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Insider guarantees in corporate finance
An economic analysis of Dutch, US and German law
Summary - Insider guarantees play a crucial role in both the structuring of lending transactions of small
and medium enterprises (SMEs), in which situation a private person who is shareholder or director of the
enterprise often guarantees business debts towards a professional creditor such as the main bank, and in
the structuring of large corporate groups, in which group companies often guarantee each other’s debts
towards a major lender. The dynamics involved in both situations are however underexposed in legal
literature. This thesis aims to fundamentally impact the debate on guarantees in corporate finance.
Distributional concerns in relation to weak guarantors have to some extent been brought forward in the
literature, whereas the efficiency of the guarantee relationship in corporate finance has often been
assumed, which may also have held back addressing distributional concerns. This book thoroughly
reviews both the efficient functions and the opportunistic uses of the guarantee relationship towards both
insiders and outsiders of the relationship from an economic perspective and compares Dutch, German and
US law with reference to the economics involved.
The economic analysis of the guarantee relationship in corporate finance firstly shows it can indeed lead
to efficiency gains. Those gains can however usually not be ascribed to the relatively uncontroversial
functions of specialization in risk bearing, specialization in monitoring or signaling credit quality. The
guarantee relationship in corporate finance instead often leads to efficiency gains by influencing the
behavior of guarantor and debtor, more specifically reducing moral hazard created by limited liability
towards the lender. This function deserves close scrutiny as changing the behavior of debtor and
guarantor is likely to have effect on outsiders to the guarantee relationship.
The guarantee relationship is prone to opportunistic use towards both insiders and outsiders of the
relationship. The analysis of opportunism towards insiders shows that such opportunistic use can be
distributionally suspect, even in the context of corporate finance. Opportunistic use towards insiders can
also lead to various inefficiencies, including overly cautious business decisions and high bankruptcy costs
in case the guarantee is triggered. US law offers little protection against such opportunistic use. Dutch and
German law do have some instruments to protect weak guarantors, but these instruments usually do not
apply when a business owner guarantees corporate debts. The efficiency analysis has shown that such
protection is warranted and probably would do little harm to the core efficient function of guarantees as
guarding against moral hazard.
This book really breaks new ground in the analysis of opportunistic use of the guarantee towards
outsiders of the relationship. Two main types of such opportunistic use are distinguished: (1) opaque
priority structures and (2) covert insider dealing. When guarantees are used in setting up an opaque
priority structure, the opportunistic behavior essentially occurs on the moment that the guarantee is
issued. With a combination of incorporating and piercing the shield that incorporation creates with a
guarantee, the guaranteed creditor can opportunistically profit from this often opaque structure in
relation to other creditors of the debtor and guarantor. German, Dutch and US law regulate this behavior
to a limited extent and need substantial improvement, which can be effected without threatening the core
efficient function of the guarantee relationship in corporate finance.
Covert insider dealing through guarantees in turn comprises opportunistic behavior that occurs after the
guarantee is concluded, but which is incentivized by the guarantee. The most obvious example is a
shareholder or director who influences or represents the company in making payments on debts
guaranteed by him or her or by a group company, at a time when the business is already beyond savior.
German and US law regulate such behavior to some extent but both could do with some improvement,
which can again be implemented without substantially threatening the core efficient functions of the
guarantee relationship. Dutch law hardly regulates this type of behavior and needs substantial
improvement.
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Garanties van insiders in ondernemingsfinanciering
Een economische analyse van Amerikaans, Duits en Nederlands recht.
Samenvatting - Garanties van insiders spelen een sleutelrol in zowel de structurering van MKBfinanciering, waarin de natuurlijke persoon die de aandelen houdt of bestuurder is van de te financieren
onderneming vaak garant staat voor de schulden van de onderneming, als in de structurering van de
financiering van grote groepen van vennootschappen, waarin de groepsvennootschappen veelal elkaars
schulden garanderen richting de grootste schuldeiser. De dynamiek hierbij krijgt echter onvoldoende
aandacht in de juridische literatuur. De vraag of de rechtvaardigheid gebiedt dat zwakke partijen die
garant staan (meer) beschermd worden is wel uitgebreid aan bod gekomen, terwijl tegelijk de efficiëntie
van het gebruik van garanties in ondernemingsfinanciering veelal aangenomen wordt. Dit proefschrift
onderzoekt zowel de efficiënte functies van garanties, als de mogelijkheden tot opportunistisch gebruik
van garanties richting zowel insiders als buitenstaanders van de garantie. Amerikaans, Duits en
Nederlands recht worden vervolgens vergeleken tegen het licht van de economische dynamiek.
De economische analyse van garanties in ondernemingsfinanciering laat zien dat garanties inderdaad tot
efficiëntievoordelen kunnen leiden, maar dit kan veelal niet worden toegeschreven aan minder
controversiële functies, zoals specialisatie in het dragen van risico, specialisatie in monitoren van de
debiteur en signaleren van kredietwaardigheid. Integendeel, de efficiëntievoordelen worden voornamelijk
behaald door de belangen van de garant in lijn te brengen met die van de crediteur en aldus het gedrag
van de garant en indirect de debiteur te beïnvloeden. Deze functie dient nauwgezet onderzocht te worden,
aangezien het veranderen van het gedrag van garant en debiteur invloed zal hebben op buitenstaanders
die niet voor de garantie gekozen hebben.
De garantierelatie is vatbaar voor opportunistisch gebruik ten opzichte van zowel insiders als
buitenstaanders van de relatie. De analyse van opportunisme jegens insiders laat zien dat dergelijk
opportunistisch gebruik verdacht kan zijn, zelfs in de context van ondernemingsfinanciering.
Verschillende inefficiënties worden beschreven, waaronder te voorzichtige zakelijke beslissingen en hoge
faillissementskosten in het geval de garantie ingeroepen wordt. Het Amerikaanse recht biedt te weinig
bescherming tegen dergelijk opportunistisch gebruik. Nederlands en Duits recht hebben enkele
instrumenten om zwakke garanten te beschermen, maar deze zijn meestal niet van toepassing wanneer
een aandeelhouder ondernemingsschulden garandeert. De efficiëntie-analyse laat echter zien dat
dergelijke bescherming noodzakelijk is en weinig in de weg zou staan aan de belangrijkste efficiënte
functies.
Dit proefschrift is met name vernieuwend in de analyse van opportunistisch gebruik van garanties ten
opzichte van buitenstaanders ten aanzien van de garantie. Twee categorieën van dergelijk opportunistisch
gebruik worden onderscheiden: (1) ondoorzichtige prioriteitsstructuren en (2) verborgen voordelen voor
insiders. Wanneer garanties worden gebruikt bij het opzetten van een ondoorzichtige prioriteitsstructuur,
doet het opportunistische gedrag zich reeds voor op het moment dat de garantie wordt afgegeven. Met
een combinatie van het incorporeren met beperkte aansprakelijkheid en het doorboren van het schild dat
incorporatie creëert met een garantie, kan de gegarandeerde crediteur opportunistisch profiteren van
deze vaak ondoorzichtige structuur ten opzichte van andere crediteuren van de debiteur en de garant.
Duits, Nederlands en Amerikaans recht reguleren dit gedrag slechts in beperkte mate en moeten
aanzienlijk worden verbeterd, hetgeen kan worden bereikt zonder de belangrijkste efficiënte functie te
bedreigen.
De categorie van verborgen voordelen voor insiders omvat opportunistisch gedrag dat optreedt nadat de
garantie is gesloten, maar dat door de garantie wordt gestimuleerd. Het meest voor de hand liggende
voorbeeld is een aandeelhouder of bestuurder die het bedrijf beïnvloedt of vertegenwoordigt bij het doen
van betalingen op door hem of haar of door een groepsmaatschappij gegarandeerde schulden, op een
moment dat het bedrijf al bijna of geheel verloren is. Duits en Amerikaans recht reguleren dergelijk gedrag
tot op zekere hoogte, maar kunnen verder verbeterd worden, welke verbeteringen geïmplementeerd
kunnen worden zonder de wezenlijke efficiënte functies van de garantierelatie substantieel te bedreigen.
Nederlandse recht reguleert dergelijk gedrag niet of nauwelijks en moet aanzienlijk worden verbeterd.
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Introduction
This thesis is focused on the research question:
How should opportunistic use of the guarantee relationship in the context of corporate
finance be regulated?
The guarantee relationship and the relevance of the guarantee relationship to corporate finance
are introduced below. After that, the agenda of this thesis is revealed, followed by a quick
overview of the structure of this thesis.

1 The guarantee relationship
The guarantee1 relationship in its most basic form can be described as follows. The relationship
involves three parties: a creditor, a principal debtor and a guarantor. The principal debtor has an
obligation towards the creditor. The guarantor is obliged to render a performance to the creditor,
usually payment of money, for the purpose of security of the obligation of the debtor to the
creditor.2 The purpose of security is essential to the understanding of the guarantee relationship.
The creditor is ultimately only entitled to one payment.

Figure 1: simple guarantee relationship

1

The alternative spelling guaranty is also often found, although rarely outside of legal jargon.
Guarantee can both be a noun and a verb, whereas guaranty is currently only used a s a noun. I will use
the, at least in ordinary language, more common spelling guarantee, both for the verb and the noun.
See on guarantee and guaranty further Garner, 2013.
2 Compare Drobnig and Clive, 2007, p . 79.

Introduction

The concept of a personal guarantee securing a credit contract can be dated back thousands of
years, as Hewitson puts it (using the term ‘suretyship’, which for now can be equated with
‘guarantee’):
“(...) the need which suretyship was conceived to meet is common to humanity, and as old as
humanity.”.3
The oldest surviving written contract of guarantee is probably from the ancient Middle East in
cuneiform writing, 670 B.C.:
"Minuhdi-ana-ili shall pay the silver to Siinm-A'ur if Pudu-Piati does not pay it. (…) [I] think
we may say that Minuhdi-ana-ili becomes surety for Pudu-Piati”.4
There are indications of guarantee relationships in the Ancient Middle East even long before
that, for example in the code of Hamurabi (2285-2242 B.C.).5 The Bible also provides evidence of
the use of the guarantee relationship thousands of years ago.6 The book of Proverbs for example
makes mention of suretyship and shows awareness of the dangers involved in such a contract:
“[h]e that is surety for a stranger shall smart for it, and he that hateth suretyship is sure”7
“[a] man void of understanding shaketh hands in pledge, and becometh surety in the
presence of his friend”8
“[b]e not thou one of them that strike hands or of them that are sureties for debts;”.9
This early recognition of the dangers involved in the guarantee would soon be reflected in early
Roman law, making the guarantor the ‘favorite of the law’.10 Many rules, some unknown in
modern times, protected the guarantor.11 One of the main features was the subsidiary and
accessory nature of the guarantee. The guarantor could invoke most defenses and exceptions
that the debtor would be able to invoke towards the creditor.12 In modern times, the concept of
an accessory and subsidiary obligation is still seen as the standard form of a guarantee in many
legal systems.
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Hewitson, 1927, p. 1.
Johns, 1898, p. 165 ; see also Morgan, 1926, p. 156.
5 Hewitson, 1927, pp. 11–12.
6 Hewitson, 1927, pp. 13 –14.
7 Prindle, 1994, bk. Proverbs 11:15 ; In the NABS translation: “[h]e who is guarantor for a stranger will
surely suffer for it, but he who hates being a guarantor is secure.” PublicationsFoundation, 1997, bk.
Proverbs 11:15.
8 Prindle, 1994, bk. Proverbs 17:18 ; In the NABS translation: “[a] man lacking in sense pledges, and
becomes guarantor in the presence of his neighbor.” PublicationsFoundation, 1997, bk. Proverbs
17:18.
9 Prindle,
1994; In the NABS translation: “[d]o not be among those who give pledges,
among those who become guarantors for debts.” PublicationsFoundation, 1997, bk. 22: 26; See further
Morgan, 1926, p. 157.
10 Morgan, 1926, p. 159.
11 Jones Jr., 1977; Morgan, 1926, p. 159 .
12 Jones Jr., 1977 ; Morgan, 1926; Hewitson, 1927, p. 28.
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2 The insider guarantee in corporate finance
This thesis focusses on insider guarantees in the context of corporate finance. Our modern
economy relies heavily on credit,13 which has become almost unthinkable without security
rights. Guarantees are, next to proprietary security rights, omnipresent in corporate finance.
Insider guarantees play a crucial role in both the structuring of lending transactions of small and
medium enterprises (SMEs) and large corporate group structures, but the dynamics involved are
underexposed in legal literature.
The term ‘insider guarantee’ is used to refer to a guarantee given by some person or entity that
has a close connection to the debtor. The term ‘insider’ is understood in a broad sense,
encompassing friends, family members, and insiders to a corporation (employees, shareholders,
managers, group companies etcetera). In corporate finance, particularly shareholders (or group
companies) of the debtor often guarantee debts of the debtor. This is the situation this thesis
primarily focusses on. Closely related situations, such as directors of a limited liability company
that guarantee debts of the company, spouses of a shareholder that guarantee debts of a
company and subsidiaries that guarantee debts of a parent are also discussed.
The discussion of guarantees in this thesis mostly excludes those guarantees given by
guarantors that are in the business of extending such guarantees on a daily basis, such as the
bank guarantees often used in international trade. Such guarantees have more resemblance with
insurance and involve distinct dynamics. Of course, some of the analysis may very well apply or
be informative to the dynamics involved in such guarantees as well, and reference will often also
be made to such guarantees where relevant, but the primary focus is on the insider guarantee in
corporate finance.14
In the practice of corporate finance two groups of insider guarantees can roughly be
distinguished: the guarantee by a private person who is shareholder or director of a small or
medium enterprise towards a professional creditor (usually a bank) on the one hand and
guarantees by group companies for group debts towards a professional creditor (usually a bank)
on the other hand. Both situations are very common in practice and are relatively underexposed
in legal literature. Both these situations will be discussed briefly below, starting with
shareholder/directors that guarantee debts of their company.
Shareholders and directors15 often personally guarantee the debts of their limited liability
company, usually on the request of a professional creditor, often a bank. As far as shareholders
are concerned, the limited liability shield of the company is thus pierced to the benefit of that
single creditor. Through this arrangement the creditor can hold the shareholder or director
accountable when the company does not perform on a loan. Such shareholder guarantees are
very common in practice. The guarantee has been called ‘ever present but seldom noticed’,16 ‘of
overwhelming importance in small-business finance’,17 'common practice for SMEs',18 present 'in
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See for example Featherby, 2012.
Also the situation in which the guarantor is not an insider, but the creditor is an insider of the
debtor will be considered.
15 In the smallest businesses, the shareholder and direc tor are often the same person. They could also
be different people, in which case a guarantee by a director for corporate debts is somewhat less
common, but can also occur.
16 Tracht 2000, p.497.
17 Tracht 2000, p.497.
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many instances',19 a 'major force (...) [that] plays a crucial role',20 'a routine feature of banking
practice, (…) [although] far less ubiquitous (and less attractive for creditors) in England and
Wales than, for example, in Germany'.21 In interviews conducted by Mann with small-business
lenders in the US, lenders uniformly reported policies asking personal guarantees from
shareholders in all but very unusual circumstances.22 Blazy & Weill report that 46,5% of loans in
their dataset of loans to French distressed SMEs was secured by a guarantee of an individual,
13,7% by a guarantee of a company, and 56,6% by other types of collateral.23 Steijvers et al
report, based on a dataset of loans to US SMEs in 1998, that 13,5% of loans was unsecured,
30,3% by just business collateral and 56,2% of loans was secured by ‘personal commitments’ (in
which they include all guarantees and collateral provided by a natural or legal person other than
the borrower), of which 60% was also (partly) secured with business collateral. Also Ang et al,
using data on loans to US SMEs, find that personal guarantees are very frequent in smallbusiness lending, with roughly between 50 and 75 percent of loans (depending on company
type) secured by personal guarantees.24
The second situation in which guarantees are a very common phenomenon is the situation of
financing a corporate group. Corporate groups often perforate their internal structure by
granting institutional lenders (usually banks) guarantees on loans to group companies. Such
guarantees are a partial lifting of the principle of limited liability, towards one or more specific
creditors. Commentators report this practice as being ‘very common’25, ‘a common element of
many financial transactions’26, ‘typical’,27 ‘often [present]’28, ‘commonly encountered’29,
'ubiquitous'30, ‘pervasive’31. Squire shows that in 2010 the 100 US companies with the largest
revenue reported an average of 245 major subsidiaries, with only five reporting fewer than five
subsidiaries; 63 percent of these 100 companies reported use of intragroup guarantees. Such
disclosure is however not necessary in case of reporting on a consolidated basis. The percentage
of groups that use intra-group guaranties is therefore likely to be significantly higher.32
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SME: Small and Medium Enterprise. SMEs are of major importance to the E uropean economy. Around
99.8% of businesses in Europe are SMEs (SMEs are Small and Medium Enterprises employing less than
250 people and with a turnover of less than €5 million or a balance sheet total of less than €43 million,
see EU recommendation 2003/3 61). The 20 million European SMEs account for around two-thirds of all
jobs and 57.8% of the gross value added, generated by the private, non -financial economy in Europe.
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sheet total of less than €2 million form an important part, accounting for roughly a third of all jobs in
Europe and 20% of the gross value added. See also Gagliardi et al. 2013.
19 Baird 1994, p.2263.
20 Mann 1998, p.10.
21 Kenny et al. 2010, p.142 .
22 Mann 1998, p.23.
23 Blazy & Weill 2013, p.1114 .
24 Ang et al. 1995, p.204.
25 Rock 2013, p.1970.
26 Williams 1994, p.1404 .
27 Squire 2011, p.605.
28 Rosenberg 2013.
29 Dunne et al. 2012, p.4.
30 Katz 1999, p.47.
31 Luciano and Nicodano, 2014, p. 2736 ; see also Merton and Bodie, 1992, p. 87 .
32 Squire 2011, p.606; it is also likely to be higher because some commentators report that especially
smaller groups use intra -corporate guarantees, Blumberg 1987, pp.686 –687.
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3 The agenda of this thesis
The debate on personal security rights in Europe in the last decades has had a rather narrow
scope. On the one side distributional concerns on the effects of guarantees on weak guarantors
have extensively been brought forward in the literature and have (rightly so) in many legal
systems been addressed by at least some legislation or case law protecting the (weak)
guarantor.33 On the other side the importance of the economic function of the guarantee
relationship in the lending industry and thus the assumed efficiency of the relationship has often
been stressed. This has led to a classic efficiency versus distribution debate.34
This thesis aims to fundamentally change that debate. Firstly, the debate should not exclusively
focus on weak party protection. The guarantor certainly deserves protection under certain
circumstances, but is not always a weaker party. Secondly, efficiency of the guarantee
relationship in corporate finance should not too easily be assumed. By casting a wider net and
thoroughly reviewing the guarantee relationship from the perspective of opportunism, it
becomes clear that insider guarantees are often used by creditor, debtor and guarantor together
to externalize costs towards outsiders, leading to various inefficiencies and distributional
questions.
The insider guarantee is, in the context of corporate finance, often understood as reducing the
cost of credit by reducing opportunistic behavior of the guarantor and the debtor. There is some
evidence that the guarantee can indeed reduce the cost of credit compared to the cost of credit
simple debtor-creditor relationship.35 However, the complex guarantee relationship in turn
creates openings and incentives for opportunistic behavior, not only of the creditor towards the
guarantor, but also of all the parties in the guarantee relationship towards outsiders, which
means that outsiders can suffer from externalities of the guarantee relationship. These
externalities are often, but not always, related to incorporation. Incorporation creates asset
partitions in the sense that the shareholders are presumed not to be liable for the corporation’s
debts (limited liability) and the creditor of the shareholder can in turn not directly seize assets
of the corporation (entity shielding).36 A guarantee by the corporation or by an insider
selectively pierces the partition. Thus, insiders can create ‘tailored partitions’,37 to suit the needs
of themselves and certain creditors, which can come to the detriment of other stakeholders. The
guarantee by an insider effectively gives a creditor substantial leverage over corporate decision
making, which can be good for that creditor, but creates the danger of creditor misbehavior
towards other stakeholders. This not only raises distributional concerns, but may also lead to
inefficiencies. Both these distributional concerns and inefficiencies are too often neglected in
policy debates on both the guarantee relationship and on the corporation.
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See for example Krzemiński and Pepłowska -Dąbrowska, 2014, p. 178 ; Ciacchi, 2007; Ciacchi an d
Weatherill, 2010; Cherednychenko, 2007, chap. 6 ; Kull, 2007; Kenny, 2007 ; Devenney, Fox and Kenny,
2008; Drobnig, 2003.
34 See for example the UK House of Lords in Barclays Bank v. O’Brien ([1993] UKHL 6 (21 October 1993),
see on this decision also Cherednychenko, 2014, p. 681 .
35 See for example Pozzolo, 2004; Haas and Millone, 2016 ; however see Blazy and Weill, 2013, reaching
a contrary conclusion.
36 See extensively on asset partitioning Hansmann and Kraakman, 2000, distinguishing between
‘defensive asset partitioning’ (better known as li mited liability, or owner shielding), and ‘affirmative
asset partitioning’, now better known as entity shielding.
37 See for this term Casey, 2014.
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This thesis therefor also examines the case for efficiency of the guarantee relationship. This case
is often presented in much too simple fashion. A guarantee may very well reduce the cost of
credit as compared to a simple debtor-creditor relationship, but firstly does not necessarily do
so because of a danger of reverse-opportunism and secondly the guarantee may increase the
cost of credit with the same amount (or more) towards non-guaranteed lenders. There is a large
body of literature on the inefficiencies created by real security rights. The debate on the
inefficiencies created by personal security rights, which inefficiencies sometimes run parallel to
those created by real security rights, but often also differ, is however underdeveloped. This
thesis will map those inefficiencies. This analysis, as has been undertaken for real security rights,
shows that the case for the efficient functions can, under certain circumstances, cautiously be
made when only taking the parties directly involved into account, but often becomes hard to
maintain when externalities are taken into account.
The aim of this thesis is not to show that the guarantee relationship is bad or inefficient. The aim
is however to show that the dominant narrative that defends the guarantee relationship in the
context of corporate finance as an in principle efficient device is flawed. It should not be
forgotten that the relationship often works in the interest of stronger market parties, most
notably professional lenders, large corporate groups and shareholders, and to the detriment of
the weaker parties participating in the market economy, most notably weak guarantors, small
entrepreneurs, trade creditors and non-voluntary creditors. As professor (now Senator) Warren
puts it in in relation to real security rights:
“Their [prof. Bebchukck, prof Fried and prof LoPucki’s] scholarship sets the stage for a
heretical question: If the secured credit system might be both inefficient and
distributionally suspect, perhaps the time has come to revisit its premier place in the
commercial world.”38
Abolishing a relationship that is deeply ingrained in popular and legal culture and that dates
back much further than Roman times would probably be practically impossible in the short
term. Instead, the most problematic aspects should be singled out and discussed, to quote
Lopucki:
“[S]ecurity (…) has [never] been justified and probably never can be. That does not mean
that we should rush to abolish it, however. Security is so ingrained in the legal and popular
culture that it may not be worth uprooting. Parties are free to contract out of most aspects
of security. Only the aspects of security that are deceptive, misleading, or involuntary are
harmful. It is to those aspects that the movement for reform should be directed.”39
This quote of Prof. LoPucki was probably mainly aimed at real security rights. The quote is
however even more applicable to guarantees. Insider guarantees can perform functions very
similar to real security rights (see extensively chapters 2 and 3). Guarantees are omnipresent in
corporate finance, but are much less apparent, often operate in the background, are almost
never registered in public registers and are relatively underexposed in legal literature.40 As the
analysis will show, guarantees often have a disguising effect, either because the guarantee
relationship itself remains hidden or because the wealth transfer for which the guarantee serves
as a vehicle is indirect and thus relatively hidden because of the guarantee relationship. This
38

Warren, 1997, p. 1379.
LoPucki 1994, p.1947.
40 Katz 1999, pp.47, 52ff; Avery et al. 1998; Mata Muñoz 201 0, p.1; Mackaay & Parent 2013 .
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makes guarantees much more likely than real security rights to contain aspects that are
deceptive, misleading and involuntary. It is time to change that. Proper understanding of the
efficiencies and inefficiencies of the guarantee relationship can lead to better rules, which in turn
can lead to an overall reduction in the cost of credit and a more stimulating environment for
entrepreneurship.
As the analysis in chapter 2 will show, guarantees can certainly perform efficient functions.
Regulation of the externalities that guarantees can create should ideally not prejudice these
efficient functions. In order to design the right regulations, a proper understanding of the core
economic function in the context of corporate finance is necessary. Only after this core economic
function is exposed and the externalities are mapped, regulation that supports the core function
while addressing externalities can be designed. The analysis will also show that measures
regulating the inefficient functions can indeed largely leave the efficient functions intact.

4 Structure of this thesis
This thesis is focused on the research question:
How should opportunistic use of the guarantee relationship in the context of corporate
finance be regulated?
Chapter 1 will introduce and elaborate the method of research used to answer this question:
comparative law and economics. Chapter 1 will also explain and defend the choice for using
micro-economics, more specifically transaction cost economics with a focus on opportunism.
Chapter 2 discusses the economic function of the guarantee relationship, by answering the subquestion:
What is the beneficial economic function of the guarantee relationship in corporate
finance?
In answering this question, chapter 2 focusses on the positive function to the parties involved,
without taking externalities into account. Those externalities are in turn discussed in chapter 3,
by answering the sub-question:
Which social costs can be associated to opportunistic use of the guarantee relationship in
corporate finance, towards both insiders and outsiders of the relationship?
After both the efficient functions and the externalities have been mapped, this thesis answers the
question whether and how Dutch (chapter 4), US (chapter 5) and German (chapter 6) law deal
with opportunistic use of the guarantee relationship. For each of these legal systems, the
following sub-question is answered:
How does the legal system deal with opportunism with the guarantee relationship in the
context of corporate finance?
The discussion of the legal systems is followed by a comparison of the regulatory responses in
each legal system and, using the economic analysis of chapters 2 and 3, a discussion which
responses are optimal. The question answered in that chapter (chapter 7) is the main question:
How should opportunistic use of the guarantee relationship in the context of corporate
finance be regulated?
21

CHAPTER 1
Research method:
comparative law &
economics
1 Introduction
This thesis is focused on the research question:
How should opportunistic use of the guarantee relationship in the context of corporate
finance be regulated?
This book uses a method of comparative law and economics. Using economic insights, the rules
to compare within US, German and Dutch law will be identified. After description of the
individual legal systems, these systems will be compared and evaluated using economic insights.
The disciplines of comparative law and law and economics have, despite their close proximity,
not often been combined.41 The methods of comparative law and economic analysis of law can
however complement each other.42 This chapter will defend the choice for a method of
comparative law and economics, starting from an explanation of the functional method of
comparison and the possibilities and limits of deploying this method. As will become clear, the
functional method of comparative law can not only be complemented with insights borrowed
from the discipline of law and economics, but the results of such a combined method can also in
turn relativize and refine insights from law and economics.
It should, at the outset, also be noted that this thesis is not a call for more focus on efficiency
goals in designing laws. The focus of law-making should not only be on efficiency, but also on
other, arguably sometimes much more important, values. In fact, this thesis aims to show that
the efficiency claims for guarantees in corporate finance are often doubtful, thus paving the way
for regulation of the guarantee relationship with a focus on other values, which regulation would
previously too easily be viewed as ‘inefficient’.
After explaining and defending the choice for a method of comparative law and economics, the
choice for micro-economics, more specifically transaction cost economics with a focus on
opportunism will be discussed.
41
42
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See also Faust, 2006, p. 863.

A.L. Jonkers – Insider guarantees in corporate finance

2 Comparative law & economics
2.1 Functionalist comparison and its limits
Comparative law has become almost synonymous to the functional method of comparison.
Functionalism was famously defended by Zweigert & Kötz as ‘[t]he basic methodological
principle of all comparative law’.43 What the functional method actually entails remains rather
unclear from their work. More generally there is a lot of confusion around the functional
method.44 As Michaels explains, though functionalism has (too) many different meanings,
functionalist comparatists can generally agree on some elements.45 The first is that functionalist
comparative law focuses on effects of legal rules, not on the rules and their (doctrinal) structures
themselves. It would however be a mistake to think that conceptual legal thinking does not
matter to functionalists, indeed, in order to understand the function of rules one needs to
understand the concepts used to frame the rule.46 Secondly, functional comparison takes a
problem (or: clash of interests) that exists to the same extent in different places as the element
to be compared, or tertium comparationis. Such an element is needed to be able to compare
systematically. Comparison needs to be done in terms of something. One can for example
compare apples and oranges in terms of weight, or in terms of sugar content.47 That element of
comparison can be provided by a function to society. This function can be the influence of rules
on a problem or tension that exists universally (or at least across the legal systems to be
compared).48 One can then compare how each system deals with the problem.49
In short, functionalists can probably generally agree on the importance of effects of (alternative)
sets of legal rules on certain problems. The functionalist method however does not tell us how
these effects should be discovered, nor how to define a more or less universal problem.
Moreover, the functional method does not provide tools for evaluating the results of the
comparison.50 This is where law and economics comes to the forefront.
Comparative law as a discipline, and the functional method of comparison, do typically not
provide the tools to evaluate whether a certain rule is desirable in terms of how beneficial the
rule is to society, compared to alternatives.51 The fact that a comparatist finds differences in
dealing with a problem, does not tell him or her which of the alternative ways of dealing with the
problem is most beneficial to society. Naturally however, a comparatist will probably feel
inclined to state which solution is better and which is worse. One way of dealing with this is to
43
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46 Gordley, 2012, p. 113.
47 Valcke, 2012, p. 22.
48 Of course, one can question whether a certain problem is not contingent on the society in which it occurs, or in other
words, one can question the universality of such problems, Michaels, 2006, pp. 367–377. This is something the researcher
should be aware of. One solution is to compare relatively similar societies, another is to differentiate between levels of
analysis, Michaels, 2006, p. 368. The more specific a problem is described, the less likely that it is universal, and vice versa,
Michaels, 2006, p. 368. Thus, by adjusting the level of abstractness of the problem, universal ground can be found.
49 See also Oderkerk, 2015, p. 596.
50 Michaels, 2006, pp. 373–374.
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resist this temptation and just list similarities and differences with some additional explanation.
However, the comparison may thus not feel complete and may lack direct possibilities for
application of the insights gained. Comparatists therefore often do come up with some kind of
evaluation, often based on intuition, common sense or some combination of theoretical
underpinnings.
Using insights from law and economics, these flaws of comparative law in performing the tasks
of functional explanation and evaluation can be addressed.52 That is not to say economic analysis
is in any way superior to any other analysis. There is much more to law than economics. Other
perspectives may be just as valuable. But economic analysis can provide powerful tools for
comparative legal analysis.53 The insights gained in this way can at least surpass the common
sense-inspired insights often found in comparative law scholarship. The next paragraphs will
discuss how economic analysis of law can perform these tasks and why economic analysis is
considered valuable particularly in the context of the subject of this thesis. The downsides and
pitfalls in using this approach will also be considered.
Particularly in the field of this research the choice for economic analysis to define the problem
that will be used as tertium comparationis is defendable. The tensions between actors in this
field are strongly economic in their nature. Economic analysis of these tensions can thus provide
a good, though of course incomplete, understanding of these tensions.

2.2 The economic perspective on law
Looking at law from an economic perspective essentially means using economic insights when
analyzing and commenting on legal rules and their application.54 Economic analysis of law has
gained considerable ground in the last few decades, particularly in the US but also, and
increasingly so, in Europe. Law and economics (L&E), as the discipline of economic analysis of
law is called, provides a method for understanding and evaluating law through its economic
effects on society.55 By drawing on economic theories, such as price theory, and empirical
findings, economists can evaluate the costs of legal rules, account for the way in which people
respond to current laws, and predict how they are likely to respond to legal changes. Economic
analysis can thus provide us with an evaluation of the effects of legal rules on two important
policy values: efficiency and distribution.56 By drawing on economic theory, economic analysis
can provide insights into the effects of various legal rules that often surpass the ‘common sense’
arguments found in legal analysis.57 It is, in this light, easy to both understand and appreciate
the spectacular success of L&E as a discipline.
Two major theoretical contributions to the legal debate can be ascribed to law and economics.
The first is law and economics as a set of methods that can quantify the consequences of a
certain rule or proposal, the second is law and economics as a normative theory. For analytical
purposes, the process of decision-making on a proposal for a new or altered rule can be divided
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into three topics: proposals, consequences and ideals.58 To understand this distinction, consider
the example of adopting a law on taxing pollution. The government considers introducing higher
taxes on the activities of electricity companies in order to induce the companies to start
operating in a more environmentally friendly manner. The proposals are the alternative (sets of)
rules that the government is considering. The consequences are the economic consequences of
these alternative sets of rules, and the ideals are the ideals the authority wants to pursue by
adopting new rules, in this case inducing electricity companies to start operating in a more
environmentally friendly manner. Law and economics can both give insight in the economic
consequences of the alternative sets of rules (positive law and economics), and partly inspire
policymakers to opt for the most efficient outcome (normative law and economics).59
The use of positive law and economics is generally considered to be less controversial than
normative law and economics. In the normative approach, the idea is that policymakers should
strive to reach the economically most efficient outcomes. These two ways in which law and
economics can inform policymaking in the area of law will be discussed below in relation to
comparative law and to the subject matter of this book, the guarantee relationship.

2.3 Using law and economics to define a problem and to
measure the effects of rules
To functionally compare legal rules, the effects of the rules need to be known. Functional
comparison does not look at the rules as such, but at their functional relation to certain
problems.60 Of course, the use of data, now strongly advocated by a growing movement referred
to as Empirical Legal Scholarship, first comes to mind to be used to this end.61 However, data is
not always available and even if it is, the conclusions that can be drawn from the data are often
too specific to allow claims on the overall effects of a set of legal rules on behavior, while we
need to be able to make such claims in order to compare functionally. Economic analysis offers
models for explaining how humans react to certain incentives, thus offers models for discovering
the effects of alternative sets of rules.62
In taking an economic approach on the guarantee relationship and the rules on the guarantee
relationship, the aim is in the first place to outline the underlying costs and benefits to both the
parties involved and the outsiders. By using the methods of law and economics, consequences of
alternative sets of legal rules can be identified.63 To illustrate this with an example unrelated to
the guarantee relationship, economic analysis can for example predict the real social burden of
the tax rule. Take for example an electricity company. The market for electricity is not perfect.
Economic analysis of this particular market may show that, through its monopoly position, the
electricity company is able to almost fully pass on a higher tax burden to consumers, without
having to operate in a more environmentally friendly manner, even though this particular tax
has the goal of changing the behavior of the electricity company. In this example, law and
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economics analysis can inform decision-making to eventually reach a policy goal that is not
necessarily inspired by economics itself: reducing pollution. Law and economics is used as a
consequentialist theory, focusing on the consequences of legal rules.64 The tools of law and
economics can be used by people with any moral or political agenda, be it communist or
libertarian. The branch of economics used here is positive law and economics: economic models
are used to give insight in behavior, not to set the desired goals of rules.65
As explained in paragraph 2.1 above, if the goal is to functionally compare the influence of legal
rules on a certain (more or less universal) problem, the problem needs to be defined. Economics
will be used to define this problem that will serve as the tertium comparationis that is at the core
of functional comparison.66 It somewhat depends on the choice of the problem whether
economics is the right tool. If one would for example pick the problem that some people have a
tendency to kill other people, a problem that is undeniably almost universal, economic analysis
may not be the best choice to define the problem. However, the tensions within the problem in
the field of this book, the guarantee relationship, are much more economic in nature. The results
of economic analysis may thus explain why people or businesses use the guarantee relationship,
and which problems arise as a result of it.67 More importantly however, policy makers and
academics often already rely on economic insights in the context of regulation of the guarantee
relationship. Therefore, using economic analysis as the tool to select the objects to compare will
likely lead to insights that are valuable to that debate, even without claiming that reliance on
economics is essential in this context. After defining the problem, the comparatist can start
selecting the rules that offer solutions to the problem.68
Use of the fairly agnostic tools of positive law and economics is often criticized for its alleged
overreliance on rational choice theory. The rational choice model is built on the assumption that
individuals maximize their own utility by making the choices that are the best given their
individual preferences. However, empirical behavioral sciences have thoroughly demonstrated
that individuals are often not able to make rational choices.69 This critique is arguably not so
much a problem for the use of law and economics, but for the use of the rational choice model in
its simplest form. Scholars in L&E have refined the rational choice model to incorporate insights
from behavioral sciences, resulting in a branch of research often referred to as behavioral law
and economics.70 The flaws of the rational choice model are however still to be taken seriously.
Theoretical economic analysis relies heavily on assumptions of how humans behave. Although
those assumptions are arguably constantly refined, the fact that assumptions are central to the
models means one should be cautious in jumping to policy recommendations without warning. 71
However, the fact that economic analysis relies on assumptions is also one of its stronger
features, especially in relation to comparative legal scholarship. As noted above, comparatists
too often rely on common sense, intuition or reasons or assumptions that remain covert. The
transparency of economic reasoning and the underlying data, as flawed as it may be, allows for
constructive criticism that can eventually refine the insights. Even outspoken critics of
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comparative law and economics often acknowledge this as the main strength of economic
reasoning in legal debates.72
This thesis approaches the rational choice assumption as problematic. The rational choice
model, refined with some behavioral insights, is still very much central to mainstream economic
reasoning, which is in turn often used to justify legal rules (or the absence of legal rules). As
explained in the introduction to this thesis, the aim is to develop a more comprehensive
framework for analyzing the guarantee relationship, whilst using mainstream theory. The
contribution of this thesis is therefore not a critique on the use of mainstream economic theory,
though such a critique may very well be warranted and valid.

2.4 Using law and economics to evaluate results of the
comparison
The economic analysis to be performed in chapters 2 and 3 is not only aimed at framing the
problem and understanding the consequences of the guarantee relationship, but is also used as a
yardstick to assess which rules are, using this yardstick, best able to support efficient functions
of the guarantee while suppressing inefficient effects. Law and economics provides the yardstick
for evaluation that comparative law itself lacks.
Although the methods of law and economics can also be used for goals that do not necessarily
include increasing welfare, the normative message of law and economics is inescapably that law
should be designed to increase welfare.73 Law and economics provides the scholar with the
evaluative concept of efficiency. In this sense, deploying a method of law and economics may
lead to criticism on the desirability of the ideals an authority had in mind.74 The normative
concept of efficiency is based on satisfaction of social preferences. The rule that satisfies
preferences to the greatest extent is the most efficient rule. The most efficient rule is, to the
practitioner of normative law and economics, the best rule. The latter statement is often
criticized from the perspective of other moral theories that claim that there are other, better
ways to establish ideals than to look at social preferences.
The use by law and economics of the evaluative concept of efficiency has been criticized
extensively, especially by scholars relying on moral philosophy. A project is thought to be
‘efficient’ if it maximizes utility for the greatest number, thus maximizing welfare. 75 The
utilitarian idea of maximizing utility for the greatest number seems both simple and desirable
but has its limitations. First of all, measuring utility is empirically difficult, which makes it highly
impractical to work with as a measure.76 Measuring ‘utility’ or ‘value’ is often performed by
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relying on price theory. The idea is that the price that people are willing to pay for certain goods
or services in the market reflects the utility of that good or service. It is however highly
questionable whether prices in the market indeed reflect utility. Financial services and lawyers
can for example be very pricy, but the actual contribution to society in terms of overall utility of
such services can be questionable.77 That people are still willing to pay large sums for such
services can easily be explained by the fact that such services can for example be used to extract
rents from others. A second problem with utilitarianism is that maximizing utility for the
greatest number disregards distribution. This disregard leads, in the view of many, to obvious
moral wrongs.78
A widely used notion of efficiency was proposed by Kaldor and Hicks. Their notion assesses
utility with a preference ranking. The Kaldor-Hicks standard deems a rule or proposal desirable
if it is (theoretically) possible for the people who benefit from the rule to fully compensate those
that are disadvantaged by it whilst keeping some of the profits themselves. The Kaldor-Hicks
standard is often referred to as the potential Pareto standard because a Pareto situation would
be achieved if the winners would indeed compensate the losers.79 Because the losers do not have
to be compensated to reach the standard, this notion of efficiency does not suffer from the
problem of under-inclusiveness. The standard’s normative value, however, is highly contested as
it suffers from the problem Pareto tried to avoid: that maximizing utility for the greatest number
disregards distribution between people. Unlike the Pareto standard, projects that fit the KaldorHicks standard can disadvantage certain people. This problem is magnified by the fact that the
Kaldor-Hicks standard is biased towards wealthy people. This is because wealthy people are
generally likely to be willing to give up much more for something than poor people are, simply
because they own more. Therefore, when testing the utility something brings to wealthy people,
it is likely to be overvalued, at least from the viewpoint of conventional morality. Note that this
effect reinforces itself if the test is applied over a longer stretch of time. Thus, the Kaldor-Hicks
test can be said to favor wealthy people: what is efficient depends on the preferences of people,
which in turn depends on the distribution of wealth.80 Consequently, the use of Kaldor-Hicks
efficiency as a normative concept can be flawed.81
The fact that economic analysis, in aiming at overall welfare by improving efficiency, disregards
certain moral values has been widely criticized from the perspective of moral philosophy,
arguing that overall welfare is not a morally sound notion.82 Some say such criticism suffers from
the utils something brings to a person (Aspers 2001). If we concern ourselves with the utility a certain rule brings to a
person, the assessment of the utility is reduced to establishing whether that person would prefer the situation with the rule
to the situation without the rule. Applying this to the book example would mean that, this time around we admit it is
difficult to establish that A values the book at 25. However, we may be able to establish that A would rather have 25 than
the book and that B, in turn, would rather have the book than 25.
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weaknesses, for example by claiming that the notion of overall welfare does account for moral
values, be it through preference satisfaction. Moral values inform preferences. Secondly, the
argument goes, moral philosophy would be wrong in stating that overall welfare is not a morally
sound notion, as it is a factual notion rather than a moral one.83 Moral philosophy, in turn, often
tries to push forward universalist notions that may or may not restrict the factual notion of
welfare maximization. The law and economics scholar would see such objections by moral
philosophers as preferences of those moral philosophers, and if shared by many others, as
preferences of those others.84 Though of course not value-free, efficiency, in the eyes of many
economists, does not strongly promote its own values like many philosophical approaches to
law do, but provides a flexible evaluative notion which can be used to improve the law to,
ultimately, serve society.85 That view should be relativized somewhat. Economic analysis
obviously pushes its own values, such as rational choice and efficiency. As a result, economic
analysis has to be modest in its claims.
Two remarks can be made in defense of using efficiency as a yardstick in this research. Firstly, as
already touched upon above, the choice for efficiency as a yardstick is defendable particularly in
this field of research: the guarantee relationship in corporate finance. The tensions between
actors in this field are strongly economic in their nature. Using efficiency as a yardstick is hardly
controversial in this particular field. Secondly, this research focuses on opportunistic use in
relation to the guarantee relationship, as will be discussed below. The focus thus lies on the
externalities, the value extraction that can be created by using the guarantee relationship.
Regulating such externalities is hardly controversial, even if efficiency as a yardstick is
controversial.
In short, according to those who criticize the use of efficiency as an appropriate yardstick, law
has many more goals than welfare maximization, such as defending moral values and promoting
social justice. Economic analysis should be modest in its normative claims.86 The debate on how
important efficiency is to law will not be pursued to its full extent. Economists will have to
appeal to a generally accepted goal, such as maximizing the value of output given the current
distribution of wealth, without defending that goal.87 This thesis is even more modest in its
approach. Efficiency is not defended here as in any way superior to other yardsticks such as
moral theory. The use of efficiency as a yardstick in the field of the guarantee relationship in
corporate finance is however an obvious choice given the strongly economic nature of the
tensions involved in this field. Moreover, this research mostly focuses on externalities and how
to curb externalities and value extraction, which is, even if efficiency as a yardstick in general is
viewed as problematic, still hardly problematic.
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2.5 Influence of comparative law on law and economics
A few words should be said here on the possible influence of comparative law on insights
borrowed from law and economics. The paragraphs above concentrated on the way in which the
gaps in the functional method of comparative law can be redressed by using insights borrowed
from law and economics. The relationship however does not just work in this single direction.
Law and economics as a discipline is especially influential in the United States. As a result, much
of the analysis is based on American law. The rhetoric of law and economics can make it seem
like the insights rendered apply universally, while they may actually be strongly contextdependent. A comparative law and economic analysis can counter these problems, thus leading
to more refined insights.88
What is efficient partly depends on the social and legal framework in which humans operate and
is thus often highly context-dependent.89 The evolution of a legal system is often considered to
be strongly path dependent.90 A rule that may render efficient outcomes in one system, could
render inefficient outcomes in a different social context. A comparative law and economics
analysis can unveil this. The claim to universality sometimes found in economics, is thus rejected
by comparative law and economics.91 One could therefore say that comparative law and
economics not only borrows insights from economics, but can at the same time criticize those
insights. As Mattei puts it:
“Law and economics elaborates its theories on institutional backgrounds that either are
abstract natural law models or postulate without criticism the modern institutional
background of the US. (…) Comparative law may supply economic analysis with a reservoir of
institutional alternatives, which are not merely theoretical but actually tested by legal history.
Moreover, it offers a more global perspective on different legal structures and on the evolution
of these structures, which may shed new light on- and challenge at the same time – certain
previously undisputed assumptions of traditional law and economics.”92
The comparative analysis could of course show that certain insights do just as well apply in a
different institutional background, which would reinforce the insights. In both instances,
comparative law can improve insights borrowed from law and economics. As Faust concludes:
“[T]he great benefit comparative law offers to the economic analysis of law is that it brings
economic analysis down from the clear, blue skies of economic theory to the varied and
complex conditions on earth.”
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2.6 Limits of this research
Obviously, apart from the advantages discussed above, an approach of comparative law and
economics also has to make sacrifices elsewhere and has some pitfalls and limitations that
deserve attention. Wagner-von Papp extensively discusses possible problems with the discipline
of comparative law and economics.93 While some humbleness and acknowledgement of limits of
one’s research is indeed applaudable, some of the pitfalls he mentions are overstated and do not
sufficiently take account of the benefits of this combined approach.
The pitfalls discussed by Wagner-von Papp can, in as far as is relevant here, be summarized as
follows.94 Not every good economist is also a good comparatist, and vice versa. Secondly, both
are time-consuming and thus hard to combine. Thirdly the ‘richness’ of comparative law and the
‘abstractness’ of economic models is hard to combine. And lastly, combining the approaches
would make the research vulnerable to existing criticism on each respective discipline.
The first two of these points, time and specialization, are of course valid criticisms that will apply
to any interdisciplinary research. This book must be understood as a thesis of legal scholarship
that uses insights rendered by law and economics, which use of law and economics is seen as
complementary to the comparative research, for the reasons discussed in this chapter. It should,
however, not be forgotten that specialization itself also has its pitfalls. The scholar that only does
economics or only law can easily miss the necessary overview because of path dependency in a
certain field of research.
The other pitfalls are less convincing. Of course, combining the ‘richness’ of comparative law and
the ‘abstractness’ of economic models may not be easy, but to stress this too strongly
underestimates the goal of combining the two. As discussed above, functionalist comparative
legal research ideally needs some other discipline to perform the tasks of defining a problem,
measuring or predicting the effects of legal rules and evaluating the outcomes of comparison.
The abstractness of economic models allows for the researcher to perform these tasks, and as
discussed, this combination at the same time makes economic analysis less abstract.
The criticism that combining the approaches would make the research vulnerable to criticism
against each discipline, should also be relativized. Again, as discussed, gaps in the functional
method of comparison actually stress the need for law and economics.95 Thus, it is the other way
around: law and economics is employed to fill gaps in the functional method, which makes the
comparative legal research more robust instead of less.
Moreover, the fact that many are strongly opposed to law and economics, should actually
support a method of comparative law and economics. As Mattei extensively discusses,
comparative law and economics challenges many previously undisputed assumptions of law and
economics.96 Comparative law and economics can influence economic insights in that it can
show the relativity, embeddedness, home-country biases and over-simplicity of much economic
research.97 Those opposed to law and economics and its hegemony (especially in the United
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States) should thus be more open to the approach of comparative law and economics. Wagnervon Papp also admits this:
“[t]he main virtue of comparative law & economics seems to me to be that it can help to
remedy the deficiency of too many law & economic models that lack empirical testing”.98

2.7 Summary
This book uses the method of comparative law and economics, using economic insights to
redress gaps in the functional method of comparison. The functional method of comparative law
itself does not provide the tools to define a problem that the comparatist wants to take as the
tertium comparationis, neither does it provide a method for measuring or predicting the effects
of legal rules on this problem, nor does it provide a way to systematically evaluate the results of
comparison. Where functional comparatists often resort to common sense or intuition to
perform these tasks, this research resorts to economic analysis.
Economic analysis is often criticized. The choice for using economic analysis is made exactly
because claims made from an economic perspective are often, even viewed from within
economic analysis, doubtful. Because efficiency claims are plentiful and often over-simplistic,
this research offers a detailed analysis, which includes questioning those claims. Efficiency is not
defended here as in any way superior to other yardsticks such as moral theory. The choice for
efficiency as a yardstick is however obvious particularly in this field of research: the guarantee
relationship in corporate finance, in which field much of the tensions and dynamics are
economic in nature. By focusing on opportunism and the externalities created by opportunism,
the aim of this thesis is to serve as a critique from within mainstream economic theory, without
claiming the superiority of mainstream economic theory over other approaches. Moreover,
economic insights may, apart from supporting the comparative analysis, themselves be refined
by being applied in the specific contexts of the legal systems studied.

3 ECONOMICS: MICRO-ECONOMICS WITH FOCUS ON
OPPORTUNISM
This book uses a method of comparative law and economics. Using economic insights, the
problems in relation to the guarantee relationship in corporate finance will be identified. The
insights will be rendered from the perspective of micro-economics,99 and within microeconomics a specific focus on Transaction Cost Economics (TCE). TCE has been particularly
98
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influential in the analysis of legal rules.100 This chapter will justify the focus on the concept of
opportunism in TCE in analyzing the guarantee relationship. Opportunistic behavior can be
understood as self-interest seeking with guile.101 As will be explained, Transaction Cost
Economics, and particularly the notion of opportunism, can explain and expose the dynamics in
relation to the guarantee relationship in corporate finance.

3.1 Transaction Cost economics and bounded rationality
In the last half a century or so a broad divide has emerged between neoclassical microeconomics and TCE. The novelty of the transaction cost literature, as opposed to neoclassical
micro-economic theory, is that it takes transactions as the units of analysis as opposed to being
preoccupied with pricing of commodities (the goods or services to be transferred). Transaction
cost literature focuses on the friction that occurs when a transaction is concluded under
different governance structures. Whereas legal rules are often not explicitly discussed in
neoclassical micro-economics,102 transaction cost analysis shows that legal rules can be an
important factor in the efficient allocation of rights.103
The starting point of any account of TCE is the seminal work of Ronald Coase, more specifically,
his article The Problem of Social Cost.104 The central idea put forward in this article has become
known as the Coase Theorem, which holds that, given successful and costless bargaining, the
legal allocation of rights does not matter to efficiency.105 The assumption of successful and
costless bargaining has proven to be the most significant contribution of Coase to the academic
debate, laying the foundations for the economic analysis of law. The costs are often high. The
transfer of the good from A to B involves what Coase called transaction costs. These could
include costs involved in A and B finding each other, those incurred in bargaining and drafting
the contract, and the costs incurred in enforcing the contract. On the other hand, having and
enforcing a certain legal rule may also come at a cost, compared to having no rule or another
rule. An abundance of literature on questions around transaction costs has emerged since The
Problem of Social Cost.
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In an earlier article, Coase famously asked the question why some economic activity is directed
by market forces, whereas other activity is directed by a chain of command with firms.106 Should
an industrial baker, for example, also farm his own grain and own the grain mill, or should he
buy flour on the market? Coase’s answer was that firms respond to high transaction costs on the
market. If for example transaction costs for contracting on the purchase of flour are high, it
might be better to own the mill. With flour it is probably often the other way around, because
flour is a product that can be well-defined in a simple contract. Such well-defined tasks can
easily be put on the market. More complex tasks that are harder to define in contracts, may be
better performed within the firm.
Transaction cost literature differs from neoclassical economics in its view of human nature.
Neoclassical economics takes the homo economicus that rationally maximizes his utility as a
starting point.107 Transaction cost literature takes a more realistic approach to human behavior
by focusing on the friction that occurs when transactions take place. Part of this friction can be
ascribed to bounded rationality, a term used to point to the limits of the analytical skills of
humans and limits in the ability of humans to co-operate. Simon, who originally coined the term,
explains the condition of bounded rationality as follows:
"The capacity of the human mind for formulating and solving complex problems is
very small compared with the size of the problems whose solution is required for
objectively rational behavior in the real world".108
Because of these limits, humans are often unable to deal with all of life’s complexities. For
example, contracts concluded to facilitate transactions are necessarily incomplete due to the
limited rational abilities of humans.109 Exactly what costs are incurred by bounded rationality
and how these costs can be kept as low as possible are the main questions transaction cost
economics strives to address.110

3.2 Trust and opportunism
Oliver E. Williamson has made a convincing effort in shifting the focus of traditional transaction
costs economics from the costs associated with bounded rationality, to the costs associated with
the opportunistic behavior of economic actors.111 If rational agents were not given to
opportunism, actors would be able to rely on their counterparties’ promises and the
incompleteness of contracts would not be a serious problem.112 Williamson shows that complex
forms of contracting, hierarchies and governance structures can only usefully be understood if
we keep the opportunistic nature of the actors involved in mind. Mackaay has defined
opportunistic behavior as follows:
“(…) a party to a potential or existing relationship acts opportunistically where it seeks, by
stealth or by force, to change to its advantage and to the detriment of the other party or
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parties the division of the relationship’s joint gains that each party could normally look
forward to at the time when the relationship was set up. It tries, in other words, to get
“more than its (fair) share,” an undue advantage, as determined by “parties’ agreement,
contractual norms, or conventional morality.”113
The term opportunism and its focus on the motivational complexity of humans can be better
understood if contrasted to simple self-interest seeking. Simple self-interest seeking is
associated with neoclassical economics. Neoclassical man pursues his own interests, if necessary
at the cost of others’ interests. However, neoclassical man does so openly. He reveals his position
if enquired upon, gives accurate statements, follows the rules and can be kept to his promises. 114
Because of this behavioral assumption, neoclassical economics can concern itself with scale
economics, not having to focus on frictions that occur because people do not keep their
promises, do not abide by the rules and do not fully disclose all relevant information. 115
Opportunism, however, can be defined as self-interest seeking with guile. As Williamson
explains opportunism:
“(…) [T]he failure to tell the truth, the whole truth and nothing but the truth is
implicated by opportunism. The possibilities that economic agents will lie, cheat
and steal are admitted. The possibility that an economic agent will conform to the
letter but violate the spirit of an agreement is admitted. The possibilities that
economic agents will deliberately induce breach of contract and will engage in
other forms of strategic behavior are admitted.”116
Even though Williamson seems to assume that opportunistic behavior is not always present and
may even be the exception, economists have more and more accepted that markets are harmful
(as well as helpful) in providing a platform in which every chance for any profit out of the
ordinary will be taken up.117 Every weakness that we as humans have in our design, or the legal
system for that matter in its design, is likely to be taken advantage of by someone.
Whether a counterparty will act opportunistically is often difficult to identify before (‘ex ante’) a
transaction. Therefore, ex ante screening devices and ex post safeguards are necessary to protect
against opportunism.118 Consider the example of an ideal society in which transactions are
highly based on trust. The implication of opportunism is not that such a society is impossible,
but that it is very fragile to exploitation by opportunistic agents if it lacks devices to disincentive
or penalize opportunist intruders.119
The imminent danger of opportunistic behavior drives transaction costs up. Because of
opportunism, naïve contracting that assumes that economic agents will reliably fulfill their
promises is not always feasible. On the other hand, comprehensive ex ante contracting is not
feasible either, because of both bounded rationality and opportunism.120 Williamson thus shows
that complex forms of contracting, hierarchies and governance structures can only usefully be

113

Mackaay 2012, p.117.
Williamson 1985, p.47 ff.
115 Williamson 1985, p.49.
116 Williamson 1993, p.101.
117 See for example extensively the recent (popular) economic work of Akerlof and Shiller, 2015.
118 Williamson 1985, p.64.
119 Williamson 1985, p.65.
120 Williamson 1996, p.57.
114

35

Chapter 1 – Research method: comparative law & economics

understood if we keep the opportunistic nature of the actors involved in mind. The lesson to be
learnt is, according to Williamson:
“Transactions that are subject to ex post opportunism will benefit if appropriate
safeguards can be devised ex ante. Rather than reply to opportunism in kind,
therefore, the wise prince is one who seeks both to give and to receive "credible
commitments." Incentives may be realigned, and/or superior governance structures
within which to organize transactions may be devised.”121
Opportunism is especially problematic because it creates externalities. An externality is a
negative welfare effect unwillingly incurred by one party, inflicted by another, whilst this
welfare effect is not compensated through the price system.122 By acting opportunistically, a
party obtains a benefit by creating an externality for another party.

3.3 The difficulty of policing opportunism with contract law
rules
A debtor-creditor relationship is often haunted by a combination of opportunism and bounded
rationality. Because of bounded rationality, contracts are inevitably incomplete. The creditor is
at the mercy of the debtor. The latter may for example try and exploit incompleteness of the
contract or incompleteness in monitoring or enforcement of the contract to his advantage by
forcing the creditor to renegotiate the terms of the contract, either directly or effectively by
forcing the creditor to accept opportunistic shortcomings. Non-contractual relationships, such as
those between stakeholders in a corporation or those between neighbors, can similarly suffer
from the combination of bounded rationality and opportunism.
Opportunistic behavior is difficult to police with legal rules. A rule forbidding opportunistic
conduct in for example the contractual setting would be difficult to enforce, as the question
which behavior qualifies as opportunistic is a question that is often difficult to answer from a
legal perspective. Williamson defines opportunism as self-interest seeking with guile.123 He does
not, however, extensively develop when self-interest is accompanied by guile.124 He is not
concerned with which behavior is not or should not be allowed as a legal matter. As explained
above, he is concerned with the behavioral assumption of opportunism as an explanatory device
within transaction cost economics. For him, the question is not whether certain behavior does or
does not qualify as self-interest seeking with guile. Instead, he argues that we should assume
that it is possible or even likely that people will act opportunistically, that we should understand
governance structures as devices to deal with opportunism and that we must limit the room for
opportunistic behavior in order to reduce transaction costs. Or as he puts it:
Taken together, the overall import of bounded rationality and opportunism for
transaction cost economics is this: organize transactions so as to economize on
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bounded rationality while simultaneously safeguarding the transactions in
question against the hazards of opportunism.125
To police opportunism with legal rules, we would need a definition of guile. Which measure of
strategic behavior should the law allow in order to economize on transaction costs? As Macneil
points out, self-interest maximization is, in principle, not problematic in a capitalist society. 126
Quite the reverse: the principle of self-interest maximisation is at the core of the capitalist
model.127 Williamson indeed accepts this. As explained above, neoclassical economics assumes
humans to be self-interest seeking in its simple form. Neoclassical man pursues his own interest
openly. He reveals his position if enquired upon, gives accurate statements, follows the rules and
can be kept to his promises. The problematic point from the viewpoint of transaction cost
economics is not self-interest seeking, but guile.
In contract law theory, some writers have tried to define opportunistic behavior. The recurring
theme in this literature is that the opportunist misuses the contract, while such misuse is hard to
prove or control either ex ante or ex post. Cohen defines opportunism in the contractual context
as “any contractual conduct by one party contrary to the other party's reasonable expectations
based on the parties' agreement, contractual norms, or conventional morality.”128 Macneil in
turn defines opportunism as: "[s]elf-interest seeking contrary to the principles of the relation in
which it occurs."129 Mackaay uses a similar definition.130 All three authors take as a standard
what parties could normally look forward to with reference to something more than just the
contract, such as principles or conventional morality.
Cohen, Mackaay and Macneil use their definition in relation to contract law. What a party ‘could
normally look forward to’ should, according to Mackaay, be determined by the parties’
agreement, contractual norms and conventional morality. If we were to define opportunism in
the context of the legal domain, it might be defined as irregular or surprising behavior, using or
evading the law to the advantage of the opportunist in such a way that is not intended by the
law, whilst avoiding legal devices in place to deter such behavior.131 In other words, the
opportunist takes advantage of loopholes in the law or loopholes in the enforcement of the law.
Therefore, opportunistic behavior often is not considered ostentatiously unlawful. Sometimes on
the other hand, opportunistic behavior clearly is unlawful, but is simply too hard or costly to
control. Whether it is actually lawful often depends on ex post decision-making powers of the
courts. It has in this context been argued that opportunism is controlled by open norms in the
law.132 However, open norms can also be exploited by opportunists.
Defining which behavior is opportunistic and should thus be policed with legal rules, is an
indeterminate undertaking. That is exactly the point Williamson makes. Contract law rules often
use open norms to police for opportunistic behavior. The content of such open norms is by
definition indeterminate and can in turn be exploited by opportunists.
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Therefore, complex governance structures are devised to deal with opportunism. Much of the
body of corporate law rules can be understood as creating and regulating such governance
structures. Thus, much of corporate law can be understood with reference to opportunism, or as
Kraakman et al put it:
“Most of corporate law can be understood as responding to three principal sources of
opportunism that are endemic to such organization: conflicts between managers and
shareholders, conflicts between controlling and non-controlling shareholders, and conflicts
between shareholders and the corporation’s other contractual counterparties, including
particularly creditors and employees. All three of these generic conflicts may usefully be
characterized as what economists call “agency problems.”133
In short, opportunism is not easily policed with legal rules that aim to single out opportunistic
behavior in a debtor-creditor relationship. To curb opportunism at its roots, the incentive
structure should be addressed by elaborate governance designs. Law does of course play an
important role in shaping and regulating such governance designs. As we shall see below, the
guarantee relationship may act as such a governance structure, but in turn also creates openings
for opportunism.134

3.4 Transaction Cost Economics and the guarantee relationship
The guarantee relationship, especially one involving an insider as guarantor, can usefully be
understood as a governance structure aimed at curbing opportunistic behavior in the underlying
relationship. As with any governance structure, this may lead to efficient results, but can also
have its downsides. No governance device is perfect.135 This thesis studies the guarantee
relationship as a governance structure, from the Transaction Cost perspective. When is this
governance structure fruitful and when is it not? What are the side-effects of this governance
structure?
Indeed, some of the existing literature assumes the function of the insider guarantee relationship
to be a governance device to curb opportunistic behavior of both the debtor and the insider
guarantor,136 whereas other literature shows the guarantee relationship entails room for
opportunistic behavior towards weak debtors or guarantors and more complex forms of
opportunistic behavior towards parties outside the guarantee relationship.137 As Mann puts it:
“all of those mechanisms [including the guarantee relationship, AJ] (…) can be analyzed
most clearly by reference to a single theme, the bond-like transaction described in Oliver
Williamson's seminal paper on the use of hostages in relational contracting”138
The discussion of opportunism above has shown that curbing opportunism can be essential from
an economic perspective, as opportunism is value destroying. Moreover, general open norms are
133 Compare

Kraakman et al., 2017, pp. 2–3.
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135 Compare Hart and Grossman, 1986, p. 693: “We will argue that, if one party gets rights of control, then this diminishes
the rights of the other party to have control. To the extent that there are benefits of control, there will always be potential
costs associated with removing control (i.e., ownership) from those who manage productive activities”.
136 See for example Greenbaum and Thakor, 2007, p. 187; compare Thakor and Boot, 2008, pp. 32–34; Tracht, 2000.
137 See for example Squire, 2011; Mackaay and Parent, 2013.
138 Mann, 1999, p. 2228; see also Baird, 1994a, p. 2263.
134 Compare
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often unable to control opportunism, which presses the importance of well-structured
governance systems.139 Indeed, much of the body of corporate law rules can be understood with
reference to opportunism.140 In as far as the guarantee relationship would indeed be able to act
as a governance device to curb opportunism, the analysis of opportunism above shows this
would positively influence efficiency.
However, complex opportunities for opportunism in using the guarantee relationship, often in
combination with limited liability, may undo this gain.141 The guarantee relationship could be
used to the detriment of weak guarantors. Not only weak guarantors are however at risk. The
guarantee relationship can also be used to act opportunistically towards and create externalities
for outsiders to the relationship. Especially the latter point has not been researched
comprehensively. In order to address the central theme of this book, how legal systems should
regulate guarantees in corporate finance, such a comprehensive picture of the guarantee as a
governance structure is necessary. Thus, the focus is both on how the guarantee relationship is
able to curb opportunistic behavior, as well as on the guarantee relationship as a vehicle for
opportunistic behavior.

3.5 Summary
In this paragraph, the choice of a transaction cost approach to the guarantee relationship has
been explained. The insider guarantee relationship has been identified in economic literature as
a device (or: governance structure) to curb opportunistic behavior. However, no governance
device is perfect. At the same time, the guarantee relationship may be used instrumentally in
complex forms of opportunistic behavior. By using the concept of opportunism, this thesis
focuses both on the efficiency gains of guarantees and on the externalities that guarantees in
corporate finance can create.

4 Conclusion
This thesis is focused on the research question:
How should opportunistic use of the guarantee relationship in the context of corporate
finance be regulated?
To answer that question, this book uses a method of comparative law and economics. Using
economic insights, the objects to compare within US, German and Dutch law will be identified.
After a description of the individual systems and comparison, the results will also be evaluated
using economic insights.
This chapter has defended the use of a method of comparative law and economics. The
functional method of comparative law itself does not provide the tools to define a problem that
139
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the comparatist wants to take as the tertium comparationis, neither does it provide a method for
measuring or predicting the effects of legal rule on this problem, nor does it provide a way to
systematically evaluate the results of comparison. Where functional comparatists often resort to
common sense or intuition to perform these tasks, this book chooses to let these tasks be
performed by economic analysis.
Economic analysis is often criticized. The choice for using economic analysis is made exactly
because claims made from an economic perspective are often, even viewed from within
economic analysis, doubtful. Because efficiency claims are plentiful and often over-simplistic,
this research offers a detailed analysis, including questioning those claims. The choice for
efficiency as a yardstick is however defendable particularly in this field of research: the
guarantee relationship in corporate finance, in which field much of the tensions and dynamics
are economic in nature. By focusing on opportunism and the externalities created by
opportunism, the aim of this thesis is to serve as a critique from within mainstream economic
theory, without claiming the superiority of mainstream economic theory over other approaches.
Moreover, economic insights may, apart from supporting the comparative analysis, themselves be
refined by being applied in the specific contexts of the legal systems studied.
Within economic theory, this thesis focuses on transaction cost economics and particularly on
opportunism. The insider guarantee relationship has been identified in economic literature as a
device (or: governance structure) to curb opportunistic behavior. However, no governance device
is perfect. At the same time, the guarantee relationship may be used instrumentally in complex
forms of opportunistic behavior. In order to address the central theme of this book, how legal
systems should regulate insider guarantees, a comprehensive picture of the guarantee as a
governance structure is necessary.
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CHAPTER 2
The beneficial economic
function of the guarantee
relationship in corporate
finance
1 Introduction
This thesis is focused on the research question: How should opportunistic use of the guarantee
relationship in the context of corporate finance be regulated? To answer that question, this book
uses a method of comparative law and economics as defended in chapter 1. Chapter 1 also
explained the particular branch of economics used: transaction cost economics with a focus on
opportunism. From this perspective, this chapter will provide the first part of an economic
analysis of the guarantee relationship. In this part, the analysis will focus on the economic
function of the guarantee relationship, without taking externalities into account (chapter 3 will
focus on those externalities). The central question to be answered in this chapter is:
What is the beneficial economic function of the guarantee relationship in corporate
finance?
The question is specifically focused on the context of corporate finance. Whereas related topics
such as the function of secured debt and the function of insolvency systems have been analyzed
to a great extent by both lawyers and economists,142 the economic function of the guarantee
relationship is until now underexposed.143 Use of the guarantee relationship could possibly lead
to efficient results that deserve protection, but this should not simply be assumed. In order to be
able to assess in which way use of the guarantee relationship should or should not be regulated,
a thorough understanding of how and under which conditions the guarantee relationship in
corporate finance exactly leads to efficient results is necessary. Using mainstream economic
analysis, this chapter aims to both discover and explain beneficial economic functions of the
guarantee relationship.
In discussing the economic function of the guarantee relationship, this chapter exclusively
focuses on functions that can in principle be efficient. The discussion examines under which
142
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circumstances efficient effects are to be expected and under which circumstances efficiency
gains are unlikely or even negative. Opportunistic use of guarantees and the costs associated to
opportunistic use are not yet discussed here. Costs to insiders and externalities to outsiders of
such opportunistic use are discussed in chapter 3.
Why are guarantees often seen as efficient in the context of corporate finance? A simple
explanation is that the guarantee can be a good thing because it allows the borrower to borrow
more, by giving security to the lender, thus supporting the flow of money, in turn stimulating the
economy. But why and how does it give the lender more security and why is that a good thing?
Just the fact that the guarantor is an alternative source of collection for the creditor can usually
not explain this.144 The guarantee doesn’t make the risk of the creditor disappear, but shifts risk
from the creditor to the guarantor (or the debtor)145. If the guarantor would comparatively be a
better risk-bearer, the shift of risk could make economic sense as such.146 Paradoxically,
especially in small-business finance, guarantees are actually usually provided by inferior risk
bearers.147 A slightly more detailed account may be that a division in tasks can be obtained with
the guarantee: the lender specializes in providing liquidity, while the guarantor specializes in
monitoring. This is indeed the conclusion Katz reaches, in probably the most influential law and
economics account of the guarantee relationship.148 These accounts are not necessarily wrong,
but both these legitimating accounts hide the inherently problematic nature of the guarantee
relationship. The guarantee often functions as a governance device that alters the incentive
structure of the debtor and guarantor, giving the creditor control over the debtor.149 Such
control can under circumstances lead to efficient outcomes, but is also very problematic from
both a legal and an economic perspective, which is the topic of discussion in chapter 3.150
This chapter focuses on the possibly beneficial functions of the guarantee relationship. The
functions of reducing ex ante opportunism by reducing information asymmetries, adverse
selection and credit rationing will be discussed first (paragraph 2). The second and most
important beneficial function of the guarantee relationship in corporate finance to be discussed
is reducing debtor misbehavior, or ex post opportunism (paragraph 3). The last two functions of
the guarantee relationship to be discussed in this section are enabling specialization in ex-post
monitoring (paragraph 4) and enabling specialization in risk-bearing (paragraph 5). Each
paragraph will also shortly discuss the types of guarantees and guarantors best able to perform
these functions.
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2 Signaling
For accurately assessing the risk involved in lending to a specific borrower, the lender needs
information on the borrower. The borrower probably has information on his own
creditworthiness that the lender lacks. It can be costly for the lender to obtain quality
information on the borrower, especially in lending to small firms.151 The lender cannot solely
rely on the statements of the borrower to reduce the asymmetry in information between
borrower and lender, as the borrower may overstate his creditworthiness in order to apply for a
lower interest rate or to be able to borrow at all. There will thus always be an asymmetry in the
information available to the borrower and the information available to the lender, as a result of
which the lender can fall victim to ex ante (before concluding the contract) opportunism by the
borrower.152 The lender might for example provide a loan in a situation in which he would not
have provided the loan if he knew the risk involved. This information asymmetry can lead to
adverse selection, discussed in paragraph 2.1 below, and credit rationing, discussed in
paragraph 2.2 below. After that, paragraph 2.3 discusses which types of guarantees are most
suitable to perform a signaling function.

