
ons concerning the right to use collateral overrides this
general ban. Not even such interpretation, however,
will resolve the question of the ownership title to the
original collateral.

Title transfer collateral. Equivalent collateral repla-
cing collateral received through a title transfer is also to
be returned to the collateral provider on the due date
of the obligation secured, assuming the collateral pro-
vider settled the obligation and the parties have not
agreed otherwise.

This argument is inferred from the Financial Collate-
ral Directive.28 Furthermore, the directive implies that
the use of collateral should also be possible in title
transfer collateral.The problem with the Slovak law, ho-
wever, is that title transfers act as a hybrid of pledge
and an outright title transfer. In bankruptcy procee-
dings, same from 1 January 2006 onward, they will still
be treated similarly as pledge. Title transfer collateral
will fall into (a separate) bankruptcy estate despite the
fact that it is not the bankrupt's property.29

If a secured creditor disposes of collateral, the ap-
plication of the Slovak bankruptcy law is unclear. Title
transfer collateral is not based on the institute of se-
curity interest, but on a transfer of title instead. That is
why the relevant provisions of the directive concerning
the renewal of security interest will not apply here. It
seems that the hybrid nature of title transfer collateral
under the Slovak law is incompatible with the Financi-
al Collateral Directive. It is because member states
are obliged to ensure that a full right of ownership is
acquired in title transfer collateral30, which is appa-
rently not the case in bankruptcy proceedings if the
property of a secured creditor is not off limits to debt
claims on the collateral providing debtor. The market
can effectively bypass this fault by concluding recog-
nized close-out netting agreements, but that does not
mean the Slovak law is in line with European legislati-
on in this respect.

Repo transactions. In repos, the situation regarding
the return of equivalent assets is clear. In a reverse
repo, a contractually agreed asset is transferred, as
well as fungible securities or an appropriate amount in
a given currency.
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Set-off

Set-off on the planned due date of the claim.
According to the directive, a collateral taker may, as an
alternative to transferring back equivalent collateral,
set off the value of his obligation to return equivalent
collateral against the relevant claim, if and to the extent
the terms of the collateral agreement so provides.31

The collateral taker has this right on the due date of
the claim secured. The Amendment positively allows
such set-off even later, i.e. not only on the due date. For
it may happen that both parties would be in delay wit-
hout taking action towards an offset on the due date.
On the other hand, were the Amendment to be inter-
preted literally, these mutual claims could also be set
off prior to the maturity of the claim secured.32 It is de-
sirable to rule out this possibility contractually, rather
than rely on the present wording of law.33

Netting before the planned due date of the claim.
According to the Financial Collateral Directive it is pos-
sible to proceed with a netting, in economic terms,34 on
the basis of a close-out netting agreement, not only for
pledge collateral, but also for collateral to be returned
under title transfer collateral arrangements.35 The close-
out netting agreement typically allows automatically, or
at either party's request, that designated mutual claims
be replaced by a single payment obligation on occurren-
ce of a certain event.36 The directive calls this an "en-
forcement event", i.e. a default on a contractual obligati-
on or any similar event as agreed between the parties.37

In financial market practice, similar events means bank-
ruptcy or winding-up proceedings, or corporate, tax or
other adverse changes, as well as cross default.38

Set-off in bankruptcy. Set-offs have been practical-
ly impossible after the commencement of bankruptcy
or certain other reorganisations measures. However,
the new Bankruptcy and Reorganisation Act now basi-
cally allows set-off and netting and, in addition, intro-
duces close-out netting. According to the Act, close-out
netting may also be applied in "transactions in collate-
ral rights", which is probably a rather inaccurate trans-
lation of the term collateralisation normally used in this
context. Neither a pledge nor a title transfer are formal-
ly a transaction in collateral rights, because they do not
involve the purchase or sale of collateral rights. It is
therefore necessary that the lawmakers find a more
accurate term.

The second problem with the law is that the possibi-
lity of close-out netting in respect of collateralisation
only covers the rights over financial instruments. There
is no definition of the term financial instrument in the
Bankruptcy and Reorganisation Act, but there is one in
the Securities Act.39 Although the term covers other in-
struments in addition to securities, it does not cover re-
ceivables on accounts.

If collateral were provided to secure claims resulting
from other transactions specified in the Bankruptcy
and Reorganisation Act, objections to the application
of a special regime to such close-out netting (despite
the problems mentioned above) could by declined on
the basis that such collateral was related to such other
transactions and affects the estimate of profits and los-
ses arising in connection with the closing-out or can-
cellation of such other transactions.

