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Collateral offers lenders a secondary means of 

recovery should borrowers fail to meet their 

financial obligations. In this way, collateral plays 

an important role in reducing credit risk. The 

effectiveness of collateral, however, hinges on 

various factors such as its enforceability, asset 

quality, market conditions and maintaining an 

accurate valuation. 
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Types of Collateral

Collateral comes in various forms. Thus, 

it’s important that lenders effectively 

group these assets into meaningful 

groups for risk management. The aim is 

to establish categories that align with the 

financial institution’s internal risk 

frameworks, reporting obligations, 

valuation strategies as well as the 

attributes of the collateral itself.

It is important that lenders carefully evaluate the various collateral types, both from a valuation and liquidation 

standpoint to ensure effective risk management.

Broad categories of collateral include: Where data volumes allow, the collateral types can be 

further sub-divided into more granular groups.

Immovable Assets (Land and Property): 

Examples include land and residential or 

commercial property. These assets typically offer 

stable security but are subject to market 

fluctuations.

Moveable Assets: Examples include vehicles, 

inventory, machinery and equipment. These 

assets tend to depreciate over time. The rate of 

depreciation may vary depending on asset type.

Financial/Tradeable Assets: These assets are 

easier to convert into cash, since they provide 

liquid security. Examples include bank 

guarantees, listed stocks, bonds etc.

Other Assets: Assets such as natural resources 

(e.g. oil reserves), collectibles (e.g. art), biological 

(e.g. livestock and crops), may also be pledged as 

collateral.

Immovable Assets (Land and Property): Can 

be grouped by property type (e.g. farms, houses 

and commercial properties) and further 

categorized based on intended use - for example, 

“residential” vs “agricultural”.

Moveable Assets: Vehicles, for example, may be 

grouped into passenger, commercial and special 

purpose (e.g. agricultural) vehicles. These groups 

can be further sub-divided - for example, 

passenger vehicles can by segmented by type 

and make.

Financial/Tradeable Assets: There are many 

ways to group these assets, including by type 

(e.g. debt, equity, cash and cash equivalent, etc.), 

liquidity (e.g. liquid vs illiquid) and return 

characteristics (e.g. level of volatility, fixed vs 

floating, etc.).

Other Assets: Using agricultural assets as an 

example, lenders may choose to separately group 

livestock (cattle, sheep etc.) from crops (wheat, 

barely etc.) as these groupings require different 

valuation techniques.
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Beyond the Basic Value of Assets

Proper collateral management involves maintaining an 

up-to-date valuation of any collateral. There are various 

considerations when using the collateral value to 

determine the net exposure to credit risk (i.e. the net 

exposure to the client), including:

Management of Collateral

Lenders should implement effective collateral 

management not only to maintain the asset value but 

also to guarantee the ability to enforce claims if a 

borrower defaults. Effective collateral management may 

involve the following measures:

Legally protecting collateral interests through 

proper registration and documentation to ensure 

enforceability,

Maintaining a centralised and up-to-date central 

collateral register to support accurate risk 

assessment, monitoring and reporting,

Regularly reviewing and revaluing collateral to 

reflect market conditions and monitor asset 

quality, and

Implementing clearly defined liquidation measures 

to enable efficient recovery.

In summary, to use collateral as an effective risk 

management tool, lenders must ensure it is properly 

classified, appropriately valued and accurately captured.
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Costs: Legal and administrative expenses 

associated with recovering and disposing of 

collateral can reduce any net proceeds, .

Distressed Sales: A forced sale typically 

results in a lower recovery compared to a 

voluntary sale where the seller has the option 

to hold and possibly sell the asset on better 

terms.

Deteriorations in asset quality: Vehicles 

typically depreciate with time; machinery may 

become obsolete and even property may be 

neglected. These factors should be 

considered when valuing any asset.

Economic Impact: During economic 

downturns, default rates typically rise, which 

is also when collateral values often decline, 

which may undermine the effectiveness of 

collateral in risk mitigation.

Valuation Challenges: Inconsistent industry 

practices and market volatility make it 

challenging to obtain consistent and reliable 

valuations.
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