2.1

Adverse selection

Because of information asymmetries, the problem of adverse selection can occur. Adverse
selection is a term that originates in literature on insurance.153 If an insurer asks a flat rate to all
its customers because it does not know the risk involved in insuring each individual customer,
while the customers themselves do have some knowledge about the risk they pose to the
insurer, high-risk customers are more likely to select the insurance because they consider it
cheap, while low-risk customers consider it expensive. As a result, the insurer ends up with
mostly high-risk customers and will have to adjust prices, resulting in the same mechanism
happening again and again.
For lenders looking to select borrowers this mechanism can work in the same way. Different
borrowers have different probabilities of default. The expected return to the lender depends on
the risk involved in lending to a certain borrower. The lender will want to identify the risk
involved in lending to a certain borrower and accordingly charge a certain interest rate. The
difficulty is that the interest rate charged will work as a selection mechanism that has counterproductive effects from the viewpoint of the lender. The higher the interest rate, the more likely
that high-risk borrowers wish to take the loan, whereas low-risk borrowers will turn it down.154
A mechanism similar to adverse selection may also occur after concluding the loan agreement.
After the borrower has agreed on a certain interest rate with the lender, the interest rate in
question may influence future behavior of the borrower. A high interest rate may for example
induce the borrower to generally select projects with relatively high risk and high return.
Charging a higher interest rate may therefore result in borrowers taking higher risk, the latter of
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which reduces expected return to the lender. Stiglitz and Weiss call this the incentive effect of
charging interest.155
Because of adverse selection and the incentive effect, the lender cannot just raise the interest
rate up to the point that demand meets supply of credit. Stiglitz and Weiss argue that, under the
conditions of adverse selection and the incentive effect, the optimal expected return to the
lender may be at an interest rate at which demand exceeds supply.156 The lender, not being able
to rely on the price mechanism, will thus (up to a point, dependent on the transaction costs
involved) try to assess the risk involved in each borrower. The borrower in turn will try to
signal157 to the lender that he is a creditworthy borrower. Such a signal will have to be credible,
as less creditworthy borrowers may try and overstate their reliability.
Many have argued that collateral in general158 and specifically guarantees help mitigating such
adverse selection problems by signaling the creditworthiness of a borrower.159 The idea is that
granting collateral will be more expensive for an unreliable borrower than for a reliable
borrower, because the collateral will only be seized in the event of actual default, which will be
costly for the borrower. Thus, the theory is that more reliable borrowers will choose to post
collateral, while unreliable borrowers prefer a higher interest rate instead of granting
collateral.160 For the guarantee, the credibility of the signal thus lies in the fact that the creditor
can call upon the guarantor in case of default of the debtor. Assuming the debtor pays the
guarantor a premium for his service,161 low-risk debtors are theoretically more likely to post
guarantees, as they can obtain these at lower cost. Thus, a debtor can signal his credibility by
posting a guarantee.
There is some empirical indication that collateral (such as guarantees) can signal credit
quality,162 but there is also some evidence that contradicts the theory.163 Blazy and Weill for
example suggest that their data shows guarantees do not solve adverse selection problems, by
showing that riskier borrowers more often post collateral such as guarantees.164
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Posting collateral can only be a signal of creditworthiness if there is something to signal. This
point is less obvious than it seems. In order to be able to signal, the borrower needs to have
private information on his own creditworthiness and the lender needs to know that the
borrower has such private information.165 If the borrower does not have (quality) private
information on his own creditworthiness, which will often be the case when the borrower is a
private individual or small company, he can also not signal this to the lender.166 The borrower
may think he possesses private information, but that will almost always be the case when
someone applies for a loan. Leaving aside cases of fraud or desperation, no one would apply for a
loan that he knows he is going to default on. As De Meza and Southey put it:
“It is not just that banks are better informed, but that borrowers actually have biased
expectations. Our general perspective is that it is the unrealistically optimistic who,
through self-selection, will dominate the entrepreneurial class (…)”167
The guarantee by a business owner thus merely becomes a signal of the optimism of the
entrepreneur, and says little on the creditworthiness of either the debtor or the guarantor. The
lender that relies on the signal may end up with a pool of overoptimistic borrowers, instead of
high quality borrowers.168 Because any borrower is likely to try and signal creditworthiness, for
example by using a guarantee, the signal can only be meaningful if the lender can establish by
other means that the borrower is likely to have quality private information and will act
rationally.169 This may apply to larger borrowers with a high degree of sophistication.170 Even
large corporations with a high degree of sophistication may however not always be able to
signal credibly, because the internal barriers within such corporations may impede the flow of
assessment, the lender may ask for a guarantee relationship if necessary to further screen the borrower and, if the
borrower has substantial wealth, at the same time lower risk by enabling an alternative source of collection. From this twostage perspective, it seems likely that borrowers asked to post a guarantee are generally high risk borrowers, although
among these high risk borrowers the lower risk borrowers are more likely to post guarantees. In other words, it could be
that borrowers that are flagged as relatively high risk by other screening devices are more often required to signal their
reliability by posting a guarantee. That could explain the empirical finding of Blazy and Weill that loans secured by outside
collateral are relatively high risk. Indeed, Jimenez et al find that among borrowers on which the lender has credit
information, granting collateral is more likely for high risk borrowers, whereas among borrowers with private information,
granting collateral is more likely for low-risk borrowers (Jimenez, Salas and Saurina, 2006). This is consistent with the theory
that borrowers can signal credit quality by granting collateral (See also R. J. Mann, 1997; Mann, 1998, explaining why safe
borrowers use less collateral. Put shortly, the costs involved in granting collateral can be prohibitively high, mainly because
transaction costs can be high in certain cases, especially assessing information on the collateral, and because collateral
gives the lender leverage over the firm, which restricts the firm in optimally using the assets in future dealings.).
165 See also Mann, 1999, pp. 2229–2230.
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relevant information, even when it is available somewhere in the firm.171 Moreover, even if the
borrower has private information and can be assumed to be rational, the guarantee only gives
the creditor an additional claim on the guarantor, who’s reliability in performing his obligation
the lender will also have to assess. Except in the case where the guarantor is somehow a much
more reliable party, the guarantee will signal little to the lender.172
However, even if the guarantor is unreliable, the guarantee may tell the lender something about
the reliability of the borrower if something about the guarantee relationship will make default
by the borrower towards the lender less likely.173 The guarantee relationship may change the
behavior of the debtor, for example because of a close relationship between debtor and
guarantor. In such a case, the guarantee however does not act as a signaling device, as it doesn’t
signal currently known creditworthiness, but as a bonding device, improving credit quality,
which will be discussed extensively in paragraph 3 below. The difference between a ‘signaling
device’ and a ‘bonding device’ is subtle, but important as each has different implications. I use
the term ‘signaling device’ for a device that signals certain factual, private and known
information to a lender, whereas a bonding device changes the (future) incentives of a debtor
towards a creditor. As such, a bonding device also ‘signals’ information to the lender, on the
future behavior of the debtor, but the distinction is important.174 Signaling creditworthiness as a
function of the guarantee should, in other words, not be confused with the function of
influencing creditworthiness.
In short, it is generally unsure whether the guarantee can act as a credible signal of the
creditworthiness of the borrower, except in the case of a sophisticated and reliable guarantor
with private information on the borrower.175 However, the guarantee relationship may well be
very able to reduce the need for such a signal (by reducing the information asymmetry) because
the guarantee may alter the incentives of both guarantor and debtor.176 This agency-related
explanation of the guarantee, which can be referred to as the bonding function of the guarantee,
should not be confused with signaling creditworthiness,177 because the bonding function is both
much more powerful and much more problematic. The bonding function will be discussed in
paragraph 3.

2.2 Credit rationing
Related to the problem of adverse selection is the problem of credit rationing. Credit rationing
refers to the situation in which lenders do not offer loans to certain borrowers, even if the
borrowers are willing to pay higher interest rates. In their seminal paper on credit rationing,
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Stiglitz and Weiss distinguish two types of rationing, occurring in circumstances under which
“(a) among loan applicants who appear to be identical some receive a loan and others do not, and
the rejected applicants would not receive a loan even if they offered to pay a higher interest rate; or
(b) there are identifiable groups of individuals in the population who, with a given supply of credit,
are unable to obtain loans at any interest rate, even though with a larger supply of credit, they
would.”178
A basic dogma of economics would implicate that, if demand exceeds supply, prices (in this case:
interest rates) will go up until demand meets supply. In other words, the situation of excess of
demand at the market interest rate should not be stable. However, Stiglitz and Weiss argue that
even in equilibrium, lenders often don’t raise interest rates.179 Why lenders do not simply
increase interest rates to meet demand is a question that has puzzled economists.180 As already
touched upon above, an explanation could lie in adverse selection: by increasing the interest rate
for a given amount of collateral, low-risk borrowers will self-deselect while high-risk borrowers
are more likely to still take the loan. Moreover, initial low-risk borrowers may start choosing
higher risk projects in the course of their business. While such an increase in interest rates thus
may match demand with supply, lenders may not be able to increase profit because the group of
borrowers will on average have a higher chance of default. This can explain the practice of
professional lenders of setting an interest at which demand of credit exceeds supply.
Two types of guarantees are associated with alleviating the problem of credit rationing. Firstly,
the guarantee by an insider, such as the shareholder of a legal person, may as a form of outside
collateral reduce the problems of adverse selection and the incentive effect that lie at the basis of
credit rationing. Collateral may thus alleviate the problem of credit rationing, but may not be
sufficient to fully eliminate it (see also paragraph 2.1 above). Besanko and Thakor for example
argue that the amount of collateral required to minimize credit rationing often exceeds the
wealth of borrowers (and insiders or related parties).181 These borrowers may also lack other
means to show towards the lender that they are relatively low-risk borrowers. Thus, there may
be borrowers on the market that are unable to lend while they are good, low risk borrowers. 182
These could be borrowers that are not able to borrow at all, not at any interest rate (type (b) of
credit rationing described above), or they may be borrowers that are turned down in their
application to borrow against a certain interest rate, while other borrowers that seem similar
are able to lend at this interest rate (type (a) of credit rationing described above).
Secondly, government guarantee schemes are associated with alleviating the problem of credit
rationing.183 Because some borrowers may not have the means to show towards lenders that
they are indeed low-risk, states may try to step in by offering a state-backed guarantee scheme,
often exclusively for a specific group such as small businesses or home owners.184
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Whether credit rationing actually is a factor of major importance on the loan market is
contested, the empirical evidence on this is again not clear-cut.185 It is consequently also
contested that government guarantee schemes should step in to reduce credit rationing.186
Moreover, even if credit rationing is an important factor, it is questionable whether government
guarantee schemes can satisfactorily solve the problem in the sense that they promote general
welfare. That government guarantee schemes can lower interest rates for borrowers and can
make credit against a certain interest rate more accessible to specific groups of borrowers is
obvious, but less obvious is whether this actually addresses a market failure or just entails a
subsidy from the guarantor towards certain borrowers. It could very well be that lenders do not
lower interest rates because the guarantee signals credit quality of the borrower itself, but
because the guarantee assures the lender of an alternative source of collection.187 In other
words, it could be that lenders turned down loan applicants for the right reasons. To be able to
address the market failure caused by adverse selection, the guarantor would need to have
superior information on the creditworthiness of the borrowers. Otherwise, the guarantor is
faced with the same problem of adverse selection.188 The micro-economic case for offsetting
negative effects of adverse selection with a state-backed guarantee scheme thus seems thin.
At the same time, it is obvious that there is a pool of loan applicants, especially consisting of
small firms, that has difficulty acquiring funds.189 The state could have many reasons to step in,
such as fairness based reasons (for example distributional goals); macro-economic reasons like
making credit more widely available, mitigating the effects of a credit crunch or supporting
entrepreneurship and innovation by kick-starting SME-lending.190 Whether such macroeconomic and distributional arguments are valid is outside the scope of this analysis.191 In short,
state-guarantees can arguably reduce effects of credit-rationing that are perceived as negative
from a distributional or macro-economic perspective by some, but they are unlikely to solve the
problem of credit rationing at its source. Moreover, this thesis primarily focuses on insider
guarantees, which state guarantees clearly are not.

2.3 Types of guarantees suitable for signaling
Although theory and evidence are not clear-cut, we have seen that a case could possibly be made
for guarantees as performing a signaling function to reduce information asymmetries, adverse
selection, and credit rationing. Which types of guarantees or guarantors could best fulfill this
function?
In order to be able to signal to a lender that a borrower is of relatively good quality, the
guarantor must have superior information on the borrower. As the analysis above showed, the
fact that the creditor can call upon the guarantor in case of default of the debtor makes the signal
more credible, but it does not make the signal true. The trouble is that, as discussed in chapter 1,
185
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there are clear limits to rationality. Calculating the probability of default of a debtor is often a
highly complex undertaking in the first place, which can be further troubled by a certain
relationship, such as emotional ties, between guarantor and debtor.192 It is therefore safer to
state that the guarantee signals that the guarantor believes the borrower is of good quality. Such
a signal can be valuable to the creditor if he can establish whether such a belief is based on
private information of the guarantor on the debtor. If the belief is instead due to the limits that
bounded rationality places on reasoning or on outward irrational behavior, for example due to
emotional ties, the signal itself becomes meaningless.193 Moreover, the lender would still have to
assess whether the guarantor, if called upon, will be able to perform.
The signaling function of a guarantee can consequently be performed best by guarantees from
guarantors that are likely to both have private information on the guarantor and are likely to be
relatively less constrained by irrationality and bounded rationality. Although individuals that
have close ties to a debtor are likely to have private information, they are unlikely to weigh it
properly due to irrationality and severe bounded rationality. Factors to look for in a guarantor
are, from the perspective of the signaling function, sophistication (to reduce bounded
rationality), absence of emotional ties (to reduce irrationality), proximity to the debtor (to
ensure information on the debtor). Sophistication can especially be found in professional
guarantors that specialize in risk-assessment such as financial intermediaries (banks) and
insurers. Proximity to the debtor can be found in insider guarantors, principal banks or other
guarantors that have a close professional relationship with the guarantor. In short, the most
probable candidate to perform a signaling function is a guarantee by a professional guarantor
with some private information. Bank guarantees often fit this picture.194
Not only the identity of the guarantor matters in structuring a good guarantee that performs a
signaling function. As Mann explains, asymmetric valuation can often make a guarantee better
perform its signaling function.195 The higher the cost to the borrower of the lender calling on the
guarantee, the better the lender can rely on the signaling function of the guarantee. However, the
higher the value to the lender of calling on the guarantee, the higher the costs associated to
possibly opportunistic behavior of the lender (reverse-opportunism), using the guarantee
opposite to the expectations of the borrower. Typically, guarantees given by natural persons to a
professional lender are a good example of such asymmetric valuation, because the natural
person probably values his personal assets dearly (also called the endowment effect).
Guarantees given by a professional guarantor often don’t profit from the benefits of asymmetric
valuation, because the guarantor as a professional party is unlikely to put excessively high value
on the guaranteed amount. Why a guarantee by a natural person is often valued asymmetrically
in relation to the lender is easy to understand. The natural person will often not have the
guaranteed amount readily available. Losing, say, € 100.000 on the guarantee may have all kinds
of personal consequences that he wants to avoid. The lender however, having made a loan of say
€ 3 million, may not value the € 100.000 as highly as the guarantor does.196 Moreover, if the
guarantee is a dependent guarantee, the room for reverse opportunism is limited. The guarantor
can probably invoke defenses from the underlying relationship, making sure the creditor cannot
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call upon him unless the debtor indeed owes something to the creditor and defaults. The danger
of reverse opportunism is much higher in an independent guarantee relationship, in which
defenses from the underlying relationship are not available to the guarantor.
This analysis of types of guarantees that would be ideal to signal credit quality, shows again why
guarantees are often not particularly good at performing this function. Ideally, the guarantee
would be valued asymmetrically as between guarantor and creditor, which most notably is the
case involving a guarantor that is not sophisticated. However, for the signal to be reliable, the
guarantor should be sophisticated, which leads to an inherent tension.

2.4 Summary
In short, guarantees have often been associated with performing a function of signaling
creditworthiness of the debtor, thus reducing information asymmetries between borrower and
lender, limiting the room for ex ante opportunistic behavior, reducing adverse selection
problems and alleviating (effects of) credit rationing. This would suggest the guarantee reduces
monitoring costs. The empirical evidence on these functions is however not clear-cut. If
guarantees can indeed perform a signaling function, the best suited guarantees seem to be those
provided by sophisticated guarantors with little emotional ties to the debtor, while at the same
time possessing quality information on the debtor’s credit quality. Most guarantees by insiders
as often used in corporate finance do not fit that picture.
A guarantee may very well improve the creditworthiness of the debtor because incentives of
creditor and insider guarantor are aligned through the guarantee, but that function of the
guarantee is not a simple signaling function, but a bonding function. These two functions should
be clearly separated for analytical purposes, especially because the bonding function is both
much more powerful and much more problematic. The bonding function will be discussed in the
next paragraph.

3 Reducing debtor misbehavior
When a debtor-creditor relationship is established, the creditor runs the risk that the debtor will
default. This risk can be divided into two categories: risk because of opportunistic behavior
because of a state of moral hazard on the side of the borrower (debtor misbehavior), and risk
because of events beyond the borrower’s control.197 In a state of moral hazard, an actor does not
(fully) bear the negative consequences of his behavior and consequently doesn’t have the right
incentives towards optimal behavior (from the perspective of the creditor). Moral hazard is
generally used as a heading for agency problems.198 Moral hazard thus refers to a state in which
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there is incentive for an actor to act opportunistically.199 In fact, the terms moral hazard and
debtor opportunism are ultimately complicated ways of describing that a debtor will partly have
different incentives than the creditor would prefer.
Ex post opportunistic behavior because of a state of moral hazard in debtor-creditor relations
can be divided in two categories: (i) opportunistic default (or renegotiation) in general, and (ii)
opportunistic behavior specifically related to limited liability. In the finance literature, there
seems to be general acceptance that guarantees can serve to limit moral hazard by targeting
opportunistic behavior by the debtor, by the guarantor, or by both.200 Empirical work also
supports this conclusion and finds guarantees are much more able to contain moral hazard than
collateral by means of real security rights is.201 Thus, the guarantee relationship can serve as a
private ordering device to control ex-post opportunistic behavior. This paragraph will review
the manifestations of moral hazard in debtor-creditor relationships and the ability of the
guarantee relationship to control moral hazard.

3.1 Guarantees limiting opportunistic default in general
The debtor may try and exploit incompleteness of the loan contract or incompleteness in
monitoring or enforcement of the contract to his advantage by forcing the creditor to
renegotiate the terms of the contract, either explicitly, or effectively by forcing the creditor to
accept opportunistic shortcomings. Because of bounded rationality, contracts are necessarily
always incomplete.202 The room for opportunistic default can be limited by using a guarantee
relationship, bonding the interest of the guarantor and indirectly the debtor to those of the
creditor.203 The result of the guarantee relationship is that the creditor can call upon the
guarantor, possibly subject to certain conditions such as default of the debtor. This aligns the
interests of the guarantor with those of the creditor: performance by the debtor.
If the guarantor has certain influence over the debtor, the alignment of the interests of the
guarantor with those of the creditor will also affect the debtor. If the guarantor has some sort of
pre-existing relationship with the debtor such as close personal ties, the debtor will behave
differently towards the lender under the influence of the guarantor. Such influence can be
implicit. In the family setting, a son who borrowed money from a bank with a guarantee from his
parents towards the bank may for example have strong incentives to perform towards the bank,
want to contract with the agent and monitor the agent’s behavior. However, the agent may still get away with partly acting
in his own interest. In this example, we see three types of costs that the principal may incur in delegating decision-making
power to an agent: (1) bonding costs (2) monitoring costs and (3) residual loss because the agent shirks (See further Jensen
& Meckling 1976, p.308). Obvious examples of relationships plagued by such agency problems are employer-employee and
shareholder-manager relationships. Agency problems also occur in a debtor-creditor relationship, in which the creditor
invests in the debtor, thus delegating some task to the debtor that he would like to see done. Moral hazard in debtorcreditor relationships thus essentially refers to agency problems between lenders and borrowers (Greenbaum and Thakor,
2007, p. 29 ff).
199 Schäfer and Ott, 2004, pp. 94–95.
200 Tracht 2000, p.516 ff; Mann 1998, p.22 ff; Mann, 1999, p. 2258 ff; Greenbaum and Thakor, 2007, p. 187; compare Thakor
and Boot, 2008, pp. 32–34; the latter two of which speak of ‘collateral’, by which they refer to both inside and outside
collateral (guarantees). The explanation is thus not specifically focused on guarantees. See on opportunism extensively
chapter 1.
201 See Pozzolo, 2004; Haas and Millone, 2016; however see Blazy and Weill, 2013, reaching a contrary conclusion.
202 See on bounded rationality and opportunism extensively chapter 1, paragraph 3.
203 See more generally on bonding devices Mann, 1999, p. 2231; Williamson, 1983.
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just because he wants to spare his parents a claim from the bank. Less obvious but also relevant
is the example of a relation between a client and his principal bank (a bank with a close relation
to the client). The client will probably wish to continue its relations with his principal bank that
guaranteed an obligation of his and will therefore try harder not to default on this obligation
towards the creditor.
This mechanism does not directly lower the cost of monitoring the debtor, but it lowers the need
for monitoring and in turn the costs. The need for monitoring is lowered because the debtor has
incentive not to act opportunistically towards the creditor. In other words: the risk that the
debtor defaults towards the creditor because of moral hazard decreases because of the
guarantee relationship.204
This can be conceptualized in a trust game.205 A debtor-creditor relationship can always, at least
for a small part, be modelled as a trust game in which the creditor places trust in the debtor. In
the trust game, the first party, the investor, decides how much money to send to the second
party, the trustee. The amount is then multiplied by a factor, after which it is up to the trustee to
decide how much money he sends back to the investor.206 In this game, it is assumed that no
legal system is in place through which the investor can claim the investment back. He has to rely
on trust. The investor has to choose whether to invest and how much. The investor incurs risk
by placing trust in the trustee. However, in doing so, the investor has a chance to make a profit.
We can call this dilemma the trust problem. Williamson has shown that complex governance
structures are therefore employed by parties to contain the problem of opportunism.207 The
trust problem can possibly be solved by providing a ‘hostage’ as a credible commitment of the
trustee.208 This game can be called the Hostage Trust Game.209 Such a hostage can take many
forms.210 A guarantee of (part of) the amount of the investment is a good example of such a
‘hostage’. Empirical testing of the hostage game has shown that hostage posting has a strong
effect on trust and cooperation.211
The hostage-function of a guarantee can be especially important to a creditor in small closely
held corporations where the shareholder is also the main ‘asset’ in terms of human capital of the
company. If a company is highly dependent on the specific skills of the shareholder, the creditor
may want to make sure the shareholder stay committed. In the absence of a guarantee
relationship, the shareholder could threaten the creditor to divert his or her human capital to
another firm if the creditor does not want to renegotiate. Although this would effectively wipe
out the equity stake of the shareholder, there is just as much at stake for the creditor. Especially
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if equity is already virtually wiped out, the shareholder may have a strong bargaining position. A
shareholder guarantee would mitigate this incentive for opportunistic behavior.
Which types of guarantees would be most suitable to be used as a governance device to limit
such opportunistic renegotiation or default? The creditor generally has the strongest position
with an independent, non-subsidiary guarantee (‘at first demand’). Any perceived threat of
opportunistic behavior by the debtor would be neutralized by the possibility of the creditor to
call upon the guarantor. A dependent guarantee offers less protection as the guarantor, possibly
in collaboration with the debtor, has more room to opportunistically default or renegotiate, for
example unjustifiably arguing that there is a defect in either the guarantee contract or in the
relationship between the debtor and the creditor. Likewise, a subsidiary guarantee offers the
creditor generally less protection against an opportunistic debtor than a non-subsidiary
guarantee. When a subsidiary guarantee is used, the debtor can still opportunistically claim
there is no default, thus refraining the creditor from claiming under the guarantee. With a nonsubsidiary guarantee, such a defense cannot be used against the creditor, as default of the debtor
is not a prerequisite for claiming on the guarantor.
On the other hand the guarantee relationship opens up new possibilities for opportunistic use by
the creditor. An independent guarantee can somewhat resemble payment upfront by the debtor
to the creditor (pay first, argue later), but this is subject to conditions as stipulated in the
guarantee.212 Of course, such prepayment reverses the situation and makes the debtor and
guarantor vulnerable to reverse opportunism.213 Likewise, a non-subsidiary guarantee involves
an increased danger of reverse opportunism compared to a subsidiary guarantee. If the expected
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cost of the chance of such reverse opportunism is sufficiently lower than the reduction in costs
effectuated by limiting opportunism of the debtor towards the creditor, the independent nonsubsidiary guarantee can entail a net cost saving to the parties. If not, some degree of
subsidiarity or dependence may help to strike a better balance.
The guarantee relationship can be seen as an economic equivalent of a hostage.214 From the
literature on hostage taking, one can infer that from the perspective of opportunism, guarantees
that are especially valuable to the guarantor but not to the creditor make economic sense as
hostages.215 This can explain the ubiquitous use in practice of pure-leverage guarantees,
sometimes even for small amounts, for loans to small corporations. As Mann argued, people are
likely to place extremely high value on their personal assets.216 If a guarantor as a natural person
guarantees a small amount towards a very wealthy creditor (such as a bank), the guarantor is
likely to place much higher value on the amount guaranteed than the creditor. Thus, the
condition of asymmetrical valuation is met.217 A good hostage strikes the right balance between
the risk of opportunistic behavior by the debtor, and the risk of reverse opportunism
(expropriation of the hostage) by the creditor. In a condition of low valuation of the guarantee
on the side of the creditor, the risk of reverse opportunism is relatively low. Absent
asymmetrical valuation, a good hostage can also be one that is valued equally by debtor and
creditor if the creditor is less likely to act opportunistically, for example because of a good
reputation.
In short, the guarantee can be used as a hostage, a private ordering device, in Williamson’s
words a ‘governance structure’,218 to deter the often severe problem of opportunistic default or
renegotiation in a debtor-creditor setting. The type of guarantee that is best able to reduce
opportunistic default or renegotiation in general by the debtor is clearly an independent
guarantee at first demand. However, depending on the danger of reverse opportunism in the
specific case, some degree of subsidiarity or dependence might strike a better balance. More
specifically, the hostage model shows asymmetric valuation makes a good guarantee in this
context.219
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3.2 Opportunistic use of limited liability and the role of
guarantees
The discussion of moral hazard has so far focused on moral hazard problems in general. When
the debtor is a legal person with limited liability,220 more specific forms of moral hazard may
present themselves. Such moral hazard originates in the fact that the debtor does not bear the
full downside risk of his project.221 The most obvious situation in which the borrower does not
bear the full downside risk is when the borrower is incorporated as a limited liability company
in which the management and shareholders decide what happens.222 The fact that limited
liability creates moral hazard problems is widely recognized.223 The principle of limited liability
generally dictates that shareholders are, in principle, only liable up to the equity they contribute
to the company. Management is in principle not liable at all, absent liability for mismanagement.
Management only has their job at stake, and the remote possibility of liability for
mismanagement. These facts combined can give shareholders and managers incentive to pursue
projects that have a negative net present value.224 The creditor who considers making a loan to
the legal person with limited liability will want to limit the risk of opportunistic use of limited
liability. The guarantee relationship limits such behavior towards the creditor by aligning the
interests of the guarantor with those of the creditor, being performance by the debtor of the
obligations arising from the contract with the creditor.
The guarantee as a bonding mechanism can be especially useful to smaller, closely held
companies, also because other devices for dealing with moral hazard, such as secured credit and
contractual covenants may work less well than in lending to large, publicly held companies,
while the shareholder-creditor agency problem is likely to be of a greater extent in smaller,
closely held companies.225 Mann argues further that the leverage the guarantee provides to the
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See also Easterbrook and Fischel, 1985, p. 104; Buckley, 1992, p. 246 ff.
Easterbrook and Fischel, 1985, p. 98.
223 Bainbridge, 2005, p. 95; Barneveld, 2014, p. 50; Easterbrook and Fischel, 1985, p. 104; Neus and Walter, 2008, p. 10;
Millon 2007, p.1342; Buckley, 1992, p. 246 ff.
224 Or not pursue projects that have a positive net present value, or generally not put enough effort in making the projects
of the debtor succeed, or to shift assets away to related parties before bankruptcy. The interests of management may
however not completely coincide with those of the shareholder. This managerial agency problem has become the primary
focus of agency-cost literature in the corporate setting. However, in small, closely held firms this problem is often nonexistent because of close ties between managers and shareholders (see extensively Tracht 2000). In the smallest firms the
shareholder and manager are often the same person. Even in larger companies, the managerial agency problem has
become less problematic because it has, after decades of scrutiny, largely been addressed (Rock 2013). Corporate law has,
across jurisdictions, become more shareholder-oriented (Hansmann & Kraakman 2001; Hansmann & Kraakman 2012.). In
case of minimized or non-existent shareholder-management agency costs, the tension between the corporation and its
creditors increases (Rock 2013, p.1928; John & John 1993, p.951.). As Rock puts it: ‘incentivizing managers to think like
shareholders intensifies the shareholder-creditor problem’, and there is compelling evidence that this mechanism works in
this way (Rock 2013, p.1935; compare Ang 1991; Ang 1992; Blumberg & Letterie 2007). Thinking like shareholders,
managers have incentive to transfer wealth from creditors to shareholders. As a firm nears insolvency, the tension between
shareholders and creditors increases, as their interests may diverge further. Shareholders may become interested in
inefficient investments that are likely to harm creditors (Mann 1997, pp.649–650; Smith & Warner 1979, pp.118–119.). See
on expected value analyses in relation to limited liability also Bakker and Weijs, 2019.
225 Tracht 2000, p.524 ff.
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lender is not only especially useful in small-business lending, but also more powerful than
secured credit, because when the guarantor is a natural person, he will be likely to take loss of
personal assets such as his home extremely serious. He may take such a loss even more seriously
than a failed business.226 In terms of preference ranking,227 he is likely to have a very high
preference for keeping personal assets. Even a personal guarantee of a small fraction of the loan
may therefore be sufficient to provide the lender with the leverage needed to align the
incentives of the guarantor with his. Why people are highly averse to any personal loss can inter
alia be explained by what is called the endowment effect in behavioral economics.228 However, as
explained above, also absent personal guarantees, the possibility of personal liability because of
tort law rules on shareholder and manager behavior in times of distress may already deter
undesirable behavior to some extent.
The function of mitigating negative effects of limited liability is usually performed by dependent
guarantees, because subsidiarity and dependency are usually no obstacle to performing the
function of reducing overinvestment.229 An independent guarantee can also reduce moral
hazard, but may do too much.230
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Mann 1998, p.19.
See chapter 1 paragraph 3 on preference rankings.
228 Korobkin, 2014, p. 300 ff.: “The term “endowment effect” stands for the (…) principle that people tend to value
entitlements more when they are endowed with them than when they are not.”
229 Important for the function of policing moral hazard is however the complex relationship between the amount
guaranteed, the amount of the principal debt, and the wealth of the guarantor. If the creditor extended 100 in credit, the
guarantor guaranteed that up to 20, and the debtor only has 30 in assets left, the creditor is undersecured. Such a
guarantee will do little or nothing to remedy moral hazard, at least not at that point in time, because changes on the
debtor’s wealth will not directly affect the guarantor’s potential liability on the guarantee. In fact, the temptation to
overinvest may become stronger because there is more at stake. The same applies when for example the creditor extended
100 in credit, the guarantor guaranteed that in full, the debtor only has 10 in assets left, and the guarantor himself only has
20 in assets. Now, the guarantor is virtually bankrupt, and changes in the wealth of the debtor won’t immediately change
that (these examples are not merely theoretical, nor rare. Mann points out, based on interviews with bank managers, that
guarantees are often issued by business owners even if they do not have the wealth to cover their potential liability under
the guarantee, see Mann, 1998, p. 22 ff; Moreover, my experience with guarantees in the Netherlands is that they are often
issued for relatively small parts of the outstanding debt (compare also Haentjens, 2010, pp. 419–420 for reasons why this
happens), and when the debtor defaults, the guarantor often has to be called upon for the full amount of that guarantee,
meaning the creditor was undersecured.). In short, partial guarantees and guarantees by virtually bankrupt guarantors can
lead to counter-productive results in mitigating moral hazard.
230 Dependent guarantees shift risk to the guarantor, thereby targeting behaviour of the guarantor. In case the debtor is a
limited liability company, a dependent guarantee can thus target decision makers in the company, such as directors and
shareholders, thereby indirectly limiting opportunistic behaviour by the debtor. In case the guarantor has no official decision
making role in the debtor, shifting risk to the guarantor can still influence behaviour of the debtor, for example because the
guarantor has influence on the debtor through his personal ties, such as in family relations. Recall the difference between
dependence and independence. Dependency of the obligation arising from the guarantee contract on the obligation arising
from the primary relationship between debtor and creditor has (in most legal systems) the consequence that the guarantor
can invoke defences that the debtor would be able to invoke. Dependency usually also has the consequence that the
creditor cannot separately assign his right on the debtor to another without also transferring his right towards the
guarantor. In other words, the dependent right ‘follows’ the primary right. Independence in this regard means that the
creditor can call upon the guarantor, independent of whatever defence the debtor would have been able to invoke to the
guarantor, and can assign the rights on the guarantor and the debtor respectively, independently of one another.
(Independence of a guarantee usually not only relates to independence of the underlying relationship, but also
independence of the relationship between the debtor and the guarantor. The consequence of this independence is that the
guarantee obligation is not affected by defects in the relationship between the guarantor and the person instructing the
guarantor to issue the guarantee, often the debtor.) An insightful way to conceptualize the consequence of a dependent
guarantee relationship as opposed to an independent guarantee relationship is that the dependent guarantee relationship
unifies, as far as the creditor is concerned, the person of the debtor (and his patrimony) with the person of the guarantor
(and his patrimony). If he has a claim on the debtor, he can also pursue this claim on the guarantor. The flip side is that, if
the debtor can raise defences, the guarantor can as well. Note that a dependent guarantee relationship would thus be
sufficient to counter the adverse effects of limited liability as far as the creditor is concerned. The problem with limited
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From a different perspective, small guarantees can be most valuable in performing the bonding
function. As already discussed in paragraph 3.1 above, asymmetric valuation as between lender
and guarantor makes a good guarantee.231 A small partial guarantee can perform this function
well, because the partial sum may still be perceived as high by the guarantor, whereas it is low
from the creditor’s perspective, especially compared to the loan amount (for example a partial
guarantee of € 100.00 in relation to a € 3 million loan).
Various types of moral hazard specifically related to limited liability rules can be identified:
overinvestment (and its counterpart, underinvestment), inadequate effort supply and asset
shifting. As discussed, these types of moral hazard all originate in the fact that the debtor (or:
person behind the debtor) does not bear the full downside risk of failure by the debtor because
of the protection of limited liability. In as far as the guarantee relationship transfers downside
risk to relatives of the debtor or to stakeholders in the debtor, this problem can be mitigated for
all four types discussed below, though dependent on the circumstances.

3.2.1 Overinvestment
The problem of overinvestment is the problem that borrowers may have inefficient incentives
to, after they have already issued debt, issue more debt, dilute assets or substitute assets for
more risky assets. This can be attractive because the downside risk is shared with the older
debt-holders.232 This problem especially becomes relevant if the borrower is already materially
liability (and insolvency law rules on a fresh start) is, to the creditor, that the debtor does not fully bear the negative
consequences of his behaviour. With guarantees by stakeholders in or persons related to the debtor, this cause can be (up to
a point) neutralized as, to the creditor, the guarantor and the debtor essentially become one person with one patrimony.
The independent guarantee can also be used to neutralize the cause of the problem to the creditor (that the debtor does
not bear the full downside risk), but does much more than unifying the patrimonies of creditor and debtor. Although a
dependent guarantee would already suffice to overcome the problems related to limited liability, the independent
guarantee goes further in the sense that it gives the creditor a much stronger position than just being able to treat the
debtor and guarantor as one person. The creditor can, independent of whatever the debtor can invoke against him, call
upon the guarantor. In short, an independent guarantee can be used for the purpose of limiting the problems of
underinvestment, overinvestment and inadequate effort supply, but goes beyond this purpose. There is a major trade-off of
independence. Adherence to the principle of independence means the creditor can claim under the guarantee even if the
debtor would have been able to invoke defenses from the underlying relationship between the creditor and the debtor. This
is an important reason why the guarantor almost always secures his claim on the debtor. The debtor is now at risk of
opportunistic use of the guarantee by the creditor. Again, it is instructive to look at this as a pre-payment: pay first, argue
later, but in case of an independent guarantee subject to conditions as stipulated in the guarantee. The party that pays first
runs the risk of opportunistic behavior by the other party. In effect, the debtor becomes creditor and vice versa. The
difference with pre-payment is however that the relationship is now intermediated by a middleman, the guarantor.
Depending on the precise form of the independent guarantee, opportunistic behavior of the creditor may be limited by
setting certain requirements for invoking the guarantee. As to subsidiarity, adherence to this principle should not be
problematic to the function of limiting overinvestment, underinvestment and inadequate effort supply either. Subsidiarity,
simply put, just refrains the creditor from directly calling upon the guarantor without going to the debtor first. The cause of
the incentive for overinvestment, underinvestment and inadequate effort supply is however that the debtor does not bear
the full downside risk of failure by the debtor. In case of such failure, subsidiarity does not prevent the creditor from calling
on the guarantor. The dependent, subsidiary insider guarantee can serve the functions of limiting overinvestment,
underinvestment and inadequate effort supply. If these are the main concerns of the lender, a dependent, subsidiary
guarantee may be the best option. If instead opportunistic default and renegotiation by the debtor are more generally a
concern, an independent, non-subsidiary guarantee may be better, given this benefit outweighs the expected cost of
reverse opportunism.
231 See also Mann, 1999, p. 2232 ff; Baird, 1994a, pp. 2263–2264.
232 See generally further Jensen & Meckling 1976; Barneveld, 2014, p. 52; Adler, 1995, p. 591 ff; Triantis, 1993, p. 910 ff;
Buckley, 1992, p. 246 ff.
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insolvent. A guarantee can, under circumstances, help to mitigate this problem. Of course, reality
is always more complex. There may be other investment opportunities with a different return
and risk that make this particular investment irrational for the shareholder. The point to be
made should however be clear: shareholders may, especially near insolvency, have incentive to
overinvest, at the expense of creditors.233
This almost classic problem of overinvestment certainly has appeal on paper and has been
widely discussed in the academic literature, but may not always be significant in practice.234
There is a difference between what is rational for shareholders to do in times of financial
distress, and what the company actually decides to do. This difference can be ascribed to three
causes: (1) shareholders and managers, especially in small companies, may be influenced by
other factors than just share value; (2) shareholders/managers do not operate in a legal vacuum
and (3) the overinvestment problem rests on assumptions that are sometimes implausible.
To start with the first, shareholders may not only take the expected return on each transaction
into consideration, for example because of other rational concerns or because of irrational
behavior. In small companies, shareholders will probably have personal relationships with other
stakeholders such as business partners and employees. In such a case, it is less likely a
shareholder will put his reputation at stake by overinvesting in times of financial distress. Also
in larger companies, a shareholder may care about his reputation.
Moreover, the shareholder does not operate in a legal vacuum. There is always the chance of tort
liability, though generally such ‘veil piercing’ is rare. By overinvesting, the shareholder/manager
thus takes the risk of potential liability while any return on the overinvestment is unsure.
Behavioral insights tell us that people are generally risk averse, sometimes preferring not to
pursue an investment that has a net benefit but a low probability of a relatively large loss, see for
example Williams on ‘ambiguity aversion’ and the ‘certainty effect’.235 There may also be
contractual devices (other than insider guarantees) in place between the creditor and the debtor
that deter overinvestment (covenants236). Barondes for example argues that evidence shows
overinvestment is not a significant problem, in his view due to the mitigating role of contractual
covenants.237
Additionally, managers of the company may, depending on the legal system in place, have
incentives to resist pushes for overinvestment by shareholders.238 Managers that approved
investments with clear negative net benefits in times of financial distress may face personal
liability for (part of) the debts of an insolvent company. As managers will probably be very
averse of loss of personal assets, this incentive can be strong, although dependent on the specific
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See also Stiglitz, 1971; Barneveld, 2014, p. 52; Daigle and Maloney, 1994.
See extensively R. de R. Barondes, 1998.
235 Williams, 2014, p. 344 ff.
236 See on covenants Greenbaum and Thakor, 2007, p. 184: “Covenants are a negotiated part of loan agreements.
Warranties verify certain statements by the borrower at the date of execution of the loan agreement. Covenants carry
forward the warranties and establish the borrower’s ongoing obligation to maintain a certain status for the loan’s duration.
Covenants set minimum standards for a borrower’s future conduct and performance and thereby accelerate the loan in the
event of untoward developments. Violation of a covenant creates an event of default and gives the bank the right to
‘‘accelerate’’ the required repayment.”
237 R. R. de Barondes, 1998; Adler in turn argues preference law mitigates the overinvestment problem: Adler, 1995. See on
the role of covenants further paragraph 3.3 below.
238 See also R. R. de Barondes, 1998, p. 59: “Managers who realize insolvency is likely to result in the termination of their
employment thus have substantial personal incentives to avoid strategies that increase the probability of financial distress.”
234
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liability regime.239 However, the role of directors’ liability insurance should not be
underestimated. It has become more and more normal, especially in larger corporations but also
in smaller ones, for the corporation or manager himself to take out liability insurance that covers
potential tort liability of the directors. Apart from the danger of reputational damage, the
incentive effects of manager liability can be undone by such insurance.
The strongest argument against the overinvestment problem is probably that it rests on
assumptions that are somewhat implausible. In reality clear-cut figures on chances of success
are usually not available. Of course risk-assessments are made, but such an assessment will
feature different scenarios and reality will probably not even fit one of the scenarios. The simple
choice to overinvest in order to maximize shareholder value at the expense of others, does not
present itself as such.240 These points that question the relevance of the theoretical
overinvestment problem are also supported by some empirical evidence. Barondes finds,
reviewing empirical studies, that the evidence does not show that excessive risk-taking in the
period before bankruptcy occurs often.241
Although this rebuke of overinvestment is appealing, one should also not attach too much
weight to it. The incentive to overinvest is undeniably present because of limited liability and is
undeniably exaggerated near insolvency, whether clear opportunities to overinvest present
themselves or not. That means that the risk-appetite of shareholders undeniably higher than it
should be, especially near insolvency. Clear opportunities to embark on overinvestment may not
present themselves, but the incentive to overinvest is still likely to be reflected in day to day
decisions that have to be made, including decisions on dividend payments, decisions on the date
of filing for bankruptcy, decisions on the type of assets to acquire etcetera.
Moreover, it can be observed that managers often don’t make the right decisions in times of
financial distress. There is some recent research in behavioral economics that relates this to
overoptimism. Managers often underestimate the possibility of bankruptcy and overestimate
their ability to avoid it.242 Overoptimism is believed to be of especially strong influence on
decision making by managers.243 Dickerson therefore argues the law should give managers
incentive to timely file for bankruptcy. Overoptimism should however not be confused with
overinvestment. Overoptimism is irrational whereas overinvestment is rational from the
perspective of the debtor. Though the guarantee may be able to remedy overinvestment by
giving the guarantor other (rational) incentives, the guarantee may do little to remedy irrational
overoptimism.
In as far as overinvestment is a problem, the guarantee relationship is an obvious device to
remedy the problem, at least as far as the guaranteed lender is concerned. The guarantee
relationship shifts (some of) the risk of default of the debtor to the guarantor. If the
overinvestment problem is created by the characteristics of limited liability, shifting risk to
decision makers (managers or shareholders) in the limited liability company can remedy
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Mann 1998, p.19; see differently Tracht, who mentions yet another shareholder-creditor agency problem, related to
overinvestment. Shareholders that are virtually already wiped may have incentive to keep the firm from filing for
bankruptcy, because they want to keep an option of a turnaround in place. Tracht, 2000, p. 505. However, this would only
be true absent liability rules.
240 Compare LoPucki, 2004.
241 R. R. de Barondes, 1998, pp. 60–62.
242 Dickerson, 2003; see also Ang, 1992, p. 191.
243 Greenfield, 2014, p. 524.
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incentives for overinvestment. In the example above, making the shareholder guarantee the
lender’s claim will undo the adverse overinvestment incentives of the shareholder.
Important to stress is that not every guarantee solves the problem of overinvestment. The
relationship between guarantor and debtor is crucial.244 If the debtor does not somehow have to
internalize the risk that the guarantee is called in, his incentives won’t change because of the
guarantee relationship. A relationship that makes the debtor internalize (some of) the risk that
the guarantor is called upon is for example a family relationship, a shareholder-company
relationship or a relationship in which the guarantor has security for his (contingent) recourse
or subrogation claim. If any such relationship is absent, the debtor may not care much whether
the guarantee is called upon by the creditor. The only effect this will have as far as he is
concerned, is that the creditor’s claim is replaced by a recourse or subrogation claim of the
guarantor.
Moreover, it should be stressed that it highly depends on the circumstances whether the
problems are indeed solved, even with an insider guarantee. In practice, guarantees of a
shareholder are often granted for a part of the total debt of the limited liability company. If the
company is already in serious trouble, the guarantee for a small part may actually make the
shareholder more likely to ‘gamble for resurrection’: if he does nothing or pursues normal
investments, he will be liable under the guarantee anyway, if he places high risk gambles, there
may at least be a chance of a turnaround (at least, that’s what he may believe). In that sense, the
guarantee may prevent the shareholder or director from filing from insolvency in time. 245 Filing
for insolvency would mean walking away from the gambling table and taking your loss,
something that people are generally not always good at.
Next to partial guarantees, the same mechanism can happen with full guarantees when the
guarantor is virtually insolvent at a certain point in time as a result of his guarantee obligation.
He will be indifferent to further losses on the guaranteed sum, whereas bankruptcy of the debtor
will trigger the guarantee obligation and push him into bankruptcy: ideal circumstances for both
rational and irrational overinvestment. In that sense, guarantees can lead to more
overinvestment instead of less. Absent the guarantee, the shareholder or managers may have
ended the business at an earlier stage without incurring personal losses. Because of a guarantee
by the manager or shareholder, there may be incentive to gamble for resurrection to prevent
losses of personal assets.
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Compare Mann, 1999, p. 2261.
Consider the following numerical example. A bank extends a line of credit with a total of € 1 million, guaranteed by the
shareholder and director with a maximum of € 100.000. The bank has real security rights (pledges, mortgages), but let’s
assume that at a certain point only € 700.000 can be obtained through foreclosure on these rights. This means the bank
would, in case of insolvency, have an unsecured claim of € 300.000. Assume further that the pay-out on unsecured claims in
insolvency will be 0%. What are the incentives of the shareholder/director? In case he files for insolvency, he is certain to be
liable towards the bank for € 100.000. If however an investment opportunity comes up that has a (highly) negative net
present value, but which provides some small chance of turnaround, this may seem attractive. He thus has incentive to
gamble with creditors’ money, instead of filing for insolvency. As long as the bank is unsecured (in terms of real security
rights) for € 100.000 or more, the guarantor will be certain to lose € 100.000 in case of insolvency. He may want to prevent
this at all costs (mostly not even his own costs), even more so than absent a guarantee, where the owner/director only has
his job and business to lose.
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3.2.2 Inadequate effort supply
Another type of moral hazard is that shareholders and managers may suffer from a condition of
inadequate effort supply, which can also be seen as a type of underinvestment.246 If the company
is highly leveraged, the borrower may have less incentive to spend time and effort in properly
managing the company.247 The idea is that, if the company is highly leveraged and hardly any
equity is invested by the shareholders, a manager/shareholder may not have the right incentives
to do whatever it takes to maximize profits and reduce risks.248 In such a case, the
manager/shareholder does not necessarily have incentives in the wrong direction, as is the case
in overinvestment, but his incentives are not strong enough. As Mann quotes one of the bank
risk managers interviewed by him:
“The fact that [the potential guarantor] did not have a lot of non-business assets would not
be a reason to make that exception [that is, to make the loan without taking a guaranty.]
Even then, I still want to tie that individual to that business. Generally speaking, if the
individual were not going to be as financially committed to the business as I am, if they are
not willing to put their whatever on the line, I'm going to be a bit dubious ...”249
Or as a credit administrator for small businesses working at a bank puts it:

246 See

on underinvestment extensively: Myers, 1977; see also Tracht, 2000, p. 504; Adler, 1995, p. 598 ff; Franks and Torous,
1989, p. 765. If an investment opportunity has a net present value and low risk, the borrower may, especially in distressed
circumstances, not be interested. If a company in severe distress has an opportunity to earn 20 with an expected success
rate of 95% by investing 17, the shareholders may not be interested in this opportunity as they will still be (virtually) wiped
out. This is also referred to as the problem of debt overhang. Related to this is the incentive for managers to be preoccupied with keeping their job by keeping the company out of liquidation, but less concerned with the actual returns of
specific investments (Rose-Ackerman, 1991, p. 282). This may also lead to underinvestment, which can be hard to police.
The problem of underinvestment is, compared to overinvestment, less well policed by tort liability rules, even absent
liability insurance, as not pursuing an investment that has a positive net present value is less obvious and much harder to
proof ex post than a pursued investment with a negative net present value gone wrong. An oversimplified reply to the
underinvestment problem is that the shareholder to whom the investment opportunity with a net present value presents
itself, could simply spin-off a company to pursue this investment, thus avoiding the problem that he does not enjoy the
possible upside of the investment. However, in reality, spinning-off is not always simple, especially if the ‘investment
opportunity’ is merely continuing the current operations of the company. Underinvestment is however usually not of much
concern to lenders, because lenders generally prefer their borrower to engage in lower risk projects than the borrower itself
would prefer. The reason why is simple, the lender just wants the borrower to service the loan, and has no further stake in
the upside of the borrowers projects. The borrower on the other hand, will want to service the loan and make some money
on top of that, and thus almost by definition have a higher risk preference. Theoretically, things can change in distress, as
the numerical example above showed, but this does not seem of much practical importance. That is mainly because the
shareholder in the example does not have strong incentives towards underinvestment, as the investment will still make the
company money and thus a chance of better times. The shareholder just does not gain directly from this particular
investment. Of course, he may not pursue the investment but invest the same 17 in an investment opportunity with a high
risk and possibly high return but lower net present value, which is problematic. But that is the overinvestment problem. In
as far as underinvestment is a problem from the perspective of the creditor, which seems generally unlikely, the guarantee
can obviously remedy the problem by infusing the guarantor with the creditor’s risk preferences. Again, as with
overinvestment, whether this works from the perspective of the creditor depends on the relationship between the amount
of the loan and the guaranteed amount, and on the wealth of the guarantor.
247 Greenbaum and Thakor, 2007, p. 204.
248 see for examples Greenbaum and Thakor, 2007, p. 204.
249 Mann, 1998, p. 24, quoting from an interview with Michael Stoudt, Senior Credit Officer and Risk Manager at
BankAmerica. Other interviews referred to by Mann contain comparable quotes.
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"[the purpose of the guarantee is that] you've got him [the guarantor] standing behind it
saying 'I won't walk away from it because this is my life.'”250
Inadequate effort supply can also be more subtle than actually walking away from a business. 251
Someone that owns all the shares in two businesses may for example at some point focus more
on one of the two because he perceives the stakes in that business higher, which won’t make the
creditors of the other business very happy. Inadequate effort supply could in principle be
governed by shareholder/director tort liability rules, but the scope of such rules is generally
limited (not pursuing worthwhile investments is often for example not governed by such rules)
and their application often involves time-consuming litigation because such rules are generally
not bright-line rules. The guarantee transfers risk of default to the guarantor or manager, and
thus increases the stakes for him or her.

3.2.3 Asset shifting / asset stripping
Overinvestment, underinvestment and inadequate effort supply may partly explain the role of
the guarantee relationship. Another, much more straightforward type of moral hazard that can
be related to limited liability is that of asset shifting, or somewhat less neutrally put: asset
stripping. When approaching bankruptcy, a debtor may try to save his belongings by shifting
them opportunistically to related parties, instead of handing them over to the bankruptcy
trustee, possibly trusting the related party to return the favor at a later point. This incentive
exists because of limited liability rules. How large the deficiency in bankruptcy is, does generally
not matter to the debtor or its shareholders, because bankruptcy will erase the debts (or the
legal person), and shareholders can in principle not be held liable. A corporation may therefore
want to benefit the shareholders, managers or loyal employees by shifting assets to them prior
to bankruptcy. A natural person may benefit his friends or family in this way. A guarantee by
those shareholders or family members can neutralize the incentive to shift assets to them, or to
shift asset to others in as far as this results in the debtor not paying the guaranteed loan.
This type of opportunistic behavior could also be understood to fall under the more general
heading of ‘overinvestment’. As with overinvestment, the problem is that the person that profits
from asset stripping (the one that receives the assets) does not also run the (full) downside risk.
However, the terminology of overinvestment is somewhat confusing in this context, as no real
investment is made. The corporation is just stripped of assets. Asset stripping thus is a more
straightforward way of opportunistic behavior.
In large corporate groups, asset shifting or stripping may be especially problematic, because
asset shifting within a group is relatively easy. Guarantees can and do play an important role in
protecting the lender to a group of companies from asset shifting. The paradox is however that,
in a corporate group, the legal entities that cross-guarantee a lender’s claim may actually be
created to suit the needs of the lender and thus reduce the cost of credit. This point will be
evaluated further in chapter 3 paragraph 3.1. For now, it suffices to establish that asset shifting
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Mann, 1998, p. 24, quoting from an interview with Sergio Ora, National Credit Administrator for Small Business, KeyBank,
N.A.
251 Lopucki et al., 2006, pp. 578–579.
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can be a serious concern within groups, and that intra-group guarantees can fix this problem as
far as the guaranteed lender is concerned.

3.3 The function of other devices
The last few paragraphs explained the guarantee relationship as a device that creditors can use
to limit opportunistic behavior of debtors. It is however not the only device that can deal with
such opportunistic behavior. To understand the relevance of the guarantee relationship, the
availability and effectiveness of other such devices deserves some attention. The other available
devices can roughly be divided into two categories: statutory devices, and private (or:
contractual) devices. The rough divide made here is that private devices have to be contracted
for, whereas statutory devices apply regardless of what parties contracted for (either
mandatorily or by default). The demarcation can of course not always be made clearly.
Contractual devices depend on law for their enforcement. But a rough divide is useful here, as
the private devices will be discussed here, whereas the statutory devices will be discussed in the
comparative chapters, as they depend much more, and vary with, the applicable law. A
borderline case is arguably secured credit, which can (and has to) be contracted for, but the
effects of which depend strongly on, and vary accordingly with, the status that the legal system
gives to such rights.
The most obvious private devices that can deal with debtor opportunism are secured credit and
covenants. Both have their own limitations, especially in smaller businesses. Both covenants and
secured credit will be discussed below in both the small and the large business context.
In bank lending to large business, covenants252 are often used to gain influence over debtor
decision making. As Baird and Rasmussen explain:
“These loans [by banks and other non-financial institutions] - and their volume now exceeds
half a trillion dollars per year - come with elaborate covenants covering everything from
minimum cash receipts to timely delivery of audited financial statements. When a business
trips one of the wires in a large loan, the lender is able to exercise de facto control rights - such
as replacing the CEO of a company - that shareholders of a public company simply do not
have.”253
In loans (not including bonds) made to public companies, covenants are pervasive, they are used
by lenders in all but exceptional cases.254 The lender will simply describe what kind of behavior
is expected from the borrower and will monitor this behavior. Often used covenants include
restrictions in debt levels, restrictions in investments, minimum cash flows and minimum networth.255 When the debtor does not abide, the covenant often allows the creditor to get control

252

See for a short description of covenants Greenbaum and Thakor, 2007, p. 184: “Covenants are a negotiated part of loan
agreements. Warranties verify certain statements by the borrower at the date of execution of the loan agreement.
Covenants carry forward the warranties and establish the borrower’s ongoing obligation to maintain a certain status for the
loan’s duration. Covenants set minimum standards for a borrower’s future conduct and performance and thereby accelerate
the loan in the event of untoward developments. Violation of a covenant creates an event of default and gives the bank the
right to ‘‘accelerate’’ the required repayment.”
253 Baird and Rasmussen, 2006, p. 1211; see also Triantis, 1996, pp. 100–102; Smith and Warner, 1979; Tung, 2009, p. 135 ff.
254 Tung, 2009, p. 136; Demiroglu and James, 2010; Roberts and Sufi, 2009.
255 Tung, 2009, pp. 136–139.

63

Chapter 3 - Opportunistic use of the guarantee relationship in corporate finance

rights, such as replacing the manager, or the lender can call a default and accelerate the debt.256
In large, public companies these covenants can give the lender substantial leverage, effectively
considerably reducing the problem of debtor opportunism.257 However, it is impossible to
describe all unwanted debtor behavior in a contract.258 Even the strictest contracts will still
leave room for some debtor opportunism.259
The problem with covenants is that their enforcement depends heavily on creditor monitoring.
That restricts the practicality of using covenants to control debtor misbehavior to large loans.
For small loans, monitoring is often simply too costly.260 Moreover, in large firms, a covenant
that gives a lender the power to replace management will give it a strong negotiating position
vis-à-vis management, but in small firms the threat of replacement is often not viable. Small
firms often are too intertwined with the person of the manager, his or her specific abilities and
his or her contacts.261
Secured credit is also often associated with limiting opportunistic use of limited liability.262 Just
like the problem with covenants however, secured credit is a much less powerful tool in lending
to small businesses than it is in lending to larger business. In larger businesses, the threat of
foreclosure by the lender can make the debtor shiver. A fire sale is likely to result in a low price
for the assets, and thus in substantial damage to the debtor. The creditor can threaten to
foreclose, thus pressuring the debtor not to engage in overly risky conduct that damages the
creditor. In smaller businesses, this threat is not always credible. The value of the collateral in
relation to the outstanding loan tends to be low in small businesses.263 The lender probably
relies strongly on the cash flow of the debtor for repayment, and seizing the collateral will, in the
small business context, almost invariably destroy the cash flow.264 Secondly, for secured credit to
work well in preventing the debtor from excessive future borrowing, the creditor ideally should
monitor the collateral in which it obtained a security right. As also discussed in relation to
covenants, such monitoring is simply not feasible in most small firms.265
In short, whereas covenants and real security rights may be able to contain debtor misbehavior
in larger firms, these devices often work less well and are less practical or too costly in smaller
firms.

3.4 Summary
Ex post opportunism because of a state of moral hazard can be a serious problem in debtorcreditor relationships. Opportunistic default and asset shifting are especially a concern. The
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guarantee can act as a bonding mechanism between both guarantor and creditor, and indirectly
between debtor and creditor. In doing so, the guarantee relationship can reduce transaction
costs, specifically the expected cost of the risk that the debtor will default, by limiting the
incentives for opportunistic behavior of the guarantor and the debtor towards the guaranteed
creditor.
Empirical evidence indeed shows guarantees can reduce moral hazard.266 The work of
Williamson also shows that parties rely on complex governance structures as forms of private
ordering to reduce opportunism. The guarantee can be used as such a governance structure. The
case for limiting the room for opportunistic default or renegotiation with the guarantee as a
credible commitment thus seems strong, especially in small companies that highly depend on
the human capital investment of specific individuals and in the case of a debtor that is much
more likely to act opportunistically than his creditor.
The guarantee relationship can moreover be used to tackle the more specific problems of
overinvestment, inadequate effort supply and asset shifting that are often associated with
limited liability. In the literature, especially the problem of overinvestment has been extensively
discussed in relation to limited liability rules. Although this problem theoretically exists in a
legal vacuum, the relevance in practice, where the assumptions of the overinvestment problem
do not always apply, may have to be relativized somewhat, though the problem remains real.
Guarantees can sometimes help, but can also work counterproductively. Asset shifting also
seems to be a relevant problem, which can be mitigated with a guarantee relationship.

4 Specialization in monitoring
A function that the guarantee may serve in lowering transaction costs is shifting the cost of
monitoring to the guarantor. The guarantor will do some monitoring of the debtor, as he also
runs a risk. This will reduce the cost of monitoring for the creditor. If the creditor would
however be just as good at monitoring this debtor as the guarantor is, this will not lead to a
reduction of the aggregate cost of monitoring. The burden is just (partly) shifted to the
guarantor. In fact, the aggregate cost of monitoring may increase because some of the
monitoring by the guarantor and creditor respectively may overlap.267 The only way in which
this would reduce transaction costs, is in case the guarantor has a comparative advantage in
monitoring. Such an advantage exists when the guarantor is able to do the same or better
monitoring at lower costs.268 We see here that, because of possible different monitoring abilities,
monitoring is not always a zero-sum game. This is also the conclusion Katz reaches as the
explanation why guarantees can be efficient.269
But the story is contested. The guarantee relationship may actually increase overall monitoring
costs, even if the guarantor does indeed have a comparative advantage in monitoring.270
Moreover, while the theory would predict that parties that are inferior monitors would
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especially demand guarantees, practice shows that guarantees tend to be granted to those
creditors that are expert monitors and risk bearers, such as banks and bank syndicates.271
Professional lenders specialize in obtaining information on borrowers and on the relevant
industry. As Thakor and Greenbaum put it ‘[i]f there were no informational problems in loans,
there might not be any profits for banks in lending.’272 It is unlikely that others would be able to
monitor at lower costs than such expert monitors. As a result of the guarantee relationship,
incentives to monitor may often actually be transferred to an inferior monitor.273 In this line of
reasoning, Manove et al. argued that collateral often makes professional lenders too lazy. They
submit that restricting collateral requirements and restricting the protection collateral provides
in bankruptcy, would therefore lead to a more efficient credit market.274
It is often submitted that a guarantor, though generally not necessarily possessing the skills for
monitoring, may be a good monitor in a specific case because of his relationship with the debtor.
If the guarantor is a shareholder or director of the debtor, he will be close to the fire and thus
arguably in a good position to monitor. Likewise, a family member or friend that guarantees a
debt may be in a good position to monitor his friend. We should however distinguish here, as I
have done before, between reducing the cost of monitoring and reducing the need for
monitoring. As already discussed, the guarantee may reduce the need for monitoring by this
creditor. Whether it also reduces the cost of monitoring for the amount of monitoring still
needed, is less obvious. Reducing the need for monitoring could be welcome, but has
implications that go far beyond reducing monitoring costs, as will be extensively discussed in
chapter 3.
Both Katz and Heine & Janal emphasize the comparative advantage in monitoring (combined
with a signaling function275) as the main, efficient reason for the use of guarantees.276 Especially
in the small business context and in the context of guarantees within corporate groups, two of
the most important areas where guarantees are ubiquitous, emphasizing the ‘comparative
advantage in monitoring’ conceals the real dynamic behind the guarantee relationship. Such an
explanation takes the legal fiction that the corporate form creates too seriously. The idea of a
shareholder or director monitoring the company’s decisions is confusing and ill-founded. The
creditor cannot usually trust on such monitoring because guarantor and company are
intertwined. The guarantor is also not necessarily to be trusted in his assessment of the debtor,
because he is unlikely to be objective (see also paragraph 2 above). The creditor, who still runs a
risk of default of both guarantor and debtor, will thus still have to monitor the guarantor, which
includes monitoring the debtor.
Any type of guarantee can be used to fulfill this function, as long as the guarantee actually shifts
risk to the guarantor. Guarantee relationships in which the recourse claim is secured (by either
real security rights or personal security rights) are probably less suitable as such security shifts
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risk away from the guarantor again. When the guarantor does not bear any risk, there is no
incentive for the guarantee to monitor.

5 Specialization in risk-bearing
The most obvious way in which a guarantee relationship reduces the risk that the creditor runs
is granting the creditor an alternative source of collection: the patrimony of the guarantor.
However, this simple shift of risk, assuming the risk of default of the debtor remains stable, can
in itself not explain why this arrangement would be efficient to the three parties involved
together.277 The shift of risk to the guarantor can however entail a reduction of the aggregate
cost of risk, even if the risk of default of the debtor remains stable, if the guarantor is a more
efficient risk-bearer than the creditor. It is important to see that the guarantee relationship can
thus increase efficiency without (necessarily) decreasing the risk of default of the debtor.278 This
mechanism can reduce the cost of the risk of default. This is often the rationale of comparable
instruments such as insurance contracts and credit default swaps.
Why some persons, either legal persons or natural persons, are more efficient risk-bearers than
others can depend on various circumstances. The most obvious example of such a circumstance
is the difference in the amount and type of assets the person holds. It could be that one person
holds illiquid assets, for example real-estate rented out to tenants, while another person holds
readily available liquid assets. If the risk, in our case that the debtor defaults, materializes, the
person with the liquid assets is able to bear the risk at lower cost. Similarly, the costs borne
when the risk materializes can be higher for a person with very little assets compared to a
person with many assets. If materialization of the risk could render him insolvent or near
insolvent, a person may have to bear many additional costs because of insolvency. It could also
be that the lender has a geographically concentrated asset portfolio, whereas the guarantor has
a diversified portfolio.279 These are reasons why different persons value risk differently. Just as a
good can be valued differently by different people, risk can be valued differently.
It is important to recognize that in the common situation of a guarantee granted to a
professional lender in the small-business context, this ability of the guarantee relationship to
shift risk to a more efficient risk-bearer often works in the opposite direction.280 As Freedman
puts it:
“Far from shifting the risk to superior risk bearers (the large specialist creditors), it
transfers it to those small trade and involuntary creditors least able to assess and bear it,
without necessarily protecting the business owners.”281
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Freedman refers to the situation in which the principle of limited liability transfers risk to trade
creditors that are less efficient risk-bearers. The lender probably holds a diversified asset
portfolio and probably has a reasonable degree of liquidity, which makes this lender likely to be
a superior risk-bearer compared to small trade creditors. Likewise, in a guarantee given by a
small business owner for the benefit of an institutional lender, the small business owner is
probably a less efficient risk-bearer.282
That is not to say the guarantee relationship cannot increase efficiency. There may be other
reasons for setting up the relationship, such as reducing moral hazard. However, it should be
noted that the argument on specialization in risk-bearing may, for example in the setting of
small business loans, often work in the opposite direction, thus often reducing the overall
efficiency of the credit relationship. As long as that reduction is set off by efficient effects, the
parties may rationally pursue the relationship regardless of the fact that risk is shifted to a less
efficient risk-bearer.
Many guarantees that are issued in practice may however inefficiently shift risk to the
guarantor, without this reduction in overall efficiency being set off by other efficient effects. In
such a case, market failure occurs. The, often sophisticated, creditor may not care much, as the
costs are born by the guarantor and by society at large (think for example of the costs to society
of guarantor bankruptcy). In relation to secured credit, Mann rejects the market failure
explanation, claiming that there are readily available alternatives to secured credit that
borrowers could also use.283 In the case of guarantees, market failure seems however more
likely. Firstly, in the case of small-business finance, lenders almost invariably ask for
guarantees.284 Alternatives for large loans are thus not readily available. Moreover, signing a
guarantee includes very little costs that have to be born directly. There may be a future liability
under the guarantee, but given the general overoptimism of debtors that apply for credit,285 they
are unlikely to take the expected cost of this contingent liability seriously, and may thus not
account for it in their decision to sign the guarantee.286 The fact that the shift of risk that the
guarantee entails may be inefficient, is thus likely to go unnoticed by the guarantor.
As becomes clear from the analysis above, guarantors that are expert risk bearers first come to
mind as guarantors in a guarantee relationship that is designed with a function of specialization
in risk-bearing in mind. Thus, guarantors with a diversified portfolio such as large banks and
insurers probably best perform this function.287 Moreover, the guarantor should be a safe party.
When the guarantor itself is in risk of defaulting, which is clearly the case in guarantee
obligations that are disproportionate in relation to the wealth of the guarantor, the creditor still
bears a share of the risk. All types of guarantees, both subsidiary and non-subsidiary, dependent
and independent, special and global can fulfill this function. Guarantee relationships in which the
recourse claim is secured (by either real security rights or personal security rights) are probably
less suitable as such security shifts risk away from the guarantor again. What matters is however
the asset portfolio, wealth and risk preference of the creditor compared to the guarantor.
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6 Conclusion
This chapter has sought to answer the question:
What is the beneficial economic function of the guarantee relationship in corporate
finance?
Whereas related topics such as the function of secured debt and the function of insolvency
systems have been analyzed to a great extent by both lawyers and economists, the economic
function of the guarantee relationship is until now underexposed in the context of corporate
finance. This chapter both provided an overview of the fragmented existing literature on the
economic function of the guarantee and builds on this literature, and on literature on devices
with a resemblance to or connection with the guarantee relationship, to provide a
comprehensive functional analysis of the guarantee relationship in the context of corporate
finance.
Various possibly positive functions of the guarantee relationship have been discussed: signaling,
reducing moral hazard, enabling specialization in ex post monitoring and enabling specialization
in risk-bearing. Probably the most important function is the use of a guarantee to reduce moral
hazard, working as a bonding mechanism to reduce opportunistic behavior such as asset shifting
and opportunistic renegotiation and default. Specialization in monitoring and in risk-bearing can
also be of importance, but shifting monitoring or risk to the guarantor will, in the context of
corporate finance, often increase transaction costs.
To start with signaling, guarantees have often been associated with performing a signaling
function, thus reducing information asymmetries between borrower and lender, limiting the
room for ex ante opportunistic behavior, reducing adverse selection problems and alleviating
(effects of) credit rationing. The empirical evidence on these functions is however not clear-cut.
If guarantees can indeed perform a signaling function, the best suited guarantees seem to be
those provided by sophisticated guarantors with little emotional ties to the debtor, that at the
same time possess quality information on the debtor’s credit quality.
Next to signaling, the guarantee can act as a bonding mechanism between both guarantor and
creditor, and debtor and creditor. In doing so, this type of creditor governance288 can reduce the
risk of default of the debtor by limiting the incentives for ex post opportunistic behavior of the
guarantor and the debtor towards the creditor. Three specific problems of moral hazard related
to limited liability have been discussed: overinvestment, inadequate effort supply and asset
shifting. Though the relevance of the problem of overinvestment is somewhat unclear and
guarantees do not always help in this context or can even work counterproductively, especially
inadequate effort supply and asset shifting do seem to provide real problems for lenders, which
can be addressed by guarantees. Other devices, such as covenants and secured credit, can also
deal with these problems to some extent, though seem to be less practical in relation to smaller
debtors.
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The guarantee relationship can also entail a cost saving by transferring risk, and thus some
incentive to monitor, to the guarantor. To save on monitoring, the guarantor must have a
comparative advantage in monitoring. Although a cost saving through this mechanism is
theoretically possible, practice shows that especially guarantees in corporate finance tend to be
granted by inferior monitors to those creditors that are expert monitors and risk bearers, such
as banks and bank syndicates. The mechanism thus often works counter-productively.
Guarantees can furthermore be used to enable specialization in risk bearing. In this way, the
guarantee relationship can perform the function of insurance. In order for this to work, the
guarantor needs to be an expert risk bearer, for example because of a diversified asset portfolio.
Like with specialization in ex post monitoring, although this function can indeed be supported
by the guarantee relationship, guarantees in corporate finance are often granted by inferior risk
bearers.289
In short, the most convincing function of the insider guarantee in corporate finance is to reduce
moral hazard, more specifically asset stripping, in relation to the lender. Although the relevance
of the classic problems of overinvestment and underinvestment is somewhat questionable, the
danger exists that the debtor will either not put in enough effort or misbehave in times of
distress by shifting assets away to related parties. The insider guarantee relationship can fix this
problem as far as the guaranteed lender is concerned, by infusing the insiders with the interests
of the guaranteed lender. The other possibly efficient functions of the guarantee as discussed in
the literature (signaling, specialization in risk-bearing and specialization in monitoring) are
usually not performed well, or are sometimes even counterproductive, at least in the context of
corporate finance. The guarantee relationship in corporate finance can therefore in most cases
most usefully be understood as a governance device, a bonding mechanism that aims to reduce
moral hazard of the guarantor and debtor.
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CHAPTER 3
Opportunistic use of the
guarantee relationship in
corporate finance
1 Introduction
The analysis in chapter 2 has shown that use of the guarantee relationship in corporate finance
could, under certain circumstances, lead to beneficial results. However, as has also received
some attention in the literature, the guarantee relationship could be used opportunistically
towards insiders in the guarantee relationship, most notably towards the guarantor. This
chapter will map and discuss the social costs that can be associated to such opportunistic use
towards insiders in paragraph 2, but will not stop there. Most notably, the function of the
guarantee relationship in corporate finance is to align incentives between creditor, guarantor
and debtor. This function, that can indeed create beneficial effects for the parties involved, is
however by nature also problematic. The function is in its core to change the incentives of
guarantor and debtor, more specifically to align those incentives with those of the guaranteed
creditor. This is not a neutral way to save some transaction costs by for example allowing
specialization in certain tasks such as monitoring and risk-bearing, but an elaborate governance
device that changes the behavior of the guarantor and debtor. These changes in behavior will
have consequences for outsiders to the guarantee relationship.
Understanding the guarantee in corporate finance as a governance device raises the question:
what are the consequences for outsiders to the relationship? Can the relationship be used
opportunistically to the detriment of outsiders? Chapter 2 only focused on the effects on the
parties involved in the guarantee relationship, not on the externalities towards outsiders. Using
mainstream economic analysis, this chapter also aims to expose and explain such externalities to
outsiders in paragraph 3 below. This chapter partly breaks new ground, as an extensive and
comprehensive analysis of the externalities of guarantees in the context of corporate finance
does not exist yet.
The central question to be answered in this chapter is:
Which social costs can be associated to opportunistic use of the guarantee relationship in
corporate finance, towards both insiders and outsiders of the relationship?
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2 Opportunism towards parties inside the guarantee
relationship
Although the guarantee relationship could, under certain circumstances, have positive economic
functions, the guarantee could also be used to act opportunistically towards weaker parties
within the relationship. Especially the guarantor often suffers from such opportunism. This
problem, especially regarding weak guarantors, is widely recognized and often regulated to a
certain extent. In the context of corporate finance, the question however often remains to which
extent shareholders or directors that guarantee business debt also enjoy specific protection as
arguably weak parties. The discussion of opportunism within the guarantee relationship will
specifically focus on private persons who are shareholders or directors of the debtor.