Against this background, repos once again seem to
be safer tool, because they are clearly covered in the
close-out netting legislation under the terms "transac-
tions involving a transfer and reverse transfer of se-
curities" in respect of securities and "transactions in
foreign exchange assets" in respect of currency
repos.

Set-off in receivership. Close-out netting between
qualified institutions also needs to be studied against
regulations other than the Bankruptcy and Reorgani-
sation Act. If certain institutions are placed under rece-
ivership, which the Bankruptcy and Reorganisation Act
considers special restructuring proceedings, creditors
are generally unable to set off their claims against such
institutions for a certain period of time.40

By way of exemption from the offset ban in recei-
vership, in certain cases the lawmakers attempted to
implement the possibility of set-off and netting in broa-
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der economic terms in accordance with special directi-
ves devoted to insolvency in such institutions.41

However, these lines of implementation are not quite
satisfactory from the perspective of the Financial Col-
lateral Directive, as: (i) all of them explicitly rule out the
possibility of close-out netting in respect of all relevant
collateral after the commencement of receivership;
and (ii) even if they do allow such close-out netting or
set-off in extraordinary cases, such cases do not
cover the entire scope of application of the Financial
Collateral Directive. Unfortunately, as long as the in-
consistency with the European law remains in this par-
ticular area, the financial market will find the use of
collateral unfit in many cases. For instead of close-out
netting, a more complicated procedure would have to
be followed: first return equivalent collateral to the col-
lateral provider/debtor placed under receivership and
only then exercise the pledge on collateral, if possible
at all.

Use of equivalent collateral for settlement

Pledge. Where a collateral provider and collateral
taker have so agreed, equivalent collateral may also be
used to settle the claim secured. In the light of the Fi-
nancial Collateral Directive, this means the collateral
taker is able to satisfy his secured claim by an obligati-
on to provide equivalent collateral. This method of sett-
lement between the collateral taker and provider after
the use of collateral can be considered if the collateral
provider is not the debtor. For in such case it is not
possible to set off the secured claim against a claim
corresponding to the collateral taker's obligation to re-
turn equivalent collateral, since these are not mutual
claims.

Although it is good to see that this method of settle-
ment did not go unnoticed in the implementation of the
Financial Collateral Directive, the current wording "to
use equivalent collateral for settlement" is not the most
fortunate, as it suggests the need to acquire ownership
of equivalent collateral to be able to use it for settle-
ment. Such use of collateral for settlement can be in-
terpreted in several ways, e.g. as a possibility to cash
equivalent collateral and then pay its value to the col-
lateral provider. However, the term is rather supposed
to mean that, instead of providing equivalent collateral,
the collateral taker should be able – by manifestation of
will – to cause the obligation to provide equivalent col-

lateral and the debtor's obligation to perform the secu-
red claim to be discharged to the extent in which their
financial values match.

Title transfers and repo transactions. Since the
Slovak legislation does not provide for this type of sett-
lement in title transfers, we may refer to the general
principles. Repo transactions do not require similar
legal provisions, since here it is always the financed
party who transfers an asset to the financing party in
return for a purchasing price used as funding for a cer-
tain period.

Conclusion

Following the previous, less refined implementation
of the Financial Collateral Directive, this time the law-
makers have taken a cautious approach to the use of
collateral by secured creditors in the latest Amendment
to the Securities Act. The impulse to strengthen the
Slovak financial market through the right to use colla-
teral is perfectly welcome. However, given the number
of problems in legal application of the use of collateral
by the collateral taker which still remain outstanding, it
should not be overestimated.

What seems even more problematic is the situation
in title transfer collateral. Due to the current legal pro-
blems associated with this particular institute, it can be
considered as good as dead, and not only from the
perspective of use of collateral by secured creditors. In
order to revive this institute it will be necessary, among
other things, to ensure the untouchability of collateral
in bankruptcy proceedings imposed on the collateral
provider and explicitly stipulate the right of its use or
exercise. The debtor and the creditor may still take
advantage of the legally more straightforward and safer
repo transaction.

Efforts to provide for a pledge carrying a right to use
collateral in a manner satisfying financial market needs
should not be given up. For this right becomes particu-
larly interesting where the debtor does not want to lose
control of collateral completely. It gives the debtor
a new opportunity to optimise the trade-off between the
cost of financing and the protection of his interests.
That is why it will be more than welcome for the law-
makers to start a new initiative in the near future to de-
velop the legal implementation of this institute to a level
living up to the criteria of legal certainty and practical
application.
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