2.1 Opportunism towards a weak guarantor
Private persons often guarantee debts of family members,290 of small privately owned
businesses, or of their employer.291 Many may not properly oversee what they are signing.292
Non-sophisticated parties that act as a guarantor, such as natural persons guaranteeing the
debts of their own business, are known to be overoptimistic and overconfident in assessing the
risk involved in their business.293 The guarantor may also be induced to sign the guarantee
because of his personal relationship with the debtor, for example as a good friend, as a mother
or father, or as a husband or wife. In the context of the last, some speak of ‘sexually transmitted
debt’.294 Where such emotional reasons lead to the guarantor assuming an obligation, the
guarantor may not be able to weigh or even know the advantages and disadvantages of the
guarantee construction. Of course, the same can occur with a person taking out a direct loan, but
then this person at least enjoys the loan. The case of blindly signing a guarantee contract is often
much more devastating, as the guarantor may not, possibly not even indirectly, receive anything
in return and becomes highly dependent on the debtor. The guarantee obligation sometimes
even outreaches the personal wealth of the person signing the guarantee, meaning guaranteed
bankruptcy in case the guarantee is called upon by the creditor. Particularly bleak are cases in
which the guarantor is an employee who signs the guarantee contract under pressure from his
employer, threatening to fire the employee,295 or in which a small business owner signs a
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guarantee contract under pressure from a lender when the business is already in financial
distress. Relationships and lives can be ruined this way, resulting in vast social costs.
An abundant literature exists on opportunism towards, and thus the warranted protection of,
weak guarantors in Europe.296 Many legal systems protect the guarantor to some extent.297
Often, fairness-based notions are invoked to oppose the redistributive effect that a guarantee
can have on the relationship between the guarantor and the lender. The guarantee often entails
a wealth transfer from the weak guarantor to a strong lender, while the guarantor may not have
properly understood this, or may have been moved primarily by emotional motives, which has
led to unequal bargaining.298 This thesis is not primarily concerned with notions of fairness. It
suffices to notice that the guarantee relationship can be distributionally suspect,299 and that
there is a large body of literature addressing this distributional problem.300
A strong focus on the fairness of legal rules is a good thing, but also risks a blind spot to other
problems. That is particularly the case in the context of corporate finance (and particularly
small-business finance) on which this book focusses. Business owners and directors are, when
focusing on notions of fairness, often assumed not to be weak parties, for example because they
have an indirect economic interest in the guarantee or because they are considered to have
some knowledge of business transactions. Moreover, one may think that the small business
owner could also have conducted the business in his own name instead of incorporating and
guaranteeing towards the creditor, in which case he would also have been personally liable for
business debt. Thus, possibly somewhat counterintuitively, focusing on notions of fairness often
seems to justify allowing shareholders and directors to freely assume guarantee liabilities and to
uphold these, often combined with the assumption that this would be most efficient.
The possibility discussed above of a private person conducting business in his own name (or
through a legal entity that does not enjoy limited liability), thus assuming full liability for all
business debts, exists, but the comparably (possibly) grave consequences to the guarantor of a
combination of incorporation and a guarantee to the main financier are too often overlooked.
When combining incorporation with a guarantee to a large creditor, an ideal situation is created
for the creditor. On the one hand, business assets are shielded from claims of private creditors of
the guarantor,301 whilst on the other hand the guaranteed creditor is not shielded from claiming
on the guarantor (see extensively paragraph 3.1 below). Moreover, the guarantor will have all
the incentives to influence the company in preferring the guaranteed creditor above other
business creditors (see extensively paragraph 3.2 below). It is this setup, probably combined
with real security rights on business assets, that may persuade the creditor to provide the loan,
where he might not have done so if the guarantor would not have conducted business through a
legal entity but instead in his own name. As such, the guarantor becomes liable for large risks,
which he might not have been able to take in his own name.
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These dynamics and potentially enormous risks are typically also hard to oversee for the
guarantor,302 who is likely to be heavily influenced in his risk-assessment by his or her own
involvement in the business (see also chapter 2 paragraph 2). See on this point for example De
Meza and Southey (as already cited above):
“[…] borrowers actually have biased expectations. Our general perspective is that it is the
unrealistically optimistic who, through self-selection, will dominate the entrepreneurial
class (…)”303
From an efficiency viewpoint, with a focus on opportunism, the issue of weak guarantors is thus
also very problematic, especially in the context of small-business finance. Protecting a business
owner that guarantees business debts certainly doesn’t defy economic logic.
Specialization in risk bearing has been mentioned in chapter 2 paragraph 5 as a possible
efficient effect of the guarantee relationship. However, as also discussed there, a guarantee often
has the opposite effect. A guarantee may transfer risk to a party that is less efficient in riskbearing, for example because of a lower degree of diversification or liquidity, than the creditor is.
When credit extended by professional lenders is guaranteed by a small business owner or a
group company, it is very likely that risk is indeed transferred to a less efficient risk bearer. 304
Professional lenders are by nature efficient risk bearers, whereas humans or group companies
are typically not, though exceptions exist. They are much less likely to bear the risk cheaply if it
manifests, often because their wealth is locked up in assets that would have to be sold first, and
because they often don’t have a diversified investment portfolio. Especially if the guarantee
liability pushes the guarantor into bankruptcy, the costs of risk-bearing can be very high (and
these are not just borne by the guarantor, but also by others involved), which makes the
guarantor a very inefficient risk-bearer. Thus, a guarantee that pushes the guarantor into
bankruptcy is unlikely to have produced overall efficient results. From an efficiency viewpoint,
the law should deter the use of such guarantees.
Guarantees can also create serious bankruptcy costs in another context.305 Large corporate
groups often exist of a complicated web of subsidiaries with cross-ties (guarantees).306 One of
the most difficult problems a bankruptcy court can be faced with is unraveling the group
structure.307 It is often difficult to establish which assets belong to which group member, which
can lead to costly litigation.308 The fact that it is often difficult to establish which subsidiary
owns what can have many causes. An important cause is often the vertical integration of the
group. Many groups are run as one business but are subdivided for technical reasons (doing
business in different jurisdictions, tax reasons, et cetera). As Hansmann & Squire argue, the fact
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that a group uses intra-group guarantees fosters the problem of sloppy accounting: the
guarantees probably mean that the group will not bother to make specified subsidiary level
reports, because the ultimate shareholders and main creditors only care about the value of the
group as a whole because of the guarantees.309 The guarantees, by creating a complicated
structure and by fostering sloppy accounting, can thus lead to serious transaction costs, which
will weigh on the parties.
The danger is furthermore that the creditor has used his often extensive control over the
guarantor to make the debtor make payments to the creditor, possibly exposing the guarantor to
extensive preference risks that the guarantor may not have foreseen.310 Although the creditor, as
a repeat player, will have a good picture of these complex dynamics that get even more complex
near and in bankruptcy of the debtor, the guarantor is unlikely to have any overview of this
when signing the guarantee.
The often-heard notion that the question of protection of weak guarantors mainly involves
balancing economic considerations with social considerations311 is therefore dismissed.312 That
is not to say there are no social considerations involved. The guarantee relationship often
involves strong social consequences, unduly over-indebting guarantors and thus ruining
relationships and lives along the way, which deserve close scrutiny from a social perspective.
The analysis here has shown that guarantees by weak parties are not only suspect from such a
social perspective, but also from an economic perspective by creating inefficiencies such as
transferring too much risk to inefficient risk-bearers and subsidizing value-destroying
overinvestment, especially in the context of small-business finance.
Moreover, it should not be forgotten that guaranteed lending is considerably more complex than
straightforward lending. Because the guarantee relationship involves relations between three
parties that are, to complicate matters further, interdependent, transaction costs are likely to be
higher than in a simple loan. These additional costs will weigh on the parties and are, in an
unbalanced relationship, likely to especially weigh on a weak guarantor. Although the analysis
in chapter 2 has shown that some costs that are high in unguaranteed lending can be reduced
through guaranteed lending, it should thus not be neglected that the guarantee relationship in
any case always also entails additional cost factors, such as more drafting of contracts, more
monitoring and more litigation. If costs are saved through the guarantee relationship, they need
to at least offset the costs that a more complicated transaction involves in order to lead to an
efficient outcome to the parties.313

2.2 Opportunism towards the debtor
While, in the context of corporate finance, an insider guarantee may cure the problem of
overinvestment associated with limited liability rules (see chapter 2 paragraph 3), the lender
309
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may also not have optimal incentives.314 Take for example a firm that is slightly insolvent, or
almost insolvent. Investments with a net present value with a substantial amount of risk
involved would often be opposed by lenders because they bear the downside risk, while
shareholders enjoy (most of) the upside potential of the investment.315 While a large amount of
literature has focused on the problem of overinvestment by debtors, it should not be forgotten
that creditors also not necessarily have optimal incentives. Neither of the parties has optimal
incentives.316 As Mann argues (in relation to real security rights):
“The lender's disproportionately large share of the downside risk and disproportionately
small share of the upside potential give it preferences that are as unduly conservative as the
borrower's preferences are unduly risky. A lender that pursues these preferences does more
than deter value-decreasing risky transactions; it also deters value-increasing risky
transactions.”317
Mann has conducted interviews with lenders and borrowers and concludes, in relation to
collateral given by the debtor, that the control a lender obtains not only leads to important
efficiency gains, but necessarily also to costs associated with the lender’s risk averse
preferences.318 He also shows that borrowers are well aware of this problem, and therefore
appreciate unsecured loans more than secured loans and are consequently willing to pay more
for unsecured loans.319 Even though sophisticated borrowers may be able to understand this
mechanism, assessing the future costs of this will often be impossible, as it will be unknown
which investment opportunities the future will bring. This uncertainty may lead them to
irrationally use collateral now in order to get an interest rate discount, without worrying enough
about the future. This applies all the more so to non-sophisticated borrowers, which we are
likely to find especially in the context of small-business finance.
This is not to state that secured loans always lead to underinvestment. Collateral may also have
the opposite effect, overinvestment. A secured creditor with comfortable security right does not
necessarily care enough about overinvestment because the security rights protect the secured
creditor from the negative consequences of overinvestment. The point made here, and by Mann
as cited above, is however that this may change under circumstances. Collateral does not only
protect the creditor in case the project fails, but also to an important extent hands control over
to the creditor, as described by Mann. Security rights don’t always offer full protection and
enforcing security rights can be time consuming and costly. Therefore, after having provided
credit which may subsidize overinvestment, the creditor may under certain conditions have a
preference for certain types of investments or projects that are less likely to jeopardize the
secured position of the creditor. For example, the creditor may prefer investment in real estate
to investment in research and development. Creditor control through collateral may thus
314
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prevent value-increasing risky projects, such as innovative research and development, whilst at
the same time stimulating overinvestment in for example real estate.
This analysis also applies in the case of an insider guarantee. The guarantor assumes risk, and
the debtor is likely to internalize this risk through his relationship with the guarantor.320 The
debtor is thus forced to internalize some of the unduly conservative preferences of the lender,
possibly leading to sub-optimal investment decisions from the perspective of the debtor. In
other words, transferring control to one creditor through a guarantee relationship can, apart
from being detrimental to other creditors,321 cause the firm to make inefficient decisions. The
problem of inefficient shareholder control is not solved by the guarantee relationship, but
converted into problems associated with creditor control.322 The solution would therefore be to
design rules that address both problems, as Lin explains:
“Although actions that maximize the value of a financially troubled corporation benefit
both shareholders and creditors and minimize overall loss, the self-interested behavior
of these constituencies deviates from this socially desirable goal. Efficiency-minded
lawmakers should re-enforce directors' duty to maximize the firm's value, even if
pursuit of this business strategy diverges from what shareholders or creditors (and even
managers themselves) would have chosen.”323
But the problem for the debtor reaches further. The creditor may use the guarantee
opportunistically, calling in the guarantee (‘seizing the hostage’) at a moment not contemplated
ex ante by the debtor and guarantor. That danger especially exists when the guarantor’s
obligation under the guarantee presents the creditor with a substantial source of recourse.324
That danger can be somewhat restricted by the terms of the guarantee. Opportunistic use is
obviously less likely when the guarantee is subsidiary and dependent, as the guarantor has
defenses flowing from the dependent and subsidiary nature in such a case. But even if the
guarantee is subsidiary and dependent, the creditor could opportunistically exploit small
defects, or fake defects, in the debtor-creditor relationship to call upon the guarantor. Again, as
also discussed in chapter 2 paragraphs 2 and 3, this danger of reverse-opportunism shows the
importance of asymmetrical valuation.325 As Scott notes:
“Ideally, therefore, the hostage [here: the guarantor, AJ] should constrain the debtor, but
not tempt the creditor”.326
As the amount that the creditor can recover through the guarantee increases, the temptation to
opportunistically call upon the guarantee becomes harder to withstand. The creditor may be
somewhat restricted in acting opportunistically when his reputation is at stake,327 but this will
not always deter all opportunism, especially not when it is hard to prove or detect, or when the
stakes are high enough.
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Of course, opportunistic use of the guarantee towards the guarantor does not directly hurt the
debtor, but concerns the guarantor. We should however not forget that, in the context of
especially SME finance, debtor and guarantor are often closely connected. If the guarantor is
shareholder or director of the company, recourse of the creditor on the guarantor can paralyze
the debtor, which is likely to be partly run and financed by that same guarantor.
Also apart from opportunistic use of guarantees, the debtor can be seriously harmed by the
existence of guarantees, or even the practice of lenders to require guarantees. Institutional
lenders routinely require small-business owners to issue personal guarantees.328 Depending on
the amount that small-business owners are required to guarantee,329 this practice can make
limited liability virtually unavailable to the business owner, especially in a market dominated by
large institutional lenders.330 Of course, the guarantee only cancels limited liability to one lender,
but if the guaranteed amount is large, the small-business owner assumes a large part of the
downside risk of the business and does thus not really profit from limited liability when all goes
wrong. In fact, in such a set-up, it is the guaranteed lender that profits most from limited liability
(and entity shielding), having a claim on two distinct asset pools instead of one. In such a setup,
the entrepreneur is not really encouraged in taking risks,331 which limits the appetite of the
debtor to seize business opportunities.
In short, the problem that the guarantee creates is that it may, under circumstances, influence
the debtor to be too cautious, in circumstances where he shouldn’t be.332 Business ventures may
not be undertaken and innovative ideas may not be pursued because of the guarantee
relationship, which is thus costly to the debtor.333 The point is not that this is always the case. As
discussed in chapter 2, the guarantee may actually round the sharp edges of limited liability by
deterring excessive risk taking. The point is however that creditor control through guarantees
can, under circumstances, in turn also lead to inefficiencies by deterring welfare enhancing
projects that are not in the interest of the secured creditor. Next to possibly leading to
underinvestment, the debtor may suffer from opportunistic behavior of the creditor, which
becomes more likely as the amount that the creditor can recover through the guarantee
increases and as the defenses of the guarantor are weakened.
Furthermore, a consumer debtor will often not be able to oversee that a guarantee of a relative
for his or her debt will de facto limit future options of making a debt-free fresh start by applying
for bankruptcy and completing the procedure. Most legal systems offer such a procedure for
natural persons, making sure such persons get a ‘second chance’ with a clean slate subject to
certain conditions. The fact that a debtor can foresee a future with a clean slate may theoretically
lead him to overinvest, or to shift assets to family members just before applying for bankruptcy.
A lender could protect himself against such behavior by requiring a guarantee by one or more
relatives. Such a guarantee can, apart from possibly changing the debtor’s behavior towards the
lender, have a side effect that seriously endangers the debtor’s fresh start. If the debtor does go
bankrupt and, assuming the guaranteed creditor is not paid in full, calls on the guarantor, that

328

See the introduction to this thesis; see also Mann, 1998; Hahn, 2006 .
For example, in the Netherlands, small business owners typically only guarantee a part of the loan,
see also Haentjens, 2010.
330 Hahn, 2006.
331 Compare Acharya, Amihud and Litov, 2011 , testing and proving the notion that strong creditor
rights can lead to sub-optimal investment strategies; See also Tung, 2009, p. 174.
332 Compare Hu and Westbrook, 2007 .
333 And costly to society at large, a point to be develop ed further below.
329

78

A.L. Jonkers – Insider guarantees in corporate finance

guarantor will get a recourse claim on the debtor. Such a recourse claim will probably not be
enforceable after the debtor is granted a fresh start under the applicable bankruptcy laws.
However, if the guarantor is a close relative, which will often be the case in the consumer
context, the fact that the claim is not enforceable by law may not change much. The debtor may
still feel obliged to pay back the guarantor that has bled for him or her in one way or another.334
Or worse, if the guarantor is the spouse of the debtor, the family remains indebted until both
have gone through bankruptcy with a fresh start. In essence, by using the moral bond between
guarantor and debtor, the parties have to a large extent circumvented the fresh start rules that
bankruptcy provides, and undercut the policy considerations underlying such fresh start
rules.335

2.3 Summary
Chapter 2 showed the efficient functions of the insider guarantee relationship, which can mainly
be ascribed to aligning the interests of guarantor and indirectly the debtor to those of the
creditor. This section discussed that the guarantee relationship can also be used to act
opportunistically towards parties in the guarantee relationship, most notably the guarantor.
While there has been a strong focus in the recent literature on the protection of weak sureties
such as family members of the debtor, the cost of opportunistic use of guarantees towards weak
parties in the context of corporate finance has mostly been overlooked. This chapter explained
the costs of such opportunistic use, calling for regulation of the problems identified.
The guarantee relationship is not only dangerous for the weak guarantor, but can also lead to
sub-optimal investment incentives for the debtor, who next to that also runs the risk of reverseopportunism. In such a set-up it is the guaranteed lender that profits most from limited liability
(and entity shielding), having a claim on two distinct asset pools instead of one. The
entrepreneur is not really encouraged in taking risks, which limits the appetite of the debtor to
seize business opportunities.
Both opportunism towards a weak guarantor and towards a weak debtor are not only
distributionally suspect, but also create inefficiencies that should be addressed. The idea that
guarantees in corporate finance generally promote efficiency is thus thoroughly challenged.
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3 Opportunism towards outsiders to the guarantee
relationship
This thesis aims to fundamentally change the debate on guarantees by questioning the economic
function of the guarantee relationship in corporate finance. By casting a wide net, it becomes
clear that guarantees are often used opportunistically towards outsiders. In this setting, the
guarantor may actually be the stronger party, imposing costs on outsiders. While one of the most
important functions of the guarantee can be to reduce opportunistic behavior of debtor and
guarantor, the guarantee relationship can just as well be used to opportunistically extract rents
from outsiders that did not agree to the guarantee relationship and may not even know of it. In
this paragraph, the ability of the guarantee relationship to create such externalities will be
discussed, with a focus on the context of corporate finance. Creating such externalities is
problematic and can be inefficient.336 The idea that guarantees in corporate finance generally
promote efficiency is thus challenged.
Two clearly distinguishable categories of externalities of the guarantee relationship are opaque
priority structures and covert insider dealing. In the first case, a guarantee relationship is used
to set up a structure in which, often in a complex and covert way, the creditor or the guarantor
is, or both are, from the outset (‘ex ante’) put in a priority position vis-a-vis the other creditors of
the debtor, to the detriment of those other creditors and other stakeholders. The opportunistic
behavior in this category is the creation of that opaque priority structure. In the second case, a
guarantee by an insider (such as a shareholder or director) gives the insider incentive to
influence the debtor to make preferential distributions to the guaranteed creditor. This incentive
often becomes especially strong in financial distress of the debtor, (long) after concluding the
guarantee (‘ex post’). Such insider dealing by the guarantor may remain covert exactly because
of the guarantee relationship.

3.1 Ex ante opportunism: Opaque priority structures
In the context of corporate finance, guarantees often serve as a device to create a structure in
which one creditor or guarantor has structural priority over other creditors. This is not directly
apparent, because it seems that the guaranteed creditor has recourse to an alternative source of
payment with the guarantee and thus is not prioritized above other creditors of the debtor. But
when one zooms out from the entity level, the priority granted by guarantees, and the
externalities that come with it, become apparent. The priority that a guarantee can grant a
creditor or a guarantor works much like the priority that real security rights can offer, but
important differences also exist. Most importantly, the priority granted through complex
guarantee structures is often much more covert and, because of that, often much more
problematic.
Simply put, parties can create an opaque priority structure by combining limited liability
incorporation with a guarantee by the shareholder to certain creditors. Thus, a selectively
pierced limited liability shield is created. This situation is very common in practice. Such a
336
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structure is often used in small-business finance, in which the business owner often guarantees
certain business debts towards a major creditor such as a bank. It can also often be found in the
financing of corporate groups, in which group companies guarantee each other’s debts (or even
all the group debts) towards a bank. This paragraph will discuss the opaque priority structures
that a guarantee relationship can create in the context of corporate finance and will discuss to
which extent and under which circumstances such priority is justified from an economic
perspective.
First, the way in which guarantees effectively grant seniority status is explained and dissected
(paragraph 3.1.1). After that, the justification for a selectively pierced limited liability shield is
discussed by using both the literature on the justification for limited liability (par. 3.1.2) and on
the justification for real security rights (par. 3.1.3). This discussion concludes that using
guarantees to create a selective limited liability structure is highly problematic from an
economic perspective.

3.1.1 Opaque seniority through guarantees337
Guarantees can be used to create an opaque priority structure, which enables creditor and
guarantor to create benefits, to the disadvantage of other creditors of the debtor. The structural
seniority that the guaranteed creditor receives by a combination of incorporation and a piercing
guarantee, can be dissected in various elements. The first element comprises the fact that the
guaranteed creditor has a choice of whom to claim from, whereas other creditors do not. The
second element is that the guaranteed creditor can also choose not to choose, but to first claim
the full amount from one (co-)debtor or guarantor and consequently claim a possible deficiency
from another. The third element is that the creditor, depending on the rules applicable, may
even submit full claims to both guarantor and debtor. To understand these elements, an example
will be used.
Consider for example a bank that has an unsecured claim of 90. There are 10 other unsecured
creditors, each with a claim of 30. The debtor has assets worth 100. In case of distribution in
insolvency, each would receive (rounded) 26% (see figure 1).
Loan 90

Bank

Debtor
assets: 100

Claim: 30
Creditor 1
payout 26%

337

payout
26%

Claim: 30
Creditor 2
payout 26%

Etc. until 10
(total 300)

Part of the analysis in this paragraph is based on my article in the Maandblad voor Vermogensrecht:
Jonkers, 2018.
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Figure 1: Simple case without guarantees
As a variation, consider the debtor is not one single entity, but is subdivided into a Holding
company and 9 subsidiary entities, each with limited liability. Everything else stays the same,
though the bank has provided the loan to the Holding company with guarantees of all
subsidiaries for the full sum, as is common in group finance. All other creditors only have a claim
in relation to one single debtor and each on a different subsidiary (figure 2).338

Loan 90

Holding
assets: 10

Sub 1
assets: 10

Sub 2
assets: 10

Etc. to
sub 9

Bank

Guarantees 90

Claim: 30
Creditor 1

Claim: 30
Creditor 2

Etc. until 10
(total 300)

Figure 2: Case with incorporation and piercing guarantees to bank339

The first element of structural seniority for the bank, compared to the simpler case in which
there was only one entity and no guarantees, is that the bank is protected against bankruptcy of
for example subsidiary 1 in a situation in which the rest of the group survives. If that subsidiary
is declared bankrupt, the position of the bank is not necessarily weakened if the other debtors
are still solvent. The bank keeps a claim of 90 on all the other debtors and, if they are solvent,
they should in principle be able to pay the bank eventually. In the example, creditor 1 is however
not protected. This creditor has a claim of 30 on a bankrupt entity with assets worth 10 and can
thus at most, assuming the bank does not take part in the insolvency proceedings, look forward
to 33% pay-out, foregoing costs. However, the bank could also assert a claim of 90. If allowed,
the pay-out percentage drops to 8,3% (10 assets divided by 120 liabilities). The creditor gets
8,3% and has no other source of recourse, whereas the bank also gets 8,3% whilst keeping
recourse against the 9 solvent entities.
The structural seniority that the bank gets through a combination of incorporation and piercing
guarantees does not stop there. If the whole group is declared bankrupt, the bank does, under
most legal systems, not have to choose whom to claim on. The bank just submits its full claim in
each insolvency proceeding, recycling the same claim again and again, even though the amount
338
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of 90 has only been provided once. This effect, which has been termed ‘squeezing down’
ordinary creditors by Widen, is for an important part related to a mechanism that we can call
‘double proof’ or ‘double dipping’.340 Double proof occurs when a creditor is able to make more
than one claim in relation to a single debt. This mechanism can, dependent on the legal rules,
occur in two different degrees of strength. The strong version is when the bank is indeed
allowed to submit the full claim ten times, without regard to pay-out in either of the bankruptcy
cases. The weaker form is when the bank can only recycle the deficiency claim in each
proceeding. Recycling just the deficiency claim will be developed further below with an example.
If, in a bankruptcy of all the group entities, the bank would be allowed to submit its claim of 90
in each bankruptcy proceeding in full without regard to pay-out in the proceedings of the other
bankruptcy cases, the strong form of double (or actually 10-fold) proof occurs. The bank is able
to make ten claims of 90, thus total 900, whilst it has only made a loan of 90. The pay-out of the
bank rises from 26% in figure 1 to 83% in figure 3. Allowing the bank to every time assert a
claim of 90, the pay-out in each entity is (10 assets divided by 120 liabilities, times 100) 8,3%.
That means a pay-out of 7,5 for the bank in each separate case, totalling 75 pay-out in the ten
cases together. In total, the bank thus gets a pay-out of 75 on a claim of 90, which is 83%,
equalling (logically) 10 times the pay-out percentage in each individual case. The other creditors
are left with 8,3% each (see figure 3).341

Loan 90

Holding
assets: 10

Bank
Sub 1
assets: 10

Sub 2
assets: 10

Etc. to
sub 9

Payout
total 83%

Guarantees 90
Claim: 30
Creditor 1
payout 8,3%

Claim: 30
Creditor 2
payout 8,3%

Etc. until 10
(total 300)

Figure 3: Strong-form double proof

From the perspective of the bankruptcy proceeding of an individual group entity of a bankrupt
group, double proof can also lead to odd results. Assume an individual group company that is
relatively small, for example with a balance sheet total of 300.000 whereas the group has a
balance sheet total of 50 million. The group as a whole may have used a credit line of 20 million,
guaranteed by all individual group companies. The total of creditors (other than the bank) of the
340
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individual group company could be 400.000, whereas there could, after liquidation, only be
200.000 in assets to distribute, amounting to a pay-out of 50%. However, the bank also submits
its claim of 20 million, even though this individual group company obviously did not use the full
credit facility of 20 million. Admission of this claim would reduce the pay-out to creditors to
roughly (200.000 divided by 20.4 million =) 1%. The 200.000 thus almost entirely goes to the
guaranteed bank; the other creditors are left with barely nothing, whilst they (probably) actually
extended credit to this entity, whereas the bank merely extended credit to the group as a whole.
Two variations to strong-form double proof can be conceptualized. In the first, the bank would
only be allowed to submit its deficiency claim in each insolvency, which would mean 90 in the
first and, if the pay-out in the first is 8,3% (= 7,5) (as in the example above), 90 minus 7,5 = 82,5
in the second, etcetera (see figure 4). Most legal systems have this rule for real security rights
granted by the debtor. The creditor would then only get a percentage of the proceeds of the
unencumbered assets based on the unsecured part of his claim. Squire calls this ‘single proof’ as
opposed to double proof. According to Squire, the difference between single proof and double
proof is often actually not that dramatic.342 The larger value transfer from unsecured creditors to
the bank lies in the fact that the bank can issue a claim against ten asset pools, even though he
only extended credit once, possibly combined with correlation seeking.343 Whether each claim is
allowed to be the full claim, or only a deficiency claim, is in many cases indeed a detail, but can
also make a substantial difference in some cases.344

Loan 90

Holding
assets: 10

Bank
Sub 1
assets: 10

Sub 2
assets: 10

Etc. to
sub 9

Payout
total 72%

Guarantees 90

Claim: 30

Claim: 30

Creditor 1
payout 8,3%

Creditor 2
payout 8,9%

Etc. until 10
(total 300)

Figure 4: Example with deficiency double proof
Referring to this as ‘single proofing’ (as Squire does) is somewhat confusing. A better term,
which I use here, is deficiency double proof. Deficiency double proof essentially still allows for
double proofing, but just for smaller amounts. If the guaranteed creditor can share pro rata in
the distribution in the first bankruptcy based on a claim of 90, and after receiving 7,5 can share
pro rata in the second bankruptcy based on a claim of 82,5, double proofing still occurs but just
342
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for smaller amounts. The guaranteed creditor now gets a combined return of roughly 72%345,
compared to (on average) 12%346 for the other creditors. Although he only extended 90 of credit,
he is able to, in the ten bankruptcy cases combined, assert a total claim of 593347 (down from
900 in the case of strong-form double proof), squeezing down ordinary creditors that are only
able to assert the amount of their claim once and in one bankruptcy proceeding. In short, if the
guaranteed creditor is only allowed to assert deficiency claims against each co-debtor, double
proof still occurs, but just in a weaker form.
When allowing strong form double proof with guarantees, cases become extreme when real
security rights are taken into the equation. What if the claim of the guaranteed creditor is for
90% secured by real security rights? Assume for simplicity that the assets on which the security
rights rest are primarily held by one subsidiary. Would the creditor really be allowed to submit
the full claim against the other subsidiaries, whilst 90% payment is already secured because of
the security rights? Particularly interesting here is the fact that, as already mentioned above,
most legal systems do not allow such strong form double proof with real security rights at the
entity level. If a creditor has security rights given by a certain entity, he can only share pro rata
with other creditors in the insolvency of that entity based on the unsecured part of the claim, not
on the basis of the full claim. It seems that this rule can easily be circumvented by placing the
assets in various subsidiaries and having them guarantee the full debt towards the creditor. Why
would such circumvention be allowed? There seems to be little justification for this.
Double proof becomes especially problematic in relation to credit bids. The term credit bidding
is used to describe a practice in which a creditor with security rights over certain property bids
on the property in an execution sale. Such a bid is done in paper money, as the receiving party is
the creditor himself, at least in as far as the creditor has an outstanding claim. The creditor can
thus make a bid up to the amount of his outstanding claim, without having to provide actual
money. Above, it was discussed that creditors, in the context of group finance, can have
artificially high claims on all group entities because of guarantees. Without any considerable
brakes on either double proof or credit bids, the creditor could use these artificially high
amounts to make artificially high credit bids on all the property over which he also holds real
security rights, thus keeping strong control over the debtor’s property, possibly even without
such credit bids affecting his claims over other group companies (although one could argue that
the creditor can, in all the bankruptcy proceedings together, only credit bid up to a total of the
outstanding claim, because he would otherwise on paper receive more than 100% of his claim).
The example above (figure 3) may need some explanation on the nature and appearance of
double proof. If the bank in the example above extended a total of 90 credit to 10 group
companies, and thus has a claim of 90 on each, the strongest version of double proofing would
mean that, in case of a group insolvency, the bank can claim 90 in each insolvency, disregarding
any payments the bank receives on the debt after the date of bankruptcy filing. I call this strongform double proof.
345

((10/120)x90 = 7,5) + ((10/112,50)x82,5 = 7,3) + ((10/105,2)x75, 2 = 7,15) + ((10/98,05)x68,05 = 6,94)
+ ((10/91,11)x61,11 = 6,71) + ((10/84,4)x54,4 = 6,45) + ((10/77,95)x47,95 = 6,15) + ((10/71,8)x41,8 =
5,82) + ((10/68,98)x38,98= 5,65) + ((10/63,33)x33,33 = 5,26) = total 64,93 payment on a claim of 90,
which amounts to 72% pay -out.
346 The total of assets in all bankruptcies combined was 100. 100 minus 64,93 (see footnote above) =
35,7, which is the total distributi on to the other creditors, who together have a total claim of 300.
35,7/300 x 100% = 12%.
347 See also calcula tion above, 90 + 82,5 + 75,2 + 68,05 + 61,11 + 54,4 + 47,95 + 41,8 + 38,98 + 33,33 =
593,33.
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In short, the structural seniority that the guaranteed creditor receives by a combination of
incorporation and a piercing guarantee, can be dissected in various elements. The first element
comprises the fact that the guaranteed creditor has a choice of whom to claim from, whereas
other creditors do not. The second element is that the guaranteed creditor can also choose not to
choose, but to first claim the full amount from one (co-)debtor or guarantor and consequently
claim a possible deficiency from another (deficiency double proof). The third element is that the
creditor, depending on the rules applicable, may even be allowed to submit full claims to both
guarantor and debtor in bankruptcy (‘strong form double proof’).

3.1.2 Justification for selective perforation of limited liability?348
As discussed at various points above, insider guarantees are often used in combination with
incorporation, often to neutralize, as far as the guaranteed creditor is concerned, the agency
problems that incorporation creates. This creates a somewhat paradoxical combination of
incorporation and a partial cancellation of the effects of incorporation. Incorporation partitions
a pool of assets by way of both entity shielding and limited liability; the guarantee, in turn,
selectively perforates that partition for the benefit of one or more creditors.349 Paragraph 2
above already discussed that, because of the guarantee, especially the guaranteed creditor
profits from the principle of limited liability (and entity shielding), rather than the entrepreneur.
This situation of two asset pools (with perforations) can create externalities for the creditors
that can only reach one asset pool, at least if compared to a situation in which all assets remain
in one pool (see extensively paragraph 3.1.1 above).350
The fact that incorporation combined with a perforating guarantee can be used to move value
away from unsecured, and especially from non-adjusting,351 creditors is not particularly
348

Part of this paragraph is based on my earlier Dutch a rticle on the McGregor bankruptcy: Jonkers,
2017.
349 Squire also speaks of perforation in this context, see Squire, 2011; the word ‘partition’ itself relate s
to separation of an asset pool by way of entity shielding and owner shielding. Entity shielding means
the shareholder’s creditors cannot claim on the business directly, owner shield ing (limited liability)
means the shareholder is protected from claims of creditors of his corporation. (Hansmann &
Kraakman 2000; Hansmann et al. 2006) A guarantee could either pierce the entity shield, or the owner
shield, or both (a mutual guarantee).
350 Consider a person, X, with some pe rsonal wealth, who wants to engage in some business activity. Y
is willing to provide X a loan. X’s business plan looks solid, but because of working with dangerous
chemicals, there is small risk of making tort creditor s. If this risk indeed materialises, the possible
liability of X is likely to outreach his assets by large numbers. For both Y and X, it may therefore be
sensible to incorporate X. In other words: X becomes the sole shareholder of a new company: C. C
takes the loan from Y, X in turns guarante es the loan in order to prevent X from acting
opportunistically, and to secure Y’s payback in case the risk of above indeed materializes. If the risk
does not materialize, this option may prove slightly more expensive t han a direct loan to X without
incorporating because of higher transaction costs, but in case the risk does materialize both X and Y
have made a good choice. Y will, unlike the tort creditors, have recourse to X under the guarantee,
after sharing with the tort creditors in C’s bankruptcy. X i n turn will not be confronted with the tort
creditors (absent options for corporate veil -piercing), he just loses his equity stake in C and will have
to refund Y in as far as Y does not receive sufficient pay -out in insolvency proceedings of C. What
happens here is that Y and X externalize costs with a combination of incorporating and guaranteeing
on tort creditors that are not able to adjust, as they are involuntary creditors (See further Lopucki
1996, pp.19 –23, see also Hansmann & Kraakman 1991, compare M illon 2007; Muscat 1996; Landers
1975).
351 See on non-adjusting creditors Bebchuk and Fried, 1996; Warren and Westbrook, 2005 ; See also
Barneveld, 2014, pp. 56 –61.
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surprising. The rule of limited liability can obviously be used to create such externalities.352 A
rich literature exists on the justification for and downsides of incorporation353 and limited
liability in general, often in the context of the most far reaching remedy against limited liability:
veil-piercing.354 This paragraph considers those arguments for and against limited liability,355
but in the particular context of limited liability perforated by guarantees. The question is, simply
put, whether possible arguments for and against limited liability (still) apply when the limited
liability shield is voluntarily perforated by guarantees. Is limited liability, and the externalities it
creates, (still) justified if voluntarily perforated in relation to strong, financial creditors?
The effect of limited liability in the corporate context is that shareholders of a corporation are
not liable for the debts of the corporation. In case of failure, they do not lose more than their
equity investment. In that sense, they are limitedly liable, with their initial investment as a
maximum loss. Limited liability is often viewed as the greatest advantage of the corporation.356
In this context, reference is often made to a quote by the then president of Columbia University:
“[T]he limited liability corporation is the greatest single discovery of modern times, even steam
and electricity are far less important than the limited liability corporation, and they would be
reduced to comparative impotence without it …. It substitutes co-operation on a large scale for
individual, cut-throat, parochial competition. It makes possible huge economy in production
and in trading … it means the only possible engine for carrying on international trade on a
scale commensurate with modern needs and opportunities.”357
Limited liability limits the exposure of shareholders to risk, but does not make the risk decrease
or disappear. The limited liability rule encompasses a transfer of risk from shareholders to

352

See generally for example Bainbridge, 2005, p. 95; Lopucki, 1996; Millon 2007, p.1342; Barneveld,
2014, pp. 65 –67.
353 The questions why and when i ncorporation could be efficient are p ossibly the most discuss ed
questions in law and economics since its emergence. This debate is generally referred to as the
‘Theory of the Firm’, and arguably started with Coase’s 1937 article ‘The Nature of the Firm’ ( Coase
1937). The question Coase addresses is why people organize behavior in firms instead of using the
price mechanism the markets offer. He takes the position that “(…) the operation of the market costs
something and by forming an organization and allowing some auth ority (an “entrepreneur”) to direct
the resources, certain market costs are saved” . It is impossible to discuss the full debate on the Theory
of the Firm, but generally these theories do not have much to say on why incorporation would be
necessary to organ ize behavior in a firm and more specifically on why the concept of limited liability
would have to be applied ( Ayotte & Hansmann 2013, p.719 ). Indeed, limited liability is, against popular
belief, not a necessary feature of the business corporation ( Hansmann et al. 2006; Hansmann and
Squire, 2016).
354 See on justifications for limited liability in the corporation generally: Bainbridge and Henderson,
2016; Easterbrook and Fischel, 1985 ; Hansmann, Kraakman and Squire, 2006; Hansmann and Squire,
2016; Blumberg, 1986 ; Freedman, 2000, p. 347 ; Ribstein, 1992, p. 428; see on limited liability and
(justifications for) veil -piercing: Presser, 2016, chap. 1 ; Macey and Mitts, 2014 ; Thompson, 2004;
Thompson, 1991; Oh, 2010; Bainbridge, 2005; Rapp, 2006 ; see on justification for limited liability in
the context of tort claims specifically: Hansmann and Kraakman, 1991; Leebron, 1991 .
355 And its less well know n counterpart: entity shielding, see further below and see Hansmann,
Kraakman and Squire, 2006 . When discussing the upside and downside of limited liability, it is
important to distinguish roughly between two alte rnative rules, that eac h have their own up- and
downsides: pro rata liability of shareholders (which can be specified in different ways); and joint and
several liability of shareholders. See also Blumberg, 1986, pp. 611 –612.
356 Presser, 2016, para. 1:1 ; Bainbridge and Henderson, 2016, chap. 2 .
357 See Presser, 2016, para. 1:1 , the quote is by President Butler of Columbia University; see for a
comparable statement The Economist redaction, 2016; Barber, 1981, pp. 371–372; see however
Hansmann and Kraakman, 2000 ; Hansmann, Kraakman and Squire, 2006 , asserting entity shielding is a
more important feature of the corporati on.
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corporate creditors.358 If the corporation fails and, upon failure, does not have enough assets to
satisfy claims of creditors, the creditors are left emptyhanded. As has been discussed in chapter
2, paragraph 5, such a shift of risk may lead to efficient outcomes, for example if the creditor is a
cheaper risk bearer, or a better monitor of the debtor. This is what economic arguments
supporting or attacking the default rule of limited liability for corporations focus on: when does
the shift of risk to creditors as a default rule make economic sense?359
In discussing arguments for and against limited liability, it is helpful to make a broad distinction
between three types of cases with differing underlying policy considerations: (a) limited liability
of the dispersed shareholders of a large public company; (b) limited liability of a parent
corporation for corporate subsidiaries within a corporate group; (c) limited liability of the
shareholders of small, closely held corporations. Guarantees by shareholders are plentiful in
situation (b) and (c), but almost never found in situation (a). The discussion below of the
arguments supporting limited liability in each situation will help understand why – and will
show why the arguments supporting limited liability are much weaker in case of perforating
guarantees.
a) Limited liability in the public corporation
In the case of dispersed shareholders of a large public company, limited liability is relatively
uncontroversial.360 It is easy to see why limited liability and the shift of risk this encompasses
from shareholders to creditors make economic sense. The shareholders could be thousands of
different persons or entities, possibly from different countries and with differing wealth and
abilities. The shareholders are probably not the best monitors of firm performance. Shifting risk
and thus monitoring activity to the possibly less dispersed group of creditors may be rational.361
Moreover, if shareholders would be jointly and severally liable for the corporation’s debts, they
would also have to monitor the wealth of the other shareholders.362 If they would instead be pro
rata liable, the shareholders would not have to monitor each other, but the creditors of the
company would still have to monitor the company and the shareholder’s wealth.363 Allowing for
limited liability simplifies the arrangement considerably for all actors involved by reducing the
number of factors to take into account when assessing the value of their claim.
Moreover, in large public companies, small shareholders often have little influence on (daily)
decisions of the company. Ownership and control are thus to a large degree separated, at least as
358

See also Vanderkerckhove, 2007, p. 8 .
See for example Bainbridge and Henderson, 2016, p. 9 ff .
360 Klein and Jr., 2007, p. 147 ; Bainbridge and Henderson, 2016, p. 10 . Somewhat controversial, also i n
this situation, is limited l iability in relation to tort creditors because they are involuntary creditors,
see Hansmann and Kraakman, 1991, and in relation to voluntary creditors that do not have the means
or sophistication to bargain, see Freedman, 2000, p. 330 .
361 The weakness of the argument is that this is not always the cas e, and does not apply to all creditor s
equally. That a financing bank is a better monitor than a natural person that holds a few shares in a
large company is obvious, but small trade creditors and involuntary creditors pose more difficult
questions. Freedman, 2000, p. 330 ; see on tort creditors extens ively: Hansmann and Kraakman, 1991 ,
arguing that limited liability should not be upheld against this category of creditors. One could also
argue that the argument that shareholders are dispersed and thus not the best monitors does not
substantiate the rule of limited liability as such, because the group of shareholders is often dispersed
especially because limited liability is available. If it would not be, the shareholders would not be
dispersed whereas the creditors would probably.
362 Easterbrook and Fischel, 1985, pp. 94 –95; Hansmann and Squire, 2016, para. 2.1 ; Freedman, 2000,
p. 328.
363 Compare Hansmann and Squire, 2016, para. 2.1 .
359
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a practical matter. Both from a moral, and from an economic perspective, it may thus make sense
not to hold shareholders liable for the company’s debts.364 The economic argument would be
that shareholders would otherwise be deterred from investing in the company (though one
could argue they would simply invest as creditors if limited liability were not available). The risk
that they become liable for a large sum while not even having had much influence on the
decision-making is likely to put them off becoming a shareholder.365
Another often mentioned argument, which has a close connection to the former two arguments,
is that limited liability of shareholders makes diversification a more rational strategy.366 The
reduced need to monitor the firm because of limited liability, and the reduced need to monitor
other shareholders, makes it more rational to hold many small shareholdings, instead of one
non-diversified large share. This means that less wealthy people or institutions can also enjoy
the benefits of diversification more easily.367
Unlimited shareholder liability, whether pro rata or joint and several, can also hamper
transferability of shares.368 Not only would future shareholders have to assess the risk of future
liability extensively (this is the less interesting point, because limited liability in turn means
creditors will have to monitor the risk of future liability more extensively), but a transfer of a
share from a not very wealthy shareholder to a wealthy shareholder would also become less
likely, because this would mean a (potential) benefit to the corporation’s creditors, at the
expense of the wealthier shareholder.369 This would generally mean that sales of shares would
be more rational from richer to poorer shareholders, thus seriously undermining the liquidity of
shares.
Easy transferability of shares and a high degree of liquidity could in turn also help to keep
management sharp. Shareholders, especially small shareholders, may not have enough incentive
to monitor management, but if the firm is poorly managed, other investors may buy blocks of
shares at a discount and (influence to) replace management (shareholder activism). The mere
possibility that shares are bought by such activist investors, may keep management alert and
committed.370
Limited liability of course also has its downsides,371 most notably inviting opportunism by the
debtor as extensively discussed in chapter 2 paragraph 3.372 Another downside is the fact that
risk is shifted not only to sophisticated creditors, but also to involuntary and unsophisticated
voluntary creditors.373 These creditors are often not able to bear the risk better than the
shareholders, of course dependent on the specific situation.374
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Blumberg, 1986, p. 612.
Blumberg, 1986, p. 612.
366 Easterbrook and Fischel, 1985, pp. 94 –95; Manne, 1967; Hansmann and Squire, 2016, para. 2.4 ;
Freedman, 2000, p. 328.
367 As Blumberg notes, the argument is less applicable to very wealthy investo rs, because they we re
probably already able to diversify because of a large asset portfolio, see Blumberg, 1986, p. 613 .
368 Rapp, 2006, p. 1093 ; Freedman, 2000, p. 328 .
369 Hansmann and Squire, 2016, para. 2.2.
370 Easterbrook and Fischel, 1985, p. 95.
371 See for example Blumberg, 1986, p. 616 ff ; Hansmann and Squire, 2016, paras 2.9 -2.10.
372 Hansmann and Squire, 2 016, para. 2.9; Easterbrook and Fischel, 1985, pp . 103–104.
373 Freedman, 2000, p. 330 ; Blumberg, 1986, pp. 616 –617.
374 It has in that context been argued t hat limited liability should be abolished towards tort claimants,
see Leebron, 1991; Hansmann and Kraakman, 1991 .
365
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These downsides are not very relevant in the situation of dispersed shareholders of a large
corporation. The separation of ownership and control (managers are in charge, not shareholders
directly) puts a brake on shareholder misconduct.375 And because shareholders are so dispersed,
the chance that they would be better at bearing risk than managers is small. The upsides of
limited liability probably often outweigh the downsides here, although there are some
controversial issues (think again of involuntary creditors).376 It should come as no surprise that
courts almost never pierce the veil in the case of large public corporations.377 Moreover,
guarantees by shareholders for debts of such companies are hardly conceivable and also almost
never found in practice. That should also not be a surprise, as limited shareholder liability is
probably the more efficient rule, and because shareholder guarantees would be highly
impractical to bargain for because of the large number and diverse group of shareholders.378
(b) Limited liability within a corporate group
In the second situation, that of limited liability of a parent corporation for corporate subsidiaries
within a corporate group, the arguments supporting limited liability are much less strong than in
the situation of limited liability of dispersed shareholders.379 Some benefits can obviously not be
provided by limited liability for a parent corporation: there is only one shareholder, so
shareholders don’t have to monitor each other and liquidity of shares is already provided by
limited liability of the shareholders of the parent corporation.380 The other benefits can
theoretically be applicable, but usually are not.381 Diversification by the parent is for example
unlikely.382 The creditors as a group may be better risk-bearers and monitors, but in a group of
companies, the parent is more likely to be a better risk bearer and monitor.383 This however
depends on the circumstances. In any case, if a sophisticated creditor successfully bargains for a
guarantee from the parent, this could be a signal that the creditor is not a better risk bearer.384
One last possible benefit of limited liability within the corporate group however may need some
more explanation. The most influential theory over the last few decades on why firms would
subdivide and more specifically why limited liability makes sense within a corporate group, is
probably Richard Posner’s reply to Landers on this point. In 1975, Landers criticized the reliance
of corporate subsidiaries on limited liability, which would allow groups to constantly move
assets around within the corporate group to move value away from creditors.385 Posner
famously replied that subdividing groups does make economic sense, particularly to creditors.386
His theory has become known as the Creditor-Monitoring theory and is to date the most
influential theory on the subject. Simply put, Posner argues monitoring a large firm is expensive
for creditors because there is a large amount of assets and liabilities they have to monitor.
375

Bainbridge, 2001, p. 501 .
Klein and Jr., 2007, p. 147.
377 Easterbrook and Fischel, 1985, p. 109; some even say that this never happens, see for example Klein
and Jr., 2007, p. 149, asserting t hat “no case has ever held individual shareholders of a public, as
opposed to a closely held, corporation to be personally liable.”
378 See for this second point also Cheng, 2014, pp. 155 –156.
379 Adolf A. Berle, 1947; Easterbrook and Fischel, 1985, pp. 110 –111; Hansmann and Squire, 2016, para.
3; Blumberg, 1986, pp. 623–626; Cheng, 2014; Rapp, 2006, p. 1094; Vanderkerckhove, 2007, p. 9 .
380 Klein and Jr., 2007, p. 147; Hansmann a nd Squire, 2016, para. 3 ; Blumberg, 1986, pp. 623 –626;
Rapp, 2006, p. 1095.
381 Hansmann and Squire, 2016, para. 3 ; Blumberg, 1986, pp. 623 –626.
382 Hansmann and Squire, 20 16, para. 3; Blumberg, 1986, pp. 623 –626.
383 Cheng, 2014, p. 160.
384 Hansmann and Squire, 2016, para. 3.
385 Landers, 1975.
386 Posner, 1976 .
376
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Subdividing would reduce the amount of information that a creditor has to gather, both ex ante
and ex post becoming a creditor. Moreover, subdividing would promote specialization among
creditors by allowing creditors to lend only to those divisions that they understand and can thus
easily monitor.387 In other words, limited liability counterintuitively suits the needs of creditors.
This theory is however very controversial. It becomes especially hard to maintain in the case
guarantees are used.388 Various authors argue that the theory is too elegant to be real and is
contradicted by the facts. Large corporate groups do not consist of tidy organized subsidiaries
that each own a clearly demarcated asset pool. Instead, group structures are in reality rather
messy.389 Corporate groups routinely perforate their internal structure by granting institutional
lenders (usually banks or bank syndicates) guarantees on loans to group companies.
Commentators report this practice as being ‘[used] almost invariably’390, ‘very common’391, ‘a
common element of many financial transactions’392, ‘typical’,393 ‘often [present]’394, ‘commonly
encountered’.395
Both Squire and Widen argue furthermore that groups are in reality also notoriously bad at
keeping track of which assets and liabilities belong to which subsidiaries.396 As Hansmann &
Squire argue, the fact that a group uses intra-group guarantees fosters the problem of sloppy
accounting: the guarantees probably mean that the group will not bother to make specified
subsidiary level reports, because the ultimate shareholders and main creditors only care about
the value of the group as a whole because of the guarantees.397 Widen’s report gives a good
illustration of how messy structures often are:
“In practice, I have been involved in numerous transactions in which (1) the parent
could not provide a list of all its subsidiaries without extensive due diligence, (2) the
parent could not provide an accurate list of the officers and directors of its
subsidiaries, (3) when a list of officers and directors of subsidiaries was provided,
many of the named individuals had retired or died, (4) no share certificates existed
bearing the current names of the subsidiaries (often because the subsidiaries were
acquired in a merger), (5) when minute books could be found, the most recent
entries were many years old, and (6) other similar lapses were present. These issues
all came up in the context of preparing opinions for transactions with third parties
or preparing due diligence rooms for acquisitions. Many of these transactions
involved large, well-known, investment-grade companies that otherwise appeared
to be well run.”398
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Posner, 1976 ; see also Squire, 2011, pp.612 –614; Ayotte & Hansmann, 2013, pp.720 –721.
Hansmann and Squire, 2016 .
389 Ayotte & Hansmann, 2013, pp.720 –721; Squire, 2011, pp.614 –617; Rock, 2013, p.1967 ff .
390 Klein and Jr., 2007, p. 147 .
391 Rock 2013, p.1970.
392 Williams 1994, p.1404.
393 Squire 2011, p.605.
394 Rosenberg, 2013.
395 Dunne et al. 2012, p.4.
396 Squire 2011, p.616; Widen 2007, p.261.
397 Hansmann and Squire, 2016, para. 3 .
398 Widen 2007, p.261 at fn 79 .
388
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This reality of messy corporate group structures is hard to reconcile with Posner’s theory.399
Posner’s theory of why limited liability would make sense for corporate subsidiaries does not
hold in a world of messy group structures and intra-group guarantees. 400 Instead, subdivision
and the mess created by it, opens up room for asset shifting within the group, thus acting
opportunistically towards non-guaranteed creditors.401
In short, both the, already generally weak, arguments that may support applying limited liability
in the parent-subsidiary context, are much weaker when the parent has guaranteed certain
debts of the subsidiary.402 Such a guarantee can be an indication that the shareholders are
superior risk-bearers, and that creditor-monitoring benefits are probably not relevant.403 See
also Leebron:
399

Squire 2011, pp.614–617; Ayotte & Hansmann, 2013, pp.720 –721; One interesting reason for
subdividing a nd guaranteeing has been developed by Casey ( Casey, 2014). He argues that the question
of why subdividing may be efficient has until now been treated as a binary question, with the options
of either subdividing or not subdividing. He however proposes that ‘tailored partiti oning’ can reduce
the cost of credit. By tailored partitioning, he refers to the si tuation that a company does subdivide by
incorporating a subsidiary, but undoes this partly by contractual constructions such as guarantees. (He
also mentions other possible contractual provisions that can achieve such tailoring: cross defaults and
cross accelerations. See Casey, 2014.) The way in which this can lower the cost of credit is slightly
complicated to understand. He assumes the corporate group is dealing with one primary lender fo r the
whole corporate group that specializes in monitoring the performance of the g roup. According to
Casey, the tailored partitioning of the group creates a selective enforcement mechanism that gives the
lender the choice what to do in case one of the gro up companies defaults. This works as follows. A
default of one group company gives a signal to the lender that something is wrong. If we assume that
the fortunes of the group of companies are partly correlated, this may tell the lender something about
the quality of the loan to the group as a whole, thus on the expected return of the loa n as a whole.
Depending on what kind of information this default gives the lender, the lender can, if guarantees or
guarantee-like devices are in place, either decide to enf orce against the defaulting entity or enforce
against the whole group (or part of t he whole group). If other parts of the group are likely to continue
to be financially sound, the lender will leave them alone and continue to receive interest payments.
The lender can thus effectively choose ex post whether he treats the groups as one, or treats the
group as consisting of separate entities. The lender could not have made the same informed decision
ex ante making the loan, because the signal of default was not yet know then. In short, the tailored
partitioning provides a selective enforcemen t tool to the lender. ( Casey, 2014) Hansmann and Squire
however argue that this theory rests on factual assumptions that are implausible, namely that
subsidiaries are truly distinct subsidia ries that keep distinct assets and accounts, and that directors
would let one subsi diary default whilst the others are still solvent, instead of propping it up with funds
from other subsidiaries. ( Hansmann and Squire, 2016, para. 3 ).
400 Squire 2011, pp.614 –617.
401 The famous Nortel case can serve as an instructive example here. Nortel formed a group, with th e
parent in Canada, and subsidiaries in (inter alia ) the US and the UK. In fact, the group was however
highly integrated, acting as on e entity. The main asset of Nortel at the time of bankruptcy was its
bundle of IP rights, which were sold by the bankruptcy administrators for around 7 billion USD. It
could however not be established which group company owned the IP rights. Therefore, the courts in
Canada and the US decided to distribute the value of the IP rights over all the group companies.
Parties however differed on the point of the method for distribut ion, which, after a lot of litigation on
who owned the IP rights, led to much more litigation, the costs of which were, in summer 2016,
thought to add up to around 2 billion USD, with litigation still going on ( Westbrook, 2015; Brickley,
2016). Salient detail is that guarantees given by the US subsi diary to bondholders of the Canadian
parent complicated matters further. ( Westbrook, 2015) This is an example of the fact that guarante es
by business owners are likely to undo many of the benefits of assert partitionin g (see also Hansmann
and Squire, 2016). This is not entirely surprising, as the guarantee is a contractual perforation of the
asset partition. In the example of Nortel, the guarantees increased bankruptcy costs dramatically.
402 See also Hansmann and Squire, 2016, para. 3 ; Leebron, 1991, p. 1631 .
403 Hansmann and Squire, 2016, para. 3 ; Cheng, 2014, p. 119: “The prevalence of limited liability,
however, is more plausibly explained as a reflection of the relative bargaining powers of contractual
parties than as an expression of the parties’ desired outcome. Trade creditors and employees accept
limited liability, not because it is what they prefer, but because it is too costly to negotiate to alter it.
The fact that financial creditors, which generally wield the most bargaining power among the various
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“[by issuing a guarantee to a creditor] the shareholders in effect promise to contribute enough
additional capital to the corporate enterprise to make sure its debts are paid, or at least the
debts that are so guaranteed. If contractual creditors believe such a promise is necessary, it
reflects an arm's length determination that the capital and expected earnings of the enterprise
may be insufficient to meet the corporation's obligations. In effect, such creditors insist that
assets of the shareholders conditionally become corporate assets. For these reasons, the
obligation also ought to run in favor of non-contractual creditors. These creditors have no
opportunity to bargain; it is a reasonable presumption that if they could, they too would insist
on the guarantee”404
Especially in the group context, next to limited liability, another aspect of incorporation should
also be discussed in the context of guarantees. Incorporation does not only partition assets by
shielding the shareholder from claims by the corporation’s creditors, but also protects the
corporation from claims of personal creditors of the shareholder. Those creditors can generally
not directly have recourse to the corporation’s assets, they can only have recourse to the (value
of the) shares. Only when they can somehow become shareholders through recourse could they
theoretically reach the corporation’s assets by liquidating the company (which probably
requires a majority vote). But the creditors of the company will probably have to be paid first in
case of such a liquidation, before the shareholders can receive a distribution. In that sense,
incorporation locks assets into the company, thus protecting the going concern value of the
company.405 This way of protecting the incorporated entity’s assets against personal creditors of
the shareholder(s) has been called ‘affirmative asset partitioning’ (to distinguish from the
defensive asset partitioning that the limited liability rules provide),406 but is now more generally
known as ‘entity shielding’.407
Hansmann & Kraakman famously argued that entity shielding is actually the more important
function that organizational law (which includes corporate law) provides, whereas limited
liability (owner shielding) can more easily be succeeded through contracting.408 The most
notable benefit of such partitioning is that it protects the going concern value of the entity, which
cannot directly be contaminated by financial problems of the parent.409 A guarantee can
however pierce the entity shield.410 If the entity issues an upstream guarantee, the benefit of
providing asset lock in and thus protecting the going concern value of the entity is lost if the
guarantee is for a substantial debt. Even a guarantee to one of many creditors puts the entity at
types of creditors, are the only ones that consistently succeed in obtaining personal guarantees from
shareholders substantiates this interpretation.” ; Of course, as has become apparent from the
discussion of the function of the guarantee in chapter 2, the guarantee co uld also just be employed to
get control over the debtor, which means the existence of the guarant ee does not necessarily signal
that debtor is undercapitalized. A discussion of the externalities of that control function follows in
paragraph 3.2.
404 Leebron 1991, p.1631.
405 Hansmann and Kraakman, 2000 .
406 Hansmann and Kraakman, 2000 .
407 See for example Hansmann and Squire, 2016 .
408 Hansmann and Kraakman, 2000 ; they explain that entity shielding could also be provided by
contracting, but would be complicated and costly, whereas limited liability is relatively easy to
contract for (but of course only as far as contractual creditors are concerned).
409 Hansmann and Squire, 2016, para. 2.7 ; Hansmann and Kraakman, 2000 .
410 A guarantee can either selectively pierce limited liability (owner shielding) , or it can selectively
pierce entity shielding. A downstream guarantee (guarantee by the parent for a subsidiary’s debt)
pierces limited liability, whereas an upstream guarantee (guarantee by subsidiary for parent’s debt)
pierces entity shielding. In the group context, both are common (often, a combination of downstream,
upstream and cross-stream guarantees is used). With an up stream guarantee, the entity issuing the
guarantee at least partly loses the benefits that entity shielding potentially produces.
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risk of contamination. Thus, such an upstream guarantee seriously calls into question the
justification for upholding this separateness.411
(c) Limited liability in the closely held corporation
The last situation to discuss is that of a small, closely held corporation. It is generally
acknowledged that the micro-economic case for limited liability is much less strong in a closely
held corporation than in a publicly held corporation.412 The problem in large corporations is that
it is relatively expensive for shareholders to monitor the company. This is usually not the case in
small businesses. Moreover, monitoring the other shareholders is usually not necessary because
the shareholders are often involved in the daily business and, if there is more than one
shareholder, often know each other well. There is often no or very little separation of ownership
and control. Shareholders are thus able to monitor each other and the company without
incurring additional costs.413 Moreover, the benefits that limited liability provides in term of
possibilities for diversification are much less important in most closely held corporations.414
The most serious downside of limited liability, increasing the agency cost of debt (in other
words: inviting debtor opportunism), is, however, likely to be more serious in the closely held
corporation.415 Shareholders are often in direct control of the corporation. Little stands in their
way to act opportunistically. The microeconomic case for limited liability in closely held
corporations really is very thin.416
However, one macro-economic argument stands out in the closely held corporation: limited
liability encourages risk-taking by small-entrepreneurs, and thus fosters an innovative business
climate.417 This argument is hard to assess and test empirically, one could for example argue it
only encourages excessive risk taking towards non-adjusting creditors, but it certainly has
appeal.418 It can also be turned into an argument based on equality and democracy, which
according to some reflects the actual historical development of limited liability: making limited
liability available to even the smallest businesses can be seen as democratic, allowing everyone
to reap the benefits.419 Otherwise, limited liability would be reserved for the larger corporations.
411

Other benefits discussed by Hansmann & Squire include correcting debt overhang and simplifyin g
bankruptcy Hansmann and Squire, 2016, paras 2.6 -2.8. Again, a guarantee for major debts makes the
entity liable for the sharehold ers debts towards certain creditors and thus doesn’t correct debt
overhang, and bankruptcy proceedings are often complicated further by a guarantee, as the Nortel
case explained in footnote 118 illustrates.
412 Easterbrook and Fischel, 1985, pp. 109 –110; Halpern, Trebilcock and Turnbull, 1980 ; Bainbridge and
Henderson, 2016, p. 10 ; Freedman, 2000, pp. 331 –332; Cheng, 2014; Rapp, 2006, pp. 1093 –1095;
Barneveld, 2014, p. 47; compare also Vanderkerckhove, 2007, p. 535 .
413 Easterbrook and Fischel, 1985, p. 110 ; Freedman, 2000, pp. 331 –332; Cheng, 2014, p. 139 ff ;
Mitchell, 198 9, pp. 1175–1176; Bainbridge, 2001, pp. 501; 503 .
414 Easterbrook and Fischel, 1985, p. 110 ; Freedman, 2000, pp. 331 –332.
415 Bainbridge, 2001, p. 501 ; Freedman, 2000, pp. 331 –332; Easterbrook and Fischel, 1985, pp. 109 –
110; Mitchell, 1989, pp. 1180–1181; Ziegel, 1990, pp. 1081 –1082; Barneveld, 2014, pp. 47 –48.
416 See also Halpern, Trebilcock and Turnbull, 1980 ; Even Bainbridge and Henderson, generally strong
proponents of the limited liability principle, struggle to find justification for limited liability for closely
held corporations and come up with a merely practical defense: “ The best argument in favor of limited
liability is that it would be difficult to draw a sensible line between firms that should be subject to
unlimited liability and those that should have limit ed liability.”, Bainbridge a nd Henderson, 2016, p.
12.
417 See for example Presser: “That traditional justification always has been that limited liability reduces
the potential costs of purchasing shares, and thus encourages investment.” Presser, 2016, para. 1:7 .
418 Though it has also often been argued that limited liability makes little difference in the decision of
business persons to incorporate, see for example Mitchell, 1989, pp. 1172; 1179 .
419 See Presser, 2016, p. 17 .
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If we want to give small entrepreneurs equal treatment, limited liability should arguably also be
available to small businesses, even if it cannot be justified from an economic perspective.
Of course, the risk does not just disappear. The risk is transferred to creditors of the corporation,
who are thus disencouraged to engage in business. Hence the point that, from a microeconomic
perspective, this transfer is not interesting, unless the creditors are somehow better able to bear
the risk, or better able to monitor, or suffer less from coördination problems, all of which are
unlikely in closely held corporations.420
Even if limited liability indeed encourages risk taking, a guarantee by the shareholder would
probably largely undo this incentive. Consider a closely held corporation in which the
shareholder/manager has guaranteed a large business debt. Let’s take a typical example of a
small limited liability company (‘Company’) with a single shareholder and director
(‘Shareholder’). Assume that the company is, next to a small equity investment by the
shareholder, highly dependent on bank financing.421 The shareholder has guaranteed the loan of
the bank to the company, and the guarantee is partly secured by a mortgage on the personal
home of the shareholder. Does the fact that the shareholder is not liable towards contractual
trade creditors and potential tort creditors of the company mean he is actually encouraged in
pursuing his business venture and taking risks? That is hardly conceivable, unless the bank is
already fully secured by security rights provided by the company, which is unlikely in practice.
In case the bank is not fully secured by security rights provided by the company and the
company’s business fails, the shareholder will be exposed towards the bank under the
guarantee. It is unlikely that the shareholder’s decisions on taking business risks will be very
different if he were also exposed to other creditors. As noted before (chapter 2, paragraphs 2
and 3), Mann argued people are likely to put an extremely high value on their personal assets.422
The risk of losing a substantial amount of assets will probably deter the shareholder in taking
risk already.
Because of the omnipresence of guarantees, especially in small-business lending, limited liability
may in practice do little to encourage risk-taking for those small entrepreneurs that most need
it. This brings us again back to the statement in paragraph 2 of this chapter that especially the
guaranteed creditor thus, because of the guarantee, profits from the principle of limited liability
(and entity shielding), rather than the entrepreneur. Only large entities profit by shifting risk to
small creditors, who are often those small entrepreneurs. In that sense, limited liability works
counterproductively and the democracy argument described above (making limited liability
available to everyone, not just large corporates) does not apply. A much more effective way of
promoting risk taking would therefore be to remove the often-perceived stigma on personal
insolvency, and to provide a swift process for personal insolvency.423 Most legal systems need a
lot of improvement on this point (see chapters 4, 5 and 6). Hahn calls this ‘velvet bankruptcy’.424
In short, a guarantee for a major debt undercuts the potentially strongest argument in favor of

420

Easterbrook and Fischel, 1985, pp. 109 –110.
The example is at least typical in European countries such as The Netherlands and Germany; US
companies are generally much less reliant on bank lending.
422 Mann 1998, pp.19, 23.
423 Compare also the reasoning of the European Commission in the proposal for a Directive ‘on
preventive restructuring frameworks, second chance and measures to increase the efficiency of
restructuring, insolvency and discharge procedures and amending Directi ve 2012/30/EU’
(COM (2016) 723 final, 22 November 2016).
424 See extensively Hahn 2006 .
421
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limited liability in a closely held corporation. Guarantees may even make limited liability work
counterproductively, reducing the risk-appetite of especially small entrepreneurs.
It should be noted that the other arguments for limited liability are also undercut by an insider
guarantee for a major debt. It was already discussed above that these arguments do not carry
much weight in the closely held corporation. But even if they generally carry some weight, a
guarantee makes that position much harder to maintain. A guarantee by a shareholder for
example makes transferability of shares even harder, because either the lender will have to
agree that the new shareholder assumes the guarantee, or the old shareholder remains liable
under the guarantee. It is also unlikely that a closely held corporation is used to diversify risk if
insiders guaranteed substantial debts of the corporation.425 Absent a guarantee, the argument
could be that shareholders can avoid investing all their wealth in the business because they
profit from limited liability. They could, next to their business, for example hold some shares in
other businesses, or invest in real estate. If they however guarantee substantial business debt,
these other investments are also affected by the performance of the company.426 In short, the
case for limited liability is less strong in closely held corporations,427 and much less so in case a
substantial part of the debts is guaranteed by the shareholders of small, closely held
businesses.428
Some, however, have argued that the possibility to contract around limited liability with
guarantees, actually justifies limited liability as a good default rule, also for small
corporations.429 The idea is that the guarantee controls the main problem that limited liability
creates: moral hazard by giving an incentive towards ‘debtor misconduct’, for example taking
excessive risks.430 The guarantee can indeed be used to control debtor opportunism, as has been
extensively discussed (see chapter 2 paragraph 3), but this doesn’t as such substantiate the
argument that this justifies limited liability as a default rule for small, closely held corporation.
Firstly, as discussed in chapter 2 paragraph 3, the guarantee does not always solve moral hazard
problems, and as discussed in paragraph 2 above and 3.2 below, the guarantee is able to create
many new moral hazard problems. The statement that the problems created by limited liability
can be solved with a contract is therefore far too simplistic. Secondly, limited liability shifts risk
from shareholders to all creditors. Often, only the most sophisticated creditors are able to shift
part of or all of their risk back by requiring a guarantee.431 That leaves involuntary and
unsophisticated voluntary creditors with the rest of the risk of default of the debtor, next to the
fact that they are vulnerable to moral hazard problems created by the guarantee (see in
particular paragraph 3.2 below). Those are the creditors that are probably not the best monitors
and not the best risk-bearers.432 And because the interests of different creditors can widely
differ, especially in distress, the involuntary and unsophisticated creditors do often not benefit
from the control exercised by one creditor through the guarantee.433 In short, far from repairing
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Easterbrook and Fischel, 1985, p. 109 ff ; see otherwise Leebron, 1991 .
Freedman, 2000, pp. 331 –332.
427 See also Easterbrook and Fischel , 1985, p. 110.
428 See also extensively Freedman, 2000 ; compare Widen 2007.
429 Ribstein, 1992, p. 428.
430 See extensively chapter 2 paragraph 3 (on overinvestment, underinvestment, inadequate effort
supply, and asset shifting); see also Hansmann and Squire, 2016, para. 2.9 .
431 Freedman, 2000, pp. 339 –340; Keay, 2003, p. 689 ; see also Barneveld, 2014, pp. 56 –58.
432 See also Freedman, 2000, p. 347 ; compare also Mitchell, 1989, pp. 1776 –1777.
433 See paragraph 3.2; see also Barneveld, 2014, pp. 62 –63.
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96

A.L. Jonkers – Insider guarantees in corporate finance

inefficient aspects of limited liability in small firms, the guarantee may be able to exacerbate
certain inefficient aspects, shifting even more risk to those least able to bear it.434
To summarize, incorporation combined with a guarantee that pierces the limited liability shield
(or entity shield) that incorporation creates is hard to justify theoretically from the policy
arguments that support limited liability. In essence, such a combination of incorporation and a
piercing guarantee allows the guaranteed creditor and guarantor together to use limited liability
of the debtor as a shield against non-guaranteed creditors. Such a shield cannot be justified from
the arguments generally supporting limited liability. In fact, the existence of the guarantee
seriously weakens those arguments in as far as they do apply to closely held corporations.

3.1.3 Justification for priority analogous to real security rights?
Paragraph 3.1.2 above discussed how the general justification for limited liability becomes very
weak in case of perforating guarantees. The somewhat paradoxical combination of incorporation
and a guarantee by insiders for certain debts can also be approached from another angle, using a
different strand of literature. A guarantee combined with incorporation has strong functional
parallels with a real security right. The guarantee relationship is not often perceived as giving a
creditor priority over the debtor’s other creditors. One may be inclined to think that the other
creditors should be happy with the guarantee relationship: at least the guaranteed creditor has a
separate asset pool (the guarantor) to go after, which may make him less aggressive in the
struggle for the debtor’s assets (although the guarantor may be able to submit a recourse or
subrogation claim under certain circumstances). However, if we take a step back, we can see that
the guarantee often actually gives priority to the guaranteed creditor, especially in the corporate
context.435
The guarantee is often closely linked to incorporation and its consequence: asset partitioning.436
By incorporating, part of the shareholder’s personal asset are partitioned off and shielded in two
ways: his personal creditors cannot directly claim those assets (entity shielding) and the
corporation’s creditors cannot claim on his personal assets (owner shielding).437 A guarantee
contractually pierces one or both of these shields: a guarantee by the business to a personal
creditor of the shareholder pierces entity shielding, a personal guarantee by the shareholder to a
business creditor pierces owner shielding, but both only towards the guaranteed creditor. By
(sub-)incorporating and guaranteeing, a debtor can thus create a situation in which the
guaranteed creditor can reach two (or more) asset pools, whereas his personal and the
corporation’s creditors respectively can only reach one asset pool.438 This gives the guaranteed
creditor priority compared to the situation absent incorporation and guaranteeing.439
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Freedman, 2000, para. 333 .
See also Leebron: “Where the parent corporation guarantees a loan to a subsidiary, the function is
identical to the provision of security for the loan; but this method creates greater flexibility than th e
property-bound secured transactions concepts would otherwise allow.” Leebron, 1991, p. 1614 .
436 See on asset partitioning generally Hansmann and Kraakman, 2000 ; Kraakman et al., 2009;
Hansmann and Squire, 2016 .
437 Hansmann, Kraakman and Squire, 2006 .
438 Of course, incorporating a nd guaranteeing does more than creating a situa tion in which one creditor
can reach two asset pools. Incorporation also involves ‘affirmative asset partitioning’ (see Hansmann
and Kraakman, 2000), also known as ‘entity shielding’ (see for example Hansmann and Squire, 2016 ),
which ensures that the personal creditors of the shareholder(s) cannot (directly) claim on the entity’s
435
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Whether granting a creditor priority over other creditors is efficient to society at large is
probably the most discussed question in economic analysis of secured transaction law. The point
has been highly debated for over three decades, with inconclusive results.440 One of the
arguments put forward to support the notion that secured debt can be efficient is that the
secured creditor may value priority higher than the guarantor’s other creditors do. Why the
creditor values such priority higher than other creditors can have to do with an advantage in
monitoring the specific asset on which he obtains a security right, an inferior position in
monitoring the guarantor’s other assets, or a lower risk-preference.441 A second explanation,
already touched upon before, is that secured credit may mitigate adverse selection problems.442
Another explanation for the efficiency of real security rights or guarantees is that it provides a
solution to a coordination problem between creditors. At the time the creditor extends credit, he
can inform himself of the current situation of his debtor, but does not know what the debtor will
do in the future. Will he pursue risky projects? Will he take out more loans from other creditors,
which would dilute the claim of the first creditor? Because of this uncertainty, the expenses
made by the creditor in informing himself are likely to be high. Security rights can be seen as a
place-fixing mechanism, fixing the rank that a creditor will have in the event of default, to enable
creditors to adjust to each other cheaply, thus solving the coordination problem.443
These explanations of priority have never gone far. They were often challenged soon after they
were put forward,444 and a persuasive response to the criticism on priority was never
produced.445 In Westbrook’s words:
“Its [secured credit, AJ] proponents in that debate have gotten no farther than the Scottish
verdict, “not proven.”446
assets, which in turn protects th e going concern value of the entity. These attr ibutes of affirmative
asset partitioning are not realized by giving a creditor real security rights instead of incorporating and
guaranteeing (see extensively Hansmann and Kraakman, 2000, p. 417 ff ). As Hansmann & Kraakman
explain, this difference between r eal security rights and incorporation is illust rated by the practice of
securitization, in which a debtor uses a special purpose vehicle (a trust or incorporated entity) to
which assets are transferred and which in turn issues bonds. Thus, a type of affirm ative asset
partitioning with protection of the assets against claims by the debtor’s personal creditors is created
that cannot be created with security rights alone.
439 This priority position can also be perceived from a slightly different angle with a si mple example.
Suppose corporation X holds all t he shares in corporation Y. Y needs 100 cash to pursue an investment
opportunity, and X is willing to provide Y with 100 extra in equity to do so. If the opportunity fails and
this pushes Y into insolvency, al l Y’s creditors enjoy a share in the 100 (or wh at is left of it), but Y of
course doesn’t share because he is last in line as a shareholder. Instead, X could also invite Z to make
a loan to Y, guaranteed by X ( Steijvers, Voordeckers and Vanhoof, 2010, p. 246 , who also liken the
guarantee by a shareholder to an equity investment; see also Leebron, 1991, p. 1631 at fn 98 : “In
effect, the shareholder guarantee is a form of equity contribution to the corporation” ). In case of
bankruptcy of Y, Z now shares pro rata with Y’s other creditors, diminishing their return, but also
enjoys the priority of a claim on Y. The guarantee relationship, combined with asset partitioning, can
thus create tailored priority schemes, functionally comparable to giving a creditor real security rights
(Compare Katz, 1999, p. 81).
440 See particularly: Schwartz, 1984; Schwartz, 1981 ; see for an overview of the early debate Warren,
1997, n. 5; see also Hudson, 1995,Westbrook, 2004, p. 838 ff .
441 See for example Jackson and Kronman, 1979 ; White 1984, p.491 ff ; see for criticism of the risk preference argument Schwartz, 1981.
442 See chapter 2 paragraph 2; see also Mann, 1999, also for the limits of security rights in signaling to
mitigate adverse selection; see for criticism on the argument also Schwartz, 1981.
443 Bowers 2000, p.105; Kanda and Levmore, 1994 a.
444 See for example early on in the debate Schwartz, 1981; 1984 ; Hudson, 1995 .
445 Westbrook, 2004, p. 840 ; LoPucki, 1994: “It will be difficult to prove security efficient bec ause, in al l
probability, it is not.”
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That leaves the case for security problematic at best.447 Any gains the parties may realize with
the priority that security grants, are probably offset by losses of unsecured creditors,448 and are
returned to the debtor through higher interest rates for unsecured credit in as far as unsecured
creditors are adjusting creditors.
More generally, Squire has argued secured credit, including guaranteed credit, creates
asymmetries between creditors that do not incentivize creditors to monitor efficiently if
compared to a symmetrical relationship between creditors.449 The first problem that creates
possible inefficiencies, is that the creditors have to pay for monitoring themselves, but, in this
asymmetrical arrangement, do not get the full benefit of monitoring (or the cost of not
monitoring), as they share this with the other creditors. This separation of monitoring and
benefit of monitoring can create inefficient incentives for monitoring.450 In short, the guarantee
relationship creates an asymmetrical relationship from an otherwise symmetrical relationship,
which creates inefficiencies.
Secured credit is, however, often used in practice. The fact that the efficiency of priority cannot
or at least has not been proven, leaves open the question why it is often used.451 Some have
therefore provided explanations for using secured credit that show a certain benefit to the
parties involved, but that are distributionally suspect and probably inefficient for society as a
whole. By using secured credit, lender and borrower are able to impose externalities on nonadjusting creditors of the borrower, and thus stimulate value-destroying overinvestment.452
Bebchuck and Fried, providing a detailed analysis of the costs of full priority, argued that
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Westbrook, 2004, p. 837 .
Westbrook, 2004, p. 840 ; see also Bowers, 2000.
448 See for example: Scott, 1986, p. 902 ; Hudson, 1995.
449 Squire 2009 ; to understand the difference by symmetry and asymmetry, and to understand how
widely applicable this is to different types of guarantees, I adapted Squire’s example of symmetry and
asymmetry slightly. Consider a simple example of two at first separate de btor-creditor relationships:
Creditor 1 has a claim of 100 on Debtor 1, and Creditor 2 has a claim of 100 on Debtor 2. Assume, to
keep things simple, that there are no other creditors. Both debtors have assets of 100. Creditor 1 now
monitors (the assets of ) Debtor 1, and Creditor 2 those of Debtor 2. If either asset pool devaluates, the
creditor will fully bear the burden, so he will have the right incentives to monitor his debtor (of
course, the debtor usually also has incentive to maximize the value of hi s assets, but this may change
in difficult times. See extensively chapter 2, paragraph 3 above. He may, i n difficult times, engage in
overinvestment, or may give away or hide assets. For those reasons, the creditor may want to
monitor). We could call this arrangement symmetrical (Squire has a slightly different notion of
symmetrical, with only one debtor that partitions his assets, which makes sense as he mainly discusses
the asymmetry that secured credit creates. See Squire, 2009. The example with two creditors is
however more instruc tive in the context of a guarantee). The rights that Creditor 1 has towards Debtor
1, mirror those Creditor 2 has towards Debtor 2. In a way, a somewhat similar symmetrical situation is
created when a debtor incorporates and in which one creditor has a cla im on the asset pool in the
corporation, and the other on the debtor himself (given entity shielding and limited liability) – (see on
entity shielding and owner shielding: Hansmann and Kraakman, 2000 , in which they call entity
shielding ‘affirmative partitioning ’ and owner shielding ‘defensive partitioning ’). See also Hansmann
and Squire, 2016 . A guarantee by Debtor 1 for the benefit of Creditor 2 would make the situation
asymmetrical. Creditor 1 would only have a claim on Debtor 1, but Creditor 2 has a claim on both
Debtor 1 and Debtor 2. Creditor 1, which only has a claim on Debtor 1, would now also have to monitor
Debtor 2, because he may have to share with Creditor 2 in case Debtor 2 does not have sufficient
assets. Moreover, Creditor 2, with a claim on both asset pools, does not directly feel the full pain if
Debtor 2’s asset pool depletes, because he can also claim on the other asset pool, which may make him
indifferent to monitoring, depending on the cost of monitoring and the benefit.
450 Squire, 2009.
451 Westbrook, 2004, p. 840 .
452 LoPucki 1994; Bebchuk & Fried 1997; Squire 2009; Bebchuk & Fried 1996 .
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secured credit could lead to inefficient contracting between creditors and debtor. They propose
three rules of partial priority to repair these inefficiencies.453
Others have brought forward explanations of the efficiency of secured credit that do not focus on
the priority that security gives to the lender, but on other aspects, most notably moral hazard
and control.454 Security rights may limit future borrowing by the debtor, thus possible
overinvestment because the collateral cannot be used to secure new loans, and the creditor
more generally gets control over the way in which the collateral is used.455 This argument relates
to the place-fixing argument described above, but takes a slightly different angle in the sense
that the place fixing argument focuses on the transaction costs of monitoring, whereas this
argument focuses on the change in behavior of the debtor because of security rights, shielding
the creditor from debtor misconduct. A related mechanism is that security gives the creditor
control over the debtor through the threat of foreclosure, because foreclosing can be very costly
to the debtor.456 In that sense, it may work like a hostage device.
The efficiency of priority is probably one of the most discussed topics of secured transactions
law and is unlikely to be resolved. In discussing the guarantee relationship, insights can be taken
from the resemblance of the guarantee with secured credit. The most problematic aspects
should be singled out and discussed, to quote Lopucki:
“[S]ecurity (…) has [never] been justified and probably never can be. That does not mean
that we should rush to abolish it, however. Security is so ingrained in the legal and popular
culture that it may not be worth uprooting. Parties are free to contract out of most aspects
of security. Only the aspects of security that are deceptive, misleading, or involuntary are
harmful. It is to those aspects that the movement for reform should be directed.”457
This may be even more applicable to guarantees than to secured credit. Secured credit can often
at least be justified by the fact that it is somewhat public.458 Guarantees are probably not much
less commonly found in practice than real security rights, but are much less apparent, often
operate in the background, are almost never registered in public registers and are relatively
underexposed in legal literature,459 while their economic impact on the interest rate of a loan
may be even higher than that of real security rights.460 This makes their use more likely than real
security rights to contain aspects that are deceptive, misleading and involuntary. As Widen puts
it (specifically in relation to guaranteed lending by bank syndicates to corporate groups):
“If secured lending presents fairness problems, the unsecured syndicated guarantee may be
the 800-pound gorilla in the corner that goes unnoticed”
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Bebchuk & Fried 1996; compare also Manove et al. 2001.
See for an overview Westbrook, 2004.
455 Carlson, 1994, p. 2213; R. J. . Mann, 1997 ; Mann, 1999 .
456 Scott, 1986, p. 929; Westbrook, 2004 ; Mann, 1999 agrees this can be a function of secured credit,
but is somewhat sceptical of h ow relevant this is in practice; see also R. J. . Mann, 1997, p. 222 ,
explaining that foreclosure is often not a viable option for the creditor because the results are o ften
disastrous in terms of the high costs and limited yield to the creditor; such control can be efficient,
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p. 844.
457 LoPucki 1994, p.1947.
458 Compare Brinkmann, 2008, pp. 256 –261
459 Widen, 2007, p. 309 ; Katz 1999, pp.47, 52ff; Avery et al. 1998; Mata Muñoz 2010, p.1; Mackaay &
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Moreover, one of the important defenses of secured credit has always been that security at least
is quick and cheap in the sense that (in many legal systems) it gives the creditor the ability to
foreclose on collateral without having to obtain judgment first, thus saving on litigation costs.461
A guarantee does not carry that advantage in itself, as it only grants a claim on a (legal) person
and no procedural rights on specific assets. In fact, a guarantee is likely to increase litigation
costs and complicate matters further because of the complicated three party relationship it
brings to life. Lastly, as explained in paragraph 3.2.4 below, whereas real security rights may
serve a benign control function, the control that a lender obtains through an insider guarantee is
substantially different, and much more problematic.
As discussed in paragraph 3.1.2, the case for upholding asset partitions in bankruptcy is less
strong when guarantees that selectively pierce those partitions are used.462 Also the angle that
incorporating and guaranteeing can, from a priority viewpoint, be functionally equivalent to
giving a real security right to a creditor, can lead to that conclusion. In bankruptcy, some
systems, such as the US system, automatically temporarily limit the exercise of rights by secured
lenders, in order to keep the bankrupt estate together. This is in the US referred to as the
automatic stay. Structuring security differently, as a sub-incorporation that holds the collateral
and gives a guarantee (possibly secured) to the lender, circumvents the automatic stay, or at
least the automatic application of the stay, and thus the policy considerations behind that stay,
with all the costs associated to that circumvention as a result.
In short, the guarantee relationship, when combined with incorporation, creates externalities by
giving the guaranteed creditor priority over non-guaranteed creditors that can only reach one
asset pool. This priority position can, as has been extensively discussed, not be justified with
reference to arguments brought forward in the debate on the justification of real security rights.
Not only has the priority that real security rights grant never been convincingly justified in the
literature, the priority a guarantee grants is also often more covert and thereby more misleading
and deceptive, making the case for the priority that a guarantee grants even weaker than the
case for the priority of real security rights (see further also paragraph 3.2.4.).

3.1.4 Justification for strong-form double proof and deficiency double
proof?
Paragraph 3.1.1. on the seniority structure created by incorporation combined with guarantees,
discussed that the seniority created by guarantees can be dissected in essentially three elements.
The first element consists of the fact that the guaranteed creditor has a choice of whom to claim
from, whereas other creditors do not. The second element is that the guaranteed creditor can
also choose not to choose, but to first claim the full amount from one co-debtor or guarantor and
consequently claim a possible deficiency from another. The third element is that the creditor,
depending on the rules applicable, may even be allowed to submit full claims against both
guarantor and debtor. The discussion above on the justification for pierced limited liability
structures and the justification of security rights asked the question whether such a priority
structure with guarantees could generally be justified. This paragraph specifically focusses on
the justification for double proof. Why does the guarantee offer the creditor more than just the
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first element of security as identified, the choice to choose whom to claim on? Is there any
justification for double proofing of claims?
Often, the guarantor does not receive a direct premium for issuing the guarantee. Not paying the
guarantor a premium is standard practice for guarantees issued between group companies, for
guarantees issued by shareholders or directors and for guarantees issued in the family context.
In such a case, there may not be a clear upside of the guarantee from the perspective of the
guarantor’s other creditors because the guarantor does not obviously benefit from the
guarantee, but is contingently liable under the guarantee. If the guarantor pays a possibly large
sum and recourse to the principal debtor proves impossible, the guarantee may even be the
source of financial trouble, with severe consequences for the other creditors. When the
guarantor is not compensated for issuing the guarantee, the question may therefore come up
whether the guarantee in fact amounts to a wealth transfer that defrauds creditors.
Of course, the benefit to the guarantor will often be indirect. A parent company that guarantees
the debt of a subsidiary to a lender is often indirectly compensated through a reduction in the
subsidiary’s cost of credit. When, however, a subsidiary guarantees the debt of a parent
company, the existence of an upside to the subsidiary is less obvious. In such cases, the
guarantee may be a wealth transfer from guarantor to the beneficiary (the guaranteed creditor),
which transfer deserves scrutiny when made in financially troubled times.
This is often where the analysis of wealth transfers made by guarantees stops.463 There is
however much more at play. Guarantees are contingent liabilities. If the debtor does not pay, the
guarantor becomes liable. The analysis above on the sufficient premium to the guarantor only
focused on the benefit to the corporation as such. Which stakeholder of the corporation profits
from this benefit depends highly on the circumstances under which the contingent liability is
likely to be triggered. Squire asks the question: what if the guarantee is probably only triggered
when the guarantor is insolvent?464 In that case, even if (from the perspective of the
corporation) a sufficient premium was paid, the other creditors of the guarantor would be
prejudiced by this. The shareholders of the guarantor, by contrast, stand nothing to lose from the
guarantee, as it will only be triggered when they are ‘out of the money’. They do, however, enjoy
the premium paid by the creditor for the guarantee. In short, as Squire shows, even when a
premium was paid, the issuing of the guarantee entails a wealth transfer away from nonguaranteed creditors towards the shareholders (possibly shared with the creditor, dependent on
how they divide the benefit among themselves) when the correlation is high.
The law should therefore be concerned with the correlation between the fate of the guarantor
and the fate of the debtor.465 The higher this correlation, the more likely that the issuing of the
guarantee transfers wealth from the corporation’s unsecured creditors to the corporation’s
shareholders.466 If such a correlation exists, the guarantee can be compared to selling part of the
insolvent estate of each of the co-debtors to one creditor. Whereas a simple contract for the ex
ante sale of part of one’s own insolvent estate would be unenforceable or voidable in many legal
systems, correlation seeking probably escapes these rules.467
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Let’s look in more detail at the mechanism of the correlation. Absent a positive correlation
between the guarantor’s and the debtor’s fate, the premium paid for the contingent debt that the
guarantee relationship creates for the guarantor, should protect the creditors of the guarantor.
Of course, this premium that the guaranteed lender would normally pay for the guarantee
relationship is much smaller than the face value of the contingent debt, for example 2% of the
face value. In case the guarantor is declared bankrupt, two options are possible: the guarantee is
not triggered, and the premium of 2% is available for the other creditors, or the guarantee is
triggered, and the creditors are faced with a large, formerly contingent, claim of the guarantor
for 100% of the face value.468 Normally, the premium combined with the risk that the guarantee
is triggered, should make the other creditors (assuming risk-neutrality) indifferent to the
contingent claim. However, if there is a strong correlation between the fate of the guarantor and
that of the debtor, the guarantee obligation will almost always be triggered when the guarantor
is insolvent, which means the creditors will almost never be in the situation that they enjoy the
small premium without also the large guarantee obligation of the debtor. In other words, they
share little in the upside (the premium) and bear a lot of the downside. The shareholders of the
guarantor, on the other hand, always enjoy the premium, but almost never bear the downside,
because in case of the downside scenario occurring, the guarantor is insolvent anyway and they
would already be out of the money.469 Moreover, because the shareholders don’t share in the
downside, it becomes likely that they settle for an insufficient premium in the first place.
Is it likely that a strong correlation between the fate of the guarantor and that of the debtor
exists? As Squire argues, especially in the context of intragroup guarantees, the correlation is
often strong.470 Groups of companies may consist of many subsidiaries that together run one
business activity. They are thus highly intertwined in the sense that they all depend on the
success of that business activity. Consider, for example, a group that sells pocket calculators and
that consists of a holding company, a finance subsidiary, a communication subsidiary, a sales
subsidiary, a design subsidiary, and a manufacturing subsidiary. All of these subsidiaries
essentially depend on the market for pocket calculators. If people suddenly stop buying pocket
calculators because of the rise of smartphones, the whole group goes down together. In that
sense, their fate is highly correlated. The correlation can also emerge in another way. When the
group structure is messy, with many financial cross-ties within the group and an unclear
structure, the fate of the individual group companies is inherently correlated, even when the
individual companies may be involved in different lines of business. Such messy group
structures are not uncommon. In short, in the context of corporate groups, the correlation is
often high.
The corporate group context is not unique in showing high correlations between the fates of
individual entities. Also in the simple example of a small business with a single shareholder, a
high correlation can often be found. As extensively discussed, guarantees by shareholders are
omnipresent in the context of small-business finance.471 It is, also absent the guarantee, probably
not likely that the shareholder survives when the company is declared bankrupt. Small business
owners’ assets are often badly diversified. Much of their wealth is invested in the company, and
they may even have large loans outstanding towards the corporation. Not only their wealth will
often be contained in the corporation, but they also depend on the corporation for their monthly
468
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income. When the company fails, the business owner will under such circumstances be likely to
struggle to survive. In other words, the fate of the small business owner is often highly
correlated with that of the company.
According to Squire, complex corporate group structures may actually exist because groups
artificially create the structure to be able to engage in correlation seeking.472 Although this could
indeed be the case, there are also limitations to correlation seeking. Perfect correlations often
don’t exist, and when correlations are high, it is logically less likely that the guarantor has
substantial debt outstanding. When the correlation is high, it means the company that
guaranteed the debt (let’s say a parent company) will be rendered insolvent upon insolvency of
its subsidiary. That means the parent has not much to go on without the subsidiary, meaning
probably not many assets (apart from the equity stake in the subsidiary). Thus, there won’t be
many creditors of the parent that can be disadvantaged by correlation seeking.473 The flip side is
that, if there are many assets and liabilities, the correlation will be likely to be somewhat lower.
In other words, the group cannot endlessly complicate its corporate structure in order to engage
in correlation seeking. Still, the mechanism Squire describes can be (and often is) used to move
value away from unsecured creditors and can thus give inefficient incentives towards providing
too many guarantees. Group companies can of course each own many assets and liabilities but
still be highly intertwined.
This is not just a redistribution problem, but also an efficiency problem.474 The fact that the
guarantor and guaranteed lender take the whole upside, but can externalize at least part of the
downside (or even the full downside in case of a perfect correlation), means that it is rational for
the guarantor and lender to agree on a guarantee even if they would not have done this if they
would have to internalize the full downside. Therefore, the guarantee relationship can lead to
overinvestment.475 Because credit extended by the guaranteed lender is artificially subsidized by
the externalities imposed on unsecured creditors, credit that should not be extended can now be
extended, and projects that should not be undertaken can now be undertaken.476 It should also
be remembered that the guarantee itself is not cost-neutral. The guarantee can involve serious
transaction costs because of the complicated three-party relationship it creates, with many
openings for litigation. See for example the Nortel bankruptcy case, in which the complex group
structure with guarantees led to more than 2 billion USD in litigation costs.477
No economic (or other) justification exists for strong-form double proof, other than the rather
weak defence that it may seem simpler to apply.478 The question remains whether deficiency
double proof can be defended. As the discussion on correlation seeking shows, both strong-form
and deficiency double proof cannot be defended when the correlation between the fate of the
debtor and the guarantor is high. This will usually apply to group companies guaranteeing each
other’s debts. In those cases, double proof should be ruled out altogether as it leads to inefficient
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results. An alternative could be to subordinate the claim on the guarantee to the claims of the
guarantor’s other creditors.

3.1.5 The shareholder guarantee as an indirect shareholder loan
Another functional, economic perspective on a guarantee in corporate finance, more specifically
a guarantee by a shareholder, is to view the guarantee as a way of financing the company by the
shareholder. If a shareholder guarantees corporate debts towards a certain lender in a situation
where the shareholder provides adequate recourse when the liability is triggered, the
construction can functionally be seen as an indirect shareholder loan. The shareholder
ultimately bears the risk of non-payment by the company towards the creditor, the creditor only
runs the risk that both shareholder and corporation can’t or won’t pay. The shareholder is thus
functionally investing in the company, with the external creditor as an intermediary.
There is an extensive debate on the question how shareholder loans should be characterised: as
normal loans that can rank pari-passu with other loans, or as a particular type of loan that
deserves subordination to other loans. The latter view is often substantiated by the possibility
that shareholders may otherwise be able to use their insider status to get unfair advantages over
non-insider creditors.479 They may for example use such loans, possibly even secured by security
rights, to gamble for resurrection of the company in a situation in which no outside lender would
provide such loans.480 The danger is that the reason why the shareholder would provide the loan
is not the expected return on the loan itself, but rather to gamble on a (small) chance that the
equity stake in the company can be rescued. Even if such gambling is inefficient, it can make
sense from the position of the shareholder because of his equity stake. Some are however also
cautious about subordinating shareholder loans in general, because such a rule may in their
vision also deter efficient rescue attempts by shareholders.481
Whereas legal systems such as in France, the UK and the Netherlands do not have special rules
on the treatment of shareholder loans in insolvency, in some legal systems, such as in Germany,
Italy, Hungary, Austria, Sweden, Spain, Slovenia, Poland, Portugal, Romania and the US, loans of
shareholders to a company may under circumstances be treated differently than a loan of an
outsider, resulting in a lower-ranking claim of the shareholder.482 As a result, both the
shareholder’s equity and his loan will usually be wiped out in case of insolvency of the company
in which the shares are held.
The debate on the efficiency of shareholder loans is not fully reproduced here, but the point to
make in relation to guarantees in corporate finance is that, as pointed out above, such
guarantees often functionally amount to shareholder loans. Such guarantees thus deserve the
same scrutiny and, depending on the circumstances, the same treatment. This is an important
point, as shareholder guarantees to external lenders are probably even more common in
practice than direct shareholder loans.
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Although guarantees in corporate finance are often functionally equivalent to a shareholder
loan, the construction may also escape subordination mechanisms, even when these are in place.
This could be due to factual circumstances, for example because the bankruptcy administrator
has no knowledge of the guarantee construction. The guarantee may not need to be recorded in
the books of the debtor. It could also be due to legal circumstances in case the legal system, even
if the guarantee construction is known to the administrator, does not qualify this construction as
equivalent to a shareholder loan. That is somewhat understandable, given the fact that
qualifying the indirect construction through a guarantee by a shareholder as an indirect
shareholder loan can lead to complications. Although the construction is economically
equivalent to a shareholder loan, the direct counterparty of the debtor is not a shareholder, but
an external party. Treating the loan of this external party as a shareholder loan and thus
subordinating the loan (in systems where subordination applies) may seem harsh towards the
external party. On the other hand, the external party still has recourse to the guarantor in as far
as his claim remains unpaid by the debtor. A solution that circumvents this problem could be to
require the creditor to try and get satisfaction from the guarantor first, before claiming on the
debtor and subordinating the recourse claim of the guarantor (see chapter 6, paragraph 4.1.2 for
the German law solution along these lines).

3.1.6 Summary
Insider guarantees, combined with incorporation, can create an opaque priority structure for the
benefit of the guarantor and creditor (and possibly debtor) and to the detriment of outsiders. Is
such a structure justifiable? The analysis has shown that the insider guarantee, when combined
with incorporation of the debtor, is clearly at odds with justifications underpinning limited
liability. Therefore, the externalities that limited liability obviously creates are hard to justify
when a guarantee is used by insiders to pierce the liability shield selectively. Such a situation
does give the guaranteed creditor priority in relation to non-guaranteed creditors, but such
priority is in itself hard to justify, as a review of the extensive debate on priority in relation to
real security rights has shown. The mechanism of double proof of claims through guarantees
enhances the priority of the guaranteed creditor even further and without any serious
justification, to the (further) detriment of other creditors of the guarantor, debtor, or both.
Another important point that was made above is that shareholder guarantees to external
creditors are often economically equivalent to direct shareholder loans. In so far as shareholder
loans should be treated with suspicion, this should under circumstances also apply to such
indirect shareholder loans.

3.2 Ex post opportunism: covert insider dealing
Paragraph 3.1 above discussed that the guarantee can be used to set up an opaque priority
structure that creates externalities for outsiders (‘ex ante opportunism’). Not unrelated, but
clearly distinguishable from such opportunistic behavior is the opportunistic behavior that the
guarantee incentivizes after (‘ex post’) concluding the guarantee.
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The guarantee relationship can give the guaranteed lender substantial control over the debtor
through the guarantor, which is often the point of using the guarantee construction.483 Such
control can be problematic.484 In chapter 2 paragraph 3, I discussed that the guarantee acts as a
bonding mechanism between both the guarantor and the debtor with the creditor. In doing so,
this type of lender governance485 economizes on transaction costs by limiting the incentives for
opportunistic behavior of the guarantor and the debtor towards that single creditor. Just like
resolving the shareholder-management agency problem intensifies the shareholder-creditor
agency problem, resolving the latter versus one creditor is likely to intensify both the
shareholder-creditor agency problem with other creditors, and the coordination problem
between creditors.486 Creditor control over the debtor, with the help of insider guarantees, can
thus lead to inefficient and value destroying behavior of the debtor.487 The fact that the
guarantor thinks like one creditor, will give incentive to influence the debtor to generally favor
this particular lender above other counterparties.
The most blatant form of creditor opportunism through guarantees is the situation in which the
creditor uses his control over the guarantor to make the guarantor influence the debtor in
making value-destroying preferential payments when the debtor is in distress. The creditor may
not even have to actively apply pressure to induce the debtor to make such payments, because
the guarantor will have internalized the interests of the creditor through liability under the
guarantee towards that particular creditor. Next to such preferential payments, more subtle
forms of opportunistic behavior that are often even harder to detect and control can present
themselves. Think for example of late or early bankruptcy filing in order to prefer the creditor,
or behavior known as “feeding the lien” in which the debtor behaves in a way that “feeds” the
secured position of the guaranteed creditor, whilst this is value-destroying from the perspective
of the overall estate. Paragraph 3.2.1 first discusses preferential payments, after which more
subtle forms are discussed in paragraph 3.2.2 After that, the inefficiency of creditor control in
general is discussed in some more detail in paragraph 3.2.3, followed by a comparison to
creditor control through real security rights (paragraph 3.2.4) and a discussion of the specific
dynamics in attempted reorganization (paragraph 3.2.5).
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3.2.1 Preferences in the twilight zone
The insider guarantor is likely to influence the borrower to favor the guaranteed lender above
others by making payments or in another way transferring value to the guaranteed lender
before insolvency. In other words, the guarantee creates incentives to act opportunistically in
favor of the guaranteed lender to the detriment of other creditors. The reason why is simple. The
incentives of the guarantor are clearly influenced by the guarantee relationship: the guarantor
will have a high preference for preventing default of the debtor in relation to the guaranteed
creditor and will care less about default of the debtor towards other creditors. There will, in
other words, be an incentive for selective payment of the guaranteed creditor. Illustrative is the
explanation of a bank manager interviewed by Mann on the question why he requests
guarantees from managers/shareholders of borrowers:
"When we get into trouble, where the company runs into difficulty, we find that the
borrower's owners are much more willing to help us when they're personally liable."488
Simply put, the guarantee relationship by an insider leads to preferential treatment of the
guaranteed creditor, from which the non-insider creditor also profits. Consider the following
simple example. A lender has extended secured credit of 100 to a closely held corporation, for
which the shareholder and manager has given a guarantee with a maximum of 20. A few months
before insolvency the lender calculates that he will probably only get 60 for his secured claim in
insolvency because the value of the asset that serves as security is only 60 and little pay-out is to
be expected on unsecured claims. The shareholder and manager now clearly has incentive to
make sure the creditor is paid off (or given security for) at least 40 before the debtor files for
bankruptcy. He will thus try to influence the debtor to make a payment of 40 to the creditor, to
the creditor’s and guarantor’s benefit and to the detriment of other (unsecured or partly
unsecured) creditors.489
The quote and example show that guarantees give incentive for preferential treatment of the
guaranteed creditor. One could even critically refer to the guarantee contract as a promise of
preferential treatment of the guaranteed creditor. The guarantee however does more in this
context. Not only the incentive for preferential treatment of the guaranteed creditor is created
by the guarantee but at the same time the guarantee covers up the indirect benefit of the
guarantor when such preferential treatment occurs. Many legal systems have detailed rules that
should guard against preferential treatment, especially preferential treatment of insiders. The
benefit of an insider by limiting the exposure under a guarantee is however indirect and more
complex.490 The debtor makes a payment to a non-insider creditor, from which the insiderguarantor indirectly profits. Although the insider guarantor does not receive any direct
payment, his exposure under the guarantee is diminished by the payment from debtor to
guaranteed creditor.
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Even if the legal system is wary of indirect insider dealing, the example above presents
complications. The exposure of the guarantor in that example is only 20, and the debtor pays the
creditor 40 of a 100 debt. This payment thus does not directly reduce the exposure of the
guarantor. However, taking into account that the creditor is secured for 60 the de facto exposure
of the guarantor is limited by the payment. Another example is the case in which an insider
guarantor with an exposure of 30 under a guarantee would induce the debtor to pay the whole
debt of 100 to the guaranteed creditor. The payment reduces the exposure of the insiderguarantor with 30. One could say that the guarantor engaged in self-dealing with a benefit of 30.
However, the creditor, who is not an insider himself directly, benefitted 100 from such insider
dealing. The creditor and guarantor can both benefit from covert insider dealing, possibly for
different amounts.
In chapter 2 paragraph 3 it was explained that the guarantee can be understood as an important
device to curb debtor misbehavior and that one of such forms of misbehavior is asset shifting,
which especially looms in corporate groups. Professor Landers argued that corporate groups can
opportunistically move value around within the group to move it away from creditors.491 A
guarantee cures this problem as far as the guaranteed lender is concerned. That lender doesn’t
care whether assets are moved around within the group and doesn’t care about sloppy
accounting on the subsidiary level, as guarantees by the parent or even by all of the group
entities will allow that lender recourse against the group assets, wherever they are in the group.
The guarantee however only makes things worse for the other lenders. Above, some examples
have been given on the preferential treatment the debtor may give the guaranteed lender. In a
corporate group, the debtor and guaranteed lender now together profit from moving value
around. Absent a guarantee, the main creditors would probably have incentive to monitor the
debtor in order to prevent this and would monitor proper accounting within the group in order
to make sure it is clear which entity owns what. Guarantees are often granted to larger or the
largest lenders.492 Because of the guarantee, the guaranteed creditor has no incentive to monitor,
at least not for moving value within the group (he may of course still want to monitor the group
more generally). That means that this burden to monitor for moving value within the group falls
completely on the other creditors, who are thus worse off because of the guarantee. These
creditors are typically less efficient monitors than the large, sophisticated creditors. Moreover,
the guaranteed creditor is often a repeat player that knows the tricks of the trade. Whereas
moving value within a group by a debtor could probably be detected with close monitoring by a
sophisticated creditor, the sophistication of the guaranteed creditor may actually help the
borrower disguise such opportunistic behavior.

3.2.2 Subtler forms of opportunism: feeding the lien, Inefficient
investment attitudes, inefficient bankruptcy filing
The effect of a guarantee to create incentive for preferential payments to the guaranteed
creditor was discussed above. Preferential treatment can also be much subtler than payment.
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Think for example of the problem known as feeding the lien.493 Scott & Jackson explain this
problem as a self-interested secured creditor exercising control over the debtor in distress in
order to make the debtor make business decisions that are value destroying for the overall
estate, but positive from the perspective of the security position of the secured creditor. If the
secured creditor for example does not have a security right, whilst the secured creditor can
exercise security over accounts receivable, the creditor could use his control to make the debtor
sell goods at a discount.494
Another example of such lien feeding, which is a form of covert opportunistic behavior of a
guarantor towards non-guaranteed lenders of the borrower, could be the following. Suppose the
debtor runs a shoe factory. Various parties extended (trade) credit. The main bank has a large
claim, partly (but not fully) secured by real security rights. One of the real security rights is a
right of pledge on the (future) stock of the shoe factory. One of the trade creditors is the supplier
of leather, who has a large claim, partly secured by a retention of title. Only the bank claim is
secured by a guarantee given by the owner/director of the company. Suppose the
owner/director is considering filing for bankruptcy. Because of the guarantee relationship, he
will have incentive to quickly make shoes out of all the stock leather. That will probably, but of
course dependent on the applicable law, make the shoes fall under the bank’s pledge, while the
supplier of leather loses his security. Of course, there may be ex post legal mechanisms to
sanction such opportunistic behavior by the owner, but as long as he maintains he thought he
could still sell the shoes it may, depending on the legal system, be hard to control such behavior.
Another, even simpler and probably more common, example of lien feeding is the example of
simply letting payments by third parties for goods or services flow to the guaranteed creditor. In
this example, the creditor is often a bank at which the debtor has an account. The guarantor
could make sure already late payments are quickly made before bankruptcy, on the bank
account on which the lender has a security right. Or the guarantor could influence the debtor to
sell goods, if needed at a discount, to third parties, making sure they pay on the specified bank
account. This is a form of de facto and often inefficient (early) liquidation of the company,
induced by the guarantor acting in his own interests. The bank receiving the payments for the
debtor will then claim set-off, or may have a right of pledge on the account, thus using the
incoming payments as collateral for the outstanding debts (if allowed by the rules applicable). As
a result, the exposure of the guarantor under the guarantee reduces.
Next to lien feeding, guarantees can also lead to underinvestment. To understand why is not
difficult. A secured lender may have to take some, or even quite substantial, loss in a liquidation
of his debtor, but there is also a clear upside of direct liquidation in the sense that he gets the
value of the collateral. A reorganization may give a chance of receiving some more on the
unsecured part of his claim, but it may also jeopardize his secured position, for example because
of further depreciation of the value of the collateral. Especially when the collateral consists of
things such as stock-in-trade, outstanding claims, cars and intellectual property rights, such
depreciation is not unlikely and can happen quickly. An unsecured creditor, on the other hand,
may prefer reorganization, as he will receive nothing or almost nothing in liquidation, but has a
chance of receiving something in reorganization. What we see here is that both creditor and
debtor/guarantor probably don’t have optimal incentives towards projects with a positive net
present value, as secured creditors bear a substantial part of the downside of reorganization and
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only a small part of the upside, whereas unsecured creditors bear little of the downside but do
share in the upside. Reversely, whereas unsecured creditors bear the downside of liquidation
and hardly any of the upside, secured creditors have a good stake in the upside and only partly
bear the downside.495 The guarantee can lead to the guarantor and in turn the debtor acting in
the interest of the guaranteed creditor, thus having the same incentives towards
underinvestment as the guaranteed creditor. In short, a new problem of underinvestment is
created by the guarantee.496
The guarantee may also lead to overinvestment and delay a bankruptcy filing in a situation
where it would be efficient to file. The underinvestment problem discussed above arises when
the insider guarantor has to internalize the risk of (further) asset depreciation and the guarantor
therefore influences the debtor to act too carefully from the perspective of the debtor. However,
guarantees are often granted by insiders for a small part of a loan. A creditor that extends credit
of 100, may for example obtain a guarantee of 20 from an insider, next to collateral given by the
debtor. A situation that often occurs in the vicinity of bankruptcy is that it is clear to the parties
that if bankruptcy is filed, the guarantee relationship will be triggered for the full amount, for
example because the collateral given by the debtor is only worth 60 and no distribution is to be
expected on unsecured claims. In chapter 2 paragraph 3 the point was made that this may
induce the debtor to inefficiently gamble for resurrection, maybe even more so than without a
guarantee. In other words, the incentive for overinvestment only becomes stronger.497
Next to that problem, this situation could also give the lender control over the decision of the
debtor to file for bankruptcy. Such a filing will trigger the guarantee liability, which the debtor
495

Compare the example given by Hu & Westbrook: Hu and Westbrook, 2007, pp. 1367 –1368; A known
counterargument against the problem of underinvestment is that the debtor could incorporate a
subsidiary and pursue t he investment with a positive net p resent value in that subsidiary, thus
shielding his creditors from the downside risk through asset partitioning, using the limited liability of
the subsidiary. In reality, this is however often implausible, especially in relation to a strong creditor
that has a substantial amount of equity. The business opportunity, even if separately incorporated,
will probably have to make use of the assets of the debtor, and thus puts the value of those assets at
risk. Subdividing won’t shield the secured creditor from a ll the risk. Moreover, there is often a large
difference between the going concern value of assets, and the value of the same assets in a fire sale.
Pursuing a new investment opportunity, which could just mean continuing the company for hope of a
turnaround, can put that going concern value at risk, whereas not pursuing the opportunity and
stopping may mean selling the assets now for their going concern value, as long as that is still
possible. Usually, this is the decisio n the management is faced with when considering to file now or
continue the business. Simply subdividing does not offer a solution in such a case. That would only
offer a solution if the investment opportunity is completely separate or separable from the r est of the
business.
496 The notion that strong creditor rights can lead to sub -optimal investment strategies has been tested
and confirmed in empirical research, see Acharya, Amihud and Litov, 2011 ; see also Tung, 2009, p. 174.
A guarantee by a corporate insider can certainly be perceived as giving the creditor a strong position.
Compare also Westbrook, 2004, Buckley, 1992, pp. 252 –256; however, as noted before in chapter 2
paragraph 3, there are many oth er factors that influence the guara ntor and debtor in their behavior.
There is some recent research in behavioral economics that relates this to overoptimism. Managers
often underestimate the possibility of bankruptcy and overestimate their ability to avoi d it ( Dickerson,
2003). Overoptimism is believed to be of especially strong influence on decision making by managers
(Greenfield, 2014, p. 524). In that context, some incentive towards underinvestment may not always
be that harmful.
497 This can also be the case with full guarantees in as far as the guaranteed amount outweighs th e
guarantors assets, and the guarantor is at a given poi nt thus virtually already bankrupt if the
guarantee would be called upon. Under such circumstances, the gu arantor may influence the debtor to
overinvest, in order to gamble for resurrection, or at least delay liability under the guarantee for as
long as possible. Guarantees are often granted for amounts that outweigh the guarantor’s assets, see
for example Mann, 1998, pp. 22–25.
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may want to avoid because of close ties with the guarantor. Whereas the threat of filing for
bankruptcy normally gives the debtor some control and thus rebalances the relationship with an
often powerful lender, the guarantee relationship can undo this. The ‘carrot’ that bankruptcy law
offers the debtor and its management, by giving some breathing room by (at least temporarily)
shielding the debtor from debt collection by creditors, can thus be neutralized by a guarantee
relationship. In other words, it gives the creditor control over the decision to initiate a
bankruptcy procedure. This will influence the debtor to initiate bankruptcy at a time when it
suits the lender, which is not necessarily the time that would be most efficient to all involved.

3.2.3 The inefficiency of creditor control through guarantees
Is creditor control through guarantees problematic from an efficiency perspective? It could of
course be argued that it is generally known that lenders ask guarantees, that guarantees create
externalities and that most business creditors adjust to this. However, a large portion of the
creditors is often non-adjusting.498 Some are non-adjusting by definition because they are
involuntary creditors such as tort creditors, or, in some sense, tax authorities, others are nonadjusting because they lack the sophistication to adjust.499 The preference problem that the
guarantee relationship creates leads to a redistribution of wealth, away from these nonadjusting creditors, which are often weak parties, to guaranteed creditors such as banks. No
justification exists for this redistribution. Moreover, the redistribution subsidizes the guarantee,
which means that parties may have incentive to enter into a guarantee relationship even when
this is inefficient taking account of the externalities.500
If creditors were adjusting (which they are often not), the redistribution problem may be
undone. However, from the viewpoint of efficiency (more specifically opportunism and the
related transaction costs) this doesn’t defeat the preference problem.501 The problem is firstly
that other lenders do not know whether a guarantee relationship between the debtor and a
lender is in place, which creates an information asymmetry that can lead to friction. The mere
existence of the possibility to guarantee claims of some creditors thus means the cost of credit
towards other creditors is generally higher, even if none of the debt has been guaranteed.
Sophisticated creditors have to price in the very likely possibility that the debtor will use
guarantees and that these guarantees will lead him to prefer the guaranteed creditors, thus
diminishing the chance of any return for the non-guaranteed creditor in case of distress. The
cost of credit for the debtor will thus be raised generally (if creditors are indeed sophisticated),
which increase will not only have to reflect the anticipated wealth transfer to the guaranteed
creditor, but also the increased transaction costs of additional monitoring and additional
security rights or credit insurance. Additional monitoring is now rational because early
intervention will mean that there may still be recourse, whereas late intervention may mean the
debtor has already used his assets to prefer the guaranteed lender.
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See for empirical evidence Warren and Westbrook, 2005 ; the term ‘non-adjusting creditors’ wa s
coined by Bebchuck & Fried Bebchuk and Fried, 1996 .
499 Compare Cheng, 201 4, pp. 129 –132, explaining why even voluntary creditors are unlikely to adjust ;
see also Ziegel, 1990, pp. 1083 –1084; see also Barneveld, 2014, pp. 56 –58.
500 Bebchuk and Fried, 1996; 1997 .
501 See also Baird, 1994a, p. 2262 ff ; Compare Squire, 2017, para. III A .
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In that sense, the guarantee recreates exactly the problem that bankruptcy law generally,502 and
specifically preference law, is meant to prevent: early dismemberment of the company.503
Westbrook therefore has called the purpose of guarantees of giving control to certain lenders
‘illegitimate’.504 According to Westbrook, the value of pure-control guarantees ‘lies almost
completely in the sort of pressure the anti-dismemberment policy is designed to prevent’. The
economic literature confirms that powerful lenders have incentive to constrain or cut credit,
possibly even liquidating the firm as the least risky way to recover a loan. This increases the
financial distress costs suffered by the firm.505
Moreover, the guarantee puts the burden of monitoring the debtor’s conduct on the nonguaranteed creditors. Practice shows that it is however the strong, guaranteed creditor that is
often the superior monitor, whereas other creditors such as trade creditors or involuntary tort
creditors are much less sophisticated in monitoring, which means the cost of monitoring
generally becomes much higher, which costs will be reflected in the cost of credit for the
debtor.506 The foregoing shows that the preference problem is not just a problem of
redistribution, but also a serious efficiency problem, undermining the core efficient function of
bankruptcy law, which may raise the overall cost of credit for the debtor, even if the cost of
credit in relation to the guaranteed lender is lowered by the guarantee.507
In as far as indirect preferences through guarantees are indeed able to avoid scrutiny in a
situation in which direct payments would be scrutinized, this is undesirable from an economic
perspective. In the creditors’ bargain theory, the most influential theory of insolvency law of the
last few decades, preference law is explained as “essentially a transitional rule designed to
prevent individual creditors from opting out of collective proceeding once that event becomes
likely. It is part of the attempt to ameliorate the effects of a common pool problem that justifies a
collective proceeding in the first place."508 In other words, preference laws make sure the function
of bankruptcy (as explained by the creditors’ bargain theory) is not undone by actions occurring
just before bankruptcy. It is thus undesirable that preference law rules could be bypassed by
guarantees.
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Thomas H. J ackson famously explained the underpinning of bankruptcy as preventing common pool
problems, (Jackson, 1982) which account, often referred to as the creditors’ bargain theory, is still the
most influential explanation of the bankruptcy process; Bowers, 2000; see for recent work that heavily
relies on the creditors’ bargain theory for example Hummelen, 2015 – but this really just is an
example. Almost every major theoretical work in English on bankruptcy gives Jackson’s theory an
important place.
503 Westbrook, 1991, pp. 80 –81.
504 Westbrook 1993, pp.1393 –1396.
505 Keasey, Pindado and Rodrigues, 2015 .
506 It should also be remembered that the guarantee often transfers risk from a superi or risk-bearer,
such as a bank, to an inefficient risk -bearer with a low degree of diversification, such as a business
owner, which also increases the overall transaction costs the guarantee raises. See also Mann, 1999, p.
2260; Pozzolo, 2004 and chapter 2 paragraph 5.
507 In other words, the fact that other creditors ‘price in’ the fact that their return in bankruptcy is
likely to be lower, is from an efficiency viewpoint not a satisfactory answer.
508 Jackson, 2001, p. 125.
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3.2.4 Control through guarantees is more problematic than through real
security rights
The control a lender obtains through an insider guarantee is substantially different and much
more problematic than the control that a lender may obtain through other frequently used
devices such as secured credit (secured by collateral of the debtor).509 The literature on secured
credit has identified the control the security gives to the lender as an important feature of such
security and an important reason parties use secured credit in practice.510 The control of the
lender originates in the fact that a forced fire sale of the collateral will result in a low price for
the collateral, which means substantial damage to the debtor. Therefore, the debtor has an
incentive to give in to pressure of the secured lender and pay that lender first. Such control does
not exist under all circumstances and is especially less strong when a fire sale is clearly also not
in the interest of the creditor, because the threat of foreclosure is not credible in such a case.511
In the small-business context the control of the lender will often be rather limited because the
value of the collateral tends to be low in small businesses. The lender probably relies strongly on
the cash flow of the debtor for repayment, and seizing the collateral will, in the small-business
context, almost invariably destroy the cash flow.512 Moreover, if paying the lender first also
comes at a cost from a business perspective, which will often be the case, the debtor will have to
factor in these costs in deciding whether to give in to the lender. In other words, the debtor may
concede under pressure from the lender, but only when this is in the best interest of the
business of the debtor, and only when the threat is credible.
The insider guarantee creates a different dynamic: the insider will want to influence the debtor
in taking decisions that are not in the best interest of the debtor, but that are in the best interest
of the insider. Especially in severe distress, when the debtor is beyond rescue, the temptation to
put the interests of the insider at the forefront will be strong because the debtor may already be
a lost case. This temptation is especially powerful when the guarantor is a private person that
places a high value on his personal assets.513 Even a guarantee for a small amount could do the
trick, exactly because the guarantor may wish to protect personal assets at any cost. The control
that credit secured by collateral consisting of the debtor’s assets creates, shows the reverse
picture: when the debtor is beyond rescue, the collateral will no longer provide serious control.
The control that credit secured by the debtor’s collateral gives, is thus much less problematic
from a preference and self-dealing perspective.
Moreover, from a different perspective, collateral given by the debtor can also prevent
preferential treatment of creditors, because property law probably makes it harder to use the
assets that are used as collateral to make preferential transfers to related parties.514 Insider
guarantees do not have that positive effect.
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See also Baird, 1994a, p. 2266 .
See for example R. J. Mann, 1997, p. 645 ff .
R. J. Mann, 1997, p. 646 at fn 76 .
Mann 1998, p.17 ff.
Mann 1998, pp.19, 23; Westbrook 1993, p.1402 .
Tracht, 2000, p. 510; Bebchuk and Fried, 1997, p. 1330 .
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3.2.5 Specific dynamics in a reorganization procedure
A guarantee by an insider may change the dynamics of an attempted reorganization, be it in the
family context, the small business context or within large corporate groups. For example, the
right of recourse or subrogation of the guarantor vis-à-vis the debtor may jeopardize the
restructuring process if that claim cannot also be included in the restructuring.515 If such a
recourse or subrogation claim indeed obstructs the restructuring process, all the other parties
involved suffer externalities from the guarantee relationship. Contracting around the
bankruptcy rules on cram-down with a guarantee relationship should therefore be obstructed.
This could be done by reducing the recourse or subrogation claim with the same haircut, or by
not allowing a subrogation claim at all after a restructuring.
Not only the subrogation claim of the guarantor can provide difficulties in a reorganization. Also
the claim of the creditor on the guarantor can obstruct efficient reorganization in various ways.
If the guarantor is an insider in the business to be restructured, he may only want to support the
restructuring if his personal liability under the guarantee relationship is stayed or even
cancelled during the restructuring.516 Especially if the guarantor himself is essential to the
restructuring process, for example because of his unique knowledge of the business, which will
often be the case in the small-business context, allowing the guarantor to stay or cancel his
liability under the guarantee may aid a successful reorganization. This could be done by
restricting the creditor’s right to invoke a guarantee, or it could be done by giving the guarantor
easy access to bankruptcy himself, possibly even jointly with the debtor.517
There is however another side to this. Guarantees should not too easily be excused or
restructured when the debtor is insolvent whilst the guarantor is not. The guarantee can be used
as an insurance against default of the debtor,518 which would mean that excusing or
restructuring the guarantee would probably be directly contrary to the parties’ intentions. Not
honoring the intention of the parties can and is often warranted in bankruptcy law, especially
when externalities are at play, even though the guarantor is not bankrupt. The danger is
however that the guarantor exploits such an opportunity to cancel a guarantee opportunistically,
by making a promise (recourse under the guarantee) that he knows he doesn’t have to uphold.
Or even worse, the guarantor could induce the debtor to request bankruptcy, just so the
guarantor escapes liability.519 Moreover, control of a lender over the guarantor can also be a
good thing in the restructuring. As discussed in chapter 2 paragraph 3, the hostage-function of a
guarantee can be especially important to a creditor in small closely held corporations where the
shareholder(s) is/are also the main ‘asset’ in terms of human capital of the company. If a
company is highly dependent on the specific skills of the shareholders, the creditor may want to
make sure these shareholders stay committed. In absence of a guarantee relationship, the
shareholder or manager could threaten the creditor that to divert their human capital to another
firm if the creditor does not want to renegotiate. This danger is especially real in a restructuring,
though it may often be questionable how credible such a threat is, given the few alternatives the
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Keay, Brown and Dahlgreen, 2016, p. 351 ; Giancristofano, 2016 .
Compare Zaretsky, 1988.
517 Keay, Brown and Dahlgreen, 2016, pp. 351; 354 .
518 However, as discussed extensively in chapter 2 paragraph 5, insider guarantees are generally not
very efficient devices in performing insurance -like functions, because the guarantor is often not the
most efficient risk -bearer.
519 Gamble, 2011, p. 844; Starr, 1993.
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shareholder or manager often has. Upholding the shareholder guarantee would mitigate such
incentive for opportunistic behavior.
The role of guarantees in a restructuring of course highly depends on the specifics of a
restructuring procedure, most notably on who takes important decisions in such a restructuring.
If the debtor himself remains largely in charge and keeps the initiative, the guarantee given by
management or shareholders of the debtor will have a much stronger influence and thus
deserves much closer scrutiny than in a restructuring in which the shots are called by an
independent person such as a court-appointed bankruptcy administrator.
Releasing the guarantor from liability will often go too far and give all kinds of inefficient
incentives to the guarantor, such as making the debtor file for bankruptcy just to get a thirdparty release, and issuing guarantees that the guarantor knows he won’t perform.520
Temporarily staying guarantee liability during a reorganization process does not carry these
inefficiencies, but may still aid the reorganization process. In that sense, a full release is often not
necessary to aid reorganization.521 A temporary stay gives the insider guarantor breathing room,
and may thus also offer a ‘carrot’ to timely request bankruptcy. Moreover, this enables the
insider guarantor to fully focus on the reorganization, temporarily released from pressure on
him personally through the guarantee, and invest all his energy and efforts in reorganization of
the debtor.522 If a reorganization plan succeeds and allows for substantial payment of the
guaranteed creditor, this will benefit the guarantor as well.
In short, the guarantee relationship may influence reorganization dynamics in an adverse way
that creates externalities, but often just as well creates a fruitful dynamic. Therefore, some kind
of open-ended norm that allows the courts to include the guarantee in circumstances under
which upholding the guarantee would be clearly burdensome could be a good thing. However, it
is often impossible for a court to establish whether release is indeed necessary to the
reorganization.523 Less evasive measures are therefore better placed.524 For example, a
temporary stay of guarantor liability could aid a reorganization process, without doing much
harm. If the debtor remains largely in control of the restructuring process, guarantees given by
insiders generally deserve much closer scrutiny because of the increased danger of insider
dealing.

3.2.6 Summary
In short, insider guarantees are likely to create externalities for other creditors by giving an
incentive for insider dealing whilst at the same time covering up such insider dealing. First and
foremost, control of one lender is likely to lead to preferential treatment of that lender, which
leads to redistributions, often from weaker to stronger parties, and to serious efficiency costs
that raise the overall cost of credit for debtors. This type of creditor control is much more
problematic than the control that a secured creditor can have through real security rights.
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Preferential treatment induced by insider guarantees should be deterred by legal rules. The
difficulty of regulating such behavior is that the behavior is often covert and indirect an can be
subtle, such as lien feeding, delayed bankruptcy filing or underinvestment.525 In the specific
setting of a reorganization procedure, insider guarantees could also jeopardize the
reorganization. Some stay of recourse against insider guarantees could therefore be
implemented, though caution should be taken in affecting creditors’ rights against third parties
such as guarantors.

4 Conclusion
This chapter has sought to answer the question:
Which social costs can be associated to opportunistic use of the guarantee relationship in
corporate finance towards both insiders and outsiders of the relationship?
Whereas the social costs of secured debt have been analyzed to a great extent by both lawyers
and economists, the social costs of the guarantee relationship in the context of corporate finance
are until now underexposed. This chapter both provided an overview of the fragmented existing
literature on the topic and builds on this literature, as well as on literature on devices with a
resemblance to or connection with the guarantee relationship, to provide a comprehensive
analysis of the social costs of the guarantee relationship in the context of corporate finance.
Firstly, the problem of opportunistic use of guarantees towards insiders has been discussed.
Both debtor and guarantor risk being the victim of opportunistic use of the guarantee
relationship, which can, apart from being problematic from a moral perspective, lead to
inefficient results. This calls for solid protection of weak guarantors and debtors against
opportunistic use.
Secondly, opportunistic use towards outsiders has been discussed. On this point, the analysis has
partly broken new ground, as a comprehensive account of opportunistic use of the guarantee
relationship in the context of corporate finance did not yet exist. The effects of guarantees on
outsiders can be substantial. A guarantee by a shareholder for the debt of a limited liability
company creates an opaque priority structure, which is hard to justify. Such a structure is at
odds with theoretical justifications underpinning limited liability and at odds with the
theoretical justification underpinning priority in general.
The guarantee relationship often also gives the guaranteed creditor direct or indirect control
over the debtor, leading to possible underinvestment, overinvestment and most notably
preferential treatment to the guaranteed creditor. These effects are often harmful to outsiders
and at odds with theoretical underpinnings of bankruptcy law in general and preference law in
particular.
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As Westbrook & Hu put it: “ We want managers to take risks, even perhaps to embark on “bet the
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The often-used justification for not extensively regulating guarantees because they are generally
efficient through lowering the cost of credit in corporate lending should thus be revised. Insider
guarantees could, as shown in chapter 2, possibly be efficient when compared to straightforward
lending, but such efficiency gains may be undone when the externalities discussed in this
chapter go unchecked. Rules on the guarantee relationship, whether in contract law, insolvency
law or corporate law, should be designed to minimize the negative effects of the guarantee
relationship while ideally still allowing parties to use the relationship to perform arguably
efficient functions, most notably curbing moral hazard and possibly signaling credit quality.
It should be reiterated that, as already discussed in chapter 1, this should not be read as a call for
more focus on efficiency goals in designing laws. The focus of law should not only or primarily
be on efficiency but also on other values. In fact, this chapter has shown that some, though not
all, efficiency claims for insider guarantees are often doubtful, thus paving the way for regulation
of the guarantee relationship that would previously too easily be viewed as inefficient.
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CHAPTER 4
Dutch law on opportunism
with the guarantee
relationship
1 Introduction
Chapter 3 discussed the guarantee relationship from the perspective of opportunism. This
chapter analyses how Dutch law deals with the problems identified in chapter 3. The question
addressed in this chapter is:
How does Dutch law deal with opportunism with the guarantee relationship in the context
of corporate finance?
Most legal systems contain specific rules on opportunism in the internal relationship. Many of
those rules are designed to protect the guarantor, who is often considered a weak party. After a
short introduction of types of guarantees relevant to corporate finance in paragraph 2, Dutch
law on the protection of weak parties, most notably the guarantor, will be discussed in
paragraph 3. The focus lies on the context of corporate finance, in which shareholders or
directors often guarantee debts of their company. The discussion of weak party protection in
paragraph will thus focus on the extent to which shareholders or directors are protected as
weak parties.
After discussion of the rules protecting weak parties, the regulation under Dutch law of
opportunism towards outsiders of the guarantee relationship (as identified in chapter 3
paragraph 3) will be analyzed extensively in paragraph 4. Here, the analysis really breaks new
ground, as a comprehensive analysis of the regulation under Dutch law of such externalities of
guarantees does not exist yet.

2 Introduction to types of guarantees in Dutch law
A guarantee relationship, in its simplest form consisting of a principal debtor, a creditor and a
guarantor, can take different legal shapes. The guarantee relationship can for example be a
suretyship in the sense of art. 7:850 BW, or an independent bank guarantee. Dependent on the
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type of guarantee, a different regime can apply. Independent guarantees are not specifically
regulated by the Dutch Civil Code itself, whereas there are many specific statutory rules in the
Civil Code on suretyship. This paragraph discusses the basic types of guarantees under Dutch
law. The archetype of a guarantee is suretyship (‘borgtocht’), which will be discussed extensively
in paragraph 2.1, after which a short overview of other common types follows. This paragraph
serves to provide a basic understanding of Dutch law on personal security rights in order to be
able to discuss opportunism in and with the relationship in paragraphs 3 and 4. The
introduction to the types of guarantees should be read as an introduction and in no way aims to
be comprehensive. Especially the independent guarantee and the group guarantee for
accounting purposes will only be introduced shortly.

2.1 Suretyship (‘borgtocht’)
In Dutch law on personal security rights, the concept of joint and several liability (‘hoofdelijke
verbondenheid’) takes a central position. The Dutch Civil Code describes joint and several
liability as occurring when several debtors are liable for the same debt, and each to the full
amount of that debt (art. 6:6 paragraph 2 BW).526 Suretyship (‘borgtocht’) is a specific
contractual form527 of joint and several liability.528 Suretyship is probably the most well-known
type of a guarantee under Dutch law. A typical example of suretyship is the case in which a
relative, for example a mother of the principal debtor guarantees the debt of her daughter
towards a bank. Suretyship is also often used when a shareholder of a corporation guarantees
the debts of the corporation towards a bank.
Art. 7:850 BW describes suretyship as a contract in which one party, the surety, guarantees the
currently existing or future debt of a principal debtor towards the creditor of that debtor. The
parliamentary history specified that a guarantee relationship amounts to a suretyship if the
guarantor has presented himself towards the creditor as someone who is not liable for the debt
in the internal relationship between the debtors.529 In other words, the rules on suretyship apply
in case the guarantor has presented himself as a guarantor. It can be relevant whether the words
borg (surety) or borgtocht (suretyship) have been used, but this is not decisive for the
qualification.530
The relevance of the qualification of suretyship is that the legislator has protected the surety
through a detailed regime in art. 7:850 – 7:870 BW. The idea behind this protection is that
suretyship is potentially dangerous for the surety. The regime provides default rules, many of
which are mandatory law for consumer suretyship.
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Doctrinally, each debtor has a separate obligation towards the creditor(s) to perform, instead of
one obligation that binds all debtors ( C.J.M. Klaassen, 2002, pp. 660; 663 ; Van Boom, 1999, pp. 10 –13).
Intrinsic and characteristic to the concept of joint and several liability is however that performance by
one party discharges the other parties as well (art. 6:7 paragraph 2 BW) ( Van Boom, 1999, pp. 29; 46;
48). In that sense, the re is a connection between the separate obl igations that are together
characterized by joint and several liability.
527 B. Wessels, 1994, p. 13
528 C.J.M. Klaassen, 2002, p. 660 ; Asser/Van Schaick 7-VIII* 2018/62; Bergervoet, 2014; B. Wessels,
1994, p. 10.
529 See also Bergervoet, 2014.
530 Parl. Gesch. Boek 7 (Inv. 3, 5 en 6) p. 418. See also C.J.M. Klaassen, 2002, p. 661 ; see extensively
Bertrams, 2017.
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Suretyship is by default a dependent and subsidiary liability. However, the contract of suretyship
can deviate from the subsidiary nature and partly from the dependent nature, though only
limitedly so in case of a consumer suretyship (art. 7:862 and 7:855 BW). The principal debtor’s
knowledge of or consent to the suretyship contract is not required (art. 7:850 paragraph 2 BW).
The surety that pays the creditor, receives a statutory right of recourse to the principal debtor
(art. 7:866 BW; art. 6:10 BW) and a statutory right of subrogation (art. 6:12 BW).

2.1.1 The relationship creditor-guarantor
Suretyship is a species of joint and several liability (see further paragraph 2.2 below). The surety
is someone that has presented himself towards the creditor as someone who is not liable for the
debt in the internal relationship between the debtors. In that sense, parties are not free to decide
whether a guarantee relationship amounts to general joint and several liability or to suretyship.
This applies equally to professional and consumer guarantors.531 Thus, also professional
guarantors profit from the regulation of suretyship in art. 7:850 ff. BW. Professional sureties
however enjoy considerably less protection than consumer sureties. Firstly, the protection of
articles 7:857-864 BW does not apply to professional sureties. Articles 7:852-856 BW (on
defences, subsidiarity532, interest and costs, prescription, suretyship for payment in kind) do
apply, but professional parties can in principle deviate from these by contract.533 In that sense,
suretyship of professional guarantors can closely resemble general joint and several liability as
far as the relationship creditor-guarantor is concerned.534
Dependency
Suretyship is by default a dependent liability (art. 7:851 paragraph 1 BW; art. 7:852 BW). This
dependent nature means the obligation of the surety towards the creditor cannot exist without
the obligation of the principal debtor towards the creditor (art. 3:7 BW).535 The consequence of
art. 3:7 BW, which stipulates that a dependent right cannot exist without the right on which it
depends, is that the surety is discharged when the obligation of the principal debtor is null and
void from the start or when it is annulled.536 Moreover, when the principal debtor performs in
full, the suretyship extinguishes.
Another characteristic of dependent rights under Dutch law is that a dependent right follows the
right on which it depends (art. 3:82 BW). The creditor cannot transfer the dependent right
separately, and a transfer of the primary right (on which the dependent right depends) per
definition means a transfer of the dependent right. The primary right and the dependent right
are thus always in the same hands.
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See otherwise Bertrams, 2017, claiming that the principle of freedom of contract would allow
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532 Somewhat unclear is however whether parties can divert, and more specifically to what effect, from
the subsidiary nature of suretyshi p where it concerns non -consumer suretyships. Bergervoet, 2014;
Asser/Van Schaick 7-VIII* 2012/76.
533 See Blomkwist, 2012, p. 13 . Commercial parties can deviate from the principle of subsidiarity but
probably not fully, see Asser/Van Schaick 7 -Vlll 2018/76; Bertrams, 2017.
534 See also Bertrams, 2017 .
535 See also Haentjens, 2010, p. 430 .
536 Unless the primary obligation is only relatively null and void, Asser/Hartkamp & Sieburgh 6 -III 2018,
nr. 612.
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An elaboration of this dependency can for suretyship be found in art. 7:852 and 7:853 BW, the
first of which provides that the surety can invoke all defenses towards the creditor that the
principal debtor has towards the creditor, in as far as these concern the existence, content or
time of performance of the obligation of the principal debtor.537 Paragraph 2 of that article
stipulates that the surety can suspend performance if the principal debtor can annul his
obligation, provided the surety or creditor has set a deadline for invoking the ground for
annulling.
Also art. 7:853 BW can be directly related to the dependent nature of suretyship. The creditor
should be wary of possible prescription of the primary debt, as such prescription extinguishes
the suretyship by force of law (art. 7:853 BW). The article is deemed necessary for the
protection of the surety, as art. 7:868 BW allows the principal debtor to invoke any defense,
including prescription, he has against the creditor, also towards the surety that asks for
reimbursement.538
Subsidiarity
A guarantee obligation can either be a subsidiary or a non-subsidiary obligation. In the second
case, the creditor can call upon the guarantor even if the principal debtor has not (yet) defaulted.
For suretyship, the Dutch Civil Code stipulates that subsidiarity is the starting point: the surety
does not have to perform until the principal debtor has defaulted (art. 7:855 paragraph 1 BW,
see on default art. 6:74 ff. BW). It should be noted that this form of subsidiarity is not very strong
and does not provide much protection. A simple default by the principal debtor is enough to
trigger the possibility of calling on the surety.539 Dutch law does not grant the surety the full socalled benefit of discussion, which would entail that the surety can first point to the possibility of
the creditor to pursue the principal debtor, in case the principal debtor still has some assets.540
Subsidiarity, in combination with the open norm of reasonableness and fairness,541 is sometimes
interpreted to include an obligation of the creditor to use his best efforts to make sure that
calling on the surety will not be necessary.542 This could be seen as a weak echo of the benefit of
discussion doctrine, through the open norm of reasonableness and fairness. The question
whether the creditor has such an obligation in general is however controversial.543 A specific
context in which reasonableness and fairness is often invoked, is in case of concurrence of
security rights available to the creditor. Should the creditor first try and satisfy his material
interest by invoking real security rights or other available ways to receive payment? For the case
of suretyship, art. 6:139 paragraph 1 BW stipulates that the surety can suspend payment in case
the creditor can invoke set-off against the principal debtor. The creditor however generally has
the choice which security rights he invokes first.544 Again, the circumstances of the case may lead
to another conclusion, based on the general principle of reasonableness and fairness.

537

The surety can however not invoke a mere poss ibility of the debtor to annul the primary obligation
against the credi tor. Only an annulment that has actually been successfully invoked by the debtor can
help the surety against the creditor ( Dutch Supreme Court 6 June 2008, NJ 2010, 12 (Satisfactorie)).
538 See also Haentjens, 2010, p. 430 .
539 See extensively Koops, 2010, pp. 348 –351.
540 See further on the benefit of dis cussion Koops, 2 010.
541 Which could in this cas e be specified by the prohibition to make abuse of one’s rights (art. 3:13
BW), more specifically abusing one’s right to enforce.
542 See Asser/Van Schaick 7 -VIII*, nr. 84.
543 Blomkwist, 2012, p. 69 ; see extensively Koops, 2010, pp. 358–366.
544 Blomkwist, 2012, p. 25 ; see also Koops, 2010, pp. 358 –366.
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The subsidiary nature of suretyship is also reflected in an information duty of the creditor
towards the surety. Art. 7:855 paragraph 2 BW stipulates that the creditor that gives notice of
default to the principal debtor, must simultaneously inform the surety. Art. 7:855 BW is
mandatory law where it concerns consumer suretyship (art. 7:862 BW).
Related to the principle of subsidiarity is also the rule that the surety only has to pay interest
over the period that he is in default towards the creditor, not over the period that the principal
debtor is in default (art. 7:856 paragraph 1 BW).545 The idea behind this article is that it cannot
be expected of the surety to keep track of a possible default of the principal debtor towards the
creditor, combined with the fact that the costs can be steep.546
Suretyship for non-pecuniary obligations
Art. 7:854 BW stipulates that a suretyship for a payment in kind amounts to a suretyship for the
payment of damages in case the principal debtor does not perform, unless expressly agreed
otherwise. Thus, the surety is protected against having to perform some kind of payment in kind,
unless he clearly agreed to do so. This rule relates to the fact that, under Dutch law, a creditor
can normally choose between demanding specific performance (art. 3:296 BW) and demanding
damages instead of specific performance. The legislator has clearly deemed it undesirable to
apply the possibility to demand specific performance one on one on a surety to whom it wasn’t
entirely clear that he would have to pay in kind.

2.1.2 The relationship guarantor-principal debtor
By default, the guarantor is granted the statutory right of reimbursement (art. 7:866 BW and art.
6:10 BW) and the right of subrogation (art. 6:12 BW) against the principal debtor, even if there
was no contractual relationship between guarantor and principal debtor. The right of
subrogation can likely be waived, also ex ante and even by a consumer guarantor. The statutory
right of recourse can probably not be waived in a contract between creditor and guarantor,
though the guarantor could possibly waive it towards the principal debtor.
In the case of a joint and several liability, art. 6:10 BW stipulates that the guarantor has a
reimbursement claim against the other co-debtors in as far as he has paid more than he would
be liable for in the internal relationship with the other co-debtors (art. 6:10 paragraph 1 BW). In
the case of suretyship, art. 7:866 BW gives the surety a right of recourse, with reference to art.
6:10 BW, which in turn stipulates that the guarantor has a reimbursement claim against the
other co-debtors in as far as he has paid more than he would be liable for in the internal
relationship with the other co-debtors (art. 6:10 paragraph 1 BW). When a surety in the sense of
art. 7:850 BW stands surety for more than one principal debtor, which principal debtors are
jointly and severally liable, the surety can claim the full amount of either of them (art. 7:866

545

There are two exceptions: the first applies when the primary debt is a debt that originated in an
unlawful act, the second w hen the primary debt is a liabi lity for damages because of a default of the
primary debtor (art. 7:856 par 1 BW in conjunction with 6:83 sub b BW).
546 Haentjens 2010, Article 856 Boek 7 BW, note 2; Paragraph 2 of art. 7:856 BW stipulates that the
surety ca n also be held to reimburse the costs of the creditor for legal action against the debtor, but
only if the creditor has timely notified the surety of his intention to commence legal action against t he
debtor.
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paragraph 2 BW). Art. 7:866 BW thus puts the surety in a considerably better position than a
codebtor would be under art. 6:10 BW.547
Reimbursement is not the only possible legal ground for a compensation claim of the guarantor.
The surety can also invoke art. 6:12 BW, which grants the guarantor a right of subrogation. After
the guarantor has paid more than his internal share, he is subrogated in the position of the
creditor towards the principal debtor for the amount that exceeds his share. As a result of
subrogation, the guarantor not only receives the claim the creditor had on the principal debtor,
but also other rights that the creditor could have invoked towards the principal debtor, such as
real security rights securing the claim. This is the most important difference with
reimbursement (art. 6:10 BW). The advantage of reimbursement (art. 6:10 BW) is on the other
hand that reimbursement can also be claimed for reasonably made costs,548 whereas
subrogation (art. 6:12) does not allow this. The guarantor can choose whether he invokes
subrogation or reimbursement. A creditor can be disadvantaged by the fact that the guarantor
subrogates in his security rights towards the creditor.549 To prevent this, Dutch law used (until a
few decades ago) to contain a rule of subordination of the position of the guarantor in relation to
the creditor, but this rule has been abolished.550 Thus, the collection efforts of the creditor can be
hampered by a subrogation claim of a guarantor.
In case there is some contractual arrangement that allows for recourse by the guarantor on the
principal debtor, the question can arise how this contractual arrangement relates to a possibly
also available statutory right of reimbursement or subrogation. This is not entirely clear under
Dutch law. The Dutch Supreme Court has held that in such a case of concurrence, the contract in
principle governs the relationship.551 Whether prescription of the contractual right also makes
recourse under a statutory right of recourse impossible, is for example not clear.552 On the other
hand, clear is that the parties can, even in case of concurrence, agree contractually that the right
of recourse already exists before the guarantor pays,553 in deviation of the rule for the statutory
right of recourse.554
The general provision on unjustified enrichment (art. 6:212 BW) can furthermore serve as a
general legal basis for recourse claims, for any type of guarantee relationship. If a guarantor pays
the creditor, the debt of the principal debtor towards the creditor will cease to exist, even in an
independent guarantee relationship. The principal debtor is thus ‘enriched’: he gets released
from his debt without paying. The guarantor is impoverished by the transaction: he paid, but did
not get rid of any debt.555
The guarantor can waive his right of statutory recourse or subrogation, even ex ante and even
for consumer guarantees, (art. 6:11 paragraph 4, 6:160 and 7:866 BW) towards the person
547

See also Bertrams, 2017 .
See also Asser/Hartkamp & Sieburgh 6 -I 2016, nr. 125; Asser/Va n Schaick 7-VIII 2018, nr. 115.
549 See also Koops, 2010, pp. 361 –362.
550 Bergervoet, 2014; Koops, 2010, pp. 361 –362.
551 Dutch Supreme Court, 20 November 1981, NJ 1982, 174 with case comment WHH ( Rollman/Van
Opzeeland).
552 Van Boom, 1999, p. 102.
553 Dutch Supreme Court 16 October 2015, ECLI:NL:HR:2015 :3023 ( DLL/Van Logtenstijn q.q .).
554 Dutch Supreme Court 6 April 2012, ECLI:NL:HR:2012:BU3784, ( ASR/Achmea).
555 Van Boom, 1999, p. 105 ; see also Dutch Supreme Court 22 November 20 13, ECLI:NL:HR:2013:1381
(TEP / Silvius & Van Steen q.q. ); District Court o f Noord-Holland, 25 November 2015,
ECLI:NL:RBNHO:2015:11663 ( X q.q. / TUG Vastgoed ); Amsterdam Court of Appeal, 2 June 2015,
ECLI:NL:GHAMS:2014:2101, ( Verwiel q.q. / Hansteen Netherlands).
548
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against whom he has this right. Waiving subrogation should probably also be considered
possible in the contract between guarantor and creditor, but waiving recourse in this contract is
probably not possible.556 Apart from waiving, parties can also set further conditions for
recourse, for example subordinating the right of recourse of the guarantor in relation to the
claim of the creditor, or excluding possibilities for set-off of the recourse claim, or pledging the
recourse claim to secure the primary claim.557
Article 6:2 paragraph 1 BW stipulates that parties to a contract should behave in accordance
with the demands of reasonableness and fairness towards each other. Paragraph 2 of that article
stipulates that any rule, be it statutory or contractual, that would apply to their relationship will
not apply if the rule would under the applicable circumstances not be in accordance with the
demands of reasonableness and fairness. As discussed above, a guarantee relationship can exist
without a contractual relationship between principal debtor and guarantor. In the case of
multiple guarantors, there may also not be a contractual relationship among guarantors.
Therefore, art. 7:865 BW extends the application of art. 6:2 BW to the relationship principal
debtor-guarantor and the relation between multiple guarantors. Article 6:8 BW does the same
for joint and several liability.

2.1.3 Co-suretyship, contribution
There can be more than one guarantor, in which case the other guarantors may need to
contribute to the guarantor that paid. Co-sureties can under circumstances be called upon to
contribute if one of the other co-sureties has paid more than its internal share.
Dutch law does not contain any clear default rules on how to determine the extent of the internal
liability of co-debtors. Parties can make arrangements on this point, but this doesn’t happen
often in practice.558 In absence of such contractual arrangements, the obligation to contribute
has to be based on the extent to which each co-debtor has used the credit or has had access to
the credit, as well as the other circumstances of the case.559 This ‘access-to-credit’ principle is
rather vague, the application of which can be difficult in practice. Only when this does not lead to
useful results, the parties will be internally liable for equal shares.560
If there are more co-debtors, a contribution claim on each individual co-debtor is limited to the
amount that they owe in the internal relationship (art. 6:10 paragraph 2 BW). The co-debtors
are not jointly and severally liable for the reimbursement claim. If one of the co-debtors does not
provide opportunity for recourse, for example because he has no assets or is untraceable, the
556

Asser/Van Schaick 201 8, nr. 116.
See extensively (for suretyshi p) Bergervoet, 2014 ; Bergervoet discusses that a problem wit h
pledging may be that the recourse claim only comes into existence after the guarantor pays the
creditor (see Dutch Supreme Court 6 April 2012, ECLI:NL:HR:2012:BU3784, ( ASR/Achmea)), however,
the Dutch Supreme Court has since ruled that parties can contractually decid e on the moment that a
contractual recourse claim comes into existence, and this can also be before the guarantor pays (Dutch
Supreme Court 16 October 2015, ECLI:NL:HR:2015:3023 ( DLL/Van Logtenstijn q.q. ). The moment that
the statutory recourse claim come s into existence can however probably not be decided on by
contract, see F.E.J. Beekhoven van den Boezem, 2017, para. 7.3 .
558 Bergervoet, 2014; see further on the obligation to contribute extensively Van Boom, 1999, p. 107 ff.
559 (Dutch Supreme Court 13 July 2012, JOR 2012/306, (Janssen q.q. / JVS); Parlementaire geschiedenis
Boek 6 NBW, p. 108.); Dutch Supreme Court 18 April 2003, JOR 2003/160, m.nt. Bartman (Rivier de
Lek/Van de Wetering) .
560 Bergervoet, 2014; Van Boom, 1999, pp. 107 –108; Parlementaire geschiedenis boek 6, p. 108.
557
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debtor that has paid more than his internal share is somewhat compensated through art. 6:13
BW: the share that was irrecoverable will be allocated on the other co-debtors pro rata to each’s
internal share. The co-debtors that are not liable in their internal relationship with the other codebtors do not have to share in the burden. This changes if recovery from co-debtors that are
liable in the internal relationship is not possible, for example if they cannot be found, but only if
the debtor that seeks recourse from his co-debtors is himself not at all liable in the internal
relationship to his co-debtors (art. 6:13 paragraph 2 BW). This system of recourse is often
explained as a system of strict separation between co-debtors with an internal obligation to
contribute and co-debtors without such an obligation.
Particularly in the case of group finance, in which context all group companies often guarantee a
bank loan, the system of a strict separation under Dutch law between co-debtors with an
internal obligation to contribute and co-debtors without such an obligation can lead to
seemingly arbitrary results. To understand why, recall the Dutch doctrine on the obligation to
contribute as discussed above. It can be hard to ascertain who has used the line of credit in the
case of group finance. In a corporate group, the separate legal entities are often economically
closely intertwined with one another. Even if a certain entity did not directly receive part of the
loan on its bank account, it may very well have profited indirectly in many different ways.
Lacking clear guidance on how to value indirect profit, scholars generally seem to agree that
cash flow from creditors to debtors should give content to the establishment of who has an
obligation to contribute.561 This cash flow-based test can lead to arbitrary results in individual
cases, especially if a single benchmark date is taken for this test.562 Some have therefore argued
that, in the case of group finance, the starting point (when there are no contractual
arrangements) should be that the group companies are internally liable for equal shares.563 The
Dutch Supreme Court however does not seem to accept this as a point of departure. In each case,
it will have to be ascertained who has (directly or indirectly) used the line of credit, in context
with all the other circumstances of the case.564

2.2 Co-debtorship for security purposes (‘contractuele
hoofdelijkheid’)
Above it was explained that a guarantee relationship amounts to a suretyship if the guarantor
has presented himself towards the creditor as someone who is not liable for the debt in the
internal relationship between the debtors. Under such circumstances parties are not free to opt
out of suretyship law altogether. If the creditor does however not know that one of his debtors is
in fact only a guarantor, in the sense that the debt does not concern that debtor in the internal
relationship between two or more of his debtors, the guarantee relationship does not amount to
suretyship. Under Dutch law, such a guarantee relationship will probably (of course dependent
on the specific circumstances) be qualified as a joint and several liability (‘hoofdelijkheid’). The
consequence thereof is that the guarantor is less protected than a surety would be.

561
562
563
564

C.J.M. Klaassen, 2002, pp. 691 –692.
C.J.M. Klaassen, 2002, pp. 688 –694.
Most notably Ophof, 1987.
Dutch Supreme Court 13 July 2012, JOR 2012/306, ( Janssen q.q. / JVS).
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Consider the example in which a mother and daughter together take out a line of credit from the
bank, both signing the contract as co-debtors, whilst it is clear between mother and daughter
that only the daughter is going to use the credit. In as far as the bank is justified in thinking both
mother and daughter are going to use the line of credit, this is not a suretyship, but an ordinary
joint and several liability (art. 6:6 BW). A more common fact pattern in which joint and several
liability applies is however that in which a bank that finances a group of companies extends the
full amount of the loan to the parent, whilst obtaining a guarantee of the full amount from each
group company. In as far as the bank is justifiably under the impression that the credit line will
(directly or indirectly) be used by each subsidiary, this amounts to ordinary joint and several
liability (‘gewone hoofdelijkheid’), not suretyship.
It should be stressed that joint and several liability can occur under many circumstances. For
example, a group of people may be joint and severally liable towards a tort victim. This book
pre-occupies itself with contractual guarantees, in which the guarantor guaranteed the debt of
another person. Other types of joint and several liability are not discussed, although some points
raised may of course be relevant to joint and several liabilities with a non-contractual basis as
well. The contractual type of joint and several liability can be referred to as co-debtorship for
security purposes.
Art. 6:7 paragraph 2 BW stipulates that performance by one of the co-debtors discharges the
others as well.565 The rule can be understood from the essence of a joint and several liability:
although there is more than one co-debtor, their respective liabilities each aim to satisfy the
same interest of the creditor. When that interest has been satisfied by one, the other co-debtors
are discharged towards the creditor. When one of the joint and severally liable co-debtors pays
the creditor more than that co-debtor is owed in the internal relationship with the other codebtor(s), he receives a statutory right of recourse as well as a statutory right of subrogation on
those co-debtors (art. 6:10 BW and 6:12 BW), even if there is no pre-existing contractual
relationship between the co-debtors.
Unlike suretyship, a joint and several liability (‘hoofdelijkheid’) in principle creates a nonsubsidiary obligation, but can contain some form of subsidiarity. What subsidiarity means in
such a case, depends on (interpretation of) the contract.566
Art. 6:10 BW stipulates that the co-debtor has a reimbursement claim against the other codebtors in as far as he has paid more than he would be liable for in the internal relationship with
the other co-debtors (art. 6:10 paragraph 1 BW). As discussed under suretyship, reimbursement
is not the only possible legal ground for a ‘compensation claim’. The joint debtor can also invoke
art. 6:12 BW, which grants the guarantor a right of subrogation. Art. 6:13 BW on contribution
(see further par. 2.1.3 above) between joint debtors also applies.
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See also Bergervoet, 2014 ; Van Boom, 1999, pp. 48 –49; This also applies in case of performance by
way of set-off or tendering in payment.
566 If a guarantee is of subsidiary nature, this does not (necessarily) lead to the conclusion that the
obligation of the guarantor is subject to a condition precedent in the sense of art. 6:22 BW, but
instead, that the obligation of the guarantor i s not due before default of the debtor (Asser/Van
Schaick 7-VIII* 2018/77).
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2.3 Independent guarantee (‘onafhankelijke garantie’)
In finance practice the independent guarantee has developed and gained importance in the last
few decades. Such independent guarantees are often referred to as bank guarantees, because the
guarantor is often a bank. The denotation ‘bank’ in this context is however misleading as the
guarantor does not have to be a bank and banks can also issue other types of guarantees. The
independent guarantee is not specifically regulated in the Dutch Civil Code. The independent
guarantee is however generally seen as a contract sui generis.567
The independent guarantee cannot be seen as a species of a joint and several liability. The
legislative history shows that the Minister was of the opinion that the rules on joint and several
liability (art. 6:6 ff BW) do not apply to independent guarantees, because the guarantor has an
obligation to pay independently of the obligation of the principal debtor, with the consequence
that the guarantor cannot invoke defences from the underlying relationship.568 It could be said
that Dutch law thus assumes a narrow definition of joint and several liability, which seems to be
confirmed in the literature and case law.569 The definition is narrow, in the sense that only joint
and several liabilities in which payment by one debtor necessarily discharges the others, are
regarded joint and several liabilities in the sense of art. 6:6 BW. Moreover, even if payment by
one debtor discharges the others, independent guarantees can still not amount to a joint and
several liability under Dutch law.570 An often-found argument substantiating why an
independent guarantee does not amount to co-debtorship is that the guarantor in such a
construction obliges himself to pay his own debt, not the debt of the debtor.571 As a result, the
567

Emden and Emden, 2009, p. 2 ; case note G.J.L. Bergervoet t o Dutch Supreme Court, 13 March 2015,
ECLI:NL:HR:2015:600, JOR 2015, 184; see extensively on the developments in the case law on this
point: Russcher, 2018.
568 Parl. Gesch. Boek 6, p. 1204; Van Boom, 1999, pp. 35 –38.
569 Dutch Supreme Court 8 July 2011, ECLI:NL:HR:2011:BQ0593, JOR 2012/67 m.nt. Bergervoet, NJ
2011/308; Bergervoet, 2014; Bergervoet is of the opinion that the essence of co -debtorship can be
distilled from this ruling: at least two persons are liable for the same debt, as a consequence of which
performance by one party also disch arges the other(s). I don’t think the ruling can be interpreted this
broadly. The case concerned two parties that had each committed to not cut down (the same) trees.
The court of appeal had ruled that this was a joint and several liability. The Dutch Supr eme Court
concludes that it cannot be, because it is not the case that performance by one party discharges the
others. This reasoning is understandable, but confusing. The source of co nfusion is probably the
difficulty of working with an obligation to refr ain from something. The court should have ruled that
this is not a case of joint and several liability because the debtors are not liable for the same debt. The
creditor wants two thin gs: he wants debtor A to refrain from cutting down the trees, and he wan ts
debtor B to refrain from cutting down the trees. The possible idea that this concerns the same ‘debt’
because it concerns the same trees is somewhat confused. Of course, that this i s not the same debt
can most clearly be seen if we consider the conseque nce of joint and several liability that performance
by one discharges the others: performance by A (meaning not cutting down the trees) doesn’t allow B
to cut down the trees. In that s ense the ruling can be understood, by pointing to a consequence that in
this case shows the mistake in the ruling of the court of appeal. But inferring that generally, if there is
no immediate discharge of all other debtors, joint and several liability can not exist, takes it too far.
570 Van Boom argued co -debtorship can exist, also in an independent guarantee relationship, in as far
as performance by one of the debtors discharges the others, but this view does not seem to be widely
shared Van Boom, 1999, p. 38.
571 Blomkwist, 2012 ; such a statement could be conf using, as the purpose of a personal security
instrument is obviously to secure performance by the principal debtor. Thus, the guarantor cannot be
said to just pay his own debt. The idea that the guarantor in an independent guarantee relationship
pays his own debt is also somewhat confusing if contradicted to the nature of the debt of the
guarantor in a joint and several liability regime. As discussed, under co -debtorship, doctrinally, each
debtor has a separate obligation towards the creditor(s) to perform, instead of one obligation that
binds all debtors ( C.J.M. Klaassen, 2002, pp. 660; 663 ; Van Boom, 1999, pp. 10 –13). If each has a
separate obligation, the idea under joint and several l iability is already that each performs his own
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provisions on joint and several liability do not apply one on one. Neither is there specific
legislation on independent guarantees. The guarantor thus, for example, does not have a
statutory right of recourse to the principal debtor after paying under the guarantee.
The legal recognition of the independent character of an independent guarantee has been
confirmed in Dutch case law for a few decades.572 Recently, the Dutch Supreme Court strongly
anchored the recognition of the independent character. The Dutch Supreme Court considered
that an independent guarantee entails an obligation to pay that is independent in relation to the
underlying relationship. This means, according to the Supreme Court, that defences from the
underlying relationship can in principle not preclude a claim to payment under the independent
guarantee if the conditions for payment as stipulated in the bank guarantee have been met.573
Technically, for an independent guarantee relationship to exist, there does not need to be a (preexisting) relationship between principal debtor and guarantor. Typically, there will be a
contractual relationship between guarantor and principal debtor, as Dutch law does not grant
the guarantor in an independent guarantee relationship a statutory right of recourse,574 and
reliance on the general provision of unjustified enrichment is likely to be less secure and more
difficult to prove.575
Payment by the guarantor to the creditor may alter the relationship between the creditor and
principal debtor. If the creditor calls upon the guarantor, while he is not entitled to this in his
relation to the principal debtor, the principal debtor could have a claim on the creditor. Such a
claim could be based on breach of contract (art. 6:74 BW), unjustified enrichment (art. 6:212
BW)576 or (possibly) undue payment.577
Under Dutch law, it is not entirely clear whether an independent guarantee can (always) be seen
as a contractual relationship between guarantor and creditor or as a unilateral act of the
guarantor, but this difference is not of much relevance in practice.578 For an independent
guarantee, a (statutory) prescribed form does not exist. The independent guarantee is however
hard to imagine in non-written form.579

obligation. Each in that sense, always ‘pays his own debt’. So in short, while on the one hand the
guarantor in an independent guarantee relationship does clearly not pay his own debt, he does on the
other hand have his own and separate obligation towards the creditor, but that does not necessarily
distinguish the relationship from joint and several liability.
572 Emden and Emden, 2009, p. 4 ; see also Bergervoet, 2014 and case note G.J.L. Bergervoet to Dutc h
Supreme Court, 13 March 2015, ECLI:NL:HR:2015:600, JOR 2015, 184 (Amstelpark).
573 Dutch Supreme Court, 13 March 2015, ECLI:NL:HR:2015:600, JOR 2015, 184, par. 4.2.2 ( Amstelpark).
574 As, under Dutch law, an independent guarantee cannot be a suretyship, nor a joint and several
liability (see above); compare Emden and Emden, 2009, pp. 34 –36; Amsterdam Court of Appeal, 3 May
2007 (Grote Noord/Korse), JOR 2007/280, m.nt. R.I.V.F. Bertrams.
575 Compare Van Boom, 1999, pp. 103 –105.
576 Dutch Supreme Court 28 October 2011, NJ 2012/495 (Van Hees q.q./X).
577 Emden and Emden, 2009, p. 56 .
578 Emden and Emden, 2009, p. 2 ; case note G.J.L. Bergervoet to Dutch Supreme Court, 13 March 2015,
ECLI:NL:HR:2015:600, JOR 2015, 184 (Amstelpark); theoretically relevant is that a unilateral act is
irrevocable (art. 3:37 paragraph 5 BW), whereas an offer fo r a contractual relationship can in principle
still be revoked before it has been accepted (art. 6:219 BW) (see also Emden and Emden, 2009, p. 8).
579 As Bertrams notes, the principle of independence simply decouples the guarantee from th e
underlying contract, but does not tell us when the guarantor is obligated to pay (Bertrams, 2013, p.
45). That function is performed by the conditions for payment, ( Bertrams, 2013, p. 45 ) which, in
combination with the principle of stri ct conformity, ( Emden and Emden, 2009, p. 7 ; Dutch Supreme
Court 9 juni 1995, NJ 1995, 639, m.nt. PvS (Gesnoteg/Mees Pierson); Dutch Sup reme Court, 13 March

129

Chapter 4 – Dutch law on opportunism with the guarantee relationship

2.4 Group guarantees for accounting purposes (‘403verklaring’)
Parent companies often finance their subsidiaries in one way or another. One way of financing a
subsidiary is guaranteeing certain or all debts of a subsidiary. Under rules that implemented the
European Fourth Directive580 a subsidiary can be exempted from the obligation to file and
publish full annual accounts if the parent company issues a statement of joint and several
liability for the debts of the subsidiaries with which the accounts are consolidated. This allows
for simplified annual accounts, but does require a type of guarantee for the debts of the
subsidiary.
Article 2:403 BW (which was adopted as an implementation of the Fourth Directive, article 57
paragraph 1) demands a statement of joint and several liability for certain debts of the
subsidiaries with which the accounts are consolidated. Hence, such a guarantee for the debts of a
subsidiary is often referred to as a 403-statement.
The Dutch Supreme Court has held that the 403-statement is not a contractual relationship, but a
unilateral statement of joint and several liability,581 which does not lead to a dependent right in
the sense of 3:7 BW.582 The 403-statement has a specific regime for withdrawal of the statement.
Article 2:404 BW stipulates that the statement can be withdrawn by a statement that should be
deposited at the Chamber of Commerce. However, the guarantor remains liable for debts that
derive from legal acts from before the withdrawal (art. 2:404 paragraph 2 BW). This remaining
liability can however also be ended, on the condition that the subsidiary legal person leaves the
group. Creditors in this case get a two month period to oppose ending the remaining liability,
which opposition will be successful if the opposing creditors are not offered sufficient security
for their claims (art. 2:404 par 3-6 BW).

3 Dutch law on opportunism towards parties inside
the guarantee relationship
Chapter 3 paragraph 2 discussed opportunism in the internal relationship. This paragraph will
discuss in which way and to which extent Dutch law protects parties in the guarantee
relationship. As expected, especially the guarantor is protected by various mechanisms.
According to the Dutch legislator the laws on protection of weak guarantors have been inspired
by two conflicting thoughts. The first is that suretyship can be a dangerous contract for the
surety and that history has shown that sureties are often rash in making the decision to stand
surety, trusting the principal debtor to perform, whilst often not asking a premium for standing
surety. On the other hand, suretyship is an important instrument in banking, especially for those
2015, ECLI:NL:HR:2015:600, JOR 2015, 184 with case note Bergervoet) is hard to imagine to be laid
down in a form other than in writing.
580 Fourth Council Directive 78/660/EEC of 25 July 1978 based on Article 54(3)(g) of the Treaty on t he
annual accounts of certain types of companies.
581 The 403-statement, being a unilateral declaration, is directly formed by the unilateral act containing
the declaration of the g uarantor (see also Spierings, 2012, para. 2.1 ); C. Spierings, 2016, p. 215 ff .
582 Dutch Supreme Court 28 June 2002, NJ 2002/447 (Akzo/ING); Spierings, 2012, para. 2; C. Spierings,
2016, p. 215 ff; Bergervoet, 2014.
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(would be) principal debtors that are unable to provide real security rights.583 As will become
clear, Dutch law offers some protection to consumer sureties, but natural persons that stand
surety for business debts are often excluded from this protection.

3.1 Definition of consumer suretyship
The consumer surety enjoys some protection under Dutch law. The relevance of the qualification
of suretyship is that the legislator has protected the surety through a detailed regime in art.
7:850 – 7:870 BW. The idea behind this protection is that suretyship is potentially dangerous for
the surety.584 Many provisions on suretyship are mandatory in the case of a consumer surety.585
Suretyship (‘borgtocht’) is a statutory species, laid down in article 7:850 – 7:870 BW, of the genus
of joint and several liability (art. 6:6 BW).586 The parliamentary proceedings show that the
intention of the parties is not decisive regarding the demarcation between joint and several
liability and suretyship.587 Primarily relevant is the way in which the guarantor has presented
himself towards the creditor. If the guarantor has presented himself as a pure guarantor, thus
someone that is not liable for the debt in his internal relation to the principal debtor, it is a
suretyship.588 If for example two friends enter a bank and apply for a loan which they both sign
and it is clear to the bank employee that only one of the friends is going to use the line of credit,
that person is a surety. If instead the bank is justified in thinking they are both going to use the
loan, neither of the friends is a surety, but both are joint and severally liable towards the bank.
Suretyship does not have to be agreed upon explicitly.589 As many of the specific rules on
suretyship have the status of mandatory law, the qualification of suretyship cannot simply be
evaded by using different wording (although the wording can of course be relevant in
determining how parties have presented themselves). The key question is how the guarantor
has presented himself towards the creditor.
A consumer suretyship is described in art. 7:857 BW as a suretyship in which the surety is a
natural person that neither acts in the course of a profession or in the operation of a business,
nor on behalf of the normal operation of the business of a public limited company (NV) or a
private limited company (BV) of which he is a director and in which he alone (or together with
the other directors) holds the majority of shares.590 Because of the mandatory nature of many of
the provisions, the demarcation between consumer suretyship and professional suretyship is an

583

T-M, Parl. Gesch. Inv., p. 417; see also Haentjens 2010; Asser/Van Schaick 5-IV 2004/178; thi s
statement could be more sophisticated. As discussed in chapter 2, the economic goal of asking for
personal security rights is often the prevention of moral hazard, not simply recou rse when the debtor
fails.
584 See Koo ps, 2010, p. 349 and the sources referred to there.
585 Art. 7:857 in conjunction with art. 7:862 BW stipulates that art. 7:852 -856 BW and art. 7:858 -86 1
BW are mandatory law for consumer suretys hip.
586 See art. 7:850 paragraph 3 BW; see also C.J.M. Klaassen, 2002, p. 660 ; Bergervoet, 2014; B. Wessels,
1994, p. 10; Asser/Van Schaick 7 -VIII* 201 8/62.
587 MVA II Parl. Gesch. Boek 7, p. 426.
588 This probably also applies if the creditor should have known ( Bergervoet, 2014 ; Asser/Van Schaick
2018, nr. 62).
589 See on hoofdelijkheid: Asser/Hartkamp & Sieburgh 6-I* 2012, par 109.
590 Indirect directorship or shareholding is seen as sufficient, see Dutch Supreme Court 11 juni 2003, NJ
2004/173 (Kelders/Fortis) and Dutch Supreme Court 8 October 2010, JOR 2010/367 (Abbink/SNS).
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important issue that has been widely discussed in Dutch legal literature and has led to a large
amount of case law.591
Some have argued that Dutch law should, within the group of consumers, offer more specific
protection to sureties in a family context, but this position has not been adopted by the
legislator, nor by the courts.592 It is however clear that natural persons that guarantee loans of
family members generally qualify as consumer sureties. Clear is also that legal persons cannot
qualify as consumer sureties. Less clear can be whether an entrepreneur that guarantees a loan
of a corporation he or she is involved in qualifies as a consumer surety. Often this will not be the
case and the entrepreneur is thus often denied consumer protection.
A suretyship by a natural person can first of all disqualify as consumer suretyship when the
person granting the suretyship acts in the normal course of his profession in doing so. 593 A
natural person that guarantees debts of others on a daily basis is however very rare in practice.
Much more relevant is the other exception that disqualifies a suretyship of a natural person as a
consumer suretyship: the natural person that acts to the benefit of the normal operation of his
business. Requirements for this exception are that the surety is a director of the BV or NV of
which he guaranteed a debt, and that he alone (or together with the other directors) holds the
majority of shares. This is usually not hard to establish. Also indirect shareholdings or directorships qualify as such.594 Much more difficult to establish is the issue what qualifies as
‘normal operation of the business’ in the sense of art. 7:857 BW.595 The Dutch Supreme Court has
clarified that if the loan taken by the company (for which the guarantee was issued) can be
qualified as a loan in the normal operation of the business, this also applies to the guarantee.596
There is a lot of case law concerning the question what amounts to a loan (and guarantee for
that loan) in the normal operation of a business.597 The answer to that question depends on the
circumstances of the case. In the current interpretation, ‘normal operation of the business’ does
not seem limited to day to day business. Somewhat counterintuitively (and, as will be discussed
in chapter 7, also undesirably) also one-off acts, such as taking a large loan, can under
circumstances be seen as in the normal operation of the business, as long as the proceeds from
the loan are spent on the normal operation of the business.598 Whereas taking a normal loan,
such as a bank loan, will thus generally be considered to be qualified as an act in the normal
operation of business if normal business activities are funded with such a loan, this can change

591

See inter alia Blomkwist, 2012, p. 11 ff ; Bergervoet, 2014; C.J.M. Klaassen, 2002, pp. 665 –668;
Tjittes, 1996; Tjittes, 2001; Asser/Van Schaick 7 -VIII* 2018/101 ff; Haentjens, 2010, pp. 418 –419.
592 Tjittes has argued that Dutch law should, and this has led to some debate, but has not been
adopted. See Tjittes, 1996; Haentjens, 2010, pp. 418 –419.
593 See art. 7:857 BW and Dutch Supreme Court 14 April 2000, NJ 2000/689 (Soetelieve/Stienstra).
594 Dutch Supreme Court 11 July 2003 , JOR 2003/223, m.nt. Verdaas ( Kelders/Fortis ); Dutch Supreme
Court 26 January 2007, «JOR» 2007/80, m.nt. NEDF ( Steins/ING); Dutch Supreme Court 8 October 2010,
JOR 2010/367 (Abbink/SNS Bank).
595 Which is the same definition as found in art. 1:88 paragraph 5 BW on protection of the spouse, see
paragraph 3.7 below.
596 Dutch Supreme Court 14 April 2000, NJ 2000/689 (Soetelieve/Stienstra);Dutch Supreme Court 8 July
2005, JOR 2005/233 m.nt. Verdaas ( Rabobank/Van Hees). See recently also Dutch Supreme Court 18
December 2015, ECLI:NL:HR:2015:3606, (Nooij /ING).
597 See also Smelt, 2017; Blommaert, 2018.
598 Compare Dutch Supreme Court 13-07-2018, ECLI:NL:HR:2018:1220, 17/03820, JOR 2018/263.

132

A.L. Jonkers – Insider guarantees in corporate finance

under specific circumstances.599 Emergency funding in an attempt to save the business, with its
inherent risks, will often not be regarded as normal.600
Below, the different ways in which Dutch law protects consumer guarantors will be discussed in
paragraph 3.2 (consumer protection: duty to warn the surety), 3.3 (protection of consumer
suretyship through mandatory suretyship law) and 3.4 (protection of consumer guarantors
other than sureties), followed by a discussion of the very limited protection of non-consumer
sureties in paragraphs 3.5 and 3.6.

3.2 Consumer protection: duty to warn the surety
The contract of suretyship may be subject to annulment through the concept of vitiated consent
(‘wilsgebreken’). In case of vitiated consent, the formation of the necessary consent is in some
way corrupted. For the case of suretyship, the most important source of vitiated consent is
mistake (‘dwaling’). Also important is the closely related concept of ‘oneigenlijke dwaling’, which
occurs when someone’s intention and declaration do not correspond.601 In a few cases, the Dutch
Supreme Court has formulated a duty of the creditor to warn the consumer surety of the dangers
involved in a specific suretyship.602 If the creditor fails this duty, the consumer surety will have
an easy case arguing that a mutual mistake should be for the account of the creditor. Mistake
itself should however still be proven by the consumer surety.
Art. 6:228 BW stipulates that an agreement entered into under the influence of mistake, which
would not have been concluded in case of a correct view of the situation, is voidable in three
situations. The first of these situations is that in which the mistake is caused by information from
the counterparty, unless that party could have assumed that the contract would also have been
concluded without providing this information (art. 6:228 paragraph 1 sub a BW). The second is
the case in which the counterparty should have provided the mistaking party with the
information he had or should have had regarding the mistake (art. 6:228 paragraph 1 sub b BW).
The third is the situation in which the counterparty has relied on the same inaccurate
information as the mistaking party, unless the counterparty could also in case of a correct view
of the situation have believed that this would not refrain the mistaking party from entering into
the agreement (art. 6:228 paragraph 1 sub c BW). In the case of suretyship, a mutual mistake can
arise as to the creditworthiness of the primary debtor. Both the creditor (by extending credit)
599

Bergervoet, 2014.
Dutch Supreme Court 18 December 2015, ECLI:NL:HR:2015:3606, (Nooij/ING); Dutch Supreme Court
8 July 2005, JOR 2005/233 m.nt. Verdaas ( Rabobank/Van Hees); Dutch Supreme Court 14 April 2000, NJ
2000/689 (Soetelieve/Stienstra); Amsterdam Court of Appeal, 31 May 2016, ECLI:NL:GHAMS:2016:2057
(Rabobank/X); The Hague Court of Appeal, 29 March 2016, ECLI:NL:GHDHA: 2016:708 (Rabobank/X); see
also Smelt, 2017
601 Another ground, abuse of circumstances (ar. 3:44 paragraph 1 BW) can also be of importance. See
for example ECLI:NL:GHSHE:2016:4681; in which a lawyer made the sh areholder/director sign a
suretyship for the debts of his company towards the lawyer, while the company was in financial
distress. Especially abusive was that the lawyer made him sign the suretyship at the court, on the day
of a court hearing in a case of the company. The court of appeal ruled the lawyer made abuse of
circumstances, also because the rules of conduct for lawyers don’t allow the lawyer to take security
for his claims, unless the dean of the bar association gives permission.
602 Dutch Supreme Court, 1 June 1990, NJ 1991/759 (Van Lanschot / Bink); Dutch Supreme Court 1 April
2016, ECLI:NL:HR:2016:543, ( Harderveld/Aruba Bank; Dutch Supreme Court 12 April 2013, NJ 2013/390
m.nt. Tjong Tjin Tai ( Pessers/Rabo).
600
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and the guarantor (by guaranteeing the credit) take some risk. If the debtor has for example
withheld negative credit information, this could cause mistake on the side of both the creditor
and the surety.
Paragraph 2 of art. 6:228 BW contains an important limitation on invoking mistake, stipulating
that an action for annulment cannot be based on a mistake on (exclusively) future
circumstances, nor on a mistake that should come at the expense of the mistaken party based on
common opinion or the circumstances of the case. When both creditor and surety are mistaken
on the creditworthiness of the debtor, this should usually come at the expense of the creditor,
but this can change under circumstances, especially if the surety is a weak party (see further
below).
The Dutch Supreme Court has ruled various times on the concept of mistake in relation to
contracts of suretyship. In 1924 the Dutch Supreme Court ruled that there was a case of mistake
because the creditor had caused a mother in law to believe that she would save her son in law
from bankruptcy by standing surety towards that creditor.603 In the later and widely cited and
discussed 1990 case Van Lanschot/Bink604, there was a mutual mistake regarding the
creditworthiness of the debtor. The Dutch Supreme Court held that, under the relevant
circumstances, the creditor had a duty to warn the (future) surety of the dangers involved. If the
creditor does not fulfill his duty to warn, the sanction is that a mutual mistake in the sense of
article 6:228 paragraph 1 sub c BW is for the account of the creditor. In other words, the surety,
having proven that he or she was mistaking in the sense of art. 6:228 paragraph 1 sub c BW, is
able to annul the suretyship in case the creditor has not fulfilled his duty to warn.605
The 1990 case Van Lanschot/Bink involved a consumer surety and a professional creditor (a
bank). In a later case, the Dutch Supreme Court held that this duty to warn does not apply to a
commercial surety. According to the Dutch Supreme Court, a mutual mistake should, following
the nature of suretyship, be for the account of the commercial surety, unless the mistake is due
to an act or omission of the creditor in the sense of art. 6:228 paragraph a or b BW. 606 However,
‘consumer surety’ should not be defined too narrowly in this context. In the 2016 case of
Hardeveld/Aruba Bank, the Dutch Supreme Court ruled that also outside a family relationship
between surety and debtor, in this case a businessman that stands surety for a friend, the special
duty to warn can apply.607
603

Dutch Supreme Court 3 0 May 1924, NJ 1924, 835 (Schoonmoeder)
Dutch Supreme Court, 1 June 1990, NJ 1991/759 (Van Lanschot / Bink).
605 In 1995, in a case based on the same facts as Van Lanschot/Bink, the Dutch Supreme Court held that
the special duty to warn does not apply to t he consumer debtor himself, but just to the consumer
borg: Dutch Supreme Court 19 May 1 995, NJ 1997/648 m.nt. Brunner. However, one should distinguish
such a special duty to warn from the general duty of care that banks have towards customers in the
context of risky financial products under Dutch law, see: Dutch Supreme Court 12 April 2013, NJ
2013/390 m.nt. Tjong Tjin Tai ( Pessers/Rabo) – this duty of care has a much further reach than just a
duty to warn.
606 Dutch Supreme Court, 3 June 1994, NJ 1997/287 (Direktbank/Breda ); In a few subsequent rulings,
some ancillary questions or uncertaint ies have been addressed. In 1999, the Dutch Supreme Court
ruled on a procedural issue, holding that the surety should first prove that he was mistaking, before
being able to accuse the creditor of failing his duty to warn (Dutch Supreme Court 8 October 199 9, NJ
1999/781 (Bouman/Rabobank). In 2014, the Dutch Supreme Court ruled that the special duty to warn
does not rest on non-professional creditors (Dutch Suprem e Court, 21 March 2014, NJ 2014/266 m.nt.
Tjong Tjin Tai, ( Dulack q.q./X).
607 In a 2016 judgement, the Dutch Supreme Court reaffirmed the duty to warn the consumer surety
with reference to the aforementioned case of Van Lanschot/Bink. Other than the case in Van
Lanschot/Bink, this case does not concern a family relationship between surety and debtor, but a
604
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Both these cases can be seen as an interpretation by the Dutch Supreme Court of the
aforementioned article 6:228 paragraph 2 BW on mistake.608 In case of a consumer surety, a
mutual mistake should come at the expense of the creditor, unless the creditor has sufficiently
warned the consumer surety. In case of a commercial surety, a mutual mistake should come at
the expense of the surety. Furthermore, in both consumer and commercial suretyships, a
mistake that is due to an act or omission of the creditor in the sense of art. 6:228 paragraph a or
b BW is however for the account of the creditor. It still remains somewhat unclear what the
content of the special duty to warn is. Some are of the opinion that the warning can be limited to
the dangers that are generally involved in engaging in a suretyship,609 others are of the opinion
that the creditor (also) has to warn of the specific risks involved in each individual case. 610
Because a mutual mistake usually relates to the creditworthiness of the primary debtor, it seems
appropriate to obligate the creditor to inform of the risks involved in the individual case,
because only such a duty incentivizes the creditor to research that creditworthiness further and
thus prevent mutual mistake.
The protection of the surety through a duty to warn could be qualified as a primarily formal
protection.611 Risky suretyships are in principle enforceable, even if the guaranteed amount
surpasses the guarantor’s wealth, as long as the creditor has sufficiently warned the surety.612
This contrasts with the special duty of care that a bank has under Dutch law towards nonprofessional investors that trade in risky products through their bank. The bank, after warning
the investor, may even have to step in and stop the investor by refusing certain transactions.613
The Dutch Supreme Court has thus far not formulated such a far reaching duty of banks towards
sureties, whilst some commentators have argued for such a duty.614 Blomkwist has however
argued that a prudent creditor would not conclude such suretyship because the main purpose of
the suretyship contract, in his opinion recourse to the surety if the principal debtor fails, would
not be served by such a suretyship.615 This line of reasoning neglects the central aim of many
suretyships, which are often concluded rather for control than for actual recourse, see
extensively chapter 2. Such control can paradoxically increase if the suretyship can actually push
the surety into bankruptcy.
It is, on the other hand, probably true that the formal requirements under Dutch law, such as the
duty to inform the surety and the substantive safety valve protection through the general
doctrine of reasonableness and fairness (article 6:248 BW) may prevent lenders from too often
concluding suretyship contracts with natural persons that cannot meet the obligations.616 A good
example of such use of the duty to inform in combination with the general doctrine of

businessman that stands surety for a friend. The Dutch Supreme Court ruled that also in in such a
relationship, the special duty to warn applies. Moreover , the Dutch Supreme Court finds, based on the
other circumstances of the case, that the judgemen t of the Court of Appeal that the mistake of the
surety should be for his own account, is unintelligible (Dutch Supreme Court 1 April 2016,
ECLI:NL:HR:2016:543, (Harderveld/Aruba Bank).
608 Hartkamp and Sieburgh, 2014, para. 245 .
609 For example: Blomkwist, 2012, p. 63; Bergervoet, 2014.
610 For example: Bob Wessels, 1994, p. 163 ; C.J.M. Klaassen, 2002, p. 671 ; Haentjens, 2010, pp. 426 –
427.
611 Cherednychenko, 2014, p. 677 .
612 Haentjens, 2010, p. 421 .
613 Cherednychenko, 2014, p. 678 .
614 See in particular Tjittes, 1996.
615 Blomkwist, 2012.
616 Haentjens, 2010, pp. 419 –422.
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reasonableness and fairness is a recent decision by the Amsterdam Court of Appeal.617 Shortly
put, the bank had requested a suretyship from a consumer surety of around € 2 million.
According to the court, it was already clear to both the bank and the surety that he would not be
able to pay in case the liability was triggered. The surety however had little choice, because the
bank made clear that the suretyship was a condition for providing credit to a certain company,
which company was economically owned by the children of the surety. Moreover, the surety had
a claim of around € 900.000 on that company, which would probably not be repaid if the bank
wouldn’t grant financing. The Court of Appeal held that, under these circumstances, the bank
would breach its duty of care by demanding suretyship for such a large sum without further
research into the financial position of the surety and without giving insight to the surety in this
position in relation to the suretyship. The Court of Appeal thus took the approach that the bank
should have warned the surety of the specific dangers in this case, not just of the general
dangers of standing surety. After the debtor had been declared bankrupt, the bank had not only
requested the surety to pay but also requested the court to declare the surety bankrupt. The
Court of Appeal holds that using this suretyship claim to ask for the surety to be declared
bankrupt is, given the background of the claim, contrary to the principles of reasonableness and
fairness.

3.3 Protection of consumer suretyship through mandatory
suretyship law
Articles 7:852-856 BW and articles 7:858-861 BW are mandatory law for consumer suretyship
(art. 7:862 BW). Art. 7:851 paragraph 1 BW stipulates the dependent nature of suretyship,
which is thus mandatory for consumer suretyship (see on the dependent nature extensively
paragraph 2.1.1 above). Art. 7:855 paragraph 1 stipulates the subsidiary nature, which is thus
also mandatory for consumer suretyship. In other words, consumer suretyships cannot deviate
from the dependent and subsidiary nature and its implications. Some other provisions that are
mandatory law for consumer suretyship are art. 7:856 (on interest) art. 7:853 (prescription) and
art. 7:853 BW (on suretyship for non-pecuniary obligations).
Next to the mandatory subsidiary and dependent nature and related rules, there are various
specific statutory protections of consumer sureties laid down in articles 7:858-861 BW. Article
7:858 BW stipulates that, in case the amount of the obligation of the principal debtor is not yet
fixed at the time of concluding the suretyship, the suretyship will be invalid if it does not contain
a maximum amount. In other words, at the time of concluding the suretyship, it has to be clear
what the maximum liability of the guarantor under the suretyship is. A second limit is that the
conditions for enforcement against the surety cannot be more onerous than the conditions that
apply to the principal debtor.618 Moreover, a surety cannot be held liable under the contract of
suretyship for debts of the principal debtor that did not yet exist at the moment of concluding
the suretyship and originate in a voluntary act of the creditor, performed at a moment on which
the creditor (already) knows the principal debtor will probably not be able to pay (art. 7:861
paragraph 4 BW). The creditor can also not claim damages owed by the principal debtor from a
617

Amsterdam Court of Appeal 18 December 2018, ECLI:NL:GHAMS:2018:4783.
Unless these more onerous conditions relate to the way in which the existence and extent of th e
obligation of the primary debtor can be proven towards the surety (art. 7:860 BW).
618
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consumer surety if the creditor could have prevented the damage with better monitoring of the
principal debtor (art. 7:861 paragraph 3 BW).619
A suretyship can be entered into for future debts. The duration of such a suretyship is however
limited, in the sense that the surety can terminate the suretyship at any moment if the
suretyship is entered into for an indefinite period, and can terminate after five years if the
suretyship was entered into for a set period longer than five years (art. 7:861 paragraph 1 BW).
After termination, the suretyship for the debts of the principal debtor existing on the moment of
termination will remain in force.
A contract of suretyship does not have any prescribed form.620 However, through specific rules
on the standard of proof, a prescribed form has almost de facto been adopted for consumer
suretyship. In deviation from the general rules on evidence, the suretyship can only be proven
towards the surety by presenting a document, signed by the surety (art. 7:859 para 1 BW).621
Applicable to all types of guarantees in which the guarantor acts as consumer are also general
contract law rules on consumer protection.622

3.4 Protection of consumer guarantors other than sureties
The application of the measures that protect consumer sureties is not limited to contracts of
suretyship, as art. 7:863 BW extends the scope of application to other personal security
instruments in which a consumer binds himself towards the creditor to perform in case a third
person does not perform an obligation623 with a different substance. The difference between this
type and suretyship is thus that the obligation of the guarantor is not the same as that of the
principal debtor towards the creditor.624 The extension of the mandatory law provisions to this
type is meant to prevent evasion of those provisions.625

619

See extensively Bergervoet, 2014.
For a suretyship, such a prescribed form (in writing) has been considered by the legislator, but
explicitly not adopted ( Bergervoet, 2014 with reference to Parl Gesch Boek 7, p. 417; p. 448.). The
legislator did not want to impede the important function of the suretyship in the lending business too
much (Bergervoet, 2014 with reference to Parl Gesch Boek 7, p. 417; p. 448.).
621 This also applies to the agreement that obligates to enter into a borgtocht (art. 7:85 9 paragraph 3
BW); the requirement on the necessary evidence does no t apply when the surety himself has already
payed under the suretyship (art. 7:859 par 2 BW). The requirement of paragraph 7:859 para 1 BW is of
mandatory law for the consumer surety (art. 7:862 BW).
622 Relevant could for example be the rules on general ter ms and conditions (art. 6:231 ff BW).
Conditions in general terms and conditions are void if (i) the user has not provided a reasonable
opportunity to be informed of those terms or (ii) if the term is unreasonably onerous (art. 6:233 BW).
For consumers, Du tch law uses two lists of conditions that are respectively always unreasonably
onerous (the so called black list, art. 6:236 BW) and deemed to be unreasonably onerous (the grey list,
art. 6:237 BW). For example relevant could be art. 6:237 paragraph g BW ( grey list), that deems a
clause that limits the right of a counterparty (in our case: the guarantor) to set off to be unreasonably
onerous.
623 The extension of the scope is not applicab le to cases in which the guarantor guarantees that
another person that does not have an obligation towards the debtor will act in a certain way, see also
Blomkwist, 2012, p. 15.
624 Blomkwist, 2012, pp. 9–11.
625 MvT Inv., Parl. gesch. Inv. , p. 458; Haentjens, 2010, pp. 417 –418; Castermans & Krans, T&C
Burgerlijk Wetboek, commentaar op artikel 863 Boek 7 BW.
620
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Art. 7:864 BW further extends protection of consumer sureties to the case in which an
intermediary is used as surety, by mandate and for the account of another person, who is not the
principal debtor. It makes sense that using such an intermediary cannot evade mandatory law
on the protection of the ultimate surety, here the person giving the mandate. The rule laid down
in art. 7:864 BW is that the suretyship between intermediary and creditor is valid in such a case,
but the intermediary does not have recourse to the person that gave the mandate if the creditor
would not have been able to claim on that person under a suretyship.
Notably, the scope is however not extended to personal security instruments by consumers that,
for another reason than having a different substance than the primary debt, do not amount to a
suretyship, for example because the guarantor does not present himself as someone that is not
internally (towards the principal debtor) liable.626 Also, protection does not seem to be extended
to independent guarantees given by consumers, although the text and legislative history are
somewhat unclear on this point. It seems that art. 7:864 paragraph 2 BW was specifically drafted
with bank guarantees in mind,627 and such bank guarantees are usually independent guarantees.
This, combined with the argument that evasion would be too easy if protection was not extended
to independent guarantees by consumers, should lead to the conclusion that the mandatory
provisions on consumer suretyship can be applied to independent guarantees by consumers.

3.5 Protection of weak parties other than consumers
The idea of the legislator was that the professional surety should be deemed to be capable of
assessing the possible consequences of suretyship, and thus does not need protection of
mandatory laws.628 This idea seems to make sense for professional sureties that act in the course
of a profession or the operation of a business. Not many natural persons are however in the
business of providing guarantees. For another, more abundant category of professional sureties,
the reasoning is more problematic. The ‘professional’ surety that guarantees a loan of the
company in which he holds shares does have an interest in the principal debtor, but does not act
in the course of a profession or the operation of a business in guaranteeing. The guarantee for
certain corporate debts is often a one-off and particularly risky act of the guarantor.
It seems that the definition of professional suretyship under Dutch law is designed to pierce the
corporate veil: the guarantor that does not act in the operation of his own business, but that
626

See on this difference Blomkwist, 2012, p. 5 ff .
Blomkwist, 2012, p. 20.
628 Parl. Gesch. Boek 7, p.420 -421. See also Blomkwist, 2012, p. 34 . A consumer surety is a natural
person that neither acts in the course of a profession or in the operation of a business, nor on behalf
of the normal operation of the business of a public limited comp any (NV) or a private limited company
(BV) of which he is a director and in which he al one (or together with the other directors) holds the
majority of shares. There is a lot of case law concerning the question what amounts to a loan (and
guarantee for tha t loan) in the normal operation of a business. The answer to that question always
depends on the circumstances. Whereas taking a normal loan, such as a bank loan, will generally be
considered to be qualified as an act in the normal operation of business, t his can change under
specific circumstances. See Dutch Supreme Court 14 April 2000, JOR 2000/113 (Soetelieve/Stienstra);
Dutch Supreme Court 8 July 2005, JOR 2005/233 m.nt. Verdaas ( Rabobank/Van Hees); Dutch Supreme
Court 18 December 2015, NJ 2016/29, (X/I NG); see also Bergervoet, 2014). Emergency funding, with its
inherent risks, will for example often not be regarded as normal (Dutch Supreme Court 18 December
2015, ECLI:NL:HR:2015:3606, (Nooij/ING); Dutch Supreme Court 8 July 2005, JOR 2005/233 m.nt.
Verdaas (Rabobank/Van Hees); see also Amsterdam District Court 16 April 2003, JOR 2003, 191 with
case note A.J. Verdaas.
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conducts business through the vehicle of a public or private limited company, is equated with a
professional guarantor.629 This seems a pragmatic move of the legislator, but the consequences
can be grave.630 The legislator sees the entity as transparent for the application of the definition
of a professional surety, but otherwise does not regard the entity transparent. As discussed in
chapter 3 paragraph 3.1, this setup can be an ideal situation for the guaranteed creditor. On the
one hand, business assets are shielded from claims of private creditors of the guarantor, whilst
on the other hand the guaranteed creditor is not prevented from claiming on the guarantor
himself. It is this setup, probably combined with real security rights on business assets, that may
persuade the creditor to provide the loan, where he might not have done so if the guarantor
would not have conducted business through a legal entity but instead in his own name. As such,
the guarantor takes on large liabilities, which he might not have been able to take in his own
name. The risks are typically also hard to oversee for the guarantor, who is likely to be heavily
influenced in his risk-assessment by his own involvement in the corporation (see further
chapter 3 paragraph 2).
Dutch law offers little protection to ‘professional’ sureties. In some extreme cases, professional
sureties have however been successful in relying on art. 6:162 BW (tort law) against the creditor
in cases where the creditor, inter alia through the guarantee relationship, exerted pressure on
the guarantor in order to act in the interest of the creditor. The seminal case is Kip en
Sloetjes/Rabobank Winterswijk.631 Rabobank had for many years been the main bank of the Elka
group. Kip and Sloetjes were shareholders of the top holding. They had guaranteed a substantial
part of the group loans. When Elka ran into some financial trouble, Rabobank acted, in the view
of Kip and Sloetjes, carelessly towards Elka, Kip and Sloetjes, by forcing unfavorable conditions
on Kip, Sloetjes and Elka and ultimately by forcing Kip and Sloetjes to sell their shares at a low
price. The Court of Appeal had held that the claim of Kip and Sloetjes on Rabobank was a claim
for derivative damages, which would mean that, in line with the case law of the Dutch Supreme
Court, only the primarily injured party (Elka) could have claimed damages. The Dutch Supreme
Court however disagreed, considering that the interests of the shareholders were strongly
interwoven with those of the group, also given the personal guarantees granted by them and
given their dependence on Elka for their income. Given those personal interests of the
shareholders, the bank may have violated specific duties of care towards the shareholders
directly. The shareholders can claim direct damages in case of such a violation, which claim can
be distinguished from a derivative claim for damages as shareholders of the company.
In the 2018 case Leliveld/Rabobank, the Court of Appeal applied the reasoning in Kip en
Sloetjes/Rabobank, and indeed found that the bank had acted unlawfully directly towards the
shareholders of a group by making abuse of circumstances by forcing very unfavorable
conditions on the group and the shareholders in financially difficult times. The unfavourable
conditions for a credit expansion of € 20 million included a sale of 60% of the shares to the bank
(and other lenders) for € 1 and a fee to be paid to the lenders of € 20 million (the same amount
629

See MvT Inv., Parl. Gesch. Inv., p. 445 ; Compare also Nethe, 2003 .
The parliamentary history of the definition of a (non-)professional surety indeed shows that the
legislator was, in formulating the rule on shareholder/managers that guarantee debts of their
business, especially pre-occupied with the ability of the company to acquire sufficient financing, and
not so much with the possible inabili ty of the shareholder/director to assess the possibly substantial
risk involved (MvA II Inv., Parl. Gesch. Inv., p. 443 e.v. particulary p. 445; Parl. Gesch. Aanpassing BW
(Inv. 3, 5 en 6), p. 20. See also p. 24 (MvA II)).
631 Dutch Supreme Court 2 mei 199 7, ECLI:NL:HR:1997:ZC2365, NJ 1997, 662 ( Kip en Sloetjes/Rabobank
Winterswijk).
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as the credit expansion).632 The fact that the shareholders had guaranteed part of the debts of
the group towards the bank was in the reasoning of the Court of Appeal both one of the
circumstances of which the bank made abuse, and, like in Kip en Sloetjes/Rabobank, helped in
reaching the conclusion that the bank had acted unlawfully directly towards the shareholders.
As already discussed, the duty of the creditor to warn the surety does not apply to relationships
involving a professional surety (and also not to relationships involving a non-professional
creditor). Dutch law does, under special circumstances, allow some indirect effect of the
consumer suretyship rules on professional suretyships, for example where it concerns a oneman company that resembles a consumer.633

3.6 Protection of legal persons standing surety
Legal persons cannot be consumers in the sense of art. 7:857 BW, therefore consumer protection
does not apply to them. Articles 7:852-856 BW (on defences, subsidiarity634, interest and costs,
prescription, suretyship for payment in kind) do apply as default rules, but professional parties
can in principle deviate from these by contract.635 Legal persons may however enjoy some
protection through the ultra vires doctrine.
Legal persons often guarantee debts of other legal persons. In the case of two at first unrelated
legal persons, the guarantor would ask a premium to the creditor or principal debtor, reflecting
the risk he assumes and the costs he incurs. Within corporate groups, cross-ties in the form of
guarantees to a lender can often be found.636 The problem with such groups is that they often
operate as one economic entity. Rarely an arm’s length premium paid by the creditor or
principal debtor to the guarantor is found in this context. Such a case may raise the question
whether a guarantee is actually in the interest of the guarantor in question, or whether the
guarantee is in line with the (statutory) goal of the legal entity.637
In this context, we can distinguish between upstream-, downstream-, and cross-stream
guarantees. Downstream guarantees (guarantee by a parent for the debts of a subsidiary) are
generally not considered problematic in this context, as looking after the subsidiaries is often
assumed to be (part of) the goal of the parent company. This will typically also directly benefit
632

Gerechtshof Arnhem-Leeuwarden 27 March 2018, ECLI:NL:GHARL:2018:2893, Leliveld / Rabobank.
Tjittes, 2001, p. 349; C.J.M. Klaassen, 2002 ; Haentjens, 2010, p. 419.
634 Somewhat unclear is however whether parties can divert, and more specifically to what effect, from
the subsidiary nature of suretyship where it concerns non -consumer suretyships. Bergervoet, 2014;
Asser/Van Schaick 7-VIII* 2018/76.
635 See also Blomkwist, 2012, p. 13 .
636 See also Bartman and Dorresteijn, 2013, pp. 265 –266.
637 The idea of a ‘goal’ of a legal entity, and sanc tions on exceeding that goal, may need some more
explanation. Whereas natural persons are deemed to be able to take part in legal transactions without
having any overarching goal in doing so, legal persons are under Dutch law not allowed to do so
purposelessly (Art. 2:26 paragraph 1 BW; 2:53 paragraph 1 BW; 2:66 paragraph 1 BW; 2:177 paragraph
1 BW; 2:285 paragraph 1 BW). This difference can be related to the fact that legal persons cannot act
autonomously, but are instead a vehicle for natural persons. To do justice to separate legal
personality, the legal person needs some goal (compare Groenewald, 2001, p. 1 ). From this flows the
ultra vires doctrine: if the legal person needs a goal to do justice to legal personality, it should not be
allowed to act outside this go al (see further Groenewald, 2001, pp. 3 –4). The doctrine thus protects
the legal person against itself, or more specifically, against instrumental use by the natural persons
behind the legal person in as far as such instrumental u se is not in line with the goal of the company.
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the parent (and its creditors), as the shares in the subsidiary are assets of the parent. With
upstream guarantees (guarantees by a subsidiary for debts of a parent) and cross-stream
guarantees (guarantees by a group company to another group company that is neither a parent,
nor a subsidiary), the interest of the company in guaranteeing can be more questionable.
Article 2:7 BW stipulates that a legal act of a legal person is voidable in case the act is outside the
goal of the legal person and the counterparty knew or should have known (without its own
examination). Only the legal person itself can avoid the act on this ground. The parliamentary
history shows that the ‘goal’ should be understood as the statutory goal, although also the
interest of the company should be taken into account.638 Guarantees by group companies for the
debts of other group companies, or for the debt of the whole group, are however difficult to
avoid on grounds of art. 2:7 BW under current Dutch law for a number of reasons.639 Firstly, a
credit facility can possibly be deemed to be used by each entity in the group that has access to it,
even if the entity in question has not actually used it.640 Secondly, the goal of the legal person can
be formulated broadly and will often include, after describing the goal substantively, something
like “as well as everything that could be serving this goal or has a connection to the goal, including
guaranteeing obligations of group entities.”641 Thirdly, even if the statutory goal lacks such a
formulation, ‘secondary acts’, that are not covered by the statutory goal in a strict textual
interpretation but do have some relation to the goal, are generally deemed to be covered by the
statutory goal.642 Fourthly, even if a guarantee for a debt of a group company can be considered
outside the statutory goal, the entity can only invoke 2:7 BW if it can prove that the counterparty
knew or should have known it was outside the scope.643
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Asser/Maeijer, Van Solinge & NieuweWeme 2-II* 2009/830; Blomkwist, 2012, p. 45 .
Asser/Maeijer, Van Solinge & NieuweWeme 2-II* 2009/830; Bergervoet, 2014.
640 Although the Dutch Supreme Court is not entirely clear on this point, it seems to accept that access,
and or/indirect profit, can be su fficient to establish that a group entity has ‘used’ the credit line. See
Dutch Supreme Court 13 July 2012, NJ 2012, 447 (Jansse n q.q./JVS Beheer); Dutch Supreme Court 18
April 2003, JOR 2003/160, m.nt. Bartman (Rivier de Lek/Van de Wetering); see also Bartman and
Dorresteijn, 2013, p. 275 ff ). Thus, if the entity had access to a facility and it cannot be proven that
the entity really did not directly or indirectly profit from the facility, relying on art. 2:7 BW will be
difficult because co -signing the credit facility must then at least partly be deem ed to have been in the
interest of the company.
641 Although there is some discussion whether, if the statutory goal specifically allows guaranteeing
debts of group entities, there could not still be room for avoidance if the guarantee is clearly not in
the interest of the entity in question, see
Bergervoet, 2014 ; 641 Asser/Maeijer,
Van Solinge & NieuweWeme 2-II* 2009/830; Dutch Supreme Court 20 September 1996, NJ 1997,
149; JOR 1996/119 (Playland). There is some discussion on the question whether such a formulation
always excludes relying on art. 2:7 BW to avoid a guarantee as ultra vires. Van Schilfgaarde has argued
that there should still be some room for 2:7 BW, even if the statutory g oal explicitly allows
guaranteeing obligations of group companies, for example in cases of (gross) disproportionality
between the assets of the com pany and the incurred liability ( Schilfgaarde and Winter, 2003, p. 153 );
see for reference to other authors arguing this point: Bartman and Dorresteijn, 2013, p. 273 . Some
others however see less room for 2:7 BW in such a case (See , also for more references: Bartman and
Dorresteijn, 2013, pp. 273 –274).
642 Acts in relation to the financial structure of the group are generally th ought to be such secondary
acts,
especially
if
the
company
has
‘used’
the
line
of
credit
(Asser/Maeijer,
Van Solinge & NieuweWeme 2-II* 2009/830). Again, as noted above, the Dutch Supreme Court has a
rather wide interpretation of ‘use’ in this context: acc ess to the credit or indirect profit may be
sufficient. See Dutch Supreme Court 13 July 2012, NJ 2012, 447 (Janssen q.q./JVS Beheer); Dutch
Supreme Court 18 April 2003, JOR 2003/160, m.nt. Bartman (Rivier de Lek/Van de Wetering); see also
Bartman and Dorresteijn, 2013, p. 275 ff .
643 As the subjective element of knowledge will be hard to prove in practice, the party will often have
to rely on the objectified version: the counterparty should have k nown. Of course, this becomes
harder to prove in case the text of the statutory goal expl icitly sanctions such a guarantee
639
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Guarantees given by a company for group debts could not only be suspect in the context of the
ultra vires doctrine, but also in the context of conflicts of interests in the sense of art. 2:129
paragraph 6 and 2:239 paragraph 6 BW. The director of the group company that issues the
guarantee could be a natural person that is also the director of the parent company, or of other
group companies, and may thus be pursuing the interest of another group company when
issuing the guarantee, instead of the interest of the guarantor itself. Or the director could be the
parent company itself, pursuing its own interest rather than that of the subsidiary.
Until 2013 Dutch law had a provisions on conflicts of interest which applied to the limited
company (art. 2:256 BW) and to the public company (art. 2:146 BW). This provision stipulated
that, simply put, in case of a conflict of interest of one of the directors of the company, the
directors would not be authorized to represent the company. If the board would have
represented the company anyway, the legal act resulting from it would be invalid and this
invalidity had external effect, meaning that the company (or its bankruptcy administrator) could
rely on the invalidity towards an external party, in as far as that external party knew or could
reasonably have known about the conflict of interests.644 However, art. 2:256 BW and art. 2:146
BW have been revoked on 1 January 2013.
The new provisions on conflicts of interest, art. 2:129 paragraph 6 and 2:239 paragraph 6 BW
for directors, do not have external effect. Conflicted directors are still not allowed to take part in
taking the decision at hand, but even if they do, this does not affect the legal act that flows from
the decision, merely the internal management decision can be avoided (art. 2:15 BW). In other
words, the company (or its bankruptcy administrator) cannot against an external party rely on
the fact that one or more directors were conflicted in taking the decision, even if the external
party was aware of the director(s) being conflicted.645
The provisions on conflict of interest could however still have some relevance in the context of
guarantees. Even lacking external effect, it can under specific circumstances be unacceptable
according to the standards of reasonableness and fairness for the counterparty that knew that a
director was conflicted to invoke the contract against the company (the so-called Bibolinidefence).646 The question whether a conflict of interest exists thus remains relevant.
There has been a recent shift of the Dutch Supreme Court from an abstract reading of conflicts of
interests, to a more case-by-case approach that makes proving a conflict of interest more
difficult.647 Moreover, the Dutch Supreme Court recently noted that guaranteeing a group debt is
in principle not suspect under the rules of conflicts of interests.648 The new law as of January
2013 also seems to exclude such cases more broadly, by emphasizing the personal interest of the
director. An interest of the director in the quality of being a director of another group company
does not seem to be viewed as a personal interest by the legislator.649 However, it seems likely
that a director who makes the corporation guarantee a debt of himself towards his creditor,
(Bergervoet, 2014). The category of cases in which knowledge on the side of the counterparty can be
proven, therefore probably exclusively covers cases in which a guarantee was manifestly detrimental
to the debtor to such an extent that it endangered the own activities of the entity
(Asser/Maeijer/Van Solinge & NieuweWeme 2-II* 2009/830).
644 Dutch Supreme Court 11 September 1998. RvdW 1998, 150C (Mediasafe II).
645 See also Bartman and Dorresteijn, 2013, p. 284 .
646 Dutch Supreme Court 17 December 1982, NJ 1983, 480 (Bi bolini).
647 Dutch Supreme Court 27 June 2007, NJ 2007, 420 (Bruil), see also Asser/Maeijer, Van Solinge &
Nieuwe Weme 2-II* 2009/400.
648 Dutch Supreme Court 27 June 2007, NJ 2007, 420 (Bruil).
649 Kamerstukken Tweede Kamer 2008/2009, 31 763, nr. 6, p. 18; see also Dongen, 2013, p. 47.
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would be serving a personal interest. A more difficult question poses itself when a mix of these
cases occurs: the director that represents the company in guaranteeing his own debt, could at
the same time be the parent company (under Dutch law, legal persons can be directors), which
makes the debt a group debt. Such a guarantee is not considered to be suspect under the current
conflict of interest rules.

3.7 The spouse
Spouses of consumer guarantors are somewhat protected against adverse effects of guarantees
by art. 1:88 and 1:89 BW.650 Guarantees can make the guarantor liable for large sums, which the
guarantor – as opposed to the case of a normal loan, has never received. As such, it can put the
guarantor, and his or her spouse, in great financial danger. Therefore, some guarantees need
approval of the spouse, otherwise the spouse (but not the guarantor himself) can avoid the
guarantee under art. 1:89 BW.651 This regime applies regardless of the marital conditions
between spouses and also applies to registered partnerships.
Art. 1:88 paragraph 1 BW stipulates which legal acts need approval of spouses; sub c of that
article quite generally covers guarantee relationships.652 Excluded however are guarantee
relationships in which the guarantor himself also takes on some internal liability.653 Moreover,
art. 1:88 paragraph 1 sub c BW excludes guarantees if the guarantor’s occupation or business
consists of issuing guarantees, or if this is at least normal in their occupation or business. This
exception is rather narrow, as there are probably not many natural persons that routinely issue
guarantees in the course of their business.654
Art. 1:88 paragraph 5 BW contains a more important exception, stipulating that approval is not
necessary concerning guarantees issued by a spouse on behalf of the normal operation of the
business of a public limited company (NV) or a private limited company (BV) of which he is a
director and in which he alone (or together with the other directors) holds the majority of
shares.655 This definition is analogous to the definition of consumer suretyship in art. 7:857 BW.
The Dutch Supreme Court has interpreted this paragraph as meaning that if the loan taken by
the company (for which the guarantee was issued) can be qualified as a loan in the normal
operation of the business, this also applies to the guarantee.656 Protection is also withheld in
case of a one-off loan, as long as the proceeds are used for the normal operation of the business.
There is a lot of case law concerning the question what amounts to a loan (and guarantee for
that loan) in the normal operation of a business. The answer to that question always depends on
the circumstances. Some guidelines and rules of thumb can however be formulated based on the
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Conceptually, the consumer guarantor is not protected, but the spouse is.
See also Asser/Van Schaick 7 -VIII* 2018/109.
652 The other acts that need approval include acts concerning houses in use with the spouses
653 Asser/De Boer 1* 2010/248.
654 See also Bergervoet, 2014; Asser/De Boer 1* 2010/249; Blommaert, 2018.
655 Indirect directorship and shareholding is (rather obviously) se en as sufficient, see Dutc h Supreme
Court 11 juni 2003, NJ 2004/173 (Kelders/Fortis) and Dutch Supreme Court 8 October 2010, JOR
2010/367 (Abbink/SNS), as long as the surety has control over the organization and has a financial
interest in it. See also: Di strict Court Midden -Nederland, 1 July 2015, JOR 2015/313 (Barclays/X).
656 Dutch Supreme Court 14 April 2000, NJ 2000/689 (Soetelieve/Stienstra). See recently also Dutch
Supreme Court 18 December 2015, ECLI:NL:HR:2015:3606, (Nooij/ING).
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available case law. Firstly, the aim of protection of the spouse of art. 1:88 BW should be taken
seriously and the exception of paragraph 5 of that article should not be interpreted broadly.657
Secondly, whereas concluding a normal loan such as a bank loan will generally be considered to
be qualified as an act in the normal operation of business, this can change under specific
circumstances.658 Emergency funding, with its inherent risks, will for example often not be
regarded as normal.659
If approval of the spouse was needed, but is absent, the spouse can avoid the guarantee (art.
1:89 BW). The creditor in good faith can however defend himself against such avoidance (art.
1:89 paragraph 2 BW). If he was made to believe that the guarantor was not married, for
example because the guarantor told him so, he could rely on this article.
In 2013, the Dutch Supreme Court ruled that the special duty to warn the surety (see paragraph
3.2 above) does not equally apply to the spouse that co-signs the suretyship pursuant to art. 1:88
BW.660 All that is needed is the signature of the spouse, the creditor does not need to inform the
spouse separately on the dangers involved in the suretyship. This does reduce the protective
force of art 1:88 BW substantively.661 The requirement does, because of this decision of the
Dutch Supreme Court, not do much more than making sure that the spouse at least has
knowledge of the existence of the suretyship (and of course helping the occasional lucky spouse
that did not co-sign with an avoidance action). It would be a strange marriage (though probably
not too uncommon) in which the spouse did not have any knowledge of such a risky transaction.
In that sense, apart from helping lucky spouses with an avoidance action, the requirement seems
to have little substance. If the bank on the other hand would have the duty to warn the spouse of
the risk involved, this may substantially help prevent irrationally assumed suretyships.
If for example a spouse is the shareholder of a small corporation and the bank requests a
personal guarantee for the corporate debts, the shareholder may, because of his or her
involvement in the business and thus colored view of the risk involved, not be able to rationally
consider the proposal, especially when he or she is under high pressure, for example in the case
of a distressed business. His or her spouse may be better able to oversee the situation in a more
detached and rational manner. A duty of the bank to inform the spouse directly of the risks
involved would help making the right decision.

3.8 Protection through bankruptcy law
Arguably, a surety that is liable for a large amount is somewhat protected by the protection that
bankruptcy law offers against life-long over-indebtedness by discharging debts under certain
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Dutch Supreme Court 14 April 2000, NJ 2000/689 (Soetelieve/Stienstra).
Bergervoet, 2014.
659 Dutch Supreme Court 18 December 2015, ECLI:NL:HR:2015:3606, (Nooij/ING); Dutch Supreme Court
8 July 2005, JOR 2005/233 m.nt. Verdaas ( Rabobank/Van Hees); see extensively also Blommaert, 2018;
Smelt, 2017.
660 Dutch Supreme Court 12 April 2013, NJ 2013/390 m.nt. Tjong Tjin Tai ( Pessers/Rabo); if the spouse
is, apart from co -signing the suretyshi p, also a client of the bank, for example because the spouse has
an account at that bank, the bank may have a duty to warn the spouse of the dangers involved in co signing because of that contractual relationship between bank and account holder. See Dutch Supreme
Court 12 April 2013, NJ 2013/390 m.nt. Tjong Tjin Tai ( Pessers/Rabo).
661 Case comment Tjong Tjin Tai to Dutch Supreme Court 12 April 2013, NJ 2013/390 ( Pessers/Rabo).
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conditions. The granting of a fresh start is however not self-evident under Dutch law and it will
in any case take a long time before such a fresh start is granted, if it is. Art. 285 paragraph 1(f)
Fw stipulates that a debtor should first try to settle his debts with his creditors. If this does not
work out, the debtor needs to obtain a declaration from the mayor and the city council members
of the municipality where the debtor lives, declaring that he indeed tried to settle his debts and
that this has proven not to be possible. With this declaration in hand, the debtor who is a natural
person can request the court to be submitted to the ‘schuldsaneringsprocedure natuurlijke
personen’ (debt clearing procedure for natural persons).
The court will only allow the debtor to enter the procedure if the debtor has, over the past five
years, not been in bad faith in relation to incurring debts or leaving debts unpaid (art. 288
paragraph 1(b) Fw). The court has considerable freedom in establishing whether the debtor has
been in good faith. Debts related to criminal offences or debts related to tax claims are generally
not considered to be acquired in good faith. Debts on guarantees for corporate debts are
generally seen as acquired in good faith, but this may change depending on the circumstances.
Further requirement for entry in the procedure is that it must be sufficiently clear to the court
that the debtor will be able to perform the duties of the procedure and will make an effort to
earn as much as possible during the course of the procedure in order to pay his creditors (art.
288 paragraph 1(c) Fw). The requirements of the procedure are strict. Requests to be admitted
to the procedure are dismissed for the reason that the court is not convinced that the debtor will
be able to perform his duties. This could be because the debtor does not seem sufficiently proactive, or because the debtor is involved in ongoing personal trouble.
If the debtor is allowed entry to the procedure, the court appoints an administrator. The
administrator liquidates all the assets of the debtor (excluding some basic necessities) (art. 347
Fw) and divides the proceeds between the creditors (art. 349 Fw). That is just the beginning.
The procedure takes at least three years (art. 349a Fw). During those three years, the debtor is
supposed to work and earn money to pay his creditors as much as possible. If the debtor is
unemployed, he or she has to continuously apply for jobs and submit proof of such applications.
The administrator has to be given all relevant information. The debtor is not allowed to incur
new debts or to act against the interest of creditors. The administrator supervises whether the
debtor performs these duties. If the debtor fails to perform his duties, the court can remove him
or her from the procedure (art. 350 paragraph 3 Fw). A fresh start is not granted in that case and
the debtor is denied access to the procedure in the next ten years (art. 288 paragraph 2 (d) Fw).
Only when the whole procedure has been successfully finished after three years (or five if the
court decides to prolong it), the slate is wiped clean (art. 358 paragraph 1 Fw).
In short, Dutch bankruptcy law is not forgiving towards debtors. A fresh start can be obtained,
but only after a lengthy procedure that is not open to everyone and that involves liquidating all
assets of the debtor and involves the debtor having the obligation to work to as much as possible
pay the creditors for at least three years.

3.9 Summary
This paragraph discussed Dutch law on the internal relationship between principal debtor,
creditor and guarantor. Consumer sureties enjoy some protection, both based on case law and
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on statutory mandatory law. This protection however usually does not extend to sureties in the
context of corporate finance, which is the subject of this book. The Dutch law rules on consumer
suretyship can in principle extend to shareholders or directors that stand surety for corporate
debts, but do so only in a limited number of cases. Under Dutch law, such sureties fall outside the
realm of consumer protection if they are both director and (alone or together with the other
directors) hold the majority of shares of the debtor and the suretyship is on behalf of the normal
operation of the business. This excludes many suretyships by shareholder/directors in the
context of corporate finance from consumer protection, even suretyships for large, one-off loans.
Even if a surety qualifies as consumer, there are also some gaps in consumer surety protection,
most notably the lack of substantive protection, the limited protection of consumer guarantors
that are co-debtors and not sureties, the lack of clarity around consumers that are guarantors in
independent guarantee relationships and the lack of specific protection of family sureties. One of
the important default rules in favor of the guarantor is the statutory right to reimbursement,
subrogation and contribution that the guarantor is granted. These rights can however, at least to
an important extent, be waived, also by consumers.
Dutch law is rather well developed in protecting the spouse of the guarantor against the
financial danger that guarantees can entail, by stipulating that the spouse can annul certain
guarantees (though the exceptions to this rule have been interpreted liberally by courts,
seriously undermining the protection) if they were entered into by the guarantor without the
consent of the spouse. However, the special duty to warn the surety does not extend to the
spouse, which substantially reduces the protection of the spouse.662

4 Dutch law on opportunism towards parties outside
the guarantee relationship
Until this point, only the relations between the parties in the guarantee relationship, being the
creditor, the principal debtor and the guarantor, have been discussed. Often the focus is
primarily on these relations. Guarantees can however, as has been extensively described in
chapter 3 paragraph 3, also influence the positions of outsiders. This chapter examines the
current regulation under Dutch law of such effects on outsiders and the protection of the
interests of these outsiders against possible opportunistic use by insiders. This analysis breaks
new ground, as Dutch law and scholarly writing has had very little attention to the externalities
of the guarantee relationship.
Chapter 3 paragraph 3 identified various types of opportunistic behavior with guarantees
towards outsiders in two categories: opaque priority structures (ex ante opportunism) and
covert insider dealing (ex post opportunism). Taking these types of opportunistic behavior as a
starting point, or in comparative law terms as tertium comparationis,663 Dutch law will be
discussed.
662
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Dutch Supreme Court 12 April 2013, NJ 2013/390 m.nt. Tjong Tjin Tai (Pessers/Ra bo).
See extensively chapter 1.
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The discussion will mostly focus on the context of the financing of closely held corporations,
because guarantees by shareholders or group companies are by far most common in this setting.
Some reference will be made to the setting of public companies, especially where indirectly
relevant to the closely held corporation.
As the analysis will show, Dutch law is underdeveloped in dealing with opportunism towards
parties outside the guarantee relationship, also in relation to US law (chapter 5) and German law
(chapter 6).

4.1 Regulatory approach to opaque priority structures (ex ante
opportunism)
Guarantees can serve as a device instrumental in creating a structure in which one creditor or
insider guarantor has priority over another creditor, especially in the context of corporate
finance. In essence, guarantees can be used as a functional equivalent to real security rights by
creating a perforated limited liability shield. This is not directly apparent, because it seems that
the guaranteed creditor has recourse to an alternative source of payment with the guarantee
and thus is not prioritized above other creditors of the debtor, but when one zooms out from the
entity level, the priority granted by guarantees, and the externalities that come with it in the
context of corporate finance, become apparent.
Chapter 3 paragraph 3.1.2 discussed whether such priority structures could as such generally be
justified as efficient. Although guarantees can certainly perform efficient functions by preventing
asset stripping, the analysis also showed that such piercing guarantees lead to various inefficient
dynamics. It was concluded from the analysis of the literature on the efficiency of limited liability
that the efficiency case for limited liability in small companies and within corporate groups is
generally very weak and even weaker when guarantees are used to selectively pierce the limited
liability shield. Legal systems should thus be wary of such contractually perforated shields. From
a different perspective, the analysis of the literature on the efficiency of secured credit has also
shown that the efficiency case for guarantees piercing a limited liability shield is very weak.
Justification of secured credit based on efficiency grounds is already very problematic and the
efficiency case for the priority that guarantees grant is even more problematic, as such priority is
often more covert, misleading and deceptive. This paragraph will discuss to what extent Dutch
law upholds such perforated limited liability structures.
As emerges from chapter 3 paragraph 3.1, there are roughly four regulatory approaches by
which a legal system could address the inefficiencies created by pierced limited liability
structures as such: (1) not upholding limited liability (‘tearing down the walls’), (2) avoiding the
piecing guarantees (‘reinstating the walls’) (3) subordinating loans guaranteed by shareholders
(somewhat reinforcing the walls, though only to protect the patrimony of the debtor) and (4)
disallowing double proof (again, somewhat reinforcing the walls). To which extent Dutch law
adopts these approaches is discussed below in the aforementioned order. As the analyses will
show, Dutch law offers little protection against opaque priority structures with guarantees.
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4.1.1 Annulling limited liability
To recall, chapter 3 paragraph 3.1.2 discussed incorporation combined with a guarantee that
pierces the limited liability shield (or entity shield) that incorporation creates. The argument
developed there was that it is hard to justify such structures from the policy arguments that
support limited liability. In essence, a combination of incorporation and a piercing guarantee
allows the guaranteed creditor and guarantor together to use limited liability of the debtor as a
shield against non-guaranteed creditors. This paragraph analyzes to what extent Dutch law has
any sensitivity to these dynamics or addresses the problems identified, by tearing down the
limited liability walls under certain circumstances.

a) Direct veil-piercing
In the public and the private company, shareholders of the company are not personally liable for
the (unpaid) debts of the corporation (art. 2:64 paragraph 1 BW and 2:175 paragraph 1 BW
respectively). However, in case of abuse of legal personality, a court could equate the legal
person with its shareholder(s), thus burdening the shareholder with all the debts of the legal
person, effectively cancelling legal personality and thus limited liability. Dutch courts rarely do
so.664 Necessary conditions for such equation probably include a clear case of abuse of legal
personality with the purpose of avoiding opportunities for recovery by creditors.665 Of course,
the fact that a shareholder guaranteed some debts of the company could be a relevant
circumstance in establishing abuse of legal personality, as such a guarantee diminishes the
separateness of the asset pool of the company, but will in itself certainly not be sufficient to
pierce the corporate veil.
Next to direct veil-piercing, the veil could de facto be (partly) lifted by a tort claim against
shareholders of the company, in Dutch law often referred to as indirect veil-piercing, which will
be discussed below.

b) Shareholder liability in tort law
‘Direct’ veil-piercing was discussed above. When the corporate veil is directly pierced, the
boundaries between legal persons are completely disregarded by a court: they are seen as one
legal person with one patrimony. As also discussed, such direct piercing is very rare. That does
not mean shareholders are safe from claims of creditors of the company. Creditors could pursue
shareholders on the basis of tort (art. 6:162 BW), often referred to as indirect veil-piercing. If
such a claim succeeds, the boundaries between the shareholder and the company it holds shares
in are not completely disregarded, but the shareholder is de facto held liable for some specific
debt(s) of the company. The veil is partly lifted. Dogmatically however, the veil is not lifted and
the shareholder is not held liable for the company’s debts, but the shareholder is held liable for
its own unlawful behavior and the damage that results from such behavior towards a creditor.666
Question is whether shareholders can generally, outside cases of distributions on guaranteed
664

Asser/Maeijer, Van Solinge & Nieuwe Weme 2 -II* 2009/836.
See Barneveld, 2014, pp. 470 –471; The Dutch Supreme Court case Krijger/Cit co (9 June 1995, NJ
1996, 213) is also often mentioned in this context, although the case is strictly not about veil -piercing,
see also Groenewoud, 2003, pp. 4 –5.
666 Compare: Asser/Maeijer, Van Solinge & N ieuwe Weme 2-II* 2009/837.
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loans (which will be discussed below in paragraph 4.2), be more easily held liable because they
have already voluntarily pierced the veil by giving one creditor a guarantee.
Relevant in this context is that, next to liability for distributions, the Dutch Supreme Court has
also set out the conditions for holding shareholders responsible for (certain) debts of the
subsidiary on the basis of art. 6:162 BW in situations of unjustifiably continuing the company.667
In short, a parent company (or shareholder) can be held liable if there are close ties between
shareholder and company with the accompanying power of intervention of the shareholder,668
which leads to the conclusion that the parent has some duty of care towards creditors of the
subsidiary, while this duty has been breached at a certain point by not acting on a moment that
the subsidiary is in a deplorable financial state and the shareholder knows, or should have
known, that new creditors would be prejudiced.669 This category of shareholder liability is often
referred to as liability for creating a false appearance of creditworthiness. The parent company
can be held liable for the claims of creditors on their subsidiary if these claims came into
existence after the moment that the parent should have acted. Whereas the earlier case law of
the Dutch Supreme Court led many to believe that liability could only occur if this appearance of
creditworthiness was created actively,670 for example by the shareholder communicating to
creditors that he would continue to financially support their debtor,671 later case law also seems
to allow for the possibility of claiming on the parent even if the parent did not actively create the
appearance.672
Important to note is that the mere fact that the parent has financed the subsidiary, directly with
loans or indirectly with guarantees, and stops this financing at some point, can in itself probably
not lead to the conclusion that the parent can be held liable for creating a false appearance of
creditworthiness.673 A shareholder that still invests in the company prior to insolvency, and thus
takes risk himself, is often actually less likely to be held liable for creating a false appearance of
creditworthiness.674 In that sense, the fact that a shareholder guarantees or has guaranteed
certain debts of the company could, counterintuitively, make it more likely that the shareholder
escapes liability towards other creditors.
There are also some cases in which liability of shareholders was not based on not acting by the
shareholders at a moment at which bankruptcy of the debtor was foreseeable, but as such on the
corporate structure of which the bankrupt debtor was part. Such cases are however rare. The
leading case before the Dutch Supreme Court is Comsys.675
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Most notable are: Dutch Supreme Court 25 September 1981, NJ 1982, 443 (Osby); Dutch Suprem e
Court 12 September 2008, JOR 2008/297 (Van Dusseldorp/Coutts Holding); Dutch Supreme Court 1 9
February 1988, NJ 1988, 487 (Albada Jelgersma); Dutch Supreme Court 18 November 1994, NJ 1995,
170 (NBM/Securicor); Dutch Supreme Court 21 December 2001, JOR 2002/38 (Sobi/Hurks).
668 See particularly Dutch Supreme Court 21 December 2001, JOR 2002/38 (Sobi/Hurks) and the cas e
note by Bartman; see also Asser/Maeijer, Van Solinge & Nieuwe Weme 2 -II* 2009/842.
669 Dutch Supreme Court 21 December 2001, JOR 2002/38 (Sobi/Hurks).
670 See case note Bartman to Dutch Supreme Court 21 December 2001, JOR 2002/38 (Sobi/Hu rks).
671 See for such a case Dutch Supreme C ourt 19 February 1988, NJ 1988, 487 (Albada Jelgersma).
672 Dutch Supreme Court 21 December 2001, JOR 2002/38 (Sobi/Hurks); see also Asser/Maeijer, Va n
Solinge & Nieuwe Weme 2 -II* 2009/842.
673 See the Court of Appeal case that led to Dutch Supreme Court 12 Se ptember 2008, JOR 2008/297
(Van Dusseldorp q.q./Coutts Holding).
674 See paragraph 4.20 of the Advocate General’s opinion to Dutch Supreme Court 12 September 2008,
JOR 2008/297 (Van Dusseldorp q.q./Coutts Holding).
675 Dutch Supreme Court 11 September 2009, NJ 2009/565 (Comsys/Van den End q.q.) with annotation
by H.J. Snijders and P. van Schilfgaarde.
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Comsys Systems B.V. (hereafter: Holding) was sole shareholder and director of Comsys Services
B.V. and Comsys B.V.. Together the entities ran an integrated economic operation. Comsys B.V.
dealt with contracts and debt collection, whereas Comsys Services B.V. bought and installed
products, for which it was not fully remunerated by Comsys B.V.. Comsys Services B.V. ran at a
loss from the start, whereas Comsys B.V. was profitable. The losses where compensated in a
current account within the group for some time, but this line of support was discontinued at
some point by the parent. The bank had security rights on the assets of Comsys Services B.V..
Comsys Services B.V. inevitably went bankrupt and the creditors other than the bank had no
recourse. The bankruptcy administrator brought a tort claim against Holding, on behalf of the
joint creditors. The Dutch Supreme Court upheld the judgment by the Court of Appeal, deciding
that Holding was liable under tort law (art. 6:162 BW) for setting up a group structure in which
Comsys Services B.V. was inevitably loss-making, with inherent risks for the creditors, which
risks were increased further by the fact that the bank had security rights on the assets of Comsys
Services B.V.. In such a group structure, Holding had a duty of care towards the creditors of
Comsys Services B.V.. This duty was breached by discontinuing the support for Comsys Services
B.V. without warning the creditors.
In the literature, some reservations have been made as to deriving general rules from this
case.676 The circumstances were rather specific, with Comsys Services being loss-making from
the start and by design, as the profits from Comsys Services’ economic activities were granted to
another group entity. Outside setting up a structure in which one or more group companies are
loss making by design and others take the profits, the ruling probably has little influence.677
The relevance of this to selectively pierced group structures is that operating a group such as the
one in the Comsys case is often essentially made possible by piercing guarantees. Strangely
enough, this is not as such discussed in the Comsys case itself, although piercing guarantees were
very likely in place. The Court of Appeal does mention that there was one credit contract
between the whole Comsys group and Rabobank and that Comsys Services had pledged all its
assets to Rabobank. These circumstances are almost unthinkable without each group member
guaranteeing the whole debt. Because of these guarantees, Rabobank did not have to care much
about the internal group structure. The parent profits from the structure, the major lender that
makes the structure possible by financing it does not care about the structure because all group
companies have issued guarantees to the bank. The creditors that probably had no knowledge of
the structure are however prejudiced. The guarantees are thus a crucial part of making the
structure practically possible.
In short, Dutch law does not clearly recognize the guarantee by a shareholder a relevant factor in
shareholder liability cases. In that sense, Dutch law has little sensitivity to the opaque priority
structure that the guarantee and incorporation together can create.

4.1.2

Avoidance of the guarantee itself

An alternative legal response to tearing down the limited liability walls in order to address the
inefficiencies of certain perforated limited liability structures is to reinstate the walls by giving
676
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certain actors such as other creditors or the bankruptcy administrator the power to annul the
guarantee. Under Dutch law, an avoidance action (‘actio pauliana’) seems most suitable to this
end. As the discussion below shows, the actio pauliana is not easy to apply to the situation
discussed and does not track the efficiency analysis of guarantees given in chapters 2 and 3.
Other instruments to avoid (the effects of) a piercing guarantee that may come to mind are an
action based on the doctrine of ultra vires (‘doeloverschrijding’) and an action based on conflict of
interest of the directors involved. Both these actions are however excessively hard to apply to
the situation discussed, as already shown in paragraph 3.6 above. Current Dutch law on these
actions thus needs little further discussion.
Guarantees issued by the debtor could become suspect as transactions at an undervalue if the
guarantor does not receive a (sufficient) direct premium for issuing the guarantee. If a debtor
that issued such a guarantee enters into bankruptcy, the bankruptcy administrator may try to
avoid the guarantee, thus avoiding liability for debts of others.
Under Dutch law, the bankruptcy administrator can avoid certain acts that the debtor performed
before bankruptcy, the so-called actio pauliana. Within transaction avoidance law, the Dutch
doctrine distinguishes between legal acts that the debtor was obliged to perform (art. 42 Fw),
and acts that were not required by a pre-existing legal duty (art. 47 Fw). Acts that were required
by a pre-existing legal duty are generally (much) more difficult to avoid for a bankruptcy
administrator. If a group entity guarantees group debt towards a lender, this may be on request
of the parent or holding company. Such an instruction by the parent, does however not make
issuing the guarantee ‘obliged’ in the sense of art. 47 Fw. Only legal obligations towards the
counterparty of the contested act qualify as obligations in the sense of art. 47 Fw.678 Unless the
debtor committed himself towards the creditor to issue the guarantee prior to guaranteeing, the
bankruptcy administrator can rely on art. 42 Fw in trying to avoid the act.
For the application of art. 42 Fw, the bankruptcy administrator should, next to showing that
there was no legal duty to perform the act, show that the act brought prejudice to the creditors
and that both the debtor and the counter-party had knowledge of such prejudice (art. 42 Fw).
Knowledge of prejudice on the side of the counterparty does not have to be shown by the
bankruptcy administrator in case the act was for no consideration, and if such act for no
consideration was performed within less than one year prior to insolvency, knowledge of
prejudice is presumed to exist on the side of the debtor (art. 45 Fw). These exceptions may apply
to issuing guarantees in the context of group finance if it can be shown that the debtor in no way
profited from issuing the guarantee. In the case X q.q./Van Doorn Beheer, the Court of Appeal
found that a guarantee of an ex-subsidiary that guaranteed the debt of the buyer of the shares of
that subsidiary towards the ex-parent company was an act without consideration.679 More
generally however, the courts are likely to assume that indirect benefits from the guarantee will
qualify as consideration.680 Most guarantees for group debt, or guarantees by natural persons for
debts of a limited liability corporation in which they hold shares, will thus probably qualify as
acts for consideration.
Secondly, prejudice to creditors needs to be shown. The Dutch Supreme Court has a rather broad
understanding of prejudice, which makes proving prejudice generally no issue for the
678
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bankruptcy administrator.681 Showing (somewhat objectified) knowledge of prejudice is
generally however hard, especially on the side of the counterparty. The yardstick that the Dutch
Supreme Court has formulated is that such knowledge exists on the side of the counterparty if it
can be shown that bankruptcy and a deficit in such bankruptcy, which implies prejudice to
creditors, could have been foreseen with reasonable probability.682 This is generally hard to
show.
The bankruptcy administrator is however helped with the evidentiary presumptions of
knowledge of prejudice (on both the side of the creditor and the debtor) of art 43 Fw, which
presumptions may apply to the case of guarantees in the context of group finance and
guarantees by business owners. The first requirement for the presumption to apply is that the
guarantee was issued within one year prior to insolvency. For older guarantees, the bankruptcy
administrator will always have to show that bankruptcy and a deficit in such bankruptcy could
have been foreseen with reasonable probability by both parties to the transaction.
If the guarantee was issued in the year prior to bankruptcy, the evidentiary presumption applies
only if one of the following alternative conditions is also met: (1) the transaction was at an
undervalue; (2) the transaction was a payment on or security for old debt that was not yet due;
(3) the counterparty was a related party, as defined in art. 43 paragraph 1 (3)(4)(5) and
paragraphs 2-6. The background of these requirements is that art. 43 Fw describes particularly
suspect categories of transactions that should more easily be up for avoidance.
The first alternative condition, transactions at undervalue, is complicated to apply to guarantees.
As discussed above, even guarantees for which no direct premium is paid will usually be viewed
as ‘for consideration’. That does not mean that the up- and downside to the guarantor were
sufficiently balanced. If, in the group context, the debtor that issued the guarantee hardly used
the credit facility, this may lead to the conclusion that, whilst there may have been
consideration, the transaction was performed at an undervalue.683 If the transaction was at an
undervalue because the profit the debtor had from the transaction was disproportional to the
liability incurred, the creditor could possibly argue that he did not have to have insight in the
internal relations of his debtors.684 Whether this suffices is unsure and probably dependent on
the circumstances. As Van Schilfgaarde argues, this defense becomes difficult to maintain if the
liability of the debtor under the guarantee exceeds the size of the patrimony of the debtor.685 The
focus in applying this requirement is on what the upside was for the guarantor and what liability
was incurred, and whether these are in balance. As discussed in chapter 3 paragraph 3.1.4 and
shown by Squire (cited there), this focus does not follow the efficiency analysis of such
guarantees. The focus should be on the question to which extent the fate of guarantor and debtor
were correlated. A higher correlation makes it more likely that the guarantee disadvantaged
other creditors.
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The evidentiary presumption also applies if the guarantee was assumed for an older debt that
was not yet due (art. 43 paragraph 1 sub 2 Fw).686 Guarantees are probably often granted for
such old debts that are not yet due, but by definition not for debts of the debtor himself, but for
debts of others. The requirements thus do not apply directly. One could convincingly argue for
analog application, but there is no leading case law on exactly this point.687
The same applies to the alternative condition for application of the evidentiary presumption of
related party transactions in art. 43 paragraph 1 (3)(4)(5) and paragraphs 2-6 Fw. These apply
in the case that the counterparty is a related party of the debtor as defined in those articles.
When the debtor guarantees group debt or debts of a legal person he holds shares in, the
counterparty is often not a related party, whereas the principal debtor obviously is. Again, the
presumption of art. 43 Fw does thus not apply directly to acts in the year before bankruptcy.
Analog application is somewhat harder to argue here, as the act is avoided by a successful action
which comes directly to the detriment of the unrelated creditor.
In short, reinstating the walls by avoiding guarantees is difficult under Dutch law. Guarantees
that have been granted longer than a year before bankruptcy are very hard to avoid, as
knowledge of prejudice to creditors (interpreted as reasonably having been able to foresee
bankruptcy) on both sides to the transaction (debtor and creditor) will have to be shown. In the
year before bankruptcy an evidentiary presumption as to this requirement may apply, but this is
not obvious and is likely to be controversial. All this is only the case if the guarantee was
voluntarily granted. If there was a legal obligation for the debtor to issue the guarantee, for
example based on earlier contracts, the guarantee is even harder to avoid.

4.1.3 Subordinating loans guaranteed by shareholders
Shareholders often finance the companies they hold shares in with loans. Such shareholder loans
are an alternative to providing share capital. By financing with loans instead of share capital, a
shareholder may be able to substantially or even fully reduce his share capital investment in the
company, whilst still providing the company with the necessary funds. Using such loans instead
of share capital may have various reasons, such as tax benefits. The reason could also simply be
to limit downside risks for the shareholder. The downside risk could be further reduced by
granting security rights, which are not possible for an equity position, for the shareholder loan.
An indirect way for the shareholder to provide a shareholder loan could be to get a third person
to provide the loan and to guarantee the loan towards the third person, possibly even backed by
real security rights provided by the shareholder to the third person. This can be referred to as an
indirect shareholder loan. Again, this can be an alternative to providing share capital. And again,
the claim by the external creditor could also be secured by security rights granted by the
company. In this way, an indirect secured shareholder loan can be created.
If the legal system qualifies such constructions with shareholder guarantees as (equivalent to)
shareholder loans and subordinates the loan of the outsider creditor to other claims in the
686
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bankruptcy proceedings of the debtor, the opaque priority structure created by a combination of
incorporation and the guarantee is weakened somewhat, though not completely. The creditor
still has an alternative source of collection (the guarantor’s patrimony), but is somewhat limited
from claiming directly on the debtor in the bankruptcy of the debtor, by which the other
creditors of the debtor are somewhat protected. In other words: the pierced limited liability
walls would be somewhat reinforced by subordinating claims guaranteed by shareholders.688 A
somewhat weaker version would be to allow the claim of the external creditor to rank normally,
but to allow subsequent reimbursement from the shareholder under certain circumstances.
Does Dutch law take one of these approaches?
Under Dutch law, a shareholder loan can generally be submitted as a claim on the bankrupt
debtor in insolvency, whilst share capital cannot. Dutch law does not contain specific regulation
of shareholder loans. Even security rights for shareholder loans seem to generally be allowed
and can be enforced in insolvency of the debtor without much restraint (art. 57 Fw). In the
Dutch legal literature, concerns about misuse of shareholder loans have been voiced.689 Some
have also tried to play down the problems surrounding shareholder loans.690
Dutch courts have so far not established a principled way of dealing with shareholder loans in
insolvency. The judgments of district courts show a mixed picture, with courts sometimes
subordinating shareholder loans, though arguably only under extreme circumstances,
sometimes not, and if they do, they base this on differing arguments or legal principles.691 The
Advocate General was dismissive of general subordination of shareholder claims in a conclusion
to a case in 2012, but the Dutch Supreme Court itself did not go into the matter.692 The Arnhem
Court of Appeal dismissed the idea of general subordination, but considered subordination of
shareholder loans to be possible under specific circumstances through the open norm of
reasonableness and fairness.693 In a recent conclusion, the Advocate General to the Supreme
Court seemed, though implicitly, however less dismissive of the idea of subordination of certain
shareholder loans.694
Because direct shareholder loans are generally permitted as claims in insolvency, there may not
always be incentive to structure such loans as indirect loans through guarantees. However,
payments on shareholder loans will be subject to greater scrutiny, whereas payments on
indirect shareholder loans often escape such scrutiny under Dutch law (see paragraph 4.2.1
below). Indirect shareholder loans are thus still more attractive.
In short, no general rule of subordination exists and the literature and case law are inconclusive
both on the specific circumstances under which subordination of direct shareholder loans may
be warranted and inconclusive on the legal basis on which such subordination can be grounded,
688
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if it all. It should, from this perspective, not be surprising that Dutch law is underdeveloped on
the issue of possible subordination of covert shareholder loans, such as the often occurring case
of loans by third parties guaranteed by shareholders.

4.1.4

Disallowing double proof

Chapter 3 paragraphs 3.1.1 and 3.1.4 discussed the opaque priority structure created by the
mechanism of double proof with guarantees. Double proof occurs when a creditor is able to
make more than one claim in relation to a single debt. Double proof can, especially in the context
of corporate groups, have the effect of ‘squeezing down’ ordinary creditors.695 Because of
guarantees for group debts, the ordinary creditors of a single group entity are often confronted
with a creditor with an artificially high claim that can be of a completely different magnitude
than the amount that this entity actually used, simply because other group entities together owe
a certain amount and because this entity has guaranteed the full group debt. By enforcing this
artificially high claim time and time again against each entity, thus double proofing the claim, the
creditor can also in insolvency of the whole group reach much higher pay-out percentages.
Chapter 3, paragraph 3.1.1 gave a simple example in which the all creditors receive a 26% payout in the insolvency of a company insolvency. The company was then structured differently,
consisting of a holding and 9 subsidiaries that each had their own assets and creditors but all
guaranteed the claim of the major lender. In this example the ordinary creditors of each group
company only received a pay-out of 8,3%, whereas the guaranteed creditor received a total payout of 83% in the case of strong form double proof and 72% in the case of deficiency double
proof. Both are strong increases from the 26% for all creditors in case all assets and liabilities
are collapsed in one entity. This paragraph discusses to which extent Dutch law allows double
proof. Of course, the problem of double proof would not occur if either limited liability would
not be upheld, or if the guarantee would be annulled (see on the possibilities, paragraphs 4.1.1
to 4.1.3 above).
Dutch law allows strong-form double proof.696 Art. 136 Fw regulates some specific questions that
could arise in the context of an insolvent principal debtor who is the beneficiary of a guarantee
relationship. This provision, that generally applies to debtors that are joint and severally liable,
states in paragraph 1 that the creditor can submit the full amount of his claim, measured on the
day of the declaration of bankruptcy, in the insolvency proceedings of his debtor, and if there are
more bankrupt joint and severally liable debtors, in each insolvency proceeding. In essence, this
article stipulates that strong-form double proof is allowed without restrictions. There is some,
though limited, case law on more straightforward ipso facto clauses,697 which seem generally
allowed as long as the clause can be viewed as consideration for some disadvantage that the
lender may suffer in case of insolvency or bankruptcy of the principal.698
If five joint and severally liable debtors are declared bankrupt on the same day and the creditor
has a claim of 100 on them, the creditor can submit 100 in each insolvency proceeding. If he gets
695
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697 Chapter 3, paragraph 3.1.4 on double proof explained that issuing a guarantee can, under a rule of
double proof and under a conditions of a high correlation between the fate of the debtor and the
guarantor, be compared to an ipso facto clause, or in other words to selling a claim on your own
insolvent estate.
698 Dutch Supreme Court 12 April 2013, NJ 2013/224 (Megapool/Laser).
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paid 20 in one bankruptcy proceeding on, say, day 10, he can, also after day 10, still pursue a
claim of 100 in the proceedings of the other four. Art. 136 paragraph 1 Fw is a strange exception
to the rule of art. 6:7 paragraph 2 BW, which latter rule stipulates that performance by one joint
and severally liable debtor discharges the other debtors as well. The reason provided for this
exception is simplicity. Without strong form double proof, payments on the guaranteed debt
made after the date of bankruptcy have to be taken into account. If the other debtors/guarantors
are also bankrupt, the claims in each caseS depends on the outcome in the other cases, and the
other way around.699 Theoretically this is indeed a coordination problem. A simple and practical
solution can however be thought of, for example allowing the bankruptcy judge to reasonably
allocate the burden, if possible taking the internal liability of the co-debtors (the amount which
can, in the internal relationship between co-debtors, be attributed to each co-debtor) into
account .
Strong-form double proof has been widely criticized in Dutch legal literature in the late 19th
century700 and is (not surprisingly) still criticized.701 However, changes have never been
considered by the legislator or courts, which is striking given the fact that double proof is not
allowed with real security rights. If the creditor has real security rights, he can only submit the
unsecured part of the claim in the insolvency of the debtor (art. 59 Fw), not the full claim. No
attention whatsoever has been given to the problem of deficiency double proof.702 Even the critics
of strong-form double proof did not discuss that the same problem essentially remains in a
slightly weaker form when only deficiency claims on guaranteed debt can be submitted.
One remark should be made to put the problem of double proof somewhat in perspective. In the
Dutch system, so called ‘403-statements’ by parent companies are common in the group context.
As discussed above in paragraph 2.4, with such a statement, which makes the parent liable for
the contractual debts of the subsidiaries for which the statement is issued, the subsidiaries can
be exempted from the obligation to file and publish full annual accounts. Those accounts can be
consolidated with the parent’s accounts. If such a statement was issued, this would water down
the effects of double proof somewhat, as those contractual creditors now also have at least two
sources of recourse in the group: the given subsidiary and the parent that issued the statement.
It however worsens matters for non-contractual creditors of the parents, which are now
confronted with even more double proofed claims. Moreover, the creditors of subsidiaries only
get a claim on the parent, whereas the guaranteed creditor can have a claim on all group entities
that guaranteed the debt. As a result, double proof still occurs and still squeezes down the claims
of other creditors, though the dynamics are slightly different.
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Parliamentary proce edings of the House of Representatives ( Tweede Kamer) 1980/81, 16593, 3, p.
156 (MvT). Without strong form double proof, payments on the guaranteed debt made after the date
of bankruptcy have to be taken into account. If the other debtors/guarantors are al so bankrupt, the
claims in each caseS depends on the outcome in the other cases, and the other way around.
Theoretically this is indeed a coordination problem. A simple and practical solution can however be
thought of, for example allowing the bankruptcy j udge to reasonably allocate the burden.
700 See for an overview Van Boom, 1999, pp. 84 –88.
701 Van Boom, 1999, pp. 87; 237 –238; C.J.M. Klaassen, 2002, p. 696 ; see however Bergervoet, 2014,
who approves of extra bonus for the creditor, arguing this accommodates expedient settlement of the
insolvency proceedings. What he essentially seems to say, is that it’s just simpl er to do it this way. In
discussing art. 136 paragraph 1 Ban kruptcy Code, most authors seem to focus on the highly theoretical
problem that the creditor would receive more than the full claim, and discuss whether this would be
possible or not, see Van Boom, 1999, p. 84 ff ; Bergervoet, 2014.
702 As explained in chapter 3 paragraph 3.1.4, deficiency double proofing is a weaker f orm of double
proofing, in which only the deficiency claim can be double proofed.
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Dutch law does have rules to prevent ‘double claims’ from a different perspective: the
guarantor’s (contingent) claim on the principal debtor and the creditor’s claim on the principal
debtor cannot both be submitted in the principal debtor’s bankruptcy proceedings. Art. 136
paragraph 2 Fw regulates when the guarantor is allowed to submit his (future) recourse claim in
the insolvency proceedings of the principal debtor. The article balances the interests of the
creditor, the interests of the other creditors of the principal debtor, and of course the interest of
the guarantor who wishes to take recourse against the insolvent principal debtor.703 The basic
rule is that the guarantor cannot submit his recourse claim, unless one of three exceptions
applies. The first exception is the situation in which the creditor, for whatever reason, cannot
submit his claim, for example if he has already been partly paid before insolvency (art 136
paragraph 2 sub a Fw).704 If the creditor is fully paid during insolvency, the guarantor can also
submit his recourse claim (art 136 paragraph 2 sub b Fw). Lastly, if, for another reason, the
creditors of the principal debtor would not be prejudiced by admittance of the recourse claim of
the guarantor, he can also submit his claim (art 136 paragraph 2 sub c Fw). Again, this shows
that Dutch law is focused on protecting the interests of guarantors but neglects the interests of
outsiders to the guarantee relationship.

4.2 Regulatory approaches to covert insider dealing (ex post
opportunism)
Paragraph 4.1.1. above discussed to which extent Dutch law upholds opaque priority structures
in which guarantees are used to create externalities for outsiders (‘ex ante opportunism’). Not
unrelated, but clearly distinguishable from such opportunistic behavior is the opportunistic
behavior that the guarantee incentivizes after (‘ex post’) concluding the guarantee. Whereas
paragraph 4.1 thus discussed regulatory approaches to the selectively pierced structures as
such, this paragraph discusses to which extent adverse dynamics that are created by such
structures, if upheld (which they generally are under Dutch law), are regulated.
Chapter 3 paragraph 3.2 discussed that insider guarantees are likely to create externalities for
other creditors by giving incentive for insider dealing whilst at the same time covering up such
insider dealing.705 This paragraph will discuss how Dutch law deals with this problem. Various
mechanisms under Dutch law that may be relevant in this context are discussed below: first and
foremost preference law, but also shareholder liability, director liability and lender liability. As
the analysis will show, Dutch law hardly regulates the adverse dynamics created by guarantees
as discussed in chapter 3 paragraph 3.2 and urgently needs change in this context.
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704
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See also Bergervoet, 2014.
Bergervoet, 2014 with reference to the parliamentary history.
See also Ayotte and Morrison, 2009 ; Baird, 1994a, p. 2262 ff.
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4.2.1 Avoidance of payments on guaranteed loans
Transaction avoidance law may deter the control that a lender can obtain through a guarantee,
thus deter the incentive for insider dealing.706 If a principal debtor is in financial trouble, he or
persons involved in the principal debtor (if the principal debtor is a company) may have
incentive to give preference to a guaranteed lender above other creditors, as extensively
explained in chapter 3 paragraph 3.2. This could happen in the context of group finance, in
which a parent company may prefer its subsidiary to pay creditors guaranteed by the parent
before other creditors when the subsidiary is approaching bankruptcy, or in the case of smallbusiness finance, in which a shareholder or manager that guaranteed corporate debt may have
the same inclination. The motivation to pay guaranteed debt first is driven by the fact that the
guarantor indirectly profits from such payments, because his exposure under the guarantee is
reduced with the same amount.
Under Dutch law, there is no specific regulation dealing with the problem of the indirect profit
that the guarantor receives by limiting his exposure through influence on the principal debtor.707
Dutch transaction avoidance law has great difficulty dealing with such indirect preferences.
Unlike US law and UK law, Dutch transaction avoidance law does not clearly distinguish between
preferences given to a creditor and acts detrimental to the debtor himself. Instead, a distinction
is made between legal acts (‘rechtshandelingen’)708 that were voluntary in the sense that there
was no legal obligation to perform the act (art. 42 Fw), and legal acts that were obligatory (art.
47 Fw). Legal acts that were obligatory, such as due payments, are generally near impossible to
avoid, whereas legal acts that were voluntary can more easily be avoided. The test for the latter
is whether the creditors have been prejudiced and whether both debtor and counterparty had
knowledge of such prejudice to creditors (art 42 Fw). The Dutch Supreme Court has a very
broad understanding of prejudice to creditors, so this will often be easy to show.709 Knowledge of
prejudice to creditors is explained as having been able to foresee bankruptcy of the debtor and a
shortfall in such a bankruptcy with reasonable probability.
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Two central principles of Dutch patrimonial law in the relation debtor -creditor are the principle that
the creditor can exercise his right of recourse to the whole patrimony of his debtor (art. 3:276 BW)
and the principle of paritas creditorum, expressed in art. 3:277 paragraph 1 BW, which stipulates that
creditors, between themselves, have an equal right to be satisfied proportional to each claim, after
deduction of the costs of execution, notwithstanding rights of priority as recogniz ed by statute. Dutch
law on transaction avoidance can be understood as protecting these two principles. The first typical
form of undesirable pre -insolvency behavior of a debtor is engaging in transactions at an undervalue.
This can threaten recourse by c reditors on the whol e patrimony of the debtor (art. 3:276 BW) because
the simple fact that the transaction took place at an undervalue, will diminish the patrimony, thus
(partly) evading recourse by creditors. The second type of undesirable pre -insolvency behavior of the
debtor is that of giving preference to certain creditors above others, in breach with the principle of
paritas creditorum. Dutch law does not make a clear distinction between these two types of behavior
(transactions at an undervalue and pr eferences) in the do ctrine, see extensively De Weijs, 2010a, p.
206 ff, but for analytical purposes this distinction, it helps to understand the interaction between
transaction avoidance law and guarantees.
707 See also De Weijs, 2010b, p. 162 .
708 Only legal acts can be avoided with transaction avoidance law. Other actions of the debtor that
have been detrimental to the creditor cannot be attacked by transaction avoidanc e law. In order to
undo the consequences of such non -legal acts, the bankruptcy administrator would often have to rely
on unjustified enrichment (art. 6:212 BW) or tort (art. 6:162 BW).
709 Dutch Supreme Court 19 October 2001, ECLI:NL:HR:2001:ZC3654, NJ 2001 , 654 (Diepstraten/Gilhui s
q.q.); Dutch Supreme Court 8 July 2005, NJ 2005, 457, JOR 2005/230 (Van Dooren q.q./ABN AMRO II).
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If a payment on a guaranteed debt was not due, avoidance of the payment is in principle rather
simple, though not because of existence of the guarantee, but simply because art. 43 paragraph 1
sub 2 Fw presumes that payments within one year prior to insolvency on debts that are not due,
were accompanied by knowledge of prejudice to creditors on both the side of the principal
debtor and of the counterparty (the guaranteed creditor). Rebuttal of the presumption will be
difficult outside exceptional circumstances, as payment of undue debts at a moment that there
are also (many) due debts to pay, will always be suspect. However, avoidance on the basis of art.
42 (in conjunction with art. 43) Fw only allows retrieving payment from the direct counterparty
of that payment, not from the person that indirectly profited from such payment (here the
guarantor). The fact that the insider guarantor indirectly profits, and thus has engaged in insider
dealing, is usually not considered directly relevant in this context.
The question whether there was prejudice to creditors in the context of a guarantee relationship
has come before the Dutch Supreme Court in a somewhat complicated case, Bosselaar
q.q./Interniber. The parent company had guaranteed the debt of a subsidiary towards the bank.
The parent company had also bought caravans from the subsidiary, and paid the subsidiary for
the caravans on the bank account of the subsidiary. Because there was an overdraft on the bank
account, the payment essentially satisfied part of the claim of the bank, and thus limited the
exposure of the parent company towards the bank under the guarantee. The Court of Appeal had
held that the sale of and payment for the caravans could not have prejudiced the other creditors,
because a fair price was paid for the caravans. The Dutch Supreme Court however held in
paragraph 3.2 of the case that even though the price was fair, there was prejudice to the other
creditors because the proceeds of the transaction directly went to the bank, while the other
creditors were left empty-handed (regarding these proceeds).710 It is questionable how
important the indirect benefit to the parent was for the Dutch Supreme Court to come to this
conclusion. Also absent the guarantee, the Dutch Supreme Court could possibly have found that
there was prejudice to other creditors because the proceeds of the sale only benefitted one
creditor (the bank).711 In that sense, the reasoning of the Dutch Supreme Court in this case does
not shed much direct light on the treatment of guarantees in this context.
Payments made in accordance with a legal obligation to make such a payment are generally
much harder to avoid by a bankruptcy administrator.712 Article 47 Fw is written for avoidance of
legal acts that were required by a pre-existing legal duty, such as payment of a due debt. Such a
payment can only be avoided in two categories of cases: (i) cases in which the party that
received payment knew that a request for bankruptcy of the principal debtor had already been
filed at the court, or (ii) cases of collusion between principal debtor and creditor to prejudice
other creditors (art. 47 Fw).
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See Dutch Supreme Court 22 May 1992, NJ 1992, 526 (Bosselaar q.q./Interniber – also known a s
Montana I); this is in line with lat er case law of the Dutch Supreme Court on prejudice to creditors,
giving a broad interpretation of prejudice: Dutch Supreme Cou rt 19 October 2001,
ECLI:NL:HR:2001:ZC3654, NJ 2001, 654 (Diepstraten/Gilhuis q.q.); Dutch Supreme Court 8 July 2005, NJ
2005, 457, JOR 2005/230 (Van Dooren q.q./ABN AMRO II). See also Abendroth, 2006, pp. 58 –594.
711 Dutch Supreme Court 8 July 2005, NJ 2005, 457, JOR 2005/230 (Van Dooren q.q./ABN AMRO II).
712 Professional creditors use this system by ex ante making sure, through their general terms and
conditions, that giving in to any request they may want to make in difficult times of th eir debtor, can
be qualified as a ‘due payment’. The creditor can thus, also when in bad faith, request the debtor to
post additional security, which is ‘due’ on the basis of the general terms and conditions. If the
bankruptcy administrator wants to avoid the posting of additional collateral, he will have to invoke
art. 47 Fw, not art. 42 Fw.
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Important to note is that especially professional financial creditors are able to (and do)
manipulate the distinction that Dutch law makes between obligatory and voluntary legal acts. If
there was a pre-existing duty to perform the act, the act is considered obligatory. The courts
have interpreted obligatory legal acts very broadly. If for example a contract (or: the general
terms and conditions of a contract) allows a counterparty under circumstances to ask for
additional security or for repayment of the full loan, a subsequent granting of security or
repayment respectively is considered to have been obligatory, and thus largely immune from
attacks based on transaction avoidance law. The standard terms that all major banks in the
Netherlands use, therefore contain a provision that the debtor has to post additional collateral
when the bank reasonably requests this. Thus, such additional collateral, even if posted on the
eve of bankruptcy and even if both debtor and creditor knew very well that bankruptcy of the
debtor was soon to be expected, is probably immune from transaction avoidance attacks.
As stated above, an obligatory legal act can only be avoided in two categories of cases: (i) cases
in which the party that received payment knew that a request for bankruptcy of the principal
debtor had already been filed at the court, or (ii) cases of collusion between principal debtor and
creditor to prejudice other creditors (art. 47 Fw). The first category only applies to a very small
number of cases and will, even if applicable, often be hard to prove for a bankruptcy
administrator, unless the creditor himself filed for insolvency of the principal debtor before
receiving the obligatory payment.
The Dutch Supreme Court has furthermore developed a rather narrow interpretation of
‘collusion’ as referred to in art. 47 Fw. The landmark cases on this point are Gispen q.q./IFN 713
and Cikam/Simon q.q.714 In Gispen q.q./IFN, the Dutch Supreme Court considered that collusion
as referred to in art. 47 Fw should be understood as meaning that both parties have
intentionally and willingly prejudiced the other creditors of the principal debtor by paying this
particular creditor. In the case itself, the Dutch Supreme Court considered such intention not to
be present on the side of the principal debtor, because he gave in to pressure from the creditor
to make the payment. Under the conditions set out in Gispen q.q./IFN, collusion is generally very
hard to show. However, in Cikam/Simon q.q. the Dutch Supreme Court did find a case of
collusion. The Dutch Supreme Court confirmed the judgment of the Court of Appeal, and also
specifically the consideration of that court that collusion as referred to in art. 47 Fw could be
presumed to be present under the circumstances of the case. Those circumstances were, simply
put, that Cikam GmbH made a due payment to sister company Cikam B.V., while the financial
situation of Cikam GmbH was very troublesome, and while Cikam B.V. knew this as well, given
the fact that the management of that company was in the same hands.
In the case of a due payment on a guaranteed debt, the collusion that has to be shown by the
bankruptcy administrator in order to rely on art. 47 Fw is a collusion between creditor and
principal debtor, not between guarantor and principal debtor. Even if such collusion between
creditor and principal debtor can be shown, avoidance on the basis of art. 47 Fw, like avoidance
on the basis of art. 42 Fw, only allows for retrieving the sum from the creditor, not from the
guarantor that profited indirectly. The question then is whether the fact that the guarantor,
through direct or indirect influence on the principal debtor, indirectly favored himself by the
payment of the principal debtor to the creditor, is a relevant circumstance in order to come to a
713

Dutch Supreme Court 24 March 1995, NJ 1995, 628 (Gispen q.q./IFN); See also Dutch Supreme Court
20 November 1998, «JOR» 1999/19, m.nt. NEDF (Verkerk/Tiethoff q.q.).
714 Dutch Supreme Court 7 March 2003, NJ 2003, 429 (Cikam/Siemon q.q.).
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presumption that there was a collusion between creditor and principal debtor. The Cikam case715
cannot be applied directly, not even in case the guarantor and principal debtor are group
companies in the same hands, because there is no direct payment to a group company, just
indirect profit. The answer to this important question thus largely remains open.
In a district court judgement, the court has found that a guarantee relationship was a relevant
circumstance to decide that creditor and principal debtor had conspired. The case was however
very specific. Creditor and guarantor (who was the director and indirect shareholder of the
principal debtor) had discussed the difficult situation of the principal debtor, which led to
granting the creditor additional security (which was due) in exchange for cancelling the
guarantee for the same amount.716 Here, we see a clear case of collusion, with the principal
debtor (as represented by the guarantor) and the creditor at the table, contriving how to enrich
the guarantor and creditor at the expense of other creditors of the principal debtor.717 However,
Faber claims, without further substantiation, in a case note that the reasoning of the district
court, in which the district court derives the intention of the principal debtor to prejudice the
guaranteed creditor above other creditors from the fact that the director bargained for a benefit
for himself (partly cancellation of the guarantee relationship), is slightly blunt.718 That is not
convincing. The fact that the director of the principal debtor bargained for a benefit for himself
as guarantor, clearly gives the director, and thus the company, incentive to prejudice the
guaranteed creditor above other creditors. If the principal debtor then, and only after the benefit
for the director was bargained for, posts additional security to the guaranteed creditor, there
should be enough evidence to conclude that collusion between principal debtor and guaranteed
creditor has taken place.
The question is however how far this reasoning can be stretched. In the case discussed, the
guarantor could only profit if the creditor cancelled part of the guarantee, because the unsecured
part of the claim of the guaranteed creditor was higher than the maximum of the guarantee.
Thus, posting some additional security by the principal debtor would not as such have benefitted
the guarantor. Some bargaining, and thus a clear collusion, was necessary to this end. A situation
could however also occur, and does often occur, in which posting additional security by the
principal debtor will benefit the guarantor because his exposure is reduced, without having to
bargain for such a benefit. In that situation, there is clear incentive for the guarantor to influence
the principal debtor to post additional security, to secure the benefit for the guarantor. If this
guarantor is an insider, such as a director, a shareholder, or a group company, this incentive can
arguably be attributed to the principal debtor. Whether this as such suffices to establish
715

Dutch Supreme Court 7 March 2003, NJ 2003, 429 (Cikam/Siemon q.q.).
Of course, if the guarantor guaranteed the full debt of the creditor, such cancelling would
practically not have a ny effect, because giving the creditor additional security would already have
benefitted the guarantor. However, in this case, as often happens, the guarantor had only partly
guaranteed the debt of the creditor. As a result, the additional security given t o the creditor may not
have benefitted him if the remainder of the claim after foreclosing on security rights would still have
exceeded the maximum amount of the guarantee. To make sure the guarantor did benefit from the
transaction, the arrangement was ma de that part of the guarantee relationship was cancelled.
717 See also on the case: De Weijs, 2010b; see otherwise N.E.D. Faber in his comment to the case:
Utrecht District Court 6 June 2007, JOR 2008, 19, m.nt. Faber (Aerts q.q./Rabobank a nd FGH).
718 N.E.D. Faber in his comment to the case: Utrecht District Court 6 June 2007, JOR 2008, 19, m.nt.
Faber (Aerts q.q./Rabobank and FGH): “Het lijkt erop dat de rechtbank uiteindelijk uit het feit dat de
bestuurder van Fort in het zicht van het fail lissement van Fort bij de g enoemde verpanding voor
zichzelf een voordeel heeft bedongen (te weten een één -op-één vermindering van zijn verplichtingen uit
hoofde van de met FGH gesloten borgtochtovereenkomst), afleidt dat Fort het oogmerk heeft gehad
FGH bo ven andere schuldeisers te begunstigen [...]. Dat is net iets te kort door de bocht.”.
716
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collusion between principal debtor and guaranteed creditor however remains unclear. Dutch
law is underdeveloped on such cases.719
It could be inferred from the Bosselaar q.q./Interniber case of the Dutch Supreme Court720 that
there is some attention to the indirect benefit the guarantor can have through a guarantee
relationship. However, this case first of all concerned a different question (whether the sale of
caravans to the shareholder for a fair price indirectly prejudiced other creditors or not), and
secondly the guarantee relationship was, as already discussed above, probably not essential in
the reasoning of the Dutch Supreme Court that there was prejudice. In that sense, not much
weight can be attached to this case in answering the question whether a guarantee relationship
can lead to a presumption of collusion in the sense of art. 47 Fw.
The problem with acknowledging that an insider guarantor can enrich himself (and the
guaranteed creditor) at the expense of non-guaranteed creditors and that the principal debtor
therefore has incentive to disadvantage non-guaranteed creditors, is that this may lead to
counter-intuitive results for guaranteed creditors. The guarantee can then be used as a
circumstance in a case on transaction avoidance of a payment of a due debt to that creditor.
Thus, the guarantee could arguably lead to less security, instead of more. 721 However, such
reasoning paints a somewhat distorted picture and should be rejected. It should not be forgotten
that the guarantee was, probably, the reason that the payment was made, especially if no other
creditors were also paid at the same time. In that sense, the existence of the guarantee
relationship created the incentive for the selective payment in the first place. If this wasn’t the
case and other, non-guaranteed creditors also received due payments around the same time, the
payment could be regarded as a normal and not suspect payment, which would make the case
for collusion weak. Lastly, it should be kept in mind that transaction avoidance only annuls the
payment to the creditor, not the guarantee itself. After having reimbursed the insolvency trustee,
the creditor can possibly call upon the guarantor under the guarantee relationship. In that sense,
the creditor is not worse off. Of course, the creditor is still worse-off if the guarantor is insolvent
as well, but in such a case the guarantee did not really represent any value other than control
over the guarantor.722 Whether annulment of the payment indeed brings the guarantee back to
life is however somewhat unsure, because the Dutch doctrine in principle only recognizes
relative effect of the annulment. This relative effect means the annulment in principle only has
effect between the bankruptcy administrator and the counterparty of the payment.
The almost complete lack of attention under Dutch law to the problem that the guarantor is
incentivized by the guarantee to prefer the guaranteed creditor, thus indirectly himself as
guarantor by limiting his exposure under the guarantee, is particularly remarkable given the fact
that, as discussed in paragraph 3.5 above, the courts do seem sensitive to the potency of the
guarantee relationship in another context. In the cases discussed in paragraph 3.5 above, the
guarantor himself had argued that pressure exerted by the bank through (inter alia) the
guarantee made him act in ways that were ultimately detrimental to his own interests, which
argument has been followed by the court in for example Leliveld/Rabobank.723 It is however
much more likely that the guarantee makes the guarantor act in his own interest, rather than the
719
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Dutch Supreme Court 2 2 May 1992, NJ 1992, 526 (B osselaar q.q./Interniber – also known a s
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721 See also De Weijs, 2010b.
722 Westbrook, 1991.
723 Court of Appeal Arnhem -Leeuwarden 27 March 201 8, ECLI:NL:GHARL:2018:2893, Leliveld/Rabobank.
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exceptional cases in which such pressure makes the guarantor act detrimental to his own
interests. In that sense, it is all the more remarkable that the courts have little attention to this
mechanism in the context of preference law.
Lastly, it should be noted that art. 43 and 47 Fw only apply to legal acts. Wealth transfers can
remain covert, especially in cases where the wealth transfer is not a payment but another fact
pattern that prefers the guaranteed creditor, such as lien feeding or a delayed bankruptcy filing
(see extensively chapter 3 paragraph 3.2.2). Because art. 43 and 47 Fw only apply to a legal act
(‘rechtshandeling’), such covert wealth transfers escape the (very limited) scrutiny of Dutch
preference law in any case.724
Consider for example the common situation in which a shareholder has guaranteed debt of a
corporation towards the bank where the corporation also has a bank account. The bank account
has an overdraft. The principal debtor may, on the eve of bankruptcy, sell goods at a fair price to
unrelated buyers, who pay on the bank account of the principal debtor. The bank sets these
incoming payments off against the overdraft, thus reducing the exposure of the shareholder
under the guarantee. This benefit is however hard to attack with transaction avoidance law,
because the bankruptcy administrator cannot directly target this benefit, but would have to
target the sale of goods to unrelated buyers, for which proof that these unrelated buyers should
have reasonably foreseen bankruptcy is needed, which will be hard to obtain. Transaction
avoidance law thus cannot deal with this problem. Set-off by the bank could also be targeted
(art. 54 Fw), but this again requires proof that the bank should have foreseen bankruptcy at the
moment of the incoming payment.
In short, Dutch transaction avoidance law is insensitive to indirect preferences. Dutch law
distinguishes between avoidance of obligatory and voluntary acts. This distinction is somewhat
flawed in the sense that it allows creditors to contract around it by ex ante making sure, using
contractual provisions, that preferences given on the eve of bankruptcy will be qualified as
obligatory payments. Avoidance of obligatory payments is generally difficult under Dutch law,
and the circumstance that an insider such as a manager or shareholder has guaranteed the debt
that was paid, may arguably make avoidance of the payment easier, but very unclear is whether
this is indeed the case and if it is the case, how much easier it will make avoidance of the
payment. Furthermore, both in case of obligatory and voluntary payments, Dutch law strongly
relies on subjective factors that are often hard to prove. Relevant objective factors, such as the
fact that an insider has indirectly profited from a certain transaction, hardly play a role, neither
in the statutory law nor in the case law.

4.2.2 Possibilities for redress outside preference law
A payment to a guaranteed creditor could constitute unlawful behavior of one of the actors
directly or indirectly involved, even if the payment itself cannot be avoided by relying on
transaction avoidance law.725 The Dutch Supreme Court has however held that selective
payments that cannot be avoided by relying on transaction avoidance law do in principle and in
absence of special circumstances also not constitute unlawful behaviour of the debtor and the
724
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Sigtenhorst and Winters, 2017, para. 15.4.4; Weijs, 2018; Dutch Supreme Court 28 June 1957, NJ
1957, 514, (Erba/Amsterdamse Bank).
725

163

Chapter 4 – Dutch law on opportunism with the guarantee relationship

direct counterparty.726 In that sense, transaction avoidance law does in principle regulate which
payments are and aren’t allowed in the twilight zone before insolvency. Transaction avoidance
law thus has indirect effect on tort law.
It should be stressed that the above just applies to the lawfulness of the behavior of the parties
directly involved in the payment: the debtor and the creditor. When a debtor company pays a
guaranteed creditor, the directly involved actors are the debtor company and the guaranteed
creditor. If that payment cannot be avoided by transaction avoidance rules, the debtor company
and guaranteed creditor will, outside special circumstances, also not have acted unlawfully.
Transaction avoidance law however does not give direct guidance on the lawfulness of the
behavior of other actors involved. Thus, a guarantor (in the corporate context often the
shareholder of the debtor) that profits indirectly from a payment that cannot be avoided, cannot
rely on the absence of applicability of transaction avoidance rules to plead himself free. The
same applies to directors of the debtor company. Transaction avoidance rules are not of direct
relevance to the relationship between shareholder-guarantors or directors and unpaid creditors
of the debtor, as the Dutch transaction avoidance rules don’t allow clawback from such third
persons involved. Moreover, the application of transaction avoidance rules is often dependent
on certain knowledge or intent of the creditor that received a benefit. Directors or shareholderguarantors possess different knowledge and intent and can and should thus be treated
differently.
Paragraphs 4.2.3 and 4.2.4 below will discuss possible unlawful behaviour of the director and
the shareholder-guarantor towards the unpaid creditors of the debtor. After that, the room for
application of the norms on unlawful behaviour in relation to the creditor as a direct
counterparty of a payment will be discussed (paragraph 4.2.5). In that relationship, transaction
avoidance rules are relevant.

4.2.3 Shareholder liability for unlawful withdrawals outside preference
law
A shareholder that has received an indirect benefit through a guarantee could act unlawfully in
his role in creating such benefits, even when the payment or other act of the debtor that has
created the benefit cannot be avoided by relying on transaction avoidance law. In the discussion
of opaque priority structures (paragraph 4.1.1 above), ‘direct’ veil-piercing was discussed. When
the corporate veil is directly pierced, the boundaries between the companies are completely
disregarded by a court: they are seen as one company. As also discussed, such direct piercing is
very rare.727 That does not mean shareholders are safe from claims of creditors of the company.
Creditors could pursue shareholders on the basis of art. 6:162 BW, often referred to as indirect
veil-piercing. If such a claim succeeds, the boundaries between the shareholder and the company
it holds shares in are not completely disregarded, but the shareholder is de facto held liable for
some specific debt(s) of the company.
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Dutch Supreme Court 16 June 2000, NJ 2000, 578 (Van Dooren q.q./ABN Amro I).
See also Barneveld, 2014, pp. 469–471.
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We can roughly distinguish between two types of unlawful shareholder behavior towards
creditors.728 The first category concerns liability because of unlawful distributions or wealth
transfers to shareholders, the second concerns unjustifiably continuing the company in difficult
times. The first category is particularly relevant in the context of indirect preferences given
through guarantees. When payments on company debts guaranteed by shareholders are made,
the shareholder limits his exposure and thus indirectly receives a distribution. Payments on
shareholder-guaranteed debts can thus be seen as covert distributions.
The Dutch Supreme Court has, in some exceptional cases, held that distributions or wealth
transfers to shareholders can indeed be unlawful towards creditors, but has never (clearly)
ruled on the unlawfulness of indirect transfers through guarantees. In the Keulen/Bouwfonds
case, Bouwfonds was in control of another entity (a non-profit entity, a ‘stichting’ (foundation))
but withdrew and foreclosed on a loan when it heard that the local government would not
finance the entity, and quickly made sure its claim on the entity was fully satisfied.729 The
foundation had to liquidate, and all the creditors were only paid 65%. Keulen, one of the
creditors, pursued Bouwfonds for its allegedly unlawful behavior. The Dutch Supreme Court
held that the behavior of Bouwfonds could indeed be unlawful if it, when receiving the payment,
should have seriously taken the possibility of a shortfall after liquidation into account. However,
the Court of Appeal had already held that it was not sufficiently proven that Bouwfonds had an
indication of such a shortfall.730 The case shows that although establishing liability of a
shareholder (or otherwise controlling entity) that seemingly favored himself as a creditor above
other creditors is not easy on the basis of an unlawful act. A stricter norm applies to the liability
of such a shareholder/creditor than to other normal creditors. Whereas a normal creditor will
typically not act unlawfully when he receives payment in the vicinity of insolvency, not even if he
knew of the financially deplorable state of his debtor, the shareholder/creditor could act
unlawfully if it can be proven that he knew of serious financial difficulties.731
Another case that deserves attention in this context is Nimox.732 Nimox sold its large claim,
which was essentially a dividend-payment turned into a loan, on its full subsidiary Auditrade to
a third party that paid Nimox for the claim. That third party had an abundance of security rights,
and could thus rank above other creditors in the bankruptcy of Auditrade that soon followed,
also for the claim bought from Nimox. This behavior was held unlawful.733
Both in Nimox and in Keulen/Bouwfonds, the benefits received by the shareholder either directly
or de facto amounted to withdrawals of share capital.734 Payments that simply benefit a
shareholder as an insider can arguably be distinguished from such de facto withdrawals of share
728

See for this distinction: Asser/Maeijer, Van Solinge & Nieuwe Weme 2 -II* 2009/842-843; A third
category can arguably also be distinguished. This third category consists of cases in which liability of
shareholders was not based o n not acting by the shareholders at a moment at which bankruptcy of the
debtor was foreseeable, but as such on the c orporate structure of which the bankrupt debtor was part.
Such cases are however rare. The leading case before the Dutch Supreme Court is Comsys. See further
paragraph 4.1.1 above.
729 The relationship between Bouwfonds and the Stichting (foundation) can be seen as analogous to a
parent-subsidiary relationship, see case note Van der Grinten to Dutch Supreme Court 9 May 1986, NJ
1986, 792 (Keulen/Bouwfonds).
730 Dutch Supreme Court 9 May 1986, NJ 1986, 792 (Keulen/Bouwfonds). See on the case also
Schilfgaarde, 1987, p. 84 .
731 Case note Van der Grinten to Dut ch Supreme Court 9 May 1986, NJ 1986, 792 (Keulen/Bouwfonds).
732 Dutch Supreme Court 8 November 1991, NJ 1992, 174, (Nimox/Van den End q.q. ).
733 Par. 3.3.1 of Dutch Supreme Court 8 November 1991, NJ 1992, 174, ( Nimox/Van den End q.q. ).
734 Compare Barneveld, 2014, pp. 481 ; 493.
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capital, though of course dependent on what qualifies as de facto share capital.735 Under current
Dutch law, payments on third-party loans that are guaranteed by shareholders, in general
probably do not qualify as withdrawals of share capital.
In the Coral/Stalt case, the Dutch Supreme Court held that a parent company is not free to favor
itself as a creditor above other creditors after deciding to stop the activities of a subsidiary,
except under special circumstances.736 The facts in the Coral/Stalt case present a rather extreme
example, in which the decision to discontinue the business was already made before the
payments to the parent were made. In other words, the payments were clearly part of a de facto
liquidation of the business. Question remains whether a shareholder can already be held liable
for the damage done by such payments in the period before the decision to discontinue.737
Moreover, in Coral/Stalt, the debtor company directly favored the shareholder. The question
remains whether the rule can be applied to the situation in which the debtor company pays an
unrelated third-party creditor, for which the shareholder acts as guarantor. The shareholder
does not directly receive a payment in this case, but indirectly limits his exposure. Barneveld
argues such indirect payments should largely escape scrutiny,738 whereas the analysis in chapter
3 paragraph 3.2 showed that such indirect preferences should be deterred.
The facts in the Sobi/Hurks case show that guarantees can lead to preferential payments, but the
Dutch Supreme Court does not seem to acknowledge this, or at least not explicitly.739 The Court
of Appeal had established that the shareholder should, from a certain date onwards, have
understood that new creditors would be prejudiced, and held the shareholder liable for the
debts of those new creditors (and not held the shareholders liable on the theory of unlawful
distributions to shareholders). What happened after that date (but possibly also partly before) is
that the principal debtor paid off debts with the bank, which the shareholder had guaranteed.
The guarantee relationship can explain the behavior of the shareholder.740 It could be that the
shareholder fully understood that the subsidiary was not a viable company anymore and that
new creditors would from a certain moment on be prejudiced, but still kept this quiet and
opportunistically waited with filing for insolvency in order to use the future incoming payments
to limit its own exposure under the guarantee. Neither the Dutch Supreme Court, nor the Court
of Appeal seem to have fully acknowledged the guarantee as a relevant circumstance.741
Moreover, if they would have acknowledged this fact, it should not only have led to liability of
the shareholder towards the new creditors, but also towards old creditors because they are also
prejudiced by such indirect distributions to shareholders.742
As becomes apparent from the cases discussed, The Dutch Supreme Court has in some rather
exceptional circumstances found unlawful behavior of a shareholder by favoring himself as a
creditor present, whilst it also becomes apparent from the exceptional nature of these cases that
such unlawful behavior is far from easy to show for another creditor or bankruptcy
735

See Barneveld, 2014, p. 495 ; of course, whether such a distinction can be made simply depends on
the qualification of what is (de facto) seen as share capital. If an insider guar antee is qualified as
share capital, limiting exposure under the guarantee is a withdrawal of share capital.
736 Dutch Supreme Court 12 June 1998, NJ 1998, 727 (Coral/Stalt); Barneveld, 2014, pp. 495 –496.
737 See also Barneveld, 2014, pp. 495 –496, who assumes this to be the case in as far as the involved
actors understood or should have und erstood that bankruptcy was immin ent.
738 Barneveld, 2014, pp. 495 –496.
739 De Weijs, 2010b, p. 163 .
740 See also De Weijs, 2010b, p. 163 .
741 De Weijs, 2010b, p. 163 .
742 See also De Weijs, 2010b, p. 163 .
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administrator. Concerning a shareholder that indirectly profits from payments made on a loan
guaranteed by him, the creditor prejudiced by this will at least have to show that the
shareholder should have seriously taken bankruptcy of the company, and the possibility of a
shortfall in that bankruptcy, into account at the moment of receiving the indirect benefit.
However, as case law on such indirect benefits in this context is currently absent, even that may
not prove sufficient. The objective fact that a guarantee by a shareholder plays an important role
in the dynamics, is not recognized as such.

4.2.4 Director liability for insider preferences
An important deterrent force on insider dealing with guarantees in the context of corporate
finance may come from director liability rules for such behavior. Roughly two situations should
be distinguished in this context: (a) payment of the guaranteed debt has only prejudiced other
creditors and (b) payment of the guaranteed debt has both prejudiced creditors and damaged
the company. The latter situation really is the exception and is mostly of theoretical interest.
Payments to creditors normally don’t damage the debtor itself. It is however conceivable that
the payment of a debt is, also from the perspective of the debtor, detrimental. This could for
example be the case because more pressing debts could not be paid because of that payment,
which in turn has damaged the business. The damage thus done is however not directly related
to the amount paid, but will often be lower (though higher is theoretically also possible). The
distinction is relevant in light of director liability. Under Dutch law, the rules on director liability
towards the shareholders or the company differ from the rules on director liability towards
outsiders such as creditors. It should be reiterated that, when assessing director liability for
unlawful payments, liability towards the unpaid creditors for preferring one creditor is by far
the most important category and will consequently be discussed first.

a) Liability for preferential payments that have prejudiced creditors
Creditors of the company and bankruptcy administrators can pursue directors of the company
for unlawful behavior in case serious blame can be attributed to a director because he or she has
effectuated, or allowed, that the company does not live up to its statutory or contractual
obligations, whilst the director should have understood that the behavior of the company that he
or she has allowed or effectuated would result in a failure to meet its obligations and that the
company would also not provide sufficient opportunity for recovery.743 In case of unlawful
behaviour that falls in this category, generally both the individual creditors and the bankruptcy
administrator (on behalf of the joint insolvency creditors) could bring a claim against director
for such unlawful behavior.744
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Dutch Supreme Court 8 Dec ember 2006, NJ 2006, 659, ECLI:NL:HR:2006:AZ0758
(Ontvanger/Roelofsen); the Du tch Supreme Court has also recognized another category of unlawful
behavior of directors towards creditors, but this other type is generally not relevant to cases of
selective payment. This type concerns directors to which serious blame can be attributed b ecause of
representing the company in contracting with third parties, while they knew or should have known
that the company would not be able to perform and would also not provid e sufficient opportunity for
recovery (Dutch Supreme Court 6 October 1989, NJ 1990, 286 (Beklamel)).
744 Dutch Supreme Court 14 January 1983, NJ 1983, 597 (Peeters q.q./Gatzen); Dutch Supreme Court 21
December 2001, NJ 2005, 95 (Lunderstadt/De Kok c.s.).
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This category of debtor liability can be relevant in the context of payments on debts guaranteed
by shareholders or directors of the debtor, although the relevance of such guarantees to the
application is rather unclear. Generally, directors are free to choose who to pay first, but this can
change near insolvency. If the directors are aware of the serious financial difficulties of a
company, and are aware that a certain payment will prejudice the other creditors, they may act
unlawfully if they make the payment anyway.745 Clear is that directors who (can) foresee that
insolvency is unavoidable are not allowed to make selective payments to creditors anymore, and
will be liable for the damage done to creditors if they represent the company in making such
payments anyway. Somewhat unclear in the doctrine is whether selective payments made to
insiders, such as shareholders, group companies, or to the directors themselves, can be unlawful
at a time when selective payments to outsiders would still be lawful. This indeed follows from
both the Beijer/Willems q.q. case of the Arnhem Court of Appeal, and the Stoets/Bohncke case of
the Den Bosch Court of Appeal.746 In the latter case, the Court of Appeal explained that even
though selective payments to creditors are generally allowed even in difficult times, the
circumstances of the case, such as the fact that only insiders were paid, can lead to the
conclusion that the directors have acted unlawfully.747
However, that still leaves the question on indirect payments to insiders somewhat open. A
payment on a loan guaranteed by an insider is not a direct payment to an insider, but an insider
indirectly profits. This circumstance arguably makes qualification of a selective payment in
difficult times as unlawful more likely, but Dutch law is unclear and underdeveloped on this
point. Moreover, even if such selective payments are unlawful because of the moment at which
they were made in combination with the fact that an insider profited, there is, in the current
doctrine, possibly still room for justification.748 Such a justification could arguably be more likely
to be accepted by a court in cases of payments that only indirectly benefitted insiders, than in
cases of direct selective payments to insider creditors.749
A judgment of the Amsterdam Court of Appeal (Pieper/Mentzel c.s.) illustrates that point well.750
The accusation had been made towards the director that the available funds (more than 1
million Euro) had been almost exclusively used to pay debts for which the director was
personally liable towards those creditors. The payments had thus limited the exposure of the
director under that contractual liability. The Court of Appeal firstly reiterates that a director
should, also in case of distress and also when it is clear that not all creditors will receive full
satisfaction from the available funds, have freedom in paying those creditors on which the
company is most dependent regarding the continuance of the business. The Court of Appeal
acknowledges that, if the director has indeed adjusted payments of the company to suit his
745

Dutch Supreme Court 8 December 2006, NJ 2006, 659, ECLI:NL:HR:2006:AZ0758
(Ontvanger/Roelofsen); Den Bosch Court of Appeal, 19 January 2010, JOR 2010/113 (Stoets
Holding/Bohncke); Arnhem Court of Appeal, 15 September 2009, JOR 2010/112 (Beijer/Willems q.q .).
746 Arnhem Court of Appeal, 15 September 2009, JOR 2010/112 (Beijer/Willems q. q.). Den Bosch Court
of Appeal, 19 January 2010, JOR 2010/113 (Stoets Holding/Bohncke). In her case comment to the
cases, Rijckenberg argues against such a distinction between payments to insiders and payments to
outsiders, but instead argues that this dis tinction could have some influence in the question whether
the payment, if made after a point that directors should have understood that insolvency was very
near, could be justified or not. To me, the approach of the courts makes much more sense.
747 Den Bosch Court of Appeal, 19 January 2010, JOR 2010/113 (Stoets Holding/Bohncke), par. 8.6.1.
748 Dutch Supreme Court 12 June 1998, NJ 1998, 727 (Coral/Stalt).
749 Compare case note Rij ckenberg, par 13, Arnhem Court of Appeal, 15 September 2009, JOR 2010/112
(Beijer/Willems q.q).
750 Amsterdam Court of Appeal 14 February 2012, ECLI:NL:GHAMS:2012:BW1995 ( Pieper/Mentzel c.s. ),
r.o. 3.32.
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personal interests of being released from a personal guarantee, the conclusion that the director
has improperly managed the company should usually be reached. However, the court also
directly weakens this statement, by stating that the simple fact that a personal interest of a
director is served by a certain payment, does not mean that the director cannot justifiably make
the assessment that the continuance of the company is coincidently also best served by that
payment. In the case itself, the director had argued that the payments were indeed in the
interest of the company, and the Court of Appeal accepted this fact as not contested (though the
directors were held liable towards the claiming creditors on other grounds751).
Although the Court of Appeal is not entirely clear on this, one could infer that the fact that
certain payments have served the personal interests of a director because of a guarantee
relationship with the creditor, can help the claimant somewhat in proving that the director has
behaved improperly, but not sure is how much. The claimant should show that (1) the payment
was made at a time in which the director should have understood that not all creditors would
receive full satisfaction from the available funds and that (2) the director had a personal interest
in such payments. It is then for the director to show that, although such personal interest
existed, the payments were essential from a going concern point of view. If such a personal
interest of the director would have been absent, the claimant would possibly also have to show
that the payment was not strictly necessary, as the starting point of the Court of Appeal was that
the director should be given the freedom to decide which payments are necessary. In other
words, the existence of a personal interest of the director, here based on a guarantee, puts the
burden of proof that the payment was indeed necessary from a going concern point of view on
the director, whereas absent a guarantee the burden to show that the payment was not
necessary from a going concern point of view lies with the claimant.
The question of liability of directors for preferring one creditor above another is particularly
also relevant in the context where no payment was made, but in which factual behaviour of the
debtor has preferred a certain guaranteed creditor (and indirectly thus the insider guarantor)
above other creditors. Chapter 3 paragraph 3.2.2 gave the example of continuing the business, or
even speeding up the business, such as the processing of raw materials into a finished product,
by which a certain creditor (automatically) gets a security right. Articles 42 and 47 Fw only
apply to legal acts and are thus unable to police such behavior. The fact that Articles 42 and 47
Fw do not regulate such behavior, does not compromise the possibility of a claim based on an
unlawful act (art. 6:162 BW) of a director.752

b) Liability for preferential payments that have prejudiced both shareholders and
creditors
As shortly introduced above, preferential payments normally don’t hurt the debtor himself.
Under specific circumstances, this could change. The doctrine of conflicts of interest can be
relevant in the case in which a director of a company guaranteed the debt of the company
towards a major lender. This can lead to conflicts of interest because the guarantee essentially
ties (some of) the personal assets of the directors to the fortunes of the company, or more
specifically, to the repayment of the debt of the major lender. The personal interest of the
751

See for the continuation of the case Amsterdam Cour t of
ECLI:NL:GHAMS:2013:4258.
752 See also Sigtenhorst and Winters, 2017, para. 15.4.4 ; Weijs, 2018.

169

Appeal

3

december

2013,

Chapter 4 – Dutch law on opportunism with the guarantee relationship

director, repayment of or sufficient security for the debt to the major lender, may not always
coincide with the interest of the company. The decisions in which the director may be conflicted,
are thus the decisions of the company on repayment of or security for the guaranteed debt, or
more indirect decisions that somehow facilitate that the debt that the director guaranteed is
serviced. The issuing of the guarantee itself is not problematic in this context, as this is not an act
of the company but of the director personally.
Although the new law on conflicts of interest (art. 2:129 paragraph 6 and 2:239 paragraph 6
BW) does not have external effect, the (bankruptcy administrator of the) company, in this case
the principal debtor in a guarantee relationship, could still rely on the so-called Bibolini-defense
(see paragraph 3.6 above), arguing that it is, under the specific circumstances applicable,
unacceptable according to the standards of reasonableness and fairness for the counterparty
that knew that a director was conflicted to rely on the legal act by the company in which the
director was conflicted.753 This case is clearly not exempted under the group financing
exemption that the Dutch Supreme Court gives in the Bruil case, and the guarantee clearly
creates a personal interest of the director. Whether there is a conflict of interests, will have to be
established on a case-by-case basis.754
Furthermore, if directors were conflicted in representing the company, they can possibly be held
liable towards the company (art. 2:9 BW) for not acting in accordance with the rules on conflicts
of interest.755 Damage done to the company by conflicted directors can thus, even though the
legal acts performed by the company are valid, possibly be claimed from directors. The question
is of course what the damage on the side of the company is. The fact that certain stakeholders of
the company, for example other creditors, have been affected by such acts of the company, does
not necessarily mean that the company itself has suffered damage.
Typically (though certainly not exclusively) in small enterprises, where the director and
shareholder are the same person, guarantees are often issued by the shareholder/director. What
is the relevance of the rule on conflicts of interest in such a case? The rule, which is part of Dutch
company law, is focused on the relationship between directors and shareholders. If directors are
conflicted, shareholders have to take the decision (if there is no supervisory board) (art. 2:129
paragraph 6 and 2:239 paragraph 6 BW).756 If director(s) and shareholder(s) are the same
person(s), this is pointless,757 especially if the rule is just interpreted as an allocation of
responsibilities between shareholders and directors. On the other hand, if more is expected of
the rule, for example protection of creditors of the company,758 which to some extent was at
least the effect when the rule still had external effect, it is not pointless in its effects. The
effectiveness of the rule to this extent remains questionable, because the conflicted director
could simply decide to take the decision ‘as shareholder’.
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Dutch Supreme Court 17 December 1982, NJ 1983, 480 (Bibolini).
Dutch Supreme Court 27 June 2007, NJ 2007, 420 (Bruil).
755 Nowak & Leijten, 2012; Dongen, 2013.
756 In associations, the gener al assembly of members decides in such a case (art. 2:47 BW).
757 See also Leijten, 2013 .
758 Abendroth, 2006, pp. 61 –62 with reference to Dutch Supreme Court 9 July 2004, NJ 2004, 519 with
comment Maeijer. See also (and dismissive) Fernández, 2008.
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4.2.5 Lender tort liability for insider preferences
Preference law allows to claw back payments made to the lender by the debtor before
insolvency but, as discussed in paragraph 4.2.1 above, Dutch preference law has little sensitivity
to the dynamics created by guarantees. Moreover, Dutch law allows circumvention of the
preference law rules in place by allowing parties to agree ex ante that certain payments or other
performances are obligatory. Pressure of a lender on a debtor that leads to the debtor preferring
that creditor above others in the twilight zone before insolvency can however still lead to the
conclusion that the creditor has behaved unlawfully under general tort law (art. 6:162 BW).
Both the individual creditors and the bankruptcy administrator (on behalf of the joint insolvency
creditors) could bring a claim against the creditor for such unlawful behaviour.759 In the case
certain adverse legal acts of the debtor are within the scope of articles 42 and 47 Fw, there is
however little room for a claim based on article 6:162 BW on a lender that received preferential
payments if the transaction is not subject to avoidance on the basis of 42 or 47 Fw. Even though
a claim related to a fraudulent transfer or preferential payment can alternatively be based on
art. 6:162 BW,760 if articles 42 and 47 Fw do not allow avoiding the legal act, receiving the
payment is in principle also not considered unlawful for the lender.761
In considering the extent of this indirect effect of transaction avoidance law, attention must be
given to the reason why a certain act cannot be avoided under transaction avoidance law. If the
only reason why application of transaction avoidance law is not possible is for example that the
adverse behaviour did not constitute a legal act, this does not necessarily stand in the way of
applying the general norm of unlawful behaviour. As discussed in paragraph 4.2.1 above, Dutch
transaction avoidance law is currently unable to police benefits through insider guarantees. The
question is therefore whether the fact that an insider guaranteed the loan, can be a special
circumstance that allows a claim based on art. 6:162 BW. The literature does generally qualify
related party transactions as an example of a special circumstance under which the indirect
effect of transaction avoidance law on tort law is less strong,762 but whether an indirect related
party transaction, such as the payment of a loan guaranteed by an insider, qualifies as such a
special circumstance is an open question.
This is particularly also relevant in the context where no preferential payment was made, but
instead factual behaviour of the debtor has preferred a certain guaranteed creditor (and
indirectly thus the insider guarantor) above other creditors. Chapter 2 Paragraph 3.2.2 gave the
example of continuing the business, or even speeding up the business, such as the processing of
raw materials into a finished product, on which a certain creditor (automatically) gets a security
right. Articles 42 and 47 Fw only apply to legal acts and are thus unable to police such behavior.
In such cases, that are outside the scope of art. 42 and 47 Fw, a claim based on unlawful act (art.
6:162 BW) on a lender is generally considered possible.763 Of course, the harmed creditor or the
bankruptcy administrator that brings the claim will have to prove unlawful behaviour, which is
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Dutch Supreme Court 14 January 1983, NJ 1983, 597 (Peeters q.q./Gatzen); Dutch Supreme Court 21
December 2001, NJ 2005, 95 (Lunderstadt/De Kok c.s.).
760 Dutch Supreme Court 28 June 1957, NJ 1957, 514, (Erba/Amsterdamse Bank).
761 Dutch Supreme Court 16 June 2000, NJ 2000, 578 (Van Dooren q.q./ABN Amro I).
762 Case note of Van Schilfgaarde, par 5 to Dutch Supreme Court 16 June 2000, NJ 2000, 578 (Van
Dooren q.q./ABN Amro I); Sigtenhorst and Winters, 2017, para. 15.4.4 ; Dutch Supr eme Court 28
October 2011, NJ 2012, 495 (Ponzi -scheme).
763 Compare Sigtenhorst and Winters, 2017, para. 15.4.4 .
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generally not a small hurdle. In any case, the sole fact that the lender, using the guarantee
relationship, put some pressure on the debtor will certainly not suffice.

4.2.6 Specific dynamics in reorganization
Guarantees can play an important role in restructurings in bankruptcy. As discussed in chapter 3
paragraph 3.2.5, the principal debtor may be under pressure because of the guarantee, even in
bankruptcy. Various complicated questions as to voting on and the scope of a reorganization
plan can also arise in this context. Dutch law is not well developed in this context. Article 160 Fw
simply stipulates that the reorganization plan has no influence on rights of the creditor against
third parties such as sureties.764 The Dutch Supreme Court,765 as well as the common opinion in
the literature, confirm this.766
Strangely enough, in at least two court-approved reorganization plans, in the Lehman Brother’s
bankruptcy767 and in de bankruptcy of the Stichting Wereldruiterspelen,768 that were not fully
consensual, rights against third parties have been waived, against the will of some creditors. In
the case of the Stichting Wereldruiterspelen all possible claims against directors and their
insurers were waived. In the Lehman Brothers reorganization plan many possible claims against
third parties were waived, including possible claims against directors of Lehman Brothers,
accountants and the bankruptcy administrators themselves. Although these third parties were
not guarantors, these cases beg the question whether waiving rights against guarantors,
combined with a cram-down, would also be possible. Given the fact that the court approved
these plans, it could be held that there may be a possibility for such plans to waive third-party
rights. However, the Dutch Supreme Court, the text of art. 160 Fw, and the literature in general
are clearly dismissive of the possibility. It is therefore seems unlikely that such waivers will hold
in (higher) courts.
There is however considerable legislative action in the field of out-of-bankruptcy reorganization
plans. The first preliminary draft bill seemed to generally sanction waivers of third party
rights.769 The updated version of the draft bill that has been sent to the parliament in July 2019
has a much more limited approach.770 Waivers of rights towards third parties such as guarantors
can generally not be altered by a reorganization plan (draft bill, art. 370 paragraph 2), but an
exception is made for the corporate group context (draft bill, art. 372). This exception allows
claims arising from guarantees or co-debtorship within the group to be included in the
restructuring of a single debtor in that group, even though those third parties are not generally
included in the restructuring. There are some conditions, including that the guaranteed creditor
does not receive less than he would have received in the bankruptcy of also those third parties,
764

Of course, if all parties involved in the reorganization plan agree to waive a right again st a third
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basis of art. 6:253 BW Soedira, 2011, p. 96 .
765 Dutch Supreme Court 18 May 1990, NJ 1991, 412 (CLB N/De Maas Janssens).
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and that those third parties should, like the debtor, be in a state in which it is likely that
outstanding and due debts cannot be paid in the near future. Although this will probably only
apply to a narrow set of cases, it does show that the legislator seems to start to pay some
attention to opaque priority structures with guarantees especially within groups, more
specifically the possibly detrimental effects on reorganization of such structures.

4.3 Summary of Dutch law on external relations
Guarantees can influence the positions of outsiders. This section examined the current
regulation under Dutch law of such influence on outsiders and the protection of the interests of
these outsiders against possible opportunistic use by insiders.
Ex ante opportunism, using the guarantee to set up an opaque priority structure, was discussed
first. Dutch law is poorly developed in dealing with the, often disguised, way in which guarantees
can give priority to some creditors above others. Shareholder liability in tort or by veil-piercing
is rare and clear guidance on how to value guarantees in this context is lacking. Dutch insolvency
law is also unclear and underdeveloped on how to deal with shareholder loans in insolvency, so
it should come as no surprise that Dutch law has little attention to the more complex form of an
indirect shareholder loan, such as a loan guaranteed by a shareholder. Dutch law furthermore
generally allows for double-proofing with guarantees, allowing the guaranteed lender to issue
the full claim on all the joint and severally liable debtors, even if they are all insolvent, and even
if part of this claim has already been paid in one of the insolvency procedures. Through this
mechanism, the guaranteed creditor can squeeze down ordinary creditors, especially in
insolvencies of larger groups of companies.
Dutch law is insensitive to insider dealing in the context of guarantees. The non-guaranteed (or:
outsider) creditors of the principal debtor in the guarantee relationship could in theory be
protected through transaction avoidance law against the principal debtor giving preferences to
the guaranteed lender, but the analysis has shown that Dutch law is poorly developed on this
point and generally inapt in dealing with the complex and indirect ways in which guarantees can
be used to give preferences to guaranteed creditors above non-guaranteed creditors. Creditors
of the principal debtor that suffer damage because of such adverse behavior of their debtor as
influenced by a guarantee relationship could theoretically pursue shareholders or directors for
damages in extreme cases, but again Dutch law does not offer clear guidance on how to deal with
directors or shareholders that indirectly benefitted through a guarantee relationship or that are
to blame for giving preferences to certain lenders.

5 Conclusion
The question addressed in this chapter is:
How does Dutch law deal with opportunism with the guarantee relationship in the context of
corporate finance?
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In answering the question this chapter has, after a short introduction of types of guarantees
under Dutch law, discussed opportunism with the guarantee relationship both towards insiders
of the relationship and towards external parties.
Regarding protection of insiders to the relationship, especially the protection of consumer
sureties is rather extensive. This protection is often dictated by mandatory law and is extended
to contracts in which a consumer guarantees to do something else than the principal debtor has
promised, for the purpose of security (art. 7:863 BW). However, there are also some gaps in the
consumer protection, most notably the lack of substantive protection, the limited protection of
consumer guarantors that are co-debtors and not sureties, the lack of clarity around consumers
that are guarantors in independent guarantee relationships, and the lack of specific protection of
family sureties. Outside the area of consumer suretyship, guarantors also enjoy some protection,
but not much. Shareholder-directors that stand surety for their own business often enjoy too
little protection.
Regarding opportunism towards outsiders of the guarantee relationship, Dutch law is
underdeveloped. Dutch law has little to no attention to the opaque priority structure that a
guarantee combined with incorporation can create and little to no attention to the more specific
problems of indirect shareholder loans and double proofing of guaranteed loans. Dutch
transaction avoidance law is mostly unable to deal with the insider dealing that a guarantee by
an insider can lead to. Director- and shareholder liability rules are also mostly unable to
effectively deal with such insider dealing, or at least it is not clear to which extent such rules can
be applied effectively.
In short, many problems of opportunistic use of guarantees towards outsiders of the
relationship are not addressed by Dutch law. Dutch law does partly deal with opportunism
towards insiders, but only in the context of consumer guarantees.
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CHAPTER 5
US law on opportunism
with the guarantee
relationship
1 Introduction
Chapter 3 discussed the guarantee relationship from the perspective of opportunism. This
chapter analyses how US law deals with the problems identified in chapter 3. The question
addressed in this chapter is:
How does US law deal with opportunism with the guarantee relationship in the context of
corporate finance?
Most legal systems contain specific rules on the internal relationship. Many of those rules are
designed to protect the guarantor, who is often considered a weak party. After a short
introduction of types of guarantees relevant to corporate finance, US law on the protection of
weak parties, most notably the guarantor, will be discussed. The focus lies on the context of
corporate finance, in which shareholders or directors often guarantee debts of their company. In
the discussion of weak party protection, it will thus specifically be discussed to which extent
shareholders/directors are protected as weak parties.
After discussion of the rules protecting weak parties, the regulation under US law of
opportunism towards outsiders of the guarantee relationship (as identified in chapter 3) will be
analyzed extensively.

2 Introduction to types of guarantees in US law
Under US law, a guarantee (or: personal security right771) can take many different forms, or as
Alces puts it: “The forms of commercial guaranty agreements are limited only by a counsel's
771
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imagination and the business challenges confronting his client.”772 This introduction serves to set
out the basic forms of personal security rights under US law. The aim is to provide a basic
understanding of the most-used types of guarantees relevant to corporate finance under US law,
without aiming to give a complete overview of all possible shapes a guarantee relationship can
arguably take, as the focus of this book is not on all the specifics and variations of guarantee law
in general, but in specific on the opportunistic use of guarantees in the context of corporate
finance.
US law is discussed from a federal perspective, by discussing federal law and overarching
principles of personal security rights. The rules governing personal security rights are generally
based on the common law.773 Variations between states do exist, but are generally not discussed.
Therefore, the discussion of the general principles of the law on personal security in this chapter
is mostly based on treatises and the Restatement of Suretyship, instead of the case law that may
somewhat diverge between states.774 The primary source for the common law on personal
security rights is the Restatement of Suretyship (third) of 1996 by the American Law Institute
(ALI), as updated until June 2016. Restatements of law by the ALI are meant to reflect the
consensus of US law on a topic and are secondary texts that officially have no authority.
However, Restatements de facto have a lot of authority and are often used and quoted by
practitioners, courts and academics. 775 The Restatement of Suretyship (third) certainly is one of
the most influential texts in the field of personal security rights in the US. It does not provide
binding precedent, but does have persuasive authority.776 The Restatement does not aim to do
more than provide default rules ‘in the absence of agreement to the contrary by the parties
affected by the rules’.777 But not just the specific rules on personal security rights are relevant to
their regulation. Rules in the fields of, for example, general contract law,778 bankruptcy law and
corporate law can be highly relevant as well. Bankruptcy law is mostly federal law, whereas
states have more discretion in the field of corporate law.
In US law, a distinction is sometimes made between guarantees and suretyships, though the
distinction is surrounded by confusion.779 Clear is however that, if the distinction is made, a
guarantee is a species of the genus suretyship. The distinction, simply put, comes down to a
more subsidiary and contingent nature of a guarantee compared to suretyship in general.
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Alces, 2016, para. 1:2; see also Lopucki et al., 2006.
Tracht, 2013b, para. 45.01 .
774 The law of suretyship is made somewhat more complex because Article 3 UCC, on negotiabl e
interests, may apply to suretyship contra cts in as far as the underlying obligation is signed by the
surety. Or as Alces explains:
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777 Introductory note to Chapt er 1, Restatement.
778 See also Restatement, § 5.
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However, the distinction seems mainly of technical relevance. Some states have abolished the
distinction altogether by statute.780 The technical differences between guarantees and
suretyship, as still may exist in some states, are not directly relevant to the subject of this thesis
and will be left aside. The terms ‘guarantee’ is generally used in this chapter, as seems to be the
modern convention, and is assumed to mean the same as ‘suretyship’. When referring directly to
the Restatement of suretyship below, it however often seems to make more sense to use the
term ‘suretyship’.
The guarantee as governed by the Restatement will be discussed extensively, after which a short
overview of other common types follows. This paragraph serves to provide a basic
understanding of US law on personal security rights in order to be able to discuss opportunism
in and with the relationship in paragraphs 3 and 4. The introduction to the types of guarantees
should be read as an introduction and in no way aims to be comprehensive. A reader familiar
with US law on personal security can skip this introduction.

2.1 Guarantees under the Restatement of suretyship
The Restatement of suretyship defines suretyship broadly. The Restatement applies when
pursuant to the (suretyship) contract, a creditor has recourse against the surety or the surety’s
property with respect to the obligation of another person781; to the extent that performance by
the surety discharges the principal debtor; and as between surety and principal debtor it is the
principal debtor who ought to perform the underlying obligation (Restatement § 1). In short, we
can speak of suretyship when someone has to answer for someone else’s debt and the creditor is
not entitled to more than one performance.782 In defining suretyship, and thus awarding
‘suretyship status’ to the surety, the Restatement takes a substantive rather than formal
approach. If the above definition is met, it is a suretyship, regardless of the wording used (see § 3
a and b of the Restatement). The principal debtor does not have to know of the existence of the
suretyship for suretyship to exist (although such knowledge may be relevant for the relationship
between parties).783
This definition of suretyship covers diverse commercial transactions. Suretyship is often
encountered in the construction industry, often denominated as a surety bond or performance
bond, in which a surety company guarantees performance by the construction company or
subcontractors towards the investor that pursues the building project.784 Suretyship also occurs
in the example in which a relative, for example a sister, of the principal debtor guarantees the
debt towards a creditor, for example a bank. Suretyship usually also applies to a relationship in
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which a shareholder of a small corporation guarantees a line of credit extended to that
corporation by a third person such as a bank.785
The relevance of the qualification of a relationship as ‘suretyship’ is that common law
supplements the parties’ undertaking with certain rights, next to the rights that are defined by
the terms of the contract(s) between the parties.786 Parties can, in principle, derogate from these
supplemented rights by contract (Restatement, paragraph 6). The most important supplemented
rights are the right of the surety of recourse against the principal debtor to cause the principal
debtor to perform the underlying obligation or bear the cost of performance by the surety
(Restatement, par. 18)787 and certain defenses of the surety against a call for performance
(Restatement, par. 19)788. By default, the obligation of the surety is dependent on the obligation
of the principal debtor towards the creditor.789

2.1.1 The relationship between creditor and surety
There are many default rules that are relevant to the guarantee relationship. These rules include
the principles of subsidiarity and dependency and the suretyship defenses.
Dependency and defenses from the underlying relationship
Suretyship law offers some specific defenses to sureties (§ 19 Restatement). Firstly, the surety
can invoke defenses from the underlying relationship, which relates to the dependent nature of
suretyship. § 34 of the Restatement lays down the dependent nature of suretyship.790 According
to that paragraph, the surety may raise any defense of the principal obligor to the underlying
obligation.791 There are a few exceptions to this general rule. Firstly, a discharge of the
underlying obligation in bankruptcy proceedings does not affect the rights of the creditor
against the surety (see also § 34 Restatement). Secondly, unenforceability of the underlying
obligation due to the principal obligor's lack of capacity does not affect the rights of the creditor
against surety (see also § 34 Restatement). More generally, the surety cannot invoke defenses
that are “personal” to the principal debtor.792 For example, a claim for voidability that the
principal debtor may have, is not available to the surety because only the principal debtor has
the option to use his right of voidability.793 Lastly, the surety usually cannot invoke an
independent cause of action that the creditor may have as a defense.794 The surety can however
generally invoke a right of set-off that the principal debtor has against the creditor, also for an
unrelated claim (§ 35 Restatement).
The creditor is generally allowed to assign the claim on the principal debtor to another party.
The guarantee will follow the assignment of the underlying obligation (compare § 13 par. 5
785
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788 See also Alces, 2016, para. 2:4 .
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Restatement). Such assignment of both the claim on the principal debtor and the claim on the
guarantor is generally allowed (§ 13 Restatement), though some exceptions can exist, most
notably when assignment would materially change the duty of the guarantor.795
Subsidiarity
The liability of the surety is subsidiary in the sense that the principal debtor is primarily liable
and the surety only secondarily. However, under the law of most US states, the creditor can
directly pursue the surety upon mere default of the principal debtor.796 In that sense, the
principle of subsidiarity is not strongly incorporated in US law. The creditor does not need to
pursue the principal debtor first upon default of the principal debtor. He may also choose to
directly turn to the surety. Some states may however have different rules.797 The contract can
also implement a stronger form of subsidiarity. A guarantee with a stronger form of subsidiarity
is generally known as a ‘guarantee of collection’ (as opposed to the more common ‘guarantee of
payment’).798 Under a guarantee of collection the creditor will first have to show that the
principal debtor offers no recourse (see more extensively § 15b Restatement). Guarantees of
collection are rare in practice.799
Suretyship defenses
The surety has some additional defenses that are related to the dependent nature. Paragraphs
37-45 of the Restatement sum up these rights, often referred to as the suretyship defenses.800
These suretyship defenses all deal with some increase in the risk due to behavior of the creditor,
after the suretyship contract was concluded.801 The most important include impairment of
collateral, modification and extension to the principal debtor.802 The Restatement groups these
together under the label ‘impairment of suretyship status’ (§ 37 ff.). These are discussed below.
Suretyship defenses: (i) Impairment of collateral
If the creditor has other collateral that secures the guaranteed claim, the creditor has a duty
towards the guarantor to protect that collateral and, when necessary, appropriately use it to
satisfy his claim.803 In other words, the creditor should not impair the collateral. The guarantor
can thus, at the time of entering into the suretyship, rely on the value of the collateral being in
principle available to offset against the claim of the creditor.804 The creditor also has the duty to
apply the value of the collateral first to the claim, and only then call on the surety.805 If the
creditor impairs the collateral, for example by releasing the collateral, or by not properly
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See also Alces, 2016, para. 3:45 .
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797 See Tracht, 2013b, p. 45.07 ; Henkel, 2014, p. 352.
798 Greer and Moss, 2014, pp. 156 –157.
799 Lopucki et al., 2006, p. 584 .
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802 See also Lopucki et al., 2006, pp. 596 –597.
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804 Alces, 2016, para. 7.13.
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perfecting or not maintaining perfection of the collateral, or by not protecting the value of the
collateral, the guarantor is released up to the amount of the impairment.806
Suretyship defenses: (ii) Other impairment: modification, extension, tender of
performance, discharge
Also other ways in which behavior of the creditor towards the principal debtor damages the
surety may result in (partial) discharge of the surety, up to the amount of the damage to the
surety. If for example the creditor (possibly together with the principal debtor) modifies the
underlying obligation in a way that is detrimental to the surety, the surety may be partly
discharged, but only in as far the change has indeed damaged the surety.807 Likewise, if the
creditor extends the due date towards the principal debtor, the surety may be discharged in as
far as he is disadvantaged. If the creditor refuses performance offered by the principal debtor,
the surety may also be discharged (see also § 46 Restatement). Slightly paradoxically, a complete
discharge of the principal debtor by the creditor does traditionally not automatically release the
guarantor, although discharge can clearly be disadvantageous to the guarantor.808 Instead, the
question whether a release of the principal debtor also leads to a release of the guarantor, is
traditionally answered by focusing of the intention of the creditor, not by focusing on the
interest of the guarantor.809 Creditors often include a so-called reservation of rights in a
discharge towards a principal debtor, reserving all rights against third parties.810 This can lead to
surprises for a principal debtor. He may think he is released of the burdening debt, but as long as
the guarantor remains bound by the guarantee, a reimbursement claim looms. The Restatement
therefore does include the rule that discharge of the principal debtor automatically leads to
discharge of the guarantor (and to discharge of the principal debtor for the reimbursement
claim). If the creditor does want to retain his rights against the guarantor, the terms of the
discharge need to state that the creditor retains his rights against the guarantor and that the
guarantor retains his rights against the principal debtor (§ 38 Restatement). The automatic
discharge of the guarantor upon discharge of the principal debtor is routinely waived in
guarantee contracts.811
Waiver of suretyship defenses
Although the suretyship defenses described above seem extensive, the relevance in practice is
limited because the defenses can be waived (§ 48 Restatement). Such waivers are standard
practice and are generally upheld.812 Waivers of suretyship defenses however used to be
construed narrowly (against the creditor).813 Courts usually look at the plain meaning of the text
rather than interpreting it against the creditor.814 The Restatement, and US law generally, thus
takes a liberal stand towards waivers.815 It has been argued that waivers should not be
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enforceable in case of uncompensated sureties, but this has not received a wide following in the
law.816

2.1.2 The relationship surety-principal debtor
Performance (or: exoneration)
The surety is liable towards the creditor when the principal debtor defaults, but in the internal
relation between the surety and the principal debtor, the principal debtor is of course the one
that ultimately bears the debt. Therefore, suretyship law grants the surety various rights against
the principal debtor.817 These rights are generally based in equity, although some US states also
stipulate them by statute.818 One of those rights, the right of performance by the principal debtor
(also referred to as the right of exoneration), can be used to escape performance under the
guarantee by influencing the principal debtor to perform. The other three, reimbursement,
restitution and subrogation, can be relied on after performance by the surety.819
The surety has the right to pursue the principal debtor to perform towards the creditor (§ 21
Restatement).820 In order to have this right, the principal debtor does have to have notice of the
existence of the guarantee.821 Such performance by the principal debtor is clearly in the interest
of the guarantor as secondary obligor. Remember that the guarantor can directly be called upon
when the principal debtor is in default. When the creditor turns to the guarantor, the guarantor
cannot defend itself against the creditor by arguing that the principal debtor should perform, but
can sue the principal debtor to make him perform, in as far as this is without prejudice to the
creditor.822 In practice, this right does not seem to have much relevance, because the reason why
the guarantor is called upon is usually that the principal debtor has trouble performing. 823
Moreover, if the guarantor is some kind of insider (a close relation to the principal debtor),
which is often the case, the guarantor probably has other ways of influencing the principal
debtor to perform (if the principal debtor can perform at all) and thus does not need the formal
right to sue.824
Reimbursement
The guarantor that performs towards the creditor has the right to full reimbursement from the
principal debtor (§s 22-25 Restatement), at least if the principal debtor had notice825 of the
guarantee and if the exceptions of § 24 Restatement do not apply.826 This reimbursement claim
of the surety is based on the implied promise by the principal debtor to reimburse the surety
after the surety pays the principal debtor’s debt.827 The guarantor that partly performs, has the
816
817
818
819
820
821
822
823
824
825
826
827

Lewis, 1997, p. 878 ff.
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right of reimbursement for that part.828 The right arises when the guarantor pays or, if the
underlying obligation was not yet due and payable at that time, at the time when the underlying
obligation becomes due and payable (§ 22 par. 2 Restatement).829 The right to reimbursement
includes the reasonable costs to the guarantor of performance and incidental expenses (§ 23 par
1 Restatement). These include interest that the guarantor has paid as a result of default by the
principal debtor, attorneys’ fees for performing the guarantee obligation and expenses in
determining possible defenses (but not the fees connected to the reimbursement claim).830
Often, principal debtor and surety will have made an indemnification agreement stipulating the
right for reimbursement. In such a case, this contract is leading and the common law on
reimbursement does not apply.831
Restitution
If the principal debtor does not have notice of the guarantee contract, the right to
reimbursement does not arise. If performance by the guarantor does however enrich the
principal debtor, the guarantor has a right to restitution, based on the principle of unjustified
enrichment.832 The right to restitution does not include the costs incurred by the guarantor.
Subrogation
When the guarantor has performed his obligation and the underlying obligation is fully satisfied,
the right of subrogation arises (§ 27 Restatement). As long as the underlying obligation is not
fully satisfied, the right of subrogation does not arise. This rule aims to prevent the guarantor’s
subrogation claim from conflicting with the creditor’s own claim on the principal debtor.833
Striking is that the rule only grants the subrogation claim when the underlying obligation is fully
satisfied. From the purpose of the rule, preventing collision with the creditor, this can easily be
appreciated. However, consider the example in which a guarantor has only guaranteed part of
the obligation, for example 100 of an underlying obligation of 300. When the guarantor fully
performs his obligation under the guarantee, the underlying obligation is not yet fully
satisfied.834 The guarantor then, cannot do anything to make the right of recourse arise, thus
cannot benefit from the possible advantages of subrogation as compared to reimbursement.
That seems harsh. Not surprisingly, courts do occasionally make exceptions to the rule that the
underlying claim has to be fully satisfied for the subrogation claim to arise.835
The conceptual difference between reimbursement and subrogation is that the reimbursement
claim is a new claim, whereas the subrogation claim is in essence the claim that the creditor had
against the principal debtor, in which the guarantor is subrogated (the guarantor stands in the
shoes of the creditor). 836 From the perspective of the guarantor, subrogation and
reimbursement each come with up- and downsides. Firstly, as already discussed, the
subrogation claim only arises when the underlying obligation is fully satisfied, whereas a
reimbursement claim can also be enforced after performance in part. Secondly, the principal
828
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Bae and McGrath, 200 5, pp. 796 –797; Henkel, 2014, p. 356; Tracht, 2013b, para. 45.07.

182

Insider guarantees in corporate finance

debtor can use all the defenses (including those based on the Statute of Limitations) that he had
against the creditor against a subrogation claim, which is not the case with reimbursement. 837
Thirdly, subrogation by nature does not allow for the guarantor to recuperate costs made in
connection to performing under the guarantee, as the claims to pay for these costs are not rights
of the creditor against the principal debtor. The most important upside of subrogation is that the
guarantor is also subrogated in the possible priority of the claim of the creditor against the
principal debtor, including security rights.838
Subrogation and reimbursement claims can be waived in the guarantee contract.839 Especially
subrogation claims are often waived.840
Good faith between parties
The Restatement does not stipulate a duty of good faith between surety and principal debtor,
whereas such a duty does exist between creditor and surety.841 The courts are split on whether
such a duty exists between surety and principal debtor, and if it exists, to which extent.842 Such a
duty could for example be relevant in the case where the principal debtor protests to the surety
performing towards the creditor.843

2.1.3 Co-suretyship and sub-suretyship, contribution
The discussion until now has focused on the three essential parties involved in suretyship:
creditor, principal debtor and guarantor. More guarantors could of course be involved. These
additional guarantors could be either cosureties or subsurities (§ 53 Restatement). By default,
additional guarantors are assumed to be cosureties (§ 53 Restatement). In principle, each
cosurety can, upon default of the principal debtor, be called upon for his full liability under the
contract of suretyship. Cosureties can also be liable for contributing among themselves. If
instead one is a principal surety and another a subsurety, the subsurety does not need to
contribute.
The cosurety that pays more than its proportionate share of the obligation, can thus, apart from
claiming reimbursement, subrogation or restitution from the principal debtor, call upon the
other cosurities to contribute, also without a contract in place between cosurities. The obligation
to contribute is based in equity. The surety that has paid more than his proportionate share does
not need to try and take recourse from the principal debtor, but can directly pursue cosurities.844
Each cosurety can be asked to contribute up to its proportionate share.845
The ‘proportionate share’ is determined as follows. Without any express or implied agreement
between or among the cosureties, a cosurety's contributive share is the aggregate liability of the
cosureties to the creditor divided by the number of cosureties (§ 57 par 1 Restatement).
837
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However, if the secondary obligation of one or more of the cosureties towards the creditor is
limited to an amount lower than this proportionate share, this cosurety can of course not be held
to contribute more than that limit. The proportionate share of the other cosureties is increased
in that case to cover the full aggregate liability (§ 57 paragraph 2a Restatement). The aggregate
liability is the total amount of the underlying guaranteed obligation, minus any collateral
available to the creditor.846 If collection from one of the cosureties is not (or only partly)
possible, for example because of insolvency, the proportionate share is recalculated leaving out
this cosurety (partly or entirely), see § 57 par 2b Restatement.

2.2 Joint and several contractual liability
Joint and several contractual liability refers to the situation in which two or more persons
promise one and the same performance.847 This can be distinguished from the situation in which
two or more debtors promise separate performances to a creditor. This last situation does not
contain any form of suretyship. Joint and several liability however always contains some form of
suretyship. As the treatise Corbin on Contracts explains, there are two alternatives under joint
and several liability: “(1) one of the promisors is sole principal debtor and another his surety only,
or (2) each of them is a principal debtor as to his just proportion and a surety as to the just
proportions of the others.” Thus, depending on the internal relationship between the debtors,
joint and several liability either amounts to a simple suretyship or to a slightly more complex
form in which two or more debtors are each part surety and part principal debtor. As discussed
in paragraph 2.1 above we can speak of suretyship when someone has to answer for someone
else’s debt and the creditor is not entitled to more than one performance.848 In defining
suretyship, and thus awarding ‘suretyship status’ to the surety, the Restatement takes a
substantive rather than formal approach. If the above definition is met, it is a suretyship,
regardless of the wording used (see § 3 a and b of the Restatement). When the definition is not
met, the relationship is not regulated by default suretyship law.

2.3 Independent guarantee
A suretyship or guarantee can and should be distinguished from the letter of credit and the
standby letter of credit.849 The main distinction between guarantee and suretyship on the one
hand and (standby) letter of credit on the other hand, is the independence of the contractual
relationships between the involved parties in the letter of credit situation. In a typical letter of
846

Hulse, 2016, para. IV .
The widely used term ‘joint and seve ral liability’ is somewhat confusing, as the reason for usin g
both the words ‘joint’ and ‘several’ to describe the way in which two or more persons assume
obligations are historical and no longer applicable, see Corbin on Contracts par 52.3; See also
Monserud, 1992, pp. 257 –263.
848 See also Bae and McGrath, 2005, p. 785 ; see for some examples Hulse, 2016, para. II .
849 See Dolan, 2013. The difference between a letter of credit a nd a standby letter of credit is that the
normal letter of credit is also used as the standard p ayment device. Parties envision that the
beneficiary will use the letter of credit in order to settle the bill. The standby letter of credit, as the
name suggests, is used as a secondary payment device in case the first device (direct payment) fails. In
that sense, a standby letter of credit looks more like performance insurance. See also Alces, 2016,
para. 2:8.
847
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credit transaction, three parties are involved: issuer, account party and beneficiary.850 Three
separate contractual relationships can be distinguished: between account party and beneficiary;
between issuer and account party and between issuer and beneficiary. Each of these contractual
relationships is governed by its own terms and performance is usually not directly related to
performance of the other contractual relationships. Independent guarantees at first demand
should, as the terminology suggests, simply be paid at first demand: pay first, argue later.
Although independent guarantees may, under circumstances, look like a normal guarantee at
first sight, the independence of the contractual relationship has led some to state that it is not to
be confused with a guaranty.851 Letters of credit are a commercial specialty, developed in
practice over the last few centuries. Both the legal treatment and the use in practice can be
distinguished from the dependent guarantee.

3 US law on opportunism towards parties inside the
guarantee relationship
Chapter 3 paragraph 2 discussed opportunism in the internal relationship. This chapter will
discuss in which way and to which extent US law protects parties in the guarantee relationship.
US law on the internal relationship is not as focused on protection of weak guarantors as many
continental European systems are. Below, the sparse rules protecting weak guarantors will be
discussed.

3.1 Specific consumer guarantor protection
US law does not extensively protect consumer sureties and does not even categorically
distinguish between the treatment of consumer and commercial guarantees.852 The three only
clear exceptions to this are the notice requirement of the UCCC (the Uniform Consumer Credit
Code), the notice requirement of the Code of Federal Regulation (CFR)853 and the stay of action
against consumer guarantors of consumer debt in § 1301 Bankruptcy Code.
The UCCC contains a notice requirement for consumer sureties.854 The UCCC is however only a
model act, which has as of 2019 only been adopted by a small number of States.855 The definition
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Alces, 2016, para. 2:8.
See Alces, 2016, para. 2:8, referring to the Tenth Circuit.
852 Henkel, 2014, p. 335; Alces, 2016, para. 3:25 ; Tracht, 2013a, para. 44.04 ;
Debtor-Creditor Law
(2016), 2016, para. 4.04.
853 Henkel, 2014, p. 359.
854 UCCC § 3.208: “A natural person, other than the spouse of the consumer, is not obligated as a co signer, co-maker, guarantor, indorser, surety, or similar party with respect to a consumer credit
transaction, unless before or contemporaneously with signing any separate agreement of obligation or
any writing setting forth the terms of the debtor's agreement, th e person receives a separate written
notice that contains a completed identification of the debt he may have to pay and reasonably informs
him of his obligation with respect to it.”
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of ‘consumer’ in the UCCC is rather complicated because of cross-referencing, but it is narrow
and boils down to just including natural persons, acting in the interest of a personal, family,
household or agricultural purpose, while the amount financed does not exceed 25.000 USD856
(UCCC par. § 1.301).
The Federal Trade Commission’s (FTC) Credit Practice Rules contained in chapter 16 of the Code
of Federal Regulation (CFR) also contains a notice requirement for consumer ‘cosigners’.857
These Credit Practice Rules however only apply to creditors within the FTC’s jurisdiction.
Outside FTC jurisdiction are for example banks and federal credit unions.858
A consumer is defined narrowly in par. 444.1(d) CFR as “A natural person who seeks or acquires
goods, services, or money for personal, family, or household use”. A ‘cosigner’ can include someone
that issues a guarantee or suretyship, but is otherwise defined narrowly.859 Par. 444.3 (c) of the
CFR provides a model notice to be given to the cosigner prior to signing.860 § 5 of the Federal
Trade Commission Act, which par. 444.3(a)(2) of the CFR refers to, gives the FTC the power to
prevent persons or corporations (but not banks, savings and loan institutions as defined in the
Act) to use unfair practices.
This is public law regulation which gives a state authority the power to enforce that creditors
give notice to consumer co-signors. If the creditor however fails to do so, this public law
regulation does not have direct consequences for the enforceability of the guarantee or
suretyship signed, the FTC Act does not contain direct private remedies.861 However, if the
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Colorado;
Idaho;
Indiana;
Iowa; Kansas;
Maine; Oklahoma;
South
Carolina ; Utah;
Wisconsin; Wyoming; Guam; see https://www.law.cornell.edu/uniform/vol7#concc , accessed on 3
September 2019
856 This is the amount in the original code, which is to be indexed from time to time pursuant to par.
1.106 UCCC.
857 Par. 444. 3 (a) (2) of the CFR, title 16, stipulates that it is an “unfair act or practice within the
meaning of § 5 of that Act [the Federal Trade Commission Act] for a lender or retail installment seller ,
directly or indirectly, to obligate a cosigner unless the cosigner is informed prior to becoming
obligated, which in the case of open end credit shall mean pr ior to the time that the agreement
creating the cosigner's liability for future charges is executed, of the nature of his or her liability
as cosigner.”
858 https://occ.gov/news-issuances/bulletins/2014/bulletin -2014-42a.pdf
859 Par. 444.1 (k) CFR: “Cosigner. A natural person who renders himself or
herself liable for
the obligation of another person without compensation. The term shall include any person whose
signature is requested as a condition to granting credit to another person, or as a condition for
forbearance on collection of another person's obligation that is in default. The term shall not include a
spouse whose signature is required on a credit obligation to perfect a security interest pursuant to
State law. A person who does not receive goo ds, services, or money in return for a
credit obligation does not receive compensation within the meaning of this definition. A person is
a cosigner within the meaning of this definition whether or not he or she is designated as such on a
credit obligation.”
860 “NOTICE TO COSIGNER. You are be ing asked to guarantee this debt. Think carefully before you do. If
the borrower doesn't pay the debt, you will have to. Be sure you can afford to pay if yo u have to, and
that you want to accept this responsibility. You may have to pay up to the full amoun t of the debt if the
borrower does not pay. You may also have to pay late fees or collection costs, which increase this
amount. The creditor can collect thi s debt from you without first trying to collect from the borrower.
The creditor can use the same col lection methods against you that can be used against the borrower,
such as suing you, garnishing your wages, etc. If this debt is ever in default, that fact may become a
part of your credit record. This notice is not the contract that makes you liable for the debt.”
861 Debtor-Creditor Law (2016) , para. 4.06 ; All states did enact legislation granting a private course of
action in case of FTC Act violations, but there may be some restrictions in so me states, see DebtorCreditor Law (2016), para. 4.06.
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creditor acted contrary to the CFR rule, this may be a relevant circumstance in the context of an
action to avoid the guarantee because of fraudulent or material misrepresentation.862
Another measure of consumer protection can arguably be found in par. 1301 Bankruptcy Code,
which extends the automatic stay in a Chapter 13 bankruptcy to non-professional co-debtors.
The object of this provision is however not to protect the consumer surety, but to protect the
consumer principal debtor in a Chapter 13 procedure.863 In bankruptcy of the principal debtor
under Chapter 13 Bankruptcy Code, § 1301 of the Bankruptcy Code stays actions against
consumer guarantors for consumer debt. This will be discussed further below in paragraph
4.2.6.
Apart from these patchy provisions of consumer protection with limited reach or force, some
state courts have articulated a bias in favor of consumer sureties in the construction of
suretyship contracts,864 though ambiguities in suretyship contracts are also often resolved in
favor of creditors.865 Some states may also have specific requirements pertaining to consumer
protection.866 Recently, the courts have tended to be less biased in favor of the surety, and more
willing to interpret against sureties, especially when the surety is independently
compensated.867
US law does, in general, also not offer any particular protection to the spouse of the consumer
guarantor. In some US states there may still be some remnants of the outdated idea that married
women would be limited in their capacity to become sureties, but the known cases on this
subject are forty years old or older and may have lost all relevance.868 The Michigan State Law
that one of the last cases was based on (Nat'l Bank of Rochester v. Meadowbrook Heights, Inc), has
for example been repealed a few years later, in 1982.869

3.2 Protection of guarantors that are legal persons
Legal persons may enjoy some protection against themselves (or their board of directors)
through the ultra vires doctrine, but this doctrine is hardly relevant in the context of guarantees
under US law. Especially in the case of upstream guarantees (guarantees by a subsidiary for
862

See Restatement of suretyship, par. 12(1): “(1) If the secondary obligor's assent to the secondary
obligation is induced by a fraudulent or material misrepresentation by the obligee upon which the
secondary obligor is justified in relying, the second ary obligation is voidable by the secondary obligor.”
863 Kennedy, 1978.
864 Especially in case of gratuitous suretyship, Tracht, 2013b, para. 45.04 .
865 See Alces, 2016, para. 3:25 , also for refer ences to cases.
866 Tracht for example gives the example of the State of Maryland, which requires that a consume r
guarantor or surety also signs the loan contract for the guarantee to be enforceable, see Tracht,
2013b, para. 45.04; New York and Illinois require notice being given to certain guarantors of retail
instalment sales contrac ts, see Tracht, 2013a, para. 44.04 ; guarantors of business debt are not viewed
as consumers for the purpose of the FDCPA (fair debt collection practices act), see (Nahoum, 2015).
See generally on the FDCPA also Westbrook and Warren’s case -book (debtor-creditor law).
867 Tracht, 2013b, para. 45.04 ; Tracht defines a compensated surety as follows: “A compensated surety
is one who receives an independent c onsideration for his promise to perform, and is oftentimes a
business association that is organized to execute bonds or undertakings for a profit.(…)” Tracht, 2013a,
paras 45B-Glossary.
868 See Henkel, 2014, p. 354 with reference to case law.
869 See Michigan Compiled Laws Annotated, Chapter 557: Property of Husband and Wife, 557.1, 557.2.
Repealed by P.A.1981, No. 216, § 9, Eff. March 31, 1982.
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debts of a parent) and cross-stream guarantees (guarantees by a group company to another
group company that is neither a parent, nor a subsidiary) the interest of the corporation in
guaranteeing can be questionable. In such a case the corporation itself may try and escape
liability under the guarantee by invoking the corporate law ultra vires doctrine, arguing that the
guarantee was not in pursuance of the guaranteeing corporation's corporate purposes.870
However, the doctrine is ‘of largely historical interest’.871 The board is generally assumed to have
the corporate power to issue guarantees and guarantees are generally assumed to support
corporate objectives, even if the direct benefit to the corporation is not clear.872 Courts have
overwhelmingly upheld the validity of up-, down- and cross-stream guarantees in this context.873

3.3 Protection based on general contract law between creditor
and guarantor
As discussed above, the consumer surety cannot expect much special treatment under US law.
There are however general contract law rules that are relevant in any contractual relationship,
and thus also apply in the contractual relationship of suretyship between creditor and
guarantor.874 The principal debtor does not have to be a party to this contract. The general
requirements for the formation of contracts apply to the contract between guarantor and
principal debtor.875 The relevant general requirements are discussed below.

3.3.1 Consideration
The contract of guarantee has to be supported by consideration, which generally applies to
contracts.876 The doctrine of consideration serves both an evidentiary purpose and a cautionary
purpose.877 The consideration does not need to be adequate in order for the contract to be
enforceable.878 The concept of consideration is however somewhat hard to apply to a contract of
guarantee because the consideration given is often indirect in the sense that the guarantor often
does not directly receive any pecuniary remuneration. If the guarantor does receive a direct
benefit, consideration is often clear. Consideration can also exist in some detriment to the
creditor or some change in the relationship between principal debtor and creditor. Often,
consideration exists in a benefit to the principal debtor.879 If for example the guarantee is issued
because this was a condition in the contract between principal debtor and creditor, sufficient
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Blumberg, 1987, pp. 691–692.
Alces, 2016, para. 3:44.
872 Blumberg, 1987, pp. 691 –692.
873 Blumberg, 1987, pp. 691 –692.
874 See also Bae and McGrath, 2005, p. 786 .
875 The Restatement of Suretyship contains in § 5: “Unless inconsistent with the rules in this
Restatement, all other principles of law and eq uity, including the law of contracts and the law relating
to capacity to contract, principal and agent, estoppel, fraud, misrepresentation, duress, coercion, and
mistake, are applicable to the transactions resulting in suretyship status.”; see also extensi vely (Alces,
2016, para. 3:11-3:24); Tracht, 2013b, para. 45.04 .
876 Alces, 2016, para. 3:32.
877 Alces, 2016, para. 4:2.
878 Alces, 2016, para. 3:32.
879 Alces, 2016, para. 3:32.
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consideration may exist.880 If however the guarantee contract is separate from the principal
contract and the principal debtor does not receive any benefit, the guarantee itself needs to be
supported by independent consideration, for compensation of the guarantor. 881

3.3.2 Statute of Frauds
With the exception of Louisiana, all US jurisdictions follow the Statute of Frauds in requiring that
certain contracts must be in writing and must be signed.882 Pursuant to the Statute of Frauds,
guaranty and suretyship contracts are contracts that that have to be in writing, as also reiterated
by the Restatement (§ 11): “(1) Pursuant to the Statute of Frauds, a contract creating a secondary
obligation is unenforceable as a contract to answer for the duty of another unless there is a written
memorandum satisfying the Statute of Frauds or an exception applies.” According to the
explanation to the Restatement, the purpose of this requirement is not only evidentiary, but also
cautionary. The promisor should be guarded against ill-considered action.883 However, when the
guarantor assumes the liability for his own economic benefit rather than for the benefit of the
principal debtor, the writing requirement generally does not apply (§ 11(3)(c) Restatement, the
so-called ‘main purpose’ or ‘leading object’ rule), because there is much less danger of an
imbalance in the transaction in such a case.884 However, if the benefit to the guarantor is just a
fee for incurring the guarantee obligation, the contract is still within the Statute of Frauds.885

3.3.3 Construction
In early case law, the US courts developed the doctrine of strictissimi juris in relation to
suretyship.886 According to this doctrine, the surety would only be liable under the suretyship
contract if the contract was sufficiently clear. In case the wording was not clear, the agreement
would be construed in favor of the surety. The background to this rule was that suretyship was
seen as a great burden. The doctrine is still applied, but has lost some of its importance. It is now
mainly applied in the context of gratuitous suretyship. Most courts will not apply the doctrine
when the surety receives some kind of benefit.887

3.4 Protection through bankruptcy law
Arguably, a surety that is liable for a large amount is somewhat protected by the protection that
bankruptcy law offers against lifelong overindebtedness by discharging debts under certain
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Tracht, 2013b, para. 45.04 ; see also Alces, 2016, para. 3:33 .
Alces, 2016, para. 3:32; see further extensively Alces, 2016, paras 3:32 -3:42.
882 Henkel, 2014, pp. 341–342; Alces, 2016, para. 3:26; see on signing Tracht, 2013b, para. 45.04 .
883 See also Alces, 2016, para. 4:3 .
884 Henkel, 2014, pp. 341–342; Tracht, 2013b, para. 45.04 .
885 Restatement, § 11(3)(c); Alces, 2016, para. 4:19 ; Alces, 2016, para. 4:25 .
886 See Tracht, 2013b, para. 45.04 with reference to case law.
887 Tracht, 2013b, para. 45.04 ; Henkel, 2014, p. 354; compare also (specifically on strictissimi juris in
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conditions. US personal bankruptcy law is famed for its perceived forgivingness towards debtors
by providing a liberal discharge policy. See for example David Skeel, asserting that:
“Commentators have often marveled (or grimaced, as the case may be) at the unique
attributes of American bankruptcy law. In many other nations, consumer debtors have no
right to discharge their debts – or at best, the discharge is subject to strict limitations such
as a requirement that the debtor continue paying her debts for an extended period of
time.”888
David Skeel refers to the indeed rather different approach in the US to personal bankruptcy
compared to continental European systems. Under US law, consumer debtors have access to
roughly two distinct roads to a fresh start, Chapter 7 and Chapter 13 Bankruptcy Code.889 Firstly,
under the Chapter 7 procedure, the individual gives up most of his or her assets and is, within a
few months, granted debt relief, a fresh start.890 Most European systems offer such straight
liquidation procedures, but do not grant a fresh start to an individual after such a swift
liquidation procedure.891 Secondly, the individual also has access to Chapter 13, often called the
‘wage earners plan’. Under Chapter 13, the debtor is granted a fresh start after relinquishing his
or her earnings for five years §1322(a)(4) Bankruptcy Code. The upside for the debtor under
Chapter 13 is that the debtor has more ability to hold on to property under Chapter 13, most
importantly the capital in their own home. To which extent holding on to a homestead under
Chapter 13 is allowed, depends on the circumstances and to an important extent on state law.
Thus, US bankruptcy law seems to provide overindebted sureties a way out by providing a
liberal discharge policy. Some reservations however need to be made. Firstly, with the 2005
Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCA) US law made a fresh start
more remote for many.892 The introduction was mostly driven by lobbyists for lenders:
“With sometimes arrogant disregard for the facts about debt and debtors in bankruptcy,
lobbyists and executives for the consumer credit industry convinced Congress that abuse
was rampant in bankruptcy, that many debtors were using bankruptcy as a “first resort” to
avoid paying creditors, and that courts weren’t doing enough to police the bankruptcy
system.”893
The act introduced a ‘means test’ through which courts should deny access to Chapter 7 to
consumer debtors if a substantial amount of debt could be repaid under Chapter 13. Various
other changes were made that made discharge less liberal, such as a standard five-year rather
than a three-year repayment period under Chapter 13, a higher administrative burden for the
debtor and a stronger position for certain secured lenders. The BAPCA has been a dramatic
move away from a liberal fresh start policy.894
Moreover the wider backdrop of the US social system deserves some attention. The US social
security system is, especially when compared to most Western-European countries, limited.895
888

Skeel, 2003.
Individuals can also apply for Chapter 11, but this is hardly relevant in practice; moreover, Chapter
12 offers a special procedure for family farmers and fisherman.
890 Ramsay, 2017.
891 Compare Ramsay, 2017.
892 Currie, 2009 ; see for an overview of the changes that BAPCA brought Wedoff, 2007.
893 Lundin, 2005 ; see also Ramsay, 2017, also for some reservations on the ‘interest group story’.
894 Ziegel, 2006, p. 302 .
895 See extensively Sullivan, Warren and Westbrook, 2000 .
889

190

Insider guarantees in corporate finance

Forgiving bankruptcy laws, in as far as they indeed (still) are forgiving, can be seen as a crucial
safety net in lack of much other social security in the US.896 In that sense, the fact that bankruptcy
law is forgiving in no way leads to the conclusion that overindebted individuals are well off in US
society. Moreover, the US system is characterized by high student debts, which are not excused
in bankruptcy, and an elaborate system of credit scoring, which both can prevent an actual fresh
start even after a successful bankruptcy procedure.897
All in all, although US bankruptcy law seems generous in providing a fresh start, the system has
become less debtor-friendly recently and the US comparatively does not have an extensive social
security net. The analysis thus in no way leads to the conclusion that overindebted individuals
are generally better off in the US system.

3.5 Summary of US law on the internal relations
This chapter has discussed US law on the protection of weak parties. The specific protection of
consumer sureties is very scarce. General contract law and the Statute of Fraud give some, but
very limited protection to weak sureties.

4 US law on opportunism towards parties outside the
guarantee relationship
Until this point only the relations between the parties in the guarantee relationship (creditor,
principal debtor and guarantor) have been discussed. Generally, in scholarly discussions on the
guarantee relationship, the focus is primarily on these relations. Guarantees can however, as has
been extensively described in chapter 3 paragraph 3, also influence the positions of outsiders.
This chapter examines the current regulation under US law of such influence on outsiders and
the protection of the interests of these outsiders against possible opportunistic use by insiders.
Chapter 3 paragraph 3 identified various types of opportunistic behavior with guarantees
towards outsiders in two categories: opaque priority structures (ex ante opportunism) and
covert insider dealing (ex post opportunism). Taking these types of opportunistic behavior as a
starting point, or in comparative law terms as tertium comparationis,898 US law will be discussed.
The discussion will mostly focus on the context of financing of closely held corporations, because
guarantees by shareholders or group companies are by far most common in this setting. Some
reference will be made to the setting of public companies, especially where indirectly relevant to
the close corporation.
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4.1 Regulatory approach to opaque priority structures (ex ante
opportunism)
Guarantees can serve as a device instrumental in creating a structure in which one creditor or
insider guarantor has priority over another creditor, especially in the context of corporate
finance. In essence, guarantees can be used as a functional equivalent to real security rights by
creating a perforated limited liability shield. This is not directly apparent, because it seems that
the guaranteed creditor has recourse to an alternative source of payment with the guarantee
and thus is not prioritized above other creditors of the debtor, but when one zooms out from the
entity level, the priority granted by guarantees and the externalities that come with it in the
context of corporate finance become apparent.
Chapter 3 paragraph 3.1 discussed whether such priority structures could as such generally be
justified as efficient. Although guarantees can certainly perform efficient functions by preventing
asset stripping, the analysis also showed that such piercing guarantees lead to various inefficient
dynamics. It was concluded from the analysis of the literature on the efficiency of limited liability
that the efficiency case for limited liability in small companies and within corporate groups is
generally weak and even weaker when guarantees are used to selectively pierce the limited
liability shield. Legal systems should thus be wary of such contractually perforated shields. Also
the analysis of the literature on the efficiency of secured credit has shown that the efficiency case
for guarantees piercing a limited liability shield is weak. Justification of secured credit based on
efficiency grounds is already problematic and the efficiency case for the priority that guarantees
grant is even more problematic, as such priority is often more covert and thus misleading and
deceptive. This paragraph will discuss to which extent US law upholds such perforated limited
liability structures.
As emerges from chapter 3 paragraph 3.1, there are roughly four regulatory approaches by
which a legal system could address the inefficiencies created by pierced limited liability
structures as such: (1) not upholding limited liability (‘tearing down the walls’), (2) avoiding the
piecing guarantees (‘reinstating the walls’) (3) subordinating loans guaranteed by shareholders
(somewhat reinforcing the walls, though only to protect the patrimony of the debtor) and (4)
disallowing double proof (again, somewhat reinforcing the walls). To which extent US law
adopts these approaches is discussed below in the aforementioned order.

4.1.1 Annulling limited liability
To recall, chapter 3 paragraph 3.1.2 discussed that incorporation combined with a guarantee
that pierces the limited liability shield (or entity shield) that incorporation creates, is hard to
justify theoretically from the policy arguments that support limited liability. In essence, such a
combination of incorporation and a piercing guarantee allows the guaranteed creditor and
guarantor together to use limited liability of the debtor as a shield against non-guaranteed
creditors. Such a shield cannot be justified from the arguments generally supporting limited
liability. This paragraph analyzes to what extent US law has any sensitivity to these dynamics or
addresses the problems identified, by tearing down the limited liability walls under certain
circumstances. Two measures that can be taken are relevant. Firstly, veil-piercing can be applied
to hold shareholders of a corporation liable for the corporation’s debts. Secondly, substantive
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consolidation can be applied. The two measures somewhat overlap but there are also
differences.

4.1.1.1

Veil-piercing

Shareholders of corporations and members of Limited Liability Companies (LLC’S) enjoy limited
liability.899 Courts can however hold members of an LLC or shareholders of a corporation
unlimitedly liable through the equitable doctrine of veil-piercing.900 The empirical records for
piercing in the corporation and in the LLC do not seem to differ much.901 Therefore, the
discussion below will just refer to the corporation. Guarantees are particularly relevant in the
context of equitable veil-piercing. As extensively discussed in chapter 3 paragraph 3, the
guarantee by a shareholder can be viewed as a perforation of the veil of limited liability. Such a
perforation may provide an argument for a court not to pierce the already damaged veil.
Veil-piercing is probably one of the most litigated areas of US corporate law.902 Bainbridge, an
influential corporate law scholar, has called veil-piercing “rare, unprincipled, and arbitrary”903.
See also Presser:
“Scholars who have examined the piercing the veil doctrine have seemed almost in despair,
remarking that the rationales for piercing the veil are “vague and illusory,” and that the
jurisprudence of veil-piercing is a “legal quagmire.” As it was stated in one of the most
recent attempts to impose order on the field, the law of piercing the veil “like lightning … is
rare, severe, and unprincipled. There is a consensus that the whole area of limited liability,
and conversely of piercing the corporate veil, is among the most confusing in corporate
law.”904
Different State courts have different approaches (also within States), and federal veil-piercing
law again differs from the States approaches, which has led Presser to state: “(…) the federal law
of veil-piercing may be in an even more confused and chaotic form than state law (…)”. A concise
discussion of veil-piercing under US law is therefore not possible.905 For the purpose of the
discussion of veil-piercing in the context of guarantees, it suffices to state that in general veilpiercing is available as an equitable remedy under specific circumstances that will have to be
assessed on a case-by-case basis.
One such important circumstance could be a guarantee by shareholders. Some commentators
have argued that courts should be “more willing to disregard a corporate partition if the
corporation’s managers or shareholders have already perforated it by issuing guarantees”.906
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1991, p. 1632 .
900

193

Chapter 5 – US law on opportunism with the guarantee relationship

Courts have, indeed, often based veil-piercing decisions in part on the existence of guarantees by
shareholders.907 See for example:
“The corporate veil should be pierced only "reluctantly and cautiously" and then only where
some combination of the following factors is present: undercapitalization, failure to
observe formalities of corporate existence, nonpayment or overpayment of dividends,
siphoning off of funds by the dominant shareholders, where the majority shareholders have
guaranteed corporate liabilities in their individual capacities, and where commingling of
personal and corporate funds has occurred.” 908
See more recently also W. Hills Farms LLC v. Classicstar:
“The Court turns next to whether Ferguson, Parrott, and Robinson can be, in turn, liable for
those contracts. Plaintiffs have provided no evidence that Ferguson, Parrott, or Robinson
disregarded the corporate formalities of ClassicStar in the sense that they raided its accounts to
directly pay their own personal liabilities, for example. Nonetheless, their actions demonstrate
that they treated GeoStar and - by extension - ClassicStar as instrumentalities to achieve their
own ends. They made personal guarantees of financing obtained for ClassicStar from Fifth
Third Bank and, ultimately, were the individuals responsible for directing the transfer of
multiple millions of dollars from ClassicStar's accounts to GeoStar's accounts with the
knowledge that the transfers would leave ClassicStar undercapitalized.”909
In Passalacqua the Second Circuit Court enumerated an influential list of ten factors involved in
determining whether the veil should be pierced.910 The list includes: “(…) (9) the payment or
guarantee of debts of the dominated corporation by other corporations in the group”. In DeWitt
Truck Brokers, Inc. v. W. Ray Flemming Fruit Co. the court observed:
“If the individual defendant has guaranteed the loans of the corporation or has co- signed
with it, this fact is evaluated in this connection. The reason for this is obvious. The
requirement that the individual defendant endorse or co-sign together with the willingness
of the individual defendant to do so is evidence of the financial fragility of the corporation.
Similarly, where the individual operator has used as persuasion upon the creditor that he
stood personally behind the corporation and would see that its indebtedness was paid has
been found in some cases to justify holding the individual defendant to his promise.”911

4.1.1.2 Substantive consolidation
The term substantive consolidation is used to describe a measure by which a bankruptcy
trustee, after court approval, consolidates the accounts of group companies and treats the assets
and debts of various group companies together as essentially one bankruptcy case. This can
907
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make administration of the bankruptcy case much simpler, especially when the internal
structures are complicated and badly administered. This measure is comparable to veil-piercing
in the sense that the limited liability structures within the group are disregarded. There are also
some differences. Substantive consolidation is usually only used to consolidate the accounts of
various bankrupt group companies, not to hold non-bankrupt entities liable for debts of
bankrupt entities, although there have been exceptional cases in which non-bankrupt entities
have been included in substantive consolidation cases. In contrast, veil-piercing claims are
especially interesting when the shareholder is not bankrupt, as a claim against a bankrupt entity
is less valuable. Another difference is that substantive consolidation, although only applied to
bankrupt entities, can have much further reaching consequences in the sense that all assets and
claims of the entities are taken together, whereas veil-piercing essentially only allows the
debtors of a corporation recourse to the shareholder.
The Bankruptcy Code does not explicitly allow substantive consolidation. The case law on
substantive consolidation is somewhat varied. Bankruptcy Courts generally like substantive
consolidation, as it makes a bankruptcy case of a complicated group much easier to handle.912
Appellate courts are however much more restrained in applying substantive consolidation. In
the most influential case on substantive consolidation, In re Owens Corning (3rd Circuit Court),
the court held that substantive consolidation should be very rare and only a remedy of last
resort. If applied, “what must be proven (absent consent) concerning the entities for whom
substantive consolidation is sought is that (i) prepetition they disregarded separateness so
significantly their creditors relied on the breakdown of entity borders and treated them as one
legal entity, or (ii) postpetition their assets and liabilities are so scrambled that separating them is
prohibitive and hurts all creditors.”913 Both are unlikely. Creditors will often have had some idea
that the group as a whole would normally not be liable for the debt and consolidation is almost
invariably redistributive which will mean not all creditors will be better off because of
substantive consolidation (even though there will be more to distribute because administration
and litigation costs will be lower because of decreased complexity),914 especially not those with
guarantees.
Whereas one would, based on the economic analysis (see chapter 3, paragraph 3), expect courts
to sooner allow substantive consolidation when contractual guarantees are in place, the Owens
Corning case has the opposite outcome.915 The court considered that the guaranteed creditors
have relied on the advantage the guarantees would bring (which in this case is the advantage of
double proof, see extensively chapter 3 paragraph 3.1.4). According to the court, these creditors
should be granted this advantage as they have contracted for it, which means substantive
consolidation is deemed less appropriate. That is unfortunate, as this advantage was received
opportunistically.916
To summarize, although the law on veil-piercing is fact-oriented and hard to capture in
generalizations, it can be concluded that guarantees by shareholders have often been treated as
a relevant factor supporting a veil-piercing case. Of course, the existence of such guarantees is in
itself certainly not enough to support a case, but the recognition as a relevant factor seems well
912
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established. In contrast, substantive consolidation of the bankrupt estates of group companies
seems less likely when guarantees are in place.

4.1.2 Avoidance of the guarantee itself
Another regulatory technique to undo the priority structure created by incorporation combined
with a guarantee is to annul the guarantee. The guarantee itself can under US law be attacked as
a constructive fraudulent transfer under the Bankruptcy Code or under state law (usually the
UFTA/UVTA - most states implemented the Uniform Fraudulent Transfer Act, UFTA or its newer
version, renamed the Uniform Voidable Transfer Act, UVTA).917 For a constructive fraudulent
conveyances to exist, there needs to be an imbalance in value in the transaction (see
§548(a)(1)(B)(i) and §4(a)(2) and §5(a) UFTA/UVTA which mention: “a reasonably equivalent
value in exchange”), and the debtor needs to be insolvent at the time of the transfer (see
§548(a)(1)(B)(ii)(I)) and §5(a) UFTA/UVTA).918 Both the application of the ‘reasonably
equivalent value’ test and the ‘insolvency’ test pose some problems in the context of guarantees.
Insolvency in both the UFTA/UVTA and the Bankruptcy Code is defined as balance sheet
insolvency: more debts than assets (or: ‘property’ under the Bankruptcy Code).919 The problem
with this test in the context of guarantees is that discussion can exist on whether to take the
contingent liability under the guarantee for the full amount or whether to discount for the
probability that the guarantee will be invoked.920 Courts have approached the problem
differently.921 Listing the guarantee for the full amount, whilst counting reimbursement,
subrogation or contribution claims as assets is the most followed approach according to
Blumberg,922 whilst other commentators more recently report that most courts discount for the
probability that the guarantee is invoked from the full amount of the liability. 923 This approach
uses the “expected value” of the guarantee: the liability discounted by the probability it will be
triggered.
Moreover, whichever approach is used, establishing ‘insolvency’ is a fact-intense, timeconsuming and highly speculative undertaking, which makes it hard to rely on fraudulent
transfer law.924 The test is not only burdensome but also does not make much sense for
guarantees. As Squire explains, the background of the test is that outside troublesome times, the
corporation is unlikely to give away assets.925 Only when the managers are convinced the
company is beyond rescue, they are likely to give value away. By guaranteeing another’s debt,
the corporation does not give anything away directly, but only contingently.926 What if the
917
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liability is only likely to be triggered when the debtor is insolvent or even bankrupt? For
contingent liabilities, the financial state of the company on the moment of assuming the
contingent liability should thus not be leading. Instead, the moment the contingent liability is
likely to be triggered should be an important factor.927 In fact, Section 548(a)(1)(B)(ii)(III)
seems to open the possibility to consider this, as this allows, instead of using the insolvency test,
to attack transfers that were not for reasonably equivalent value and were made while the
debtor ‘intended to incur, or believed that the debtor would incur, debts that would be beyond
the debtor’s ability to pay as such debts matured’. If the liability is only likely to be triggered
when the debtor is insolvent, the debtor should have understood that he would not have been
able to pay ‘as such debt matured’. Squire has argued courts should allow attack of guarantees
on this ground, but case law has not yet followed.928
The problem with the ‘reasonably equivalent value’ test in the context of guarantees is that
many guarantees are issued by related parties that do not bargain for any direct consideration.
The debt side of the balance sheet of the guarantor goes up (with a contingent debt), whereas
the assets remain the same.929 The guarantor could be persuaded by personal relations to issue
the guarantee, such as family relations, or by some indirect benefit, for example in the
shareholder-corporation relationship. ‘Reasonably equivalent value’ must be reasonably
equivalent value to the debtor itself, value given to a third person does not count as such.930
When the guarantor issues a downstream guarantee (a guarantee from shareholder to the
corporation, or in the group context from parent to subsidiary), ‘reasonably equivalent value’ in
the sense of §548(a)(1)(B)(i) is generally deemed to exist in the indirect benefit that the
shareholder/parent receives.931 Cross-stream and upstream guarantees pose more difficulty.932
Establishing an indirect benefit can suffice,933 but when a subsidiary company issues a guarantee
for a debt of another subsidiary company or for a debt of a parent for no direct consideration,
the (indirect) benefit to the subsidiary is often not immediately evident.934 Some have put
forward that reasonably equivalent value can exist in strengthening the financial position of the
group as a whole, but in the influential Rubin case, the Second Circuit found such consideration
too intangible.935 In a more recent case in the extensive TOUSA bankruptcy proceedings, the
Eleventh Circuit Court held that receiving a chance to avoid bankruptcy by issuing a guarantee
did not constitute reasonably equivalent value, also because the court was of the opinion that
bankruptcy would have followed anyway.936 Depending on the exact circumstances of the case
and the approach of the courts, downstream or upstream guarantees may also be for reasonably
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equivalent value,937 but there is a serious chance of disqualification as not for reasonably
equivalent value when the benefit to the guarantor is too indirect or too intangible.938
Rasmussen has argued that the granting of a guarantee should not be seen as a fraudulent
transfer to the creditor, but as a fraudulent transfer to the principal debtor.939 Like in the context
of preferences, it is indeed important to recognize the ultimate beneficiary of a transfer.
Whether the creditor or the principal debtor benefits from the guarantee however depends on
the circumstances; often both benefit.
More fundamentally, Squire has extensively argued that the ‘reasonably equivalent value’ test in
the context of intercorporate guarantees is the wrong test to establish whether the guarantee
has been detrimental to the other creditors of the guarantor.940 As Squire shows, the correlation
between the fate of the guarantor and the principal debtor is much more relevant in that context
(see on correlation seeking extensively chapter 3 paragraph 3.1.4).941 When the correlation is
high (and the guarantor is thus more likely to indirectly receive reasonably equivalent value
because the affairs of the guarantor are more intermingled with the principal debtor), the
guarantee is actually more detrimental to the creditors of the guarantor rather than less.942 The
reasonably equivalent value test thus results in counterproductive outcomes.943
US law does not offer much protection against correlation seeking. The relevance of the
correlation between the principal debtor’s and the guarantor’s fate in making value transfers
from unsecured creditors to the guarantor is not recognized in case law. As discussed in chapter
3 paragraph 3.1.4 on correlation seeking, a perfect correlation would mean that the guarantor is
de facto selling part of his insolvent estate to his creditor, incognito as a guarantee relationship.
Under US law, such a guarantee would probably indeed remain incognito, because there is no
case law recognizing this fact. Moreover, the Bankruptcy Code does not expressly prohibit ipso
facto clauses,944 although courts would likely refuse enforcement of overt ipso facto clauses.945

4.1.3 Subordination of claims guaranteed by shareholders
Shareholders often finance the companies they hold shares in with loans. Such shareholder loans
are an alternative to providing share capital. By financing with loans instead of share capital, a
shareholder may be able to substantially or even fully reduce his share capital investment in the
company, whilst still providing the company with the necessary funds. Using such loans instead
of share capital may have various reasons, such as tax benefits, but also simply to limit downside
risks for the shareholder. An indirect way for the shareholder to provide such a loan could be to
get a third person to provide the loan and to guarantee the loan towards the third person,
possibly even backed by real security rights provided by the shareholder to the third person.
This can be referred to as an indirect shareholder loan. Again, this can be an alternative to
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providing share capital. If the legal system qualifies such constructions as (equivalent to)
shareholder loans and subordinates the loan of the outsider creditor to other claims in the
bankruptcy proceedings of the debtor, the opaque priority structure created by a combination of
incorporation and the guarantee is weakened somewhat, though not completely. The creditor
still has an alternative source of collection (the guarantor’s patrimony), but is somewhat limited
from claiming directly on the debtor in the bankruptcy of the debtor, by which the other
creditors of the debtor are somewhat protected. In other words: the pierced limited liability
walls would be somewhat reinforced by subordinating claims guaranteed by shareholders. Does
US law take such an approach?
The Bankruptcy Code gives the Bankruptcy Court the authority to “under principles of equitable
subordination, subordinate for purposes of distribution all or part of an allowed claim to all or
part of another allowed claim to all or part of an allowed interest to all or part of another
allowed interest” (§ 510(c) Bankruptcy Code). For a Bankruptcy Court to equitably subordinate
a claim of a creditor, the creditor must have behaved inequitably, which must have injured the
other creditors or given the lender an unfair advantage, and subordination of the claim must not
be inconsistent with the Bankruptcy Code.946
Inequitable conduct can exist in case of fraud, illegality, breach of fiduciary duties or the lender’s
use of the debtor as ‘alter ego’. Both for a fiduciary duty to exist and for finding the lender has
used the debtor as ‘alter ego’, a very close relationship between lender and debtor will have to
be established, in which the lender was effectively in control of the day to day business of the
debtor.947 Guarantees can be relevant when determining whether such a close relationship
existed, but will certainly not suffice.
More relevant is that inequitable conduct can also be established in a case of undercapitalization.
Non-insider lenders are unlikely to be confronted by subordination because of
undercapitalization, because non-insider lenders are generally not required to keep their debtor
sufficiently capitalized.948 Insider lenders, such as directors or shareholders, are however often
confronted with equitable subordination because of undercapitalization.
Guaranteed debts present a special case because of their hybrid character. Whereas a
reimbursement or subrogation claim is more likely to be equitably subordinated in case of
undercapitalization (in as far as that claim is permissible in bankruptcy949), equitable
subordination of the claim of the guaranteed creditor seems more remote. However a case for
equitable subordination of the guaranteed claim may have a chance especially when the
guarantee relationship was instrumental in continued undercapitalization in the sense that the
lender would not have borrowed to the principal debtor without the guarantee and has thus
artificially kept the borrower alive while the lender was assured of an alternative source of
collection through the guarantee arrangement. In that sense US law has some sensitivity in
uncovering covert shareholder loans, but a heavy burden of proof of inequitable conduct will
rest on the bankruptcy administrator, which will be more difficult to prove in the case of indirect
shareholder loans than in the case of direct loans. In short, the rules on equitable subordination
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of shareholder loans do not have much effect in deterring the opaque priority structure of a
limited liability shield perforated by guarantees.

4.1.4 Disallowing double proof
Chapter 3 paragraph 3.1.4 discussed the opaque priority structure created by the mechanism of
double proof with guarantees. Double proof occurs when a creditor is able to make more than
one claim in relation to a single debt. Double proof (or: ‘double dipping’) can, especially in the
context of corporate groups, have the effect of ‘squeezing down’ ordinary creditors.950 The
opaque priority position created by a combination of incorporation and a guarantee is thus given
a further boost. This paragraph discusses to which extent US law allows double proof. Of course,
the problem of double proof would not occur if either limited liability would not be upheld, or if
the guarantee would be annulled (see on the possibilities, paragraphs 4.1.1 and 4.1.2 above).
US law generally allows double proof of claims with the use of guarantees.951 If for example a
debt of a subsidiary company is guaranteed by a parent company and both are declared
insolvent, the creditor can enforce the full claim in each bankruptcy case.952 If the creditor
receives a payout on the claim in either bankruptcy case, for example the subsidiary’s
bankruptcy case, he can probably still share in the parent’s bankruptcy case based on the full
amount of the claim, although he is not entitled to more than 100% satisfaction of his claim.953
This rule, which essentially allows strong-form double proof, can be traced back to a 1935
Supreme Court case, Ivanhoe Building & Loan Association of Newark, N.J. v. Orr,954 in which case a
creditor was allowed to still assert the full amount of his claim against his debtor, even after
getting partial satisfaction by foreclosure on non-debtor property. Ivanhoe did thus not actually
involve a guarantee, but it has widely been interpreted as applicable to guarantees.955
However, a more recent case before the Fourth Circuit, In re National Energy and Gas
Transmission, Inc., has cast some doubt on the above by considering that Ivanhoe only holds that
as a matter of bankruptcy law the claim of the creditor does not need to be deducted by a sum
paid to the creditor by a third party such as a guarantor. The only implication of this, according
to the Fourth Circuit, is that non-bankruptcy law determines what the value of the creditor’s
claim is. In the National Energy case, non-bankruptcy law was New York State law. According to
the court, New York State law did allow the creditor not to deduct the amount paid by a surety
on that claim, whereas a payment by a co-debtor would have to be deducted.956 Whether this
judgment will be followed remains to be seen. In short, US bankruptcy law allows double proof
with guarantees and probably even strong-form double proof, but the law applicable on the
claim itself could restrict the strong-form version of double proof.
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US law does have rules to prevent ‘double claims’ from a different perspective: the guarantor’s
(contingent) claim on the principal debtor and the creditor’s claim on the principal debtor can
only limitedly coincide. US Bankruptcy law does not allow contingent reimbursement or
contribution claims (§ 502(e)(1)(B) Bankruptcy Code. If the reimbursement or contribution
claim becomes fixed after the commencement of the Bankruptcy case, it is allowed from the
moment it becomes fixed (§ 502(e)(2) Bankruptcy Code). Subrogation claims are also allowed (§
509(a) Bankruptcy Code). Claims for reimbursement, contribution or subrogation are all
subordinated to the claim of the creditor until the creditor is paid in full (§ 509(c) Bankruptcy
Code). This means that, unless the debtor is solvent, these claims are unlikely to produce any
recovery.

4.2 Regulatory approaches to covert insider dealing (ex post
opportunism)
Paragraph 4.1 above discussed to which extent US law upholds opaque priority structures in
which guarantees are used to create externalities for outsiders (‘ex ante opportunism’). Not
unrelated, but clearly distinguishable from such opportunistic behavior is the opportunistic
behavior that the guarantee incentivizes after (‘ex post’) concluding the guarantee. Whereas
paragraph 4.1 thus discussed regulatory approaches to the selectively pierced structures as
such, this paragraph discusses to which extent adverse dynamics that are created by such
structures are regulated.
Chapter 3 paragraph 3.2 discussed that insider guarantees are likely to create externalities for
other creditors by giving incentive for insider dealing whilst at the same time covering up such
insider dealing.957 This paragraph will discuss how US law deals with this. Various mechanisms
under US law that may be relevant in this context are discussed below: first and foremost
preference law, but also shareholder liability, director liability and lender liability.

4.2.1 Avoidance of payments on guaranteed loans
a) Introduction to US preference law
US transaction avoidance law can broadly be subdivided into preference law on one side, and
fraudulent conveyance law on the other side. Preference law protects the principle of equal
distribution among creditors, whereas fraudulent conveyance law protects the overall value of
the bankrupt estate.958 Preference law deals with preferring a single unsecured creditor above
other unsecured creditors. US preference law predominantly works with objective factors,
whereas fraudulent conveyance law is more oriented on subjective factors. Preference law and
fraudulent conveyance law are often most relevant in bankruptcy, in which the bankruptcy
administrator can rely on either to attack wealth transfers. In bankruptcy, the Bankruptcy Code
is the most important source of preference law and fraudulent conveyance law, but state law
(most states implemented the Uniform Fraudulent Transfer Act, UFTA or its newer version,
957
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renamed the Uniform Voidable Transfer Act, UVTA) can also play a role, as discussed further
below. Outside bankruptcy, creditors of a debtor wishing to invoke preference or fraudulent
conveyance law can only rely on state law (again, usually the UFTA/UVTA).
The definition of a preference given to a creditor is very broad. The Bankruptcy Code allows the
administrator to avoid any transfer of an interest of the debtor in property to or for the benefit
of a creditor if the transfer was made in the preference period (within a year for transfers to
insiders and within 90 days for other transfers) while the debtor was insolvent959 and if the
transfer has enabled the creditor to receive more than he would have normally received in a
liquidation (§ 547(b) Bankruptcy Code). Most transfers in the relevant period before bankruptcy
(90 days, or a year for insiders) will fall within this definition.
The definition of ‘transfer’ is very broad and does not just encompass payments and the granting
of security, but also other fact patterns:
Section 101 (54): The term “transfer” means—
(A) the creation of a lien;
(B) the retention of title as a security interest;
(C) the foreclosure of a debtor’s equity of redemption; or
(D) each mode, direct or indirect, absolute or conditional, voluntary or involuntary, of
disposing of or parting with—
(i) property; or
(ii) an interest in property.
However, there are also many ‘safe harbors’ from preference law (art. 547(c) Bankruptcy Code),
the most important of which are transfers that were made in payment of debts incurred in the
ordinary course of business, in as far as the transfer was also made in the ordinary course of
business (either ordinary in the industry at large or ordinary between this debtor and creditor)
(§ 547(c)(2) Bankruptcy Code) and transfers that were a substantially contemporaneous
exchange.
Preference law only allows the bankruptcy administrator to avoid preferences that were given
“to or for the benefit of a creditor” (Bankruptcy Code § 547(b)(1)). Important to note is that this
language covers both transfers that directly benefitted creditors, and transfers that indirectly
benefitted creditors, which is crucial in the context of indirect benefits given to guarantors (see
further below). However, acts of the debtor that may have diminished the estate but that have
not directly or indirectly benefitted a creditor, for example if the debtor gives away his car to his
brother just before bankruptcy whilst his brother was not a creditor of him, cannot be avoided
with the use of preference law. Fraudulent conveyance law may be of use to the administrator in
such a situation.960 Tabb explains that this requirement makes sense given the aim of preference
law of reassuring equitable treatment between creditors.961

b) Indirect preferences
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Important in the context of indirect preferences given to guarantors is that the US Bankruptcy
Code has a very broad definition of who are considered creditors of the debtor.962 The indirect
benefit that a guarantor receives when a transfer is made from principal debtor to creditor can
directly be attacked as a preference by the administrator because § 547(b) allows that transfers
‘for the benefit of’ a creditor are addressed, and § 101(5) and (10) Bankruptcy Code include in
the definition of ‘creditor’ someone that has a contingent claim on the debtor. By default, the
guarantor has a contingent claim on the principal debtor for reimbursement. In other words, the
guarantor is a contingent creditor, or in the definition of the Bankruptcy Code just a ‘creditor’.
The contingent claim that a guarantor has against the principal debtor for reimbursement,
makes him a creditor in the definition of the Bankruptcy Code, even before the guarantor has
paid the creditor. If the guarantor receives any (indirect) benefit from a transfer, this can be
attacked with preference law. A payment from principal debtor to creditor of course reduces
exposure under the guarantee and is thus a transfer that benefits the guarantor as a creditor.
The seminal case is the 1917 case Smith v Tostevin, in which the Second Circuit Court reasons:
“A payment to the creditor [bank] discharges [the surety] … precisely as though made
directly to [the surety]. Hence it was inevitable that such a payment should be held a
preference, whether made to the innocent creditor or to the surety; the effect was identical,
whichever course was chosen.”963
The standard preference period is 90 days before the filing (§ 547(4)(A) Bankruptcy Code). In
the example of a fully guaranteed debt, in which the creditor extended a loan of for example
$100.000 to the principal debtor and the guarantor guaranteed the whole loan, a payment by the
principal debtor of $40.000 on that loan within 90 days before filing is (if the other requirements
are also met, see above) a preference to the guarantor as a ‘creditor’ who indirectly profited
from such a transfer (his exposure under the guarantee relationship is diminished by $40.000),
as well as a preference to the creditor that directly profited from receiving the $40.000. The
bankruptcy administrator can now choose who he wants recover from, he ‘may recover, for the
benefit of the estate, the property transferred […] from (…) the initial transferee of such transfer or
the entity for whose benefit such transfer was made (…)’ (Bankruptcy Code par 550(A)(1)). If the
bankruptcy administrator chooses to call on the creditor, it can be assumed that the guarantee
revives for the full amount after the creditor has returned the $40.000, though this can of course
depend on the terms of the guarantee.964
By acknowledging the indirect benefit that a guarantor can have from a preferential transfer to
the principal debtor, the Bankruptcy Code deters undue pressure by the guarantor on the
principal debtor on the eve of bankruptcy to pay off debts guaranteed by him before paying
other debts. The deterrent effect of preference law is however limited. The worst sanction that
preference law can impose on the guarantor is that he has to reimburse the trustee for the
benefit that he received. The trustee may not be able to prove all the elements necessary to
establish a preference or the guarantor may be able to rely on a safe harbor. And even if the
trustee can pursue the guarantor, he may prefer to call upon the creditor instead of the
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guarantor (for example because the creditor provides more recourse).965 Furthermore, the
deterrent effect of preference law is dependent on the status of the guarantor as a ‘creditor’
under the Bankruptcy Code. This status can easily be contracted away by waiving the contingent
reimbursement or subrogation claim, which often happens in practice.
c) Preferences to insiders
Preferences given to ‘insiders’ of the debtor are treated as more suspect. Such transfers are, if
the other requirements have been met, presumed to be preferences if they occurred within one
year before the filing for bankruptcy (§ 547(4)(B) Bankruptcy Code).966 The logic behind this is
that insiders may have an information advantage (and possibly an advantage in influence)
compared to outsiders and could abuse that position by pressing the debtor to prefer them
above outside creditors.967 The relevance of this to guarantees is that guarantors are often
insiders. Directors and shareholders often guarantee corporate debt. Directors, officers, persons
in control of the corporation and general partners are ‘insiders’ within the meaning of §
547(4)(B) in conjunction with § 101(31)(B) Bankruptcy Code. Even relatives of such persons are
insiders (§ 101(31)(B)(vi) Bankruptcy Code). Guarantees are also often found in the family
setting. If the debtor is an individual, relatives of the individual are also seen as insiders, and so
are corporations of which the debtor is a director, officer, or person in control (§ 101(31)(A)
Bankruptcy Code). Transfers to or for the benefit of insider guarantors can thus be attacked as
preferential with a look-back period of one year. As a result, within the year before insolvency,
pressure of the guarantor on the principal debtor to benefit the guarantor is deterred by
preference law. If for example a payment of $40.000 was made ten months before bankruptcy to
a creditor on a debt that was guaranteed by an insider of the debtor, the bankruptcy
administrator can pursue the insider guarantor directly to pay back the benefit of $40.000
(assuming the other requirements for a preference have been met, such as insolvency at the time
of transfer and no safe harbors).
An interesting situation arises in the often-occurring case that the person receiving a transfer is
not an insider, but the guarantor of the debt paid is, and a payment to the guaranteed creditor is
made between 90 days and a year before bankruptcy. If that payment indirectly benefitted the
guarantor by limiting his exposure under the guarantee relationship and the other requirements
are met, the trustee can recover from the guarantor as ‘the entity for whose benefit such transfer
was made’ (§ 550(a)(1) Bankruptcy Code). The trustee now however does not have the choice to
recover from the initial transferee (the creditor that is not an insider). Although § 550(a)(1)
Bankruptcy Code seems to allow recovery from the initial transferee, § 550(c)(1) and §
550(c)(2) stop the transferee from recovering from the non-insider in such a case.
The history of and discussion leading to introduction of § 550(c) Bankruptcy Code is rich. This
provision was added by Congress in 1994 (later, in 2005, Congress added § 547(i) that is closely
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connected to par 550(c) Bankruptcy Code and its history, see below). In a controversial case
from 1989, Levit v. Ingersoll Rand Financial Corporation (In re V.N. Deprizio Construction
Corporation) the Seventh Circuit held that § 550(a)(1) Bankruptcy Code gives the trustee that
avoided a transfer made between 90 days and one year before the filing on the basis of §
547(4)(B) Bankruptcy Code the power to choose between recovering from the insider guarantor
or from the non-insider creditor. Indeed, a literal reading of the Bankruptcy Code seemed to
allow this. The court did not just take a literal interpretation of the Code, but judge Easterbrook
also argued convincingly that such a reading supports good policy. According to the court:
“Loans from insiders to their firms are not the only, or even the most important, concern of
outside creditors. Insiders frequently guarantee other loans. If the firm folds while these
loans are outstanding, the insiders are personally liable. So insiders bent on serving their
own interests (few managers hold outside lenders’ interests of equal weight with their
own!) could do so by inducing the firm to pay the guaranteed loans preferentially. If the
preference-recovery period for such payments were identical to the one for outside debts,
this would be an attractive device for insiders. While concealing the firm’s true financial
state, they would pay off (at least pay down) the debts they had guaranteed, while
neglecting others. To the extent they could use private information to do this more than 90
days ahead of the filing in bankruptcy, they would make out like bandits. The guaranteed
loans would be extinguished, and with them the guarantees. True, it is logically possible to
recover from the insider the value of the released guarantee, even if the trustee could not
reach the proceeds in the hands of the outside lender. But it is hard to determine the value
of a released guarantee, and anyway insiders might think that they would be more
successful resisting the claims of the trustee than the hounds of the outside creditors. So an
extended recovery period for payments to outside creditors that benefit insiders could
contribute to the ability of the bankruptcy process to deter last-minute grabs of assets. The
outsiders who must kick into the pool when the trustee uses the avoiding powers retain
their contractual entitlements; all the trustee’s recovery does is ensure that those
entitlements (as modified by any statutory priorities) – rather than the efforts of insiders to
protect their interests, or the cleverness of outsiders in beating the 90-day deadline –
determine the ultimate distribution of the debtor’s net assets.968
Westbrook argues that the ruling by Judge Easterbrook in the Deprizio case was correct from a
policy perspective.969 In supporting Deprizio, he aims to rebut the criticism that some have had
on the effects of the case. Various authors have argued that the Deprizio ruling of the Seventh
Circuit would mean that lenders will be refrained from taking personal guarantees and will
extend less credit as a result.970 According to Westbrook this case is overstated. Westbrook
distinguishes between ‘true value guarantees’ and ‘pure-leverage’ guarantees. True value
guarantees as defined by Westbrook are those guarantees that represent true value to the
creditor in the sense that the guarantor has enough assets to provide recourse for the creditor.
Pure-leverage guarantees are those guarantees that do not represent such value because the
guarantor does not provide recourse, and the creditor probably knows this but doesn’t care
because the guarantee provides him with control over the guarantor and, if the guarantor is an
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insider of the principal debtor, thus over the principal debtor. As Westbrook argues, lenders are
not really deterred in taking true value guarantees by the Deprizio ruling, because even if the
trustee avoids a transfer and claims on the creditor, the guarantee is still intact and the creditor
can simply call on the guarantor in turn.971 Guarantees in practice can be a mix of true value and
pure-leverage guarantees. In such a case, the Deprizio ruling makes sure the creditor can only be
sure of the true value the guarantee grants them, and limits the control972 (although it doesn’t
completely rule out such control). Sadly, Deprizio has been overruled by the abovementioned
changes made by Congres in 1994 and 2005.
At first sight, it may seem that the Deprizio ruling relies on a rather technical point, being that
the guarantor is a contingent creditor of the principal debtor, which does not have a direct
relationship with the policy considerations behind insider self-dealing. If an insider indirectly
benefits from a certain transaction and also happens to be a creditor of the principal debtor, the
transaction may be avoidable with the use of preference law. If the insider that indirectly
benefits is not a creditor of the principal debtor, preference law cannot be applied, at least not
towards this insider. Indeed, the Deprizio case also featured a tax claim that was (partially) paid
in the period between 90 days and 1 year before bankruptcy, which payments limited the
exposure for insiders of the debtor towards the tax authorities. Regarding these tax claims, the
insiders were not creditors of the debtor, or in other words, if the insiders would have paid the
tax claims, they would not have had recourse against the debtor. The Seventh Circuit ruled that
in this case, the extended preference period did not apply, because the insiders were not
creditors. Why should it matter whether insiders that enrich themselves at the expense of other
creditors of the debtor are themselves ‘creditors’ for the application of preference law?
Although this creditor requirement may seem to work randomly in these examples, Westbrook
explains that the creditor requirement can be viewed as a proxy for core preference cases, to
distinguish these cases from cases at the margins. As he argues, lawmakers choose between
open-ended norms at one end of the spectrum, versus formulaic, mechanic rules at the other end
of the spectrum. Both have their costs and benefits. Formulaic rules are easy to apply, but work
mechanically with little room for the circumstances of the case, so they should only be applied to
specific, core situations.973 Preference law features formulaic rules that have little subjective
elements in them and thus work mechanically. The objective conditions (preferences to
creditors, within 90 days before bankruptcy, or within 1 year for insiders) serve to limit the
application of preference law to core cases. That is not to say that each case outside those
conditions should escape scrutiny altogether. It is a choice of the legislature to not apply
mechanic rules to that case. Fraudulent conveyance law, with more subjective and open-ended
elements, may still enable the trustee to avoid in such cases at the margins.
Because § 547(b)(1) Bankruptcy Code covers also transfers that ‘benefitted’ a creditor, even if
that creditor was not the initial transferee, many transfers are potentially covered by preference
law (see also § 550(a)(1)). It should be noted that many transfers to creditors may somehow
bring an indirect benefit to an insider such as a director or controlling shareholder of the debtor.
The amount of the benefit will however be hard to establish in such a case. By prescribing that
this insider is also a creditor of the debtor, those unclear indirect benefit cases at the margins
are excluded from preference law. Only the cases in which the guarantor limits his exposure one
971
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on one by inducing the debtor to pay off the creditor are thus covered by preference law. More
indirect cases of self-dealing are possibly covered by other rules, such as fraudulent conveyance
law or fiduciary duties of director. In that sense, the creditor requirement works as a rough
proxy for the directness of the insider benefit.974
The question remains what happens if a transfer to a creditor only partly benefits a guarantor,
or at least only partly directly benefits a guarantor. There is some discussion on the question
what constitutes a ‘benefit’ in the sense of § 547(b)(1) Bankruptcy Code.975 Take for example an
outstanding guaranteed debt of $150.000 guaranteed by an insider guarantee capped at
$70.000. If the principal debtor pays $100.000 back on the debt between 90 days and a year
before insolvency, the direct benefit for the guarantor is only $20.000, not $100.000, although
the guarantor is of course also closer to getting more benefits. Westbrook argued that this
should be seen as a preferential payment of $20.000, not as a preferential payment of $100.000.
Alces, on the other hand, argued this should be seen as a preferential payment of $100.000.976 In
a slightly different example, the benefit of the guarantor is more questionable. If a payment of
$20.000 is made on a debt of $100.000, and the guarantor guaranteed the debt up to $60.000,
such payment does not benefit the guarantor as such, but it does bring him closer to a possible
benefit in the future. The First Circuit held that, in such a case where there is no direct reduction
of the exposure of the guarantor, there is no benefit for the guarantor.977
The problem with establishing what the indirect benefit is to a guarantor would be by-passed if
recovery was also allowed from the initial transferee. Judge Easterbrook also points this out in
the Deprizio-judgment as a reason to allow recovery from the initial transferee that is not an
insider. What for example if, as happens often, the insider guarantor only guaranteed a small
amount of the claim of the creditor on the principal debtor? Consider the following example. An
insider guarantor (director of the principal debtor) guarantees a line of credit extended by a
bank to a principal debtor. The guarantee is capped at $30.000. Six months before filing for
bankruptcy, the bank still has a claim of $180.000 on the principal debtor. The guarantor,
knowing bankruptcy is probably unavoidable, makes sure the principal debtor pays off the bank
in full six months before bankruptcy to reduce his exposure under the guarantee and hopes he
can withstand any preference claims of the future trustee. If the trustee is able to prove a
preference, he can, because of the amendments by Congress, only recover from the insider
guarantor. What was the benefit of the guarantor in this case? Pursuant to the decision of the
First Circuit In re Erin Food978 that benefit is probably only $30.000. However, the outsider (the
creditor with guarantee) profited for $180.000, through control obtained by the guarantee
construction.
Moreover, it has been argued that it would be unfair to expose insider guarantors to preference
liability in cases in which the guaranteed creditor is not exposed. The guaranteed creditor could
use its often extensive control over the debtor to influence the debtor to make preferential
payments that expose the insider guarantor, who probably does not understand such risks, but
not the sophisticated creditor.979
974
975
976
977
978
979

Westbrook, 1991; 1993.
Westbrook, 1991; 1993; Alces, 1993 .
Alces, 1993.
In re Erin Food Serv., Inc., 980 F.2d 792 (1 s t Cir. 1992).
In re Erin Food Serv., Inc., 980 F.2d 792 (1 s t Cir. 1992).
Gordon and Landry, 2015, pp. 80 –81.

207

Chapter 5 – US law on opportunism with the guarantee relationship

d) Waivers of reimbursement and subrogation to escape creditor status
Another important question is whether waivers of reimbursement and subrogation should, in
the context of applying preference law, be upheld by courts. The courts seem to be split on this
issue. Especially just after the Deprizio case, lenders would request waivers of the (future)
subrogation claim of the guarantor on the principal debtor. The idea was that such a waiver
would mean that the guarantor is not a ‘creditor’ of the principal debtor in the sense of § 547
Bankruptcy Code, which would mean that, even if the guarantor is an insider, the extended
preference period of § 547 Bankruptcy Code does not apply. After Deprizio, lenders tried to
shield themselves from preference claims that benefitted insiders over the extended preference
period. As already discussed, such shielding has been rendered superfluous by the two
amendments that aimed to overrule the Deprizio ruling. However, waiving the subrogation right
could still have some merit for both the creditor and the insider guarantor. The new section of
the Bankruptcy Code that overruled Deprizio bars the trustee to claim on the non-insider
creditor over the extended preference period. The trustee can however still claim from the
insider guarantor himself, if the insider guarantor is a creditor. This may also disadvantage the
creditor indirectly. As extensively discussed in chapter 3 paragraph 3.2, the guarantee gives the
insider guarantor incentive to induce the principal debtor to prefer the guaranteed creditor
because a payment of the principal debtor to the guaranteed creditor limits the insider
guarantor’s exposure under the guarantee.980 If preference law however permits the trustee to
claim such a benefit back from the guarantor, this may have a deterrent effect on the guarantor.
If the guarantor is indeed deterred, this hurts the creditor that would have wanted to receive
preferential payments. Thus, a waiver of the subrogation right can still be relevant.
A question is however whether courts should uphold such a waiver, given the fact that the main
purpose seems to be to circumvent preference law. Some commentators have argued courts
should not uphold such a waiver.981 Some bankruptcy courts have upheld them, especially early
on just after the Deprizio case,982 but some courts have decided not to uphold such waivers. 983
The Court of Appeals for the Ninth Circuit, the only Circuit Court that has ruled on the issue, has
relatively recently held that such a waiver should in principle be upheld, with a dissenting
opinion by one judge.984 The reasoning of the Ninth Circuit is however not convincing. The
reasoning of the bankruptcy courts that had not upheld such waivers generally included that the
waiver had not much other effect than circumventing preference law, because the insider could
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still obtain a claim against the principal debtor simply by purchasing the lender’s note rather
than paying on the guarantee.985 The Ninth Circuit seems to agree in general, but also tries to
establish whether, in this particular case, the waiver was a ‘sham’. Based on the facts, including
that the guarantor did not try to buy the creditor’s claim in order to circumvent the waiver, the
court decides that the waiver was not a sham and should therefore be upheld. The judgment is
not convincing. It is irrelevant whether the guarantor in fact tried to circumvent the subrogation
waiver. The fact is that this was possible. The waiver thus had little practical effect other than
circumventing preference law. This should suffice.986 Whether the guarantor indeed tries to buy
the claim from the creditor, or just benefits by making sure the principal debtor pays the
creditor in order to limit his exposure under the guarantee, will be decided by the guarantor
depending on the circumstances. Sometimes, buying the creditor’s claim is not in the interest of
the guarantor, for example because the subrogation claim has little value in a possible
insolvency case.
Problematic about allowing recourse waivers to affect the creditor status of the guarantor under
the Bankruptcy Code is furthermore that this may give the principal debtor, through influence of
the insider-guarantor, perverse incentives regarding the time of filing the insolvency case. The
debtor of course often largely controls the moment that his own bankruptcy case is filed. If the
guarantor benefitted from preferential payments to a guaranteed creditor somewhere in the 90day preference period, he does well to influence the principal debtor to delay filing for
bankruptcy until such a preferential payment is outside the three-month preference period.987 If
the reach back period was one year, the perverse incentive could still exist but is much less
strong because of the long time span.

e) Safe Harbors
One of the most important safe harbors against preference attacks, and the most relevant in the
context of payments on guaranteed loans, is the ordinary course of business test (§ 547(c)(2)
Bankruptcy Code). Transfers that were made in payment of debts incurred in the ordinary
course of business are safe in as far as the transfer was also made in the ordinary course of
business (either ordinary in the industry at large or ordinary between this debtor and creditor).
The defendant that relies on the safe harbor has to prove that (1) the debt was incurred in the
ordinary course of business and that (2) the transfer was made in the ordinary course of
business. This is often hard to argue when the transfer has been between insiders. Generally,
related-party transactions are easily qualified as outside the ordinary course of business. See
also Collier on bankruptcy: “What case law there is reveals that courts generally are interested in
whether the debt was incurred in a typical, arms-length commercial transaction that occurred in
the marketplace or, on the other hand, whether it was incurred as an insider arrangement with a
closely held entity.”988
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In the case of insider guarantees, it could both be questionable whether (1) the guarantee
obligation was created in the ordinary course of business and (2) whether the payment that
benefitted the guarantor was made in the ordinary course of business. The guarantee should be
separated from the loan itself. The loan from the creditor could be incurred within the ordinary
course of business, whilst the guarantee is often a related party transaction that is not incurred
at arm’s length. Often, almost by definition no other party would issue the guarantee. Taking this
perspective, it will be hard for the insider guarantor to rely on the ordinary course exception of
§ 547(c)(2) Bankruptcy Code.989 Even if the guarantor would be able to prove that the debt was
incurred in the ordinary course, he would still have to prove that the transfer itself was within
the ordinary course.

f) The lender as insider
A guarantee relationship could under circumstances also be instrumental in qualifying a lender
as ‘insider’ of the debtor under the Bankruptcy Code.990 Insider status often leads to less
favorable treatment under the Bankruptcy Code.991 As extensively discussed above, transfers to
insiders are open to an extended period (one year) for preference attacks. Moreover, claims for
equitable subordination (§ 510(c) Bankruptcy Code) have more chance against insiders.992
A lender can qualify as an insider on various grounds. § 101(31) Bankruptcy Code defines
‘insider’ broadly. Not only parties with a formal relationship to the debtor (such as relatives for
natural persons and directors and directors, shareholders (more than 20%) and officers for
corporations) qualify as insiders, but also any person ‘in control’ of the debtor.993 The lender
could of course be a person with a formal relationship to the debtor, such as the director or 20%
shareholder of the corporation, in which case the qualification of insider is easily foreseeable
and made. More difficult is the qualification of a lender as insider in absence of formal relations,
on the ground that the lender was in control. The Bankruptcy Code does not define when
someone can be qualified as ‘in control’. According to Collier on Lending Institutions, factors
relevant to establish ‘control’ can be: financial power over the borrower; equity interest;
personal relationships; lock box arrangements994 and involvement in day-to-day operations.995
Guarantees are indirectly relevant in this context because a guarantee can give the creditor a
certain amount of control over the principal debtor. The mere existence of a guarantee
989

Compare Pioneer Technology, Inc. v. Eastwood (In re Pioneer Technology, Inc.), 107 B.R. 698, 70 2
(9th Cir. BAP 1988).
990 Tung, 2009, p. 172 with reference to In re Exide Techs., Inc., 2 99 B.R. 732, 743 -46 (Bankr. D. Del.
2003).
991 Collier Lending Institutions and the Bankruptcy C ode, 2016, para. 5.05.
992 Collier Lending Institutions and the Bankruptcy Code , 2016, para. 5.05.
993 See § 101(31) Bankruptcy Code:
“The term “insider” includes:
(A) if the debtor is an individual: (i) relative of the debtor or of a general partner of the debtor; (ii)
partnership in which the debtor is a general partner; (iii) gen eral partner of the debtor; or (iv)
corporation of which the debtor is a director, officer, or person in control;
(B) if the debtor is a corporation: (i) director of the debtor; (ii) officer of the debtor; (iii) person in
control of the debtor; (iv) partne rship in which the debtor is a general partner; (v) general partner of
the debtor; or (vi) relative of a general p artner, director, officer, or person in control of the debtor
(…) (E) affiliate, or insider of an affiliate as if such affiliate were the deb tor;”
994 In a lock box arrangement, clients of the debtor are asked to pay on an account controlled by the
lender and the sums paid are directly used to reduce outstanding credit.
995 Collier Lending Institutions and the Bankruptcy Code , 2016, para. 5.05.

210

Insider guarantees in corporate finance

relationship, without specific circumstances such as the creditor indeed using the guarantee
relationship to put large amounts of pressure on insiders, will in itself not be enough to establish
control.
g) State preference law
Although preference law is most suited to attack debt repayments, such repayments could
possibly also be attacked with fraudulent conveyance law, either as laid down in the Bankruptcy
Code (§ 548) or the UFTA/UVTA (which are mostly similar regarding fraudulent
conveyances996).997 The reason for the bankruptcy administrator to attack a preferential
payment as a fraudulent conveyance could for example lie in the reach-back period, which can
be up to four years in fraudulent conveyance law.998 Moreover, especially preferential transfers
to insiders can provide specific problems that are not always easily addressed by preference law
itself.999 Most importantly in the context of indirect preferences with guarantees, the non-insider
initial transferee cannot rely on the safe harbor of § 550(c) Bankruptcy Code (the new safe
harbor introduced by Congress in 1994 and improved in 2005, designed to protect non-insider
lenders against preference attacks during the extended preference period for insiders) against
attacks based on the UFTA/UVTA.
So-called ‘constructive’ fraudulent conveyances always need to involve an imbalance in value in
the transaction, which is typically not the case with a payment of an antecedent debt.1000 This
also follows from § 548(d)(2)(A) Bankruptcy Code, which defines value as ‘property, or
satisfaction or securing of a present or antecedent debt of the debtor’. There is some divergence in
the case law on the question whether a preferential payment could be an intentional fraudulent
conveyance (§ 548(a)(1)(A)). Some courts have held that preferences cannot be fraudulent
conveyances.1001 Fraudulent conveyance law, in this reading, is concerned with transfers that
diminish the estate as a whole, not with transfers that prejudice one creditor above another.1002
The distinction has however blurred in the case of preferences to insiders, especially indirect
preferences to insiders.1003 Although the Bankruptcy Code does not treat insider preferences as
fraudulent conveyances,1004 the case has been made that fraudulent conveyance law as laid
down in the Bankruptcy Code can theoretically be applied to insider preferences.1005 Intentional
fraudulent conveyances do not need to involve an imbalance in value, but intent to hinder, delay,
or defraud has to be shown. Apart from rare situations, such as transfers in the context of Ponzischemes, this is often difficult.1006 Even in such rare cases, some courts have held that fraudulent
conveyance law does not protect against preferential payments to creditors.1007 See however
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Nussbaum, who argues that ‘intent to hinder, delay, or defraud’ can often easily be shown in a
case in which an insider guarantor influences the corporation in paying back guaranteed debt
shortly before insolvency.1008 In short, although there is some discussion on the use of
fraudulent conveyance law as laid down in the Bankruptcy Code to attack insider preferences,
this will generally be hard to argue.1009
However, state fraudulent conveyance law goes beyond the Bankruptcy Code in this context, as
state fraudulent conveyance law often includes preference-like rules.1010 State law can also be
used to attack fraudulent conveyances, either outside bankruptcy by creditors or inside
bankruptcy by the bankruptcy administrator (§ 544b Bankruptcy Code). Most states have
incorporated the Uniform Fraudulent Transfer Act (UFTA) or the newer version, renamed the
Uniform Voidable Transactions Act (UVTA).1011 § 5(b) UFTA/UVTA contains a preference-like
rule for transfers to insiders: “A transfer made by a debtor is fraudulent as to a creditor whose
claim arose before the transfer was made if the transfer was made to an insider for an antecedent
debt, the debtor was insolvent at that time, and the insider had reasonable cause to believe that the
debtor was insolvent.” This provision is clearly derived from 547(b)(4)(B) Bankruptcy Code.1012
‘Debt’ is defined broadly enough in § 1 UFTA/UVTA to encompass the contingent claim of a
guarantor, and ‘insider’ is defined broadly as well. ‘Insolvent’ is defined in § 2 UFTA/UVTA as
balance sheet insolvency, with a presumption for balance sheet insolvency in case of insufficient
cash flow to pay current debts. The reach-back period under § 5b UFTA/UVTA is comparable to
the reach-back period for transfers to insiders under the Bankruptcy Code.1013 The Preparatory
Note to the UFTA explains the insider preference provision as follows: “an insolvent debtor is
obliged to pay debts to creditors not related to him before paying those who are insiders”.1014
One difficulty in applying § 5(b) UFTA/UVTA is however that it does not clearly deal with thirdparty transfers, whereas § 547 Bankruptcy Code does (as extensively discussed above).1015 The
text of §5(b) only mentions transfers to an insider, not transfers for the benefit of an insider,
whereas the Bankruptcy Code does. Question is whether § 5(b) UFTA/UVTA can be interpreted
to include indirect transfers to insiders.1016 Blumberg extensively argues that it can and should
be interpreted to include such indirect transfers, and recently Tabb also seems to agree.1017
§ 8(b)(1) UFTA/UVTA allows recovery from both the transferee as well as any indirect
beneficiary of the transaction. Assuming § 5(b) UFTA/UVTA applies to indirect transfers to
insiders, recovery can thus possibly both be made from the insider and the direct transferee. As
already mentioned above, the non-insider initial transferee cannot rely on the safe harbor of §
550(c) Bankruptcy Code (the new safe harbor introduced by Congress in 1994 and improved in
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2005, designed to protect non-insider lenders against preference attacks during the extended
preference period for insiders, as extensively discussed above) against attacks based on § 5(b)
UFTA/UVTA. As a result, transfers that benefit insiders indirectly can also be recovered from
non-insiders with an action based on § 5b UFTA/UVTA, with a reach-back period of one year
after the transfer was made (§ 9(c) UFTA/UVTA).1018

h) Summary on insider preferences
US law is characterised by a detailed statutory and judge-made regime that polices indirect
preferences to insiders. US law strongly relies on objective factors, such as the period in which
the payment took place and who benefitted directly or indirectly from a transfer, which
objective approach is able to capture the dynamics that lead to indirect preferences well.
Notable is that both the definition of ‘transfer’ and the definition of ‘insider’ are very broad. Not
only transfers that benefit shareholder-guarantors are thus policed, but also transfers to other
insider-guarantors, for example directors, relatives of directors and relatives of shareholders are
included in the definition. Not only payment or direct granting of security is a ‘transfer’, but also
other fact patterns, such as the example discussed in chapter 3 paragraph 3.2.2 in which the
processing of raw materials was accelerated before filing for bankruptcy, in order to bring a
benefit to the guaranteed creditor.
US law does however leave some gaps in the protection against such indirect preferences. No
recourse can be had on the initial transferee, only on the indirectly profiting insider, which is
especially problematic when partial guarantees lead to full satisfaction of the non-insider initial
transferee. Moreover, if the insider does not provide recourse,because he or she is also declared
bankrupt, the bankruptcy administrator is also left empty-handed. Especially problematic are
waivers of reimbursement and subrogation to escape creditor status under the Bankruptcy
Code. Under current case law it seems that if the insider-guarantor has contractually waived his
recourse claim, he cannot be addressed by a preference attack. Moreover, it should be borne in
mind that the reach of transaction avoidance law is limited in two respects: (1) preference law
does not have a strong deterrent effect and (2) wealth transfers can remain covert, even though
US law has a very broad definition of ‘transfer’.

4.2.2 Director liability for insider preferences
An important deterrent force on insider dealing with guarantees in the context of corporate
finance may come from director liability rules for such behavior. Roughly two situations should
be distinguished in this context: (a) payment of the guaranteed debt has prejudiced other
creditors but has not done damage to the balance sheet of the debtor company and (b) payment
of the guaranteed debt has damaged the company, for example by leading to acute liquidity
problems. This distinction is relevant in light of director liability, because, under US law, the
rules on director liability towards the shareholders or the company differ from the rules on
director liability towards outsiders such as creditors.
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a) Liability for preferential payments that have only prejudiced creditors
Shareholders are usually not prejudiced by preferential payments to insiders, but (unpaid)
creditors obviously are. Do directors also owe fiduciary duties to creditors? A second question is
whether, if directors do not owe fiduciary duties to creditors, those creditors (or the bankruptcy
administrator in their place) could still sue directors for breach of fiduciary duties towards the
corporation, a so-called derivative action.
The answers to these questions differ between states and are, even within states, often not
crystal clear, which makes formulating an answer difficult. Delaware cases are seen as by far the
most influential and leading on the issue, as is often the case in corporate law.1019 Therefore,
Delaware law on these points is analyzed here without much reference to other states. Delaware
law has developed rather a lot in the last decades on the questions whether directors owe
fiduciary duties to creditors. In the past, it has been held that the fiduciary duties of directors
shift from the shareholders to the creditors when the debtor comes within the ‘vicinity of
insolvency’.1020 However, in the more recent and much-cited North American v. Gheewalla case
the Delaware Supreme Court held that directors owe no direct fiduciary duties to creditors,
irrespective of whether the corporation is in the vicinity of insolvency.1021 Creditors thus cannot
sue to recover personally for the breach of a fiduciary duty. According to the Delaware Supreme
Court, the fiduciary duties of directors only run towards the corporation and its shareholders,
regardless of whether the corporation is solvent or insolvent.
The Delaware Supreme Court does, however, allow creditors derivative standing to sue directors
for breach of fiduciary duties when the corporation is insolvent.1022 A bankruptcy administrator
also has standing to sue for breach of such duties towards the corporation since the corporation
will presumably be insolvent while in bankruptcy. Derivative standing however implicates that
creditors only have standing in as far the corporation has suffered damage because of the
director’s behavior. As explained above, preferential payments or preferential treatment as such
usually do not damage the corporation. This leads to the conclusion that, where it concerns
damage to creditors by preferential payments or preferential treatment of other creditors,
creditors usually are not substantially helped by derivative standing.
Some caution should be taken in giving too much weight to the Gheewhalla decision of the
Delaware Supreme Court and related decisions. Although Delaware is an important and
influential corporate law jurisdiction, other states may and do follow different lines of reasoning
and may accept direct fiduciary duties of directors towards creditors.1023 Moreover, Delaware
case law on this point seems somewhat unsettled.1024
A last, rather controversial, doctrine needs some discussion in the context of director liability.
Creditors have often relied on a theory of ‘deepening insolvency’ to sue third parties such as
directors, shareholders or lenders.1025 The idea is that continuation of the corporation may in
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some cases only cause more harm to creditors.1026 The creditors (or bankruptcy administrator),
when asserting such a claim, essentially claim that the corporation should have been liquidated
at an earlier stage. In Lafferty, the Court of Appeals for the Third Circuit allowed the theory of
deepening insolvency as an independent cause of action against a third person such as a
director.1027 However, in Trenwick America Litigation Trust v. Ernst & Young,1028 the Delaware
Chancery Court (whose decision was adopted by the Delaware Supreme Court) held that the
theory of deepening insolvency does not grant an independent cause of action.1029
Commentators have generally been critical of the deepening insolvency theory.1030 The theory
can however, probably also under Delaware law, still be relevant in calculating damages relating
to the breach of another fiduciary duty.1031
The theory of deepening insolvency can, if it can indeed be relied upon either as an independent
cause of action or as a theory that can be instrumental in calculating the amount of damages, be
relevant in the context of loans guaranteed by insiders. As discussed in chapter 3 paragraph
3.2.2, a guarantee by directors or shareholders can, under specific circumstances, delay timely
bankruptcy filing. It could be the case that the otherwise unsecured part of the guaranteed debt
far outreaches the maximum amount of the guarantee, in which case the insider guarantors have
incentive to gamble for resurrection instead of file for bankruptcy. It could also be the case that
bankruptcy filing is delayed in order to slowly wind down the company for the benefit of the
guaranteed creditor, thus prejudicing other creditors.

b) Liability for preferential payments that have prejudiced both shareholders and
the creditors
Under state corporate law directors of corporations are generally held to owe the fiduciary
duties of loyalty and care towards the corporation and its shareholders.1032 US law has
traditionally had a strong focus on conflicts of interests on the part of directors.1033 This can act
to deter insider dealing through guarantees. If the director himself guaranteed debt of the
corporation, which is not uncommon (especially not if the director is also the sole shareholder)
the director may be held liable for a breach of his fiduciary duties if he acts in his own interests
as guarantor rather than in the interest of the corporation. Making the corporation pay the
guaranteed creditor shortly before bankruptcy would be in his own interest. In such a case in
which the director is conflicted because he is involved (albeit indirectly) on both ends of the
transaction, a breach of his fiduciary duties could occur.
The roots of the doctrine of fiduciary duties of directors towards creditors can be found in trust
law.1034 A more contemporary explanation can be found in agency theory.1035 The modern idea is
that the separation of ownership and control creates an agency problem between directors and
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shareholders. The fiduciary duties (loyalty and care) are aimed to mitigate this agency problem
by assuring that the director acts in the interest of the corporation or the shareholders.
The fiduciary duties encompass the duty of loyalty and the duty of care. The duty of loyalty is
understood to (inter alia) protect against self-dealing by the directors and is therefore most
relevant in the context of insider dealing through guarantees.1036 The duty of loyalty has for long
had an important place in US law, whereas this duty is much less important on the European
continent.1037 It is a broad duty that is hard to define. Two common situations in the context of
guarantees that could be suspect in relation to the duty of loyalty can be distinguished. Firstly,
when the corporation pays a guaranteed creditor and the director himself is the guarantor, the
director is obviously interested.1038 In such cases the business judgement rule, which can be
traced back to a 1919 case and which stipulates that the judge should stay away from assessing
business judgements of directors,1039 is not applied. See for example the Lichtenstein case, in
which the Appellate Division of the New Your Supreme Court held:
“The business judgment rule, however, protects only directors who are disinterested,
meaning they do not, for example, stand to gain any personal financial benefit in the sense
of self-dealing "as opposed to a benefit which devolves upon the corporation or all
stockholders generally" (…) The complaint in this case makes it plain that Lichtenstein was
not disinterested, because his stewardship of ESI was affected by a conflict between his
fiduciary duties as a director of the company and his personal exposure to $100 million in
liability on the guarantees in the event of ESI's voluntary bankruptcy.”1040
Secondly, when the director is both director of the principal debtor and director of the
guarantor, both entering into the guarantee relationship and making payments on the guarantee
could be suspect from the perspective of the duty of loyalty. The fact that these fact patterns are
suspect, does not mean the guarantee relationship or payments on the guaranteed debts are
necessarily voidable or that directors can be held liable. Most state-level statutes allow
transactions by interested directors subject to disclosure and ratification requirements and
some states allow as a defense against avoidance actions that the transaction was in the interest
of the corporation.1041 Some states also shift the burden of proof that the act was in the interest
of the corporation if disinterested directors ratify the transaction.
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The director that is involved on both ends of a transaction, such as a director that prefers himself
by paying back debt guaranteed by him, generally has the burden to show that the transaction
was indeed in the best interest of the company, which can be closely scrutinized by the
courts.1042 If this cannot be shown convincingly, the director could be liable because of a breach
of his fiduciary duty of loyalty.
US corporate law is known for its shareholder-oriented approach.1043 If directors and
shareholders are different constituencies, the shareholders can rely on the doctrine of fiduciary
duties when a director that has guaranteed certain debts represents the company in his own
interest rather than that of the shareholders. Such a situation, in which directors that are not
shareholders guarantee debts of the corporation, is however rare. More common is the situation
in which the guarantor is both director and controlling shareholder. In such a case, a minority
shareholder could rely on the breach of fiduciary duty of loyalty of the director/controlling
shareholder.1044 Shareholders are however rarely prejudiced by preferential payments to
insiders. Such payments on debts do, in themselves, probably not change the value of the
corporation. Only in rare cases, for example cases in which the payment itself pushes the
corporation into bankruptcy, prejudice to shareholders may exist. The fiduciary duty of directors
towards shareholders is thus not of much interest in the context of preferential payments.

4.2.3 Lender liability
Creditors often use guarantees to exercise control over principal debtors. Lenders that exercise
too much control over the principal debtor can be confronted with certain doctrines of
corporate, tort and bankruptcy law.1045
a) Deepening insolvency
The theory of deepening insolvency was discussed above. As discussed, the theory can also be
relied on against a lender. The theory is however very controversial, especially as an
independent cause of action. The effectiveness of the theory against a lender is even more
remote than against directors. Directors can generally be expected to have knowledge of the
financial state of the company and the opportunities ahead and should thus be able to make an
officers, or between a corporation and any other corporation, partnership, association, or other
organization in which 1 or more of its directors or officers, are directors or officers, or have a financial
interest, shall be void or voidable solely for this r eason, or solely because the director or officer is
present at or participates in the meeting of the board or committee which authorizes the contract or
transaction, or solely because any such director's or officer's votes are counted for such purpose, if:
(1) The material facts as to the director's or officer's relationship or interest and as to the contract or
transaction are disclosed or are known to the board of directors or the committee, and the board or
committee in good faith authorizes the contract or transaction by the affirmative votes of a majority of
the disinterested directors, even thoug h the disinterested directors be less than a quorum; or
(2) The material facts as to the director's or officer's relationship or interest and as to the contract or
transaction are disclosed or are known to the stockholders entitled to vote thereon, and the contract or
transaction is specifically approved in good faith by vote of the stockholders; or
(3) The contract or transaction is fair as to the corporation as of the time it is authorized, approved or
ratified, by the boar d of directors, a committee or t he stockholders.
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assessment whether continuing the company is justified. Lenders may have such knowledge, but
often do not. Thus, for lenders to be liable based on a theory of deepening insolvency, strong
lender involvement is necessary. As extensively discussed in chapter 3 paragraph 3.2, the
guarantee relationship is one of the important tools through which lenders obtain control over a
company and can thus be a sign of strong lender involvement, but whether it suffices depends on
the circumstances of the case. Moreover, in the context of lenders, commentators recently
detected a lender-friendly movement regarding deepening insolvency.1046 As such, the theory of
deepening insolvency does not seem to have much relevance in the context of deterring
unwanted lender control.
b) Breach of fiduciary duties
A lender could also be liable for breach of fiduciary duties towards other creditors.1047 Generally,
creditors are not assumed to owe any fiduciary duties to other creditors of their debtor.1048 This
could however change if the lender exerts “substantial control over the borrower’s affairs”.1049
The claimant (another creditor of the principal debtor or the bankruptcy administrator) would
first have to show that the lender exerted substantial control and thus had a fiduciary duty, and
furthermore that the duty was breached, which breach resulted in damages.1050 Such a claim can
only be successful in rare cases with very specific fact patterns. Moreover, the courts have, in the
last two decades, become rather lender-friendly.1051 Again, guarantees can however be very
relevant in this context, because insider guarantees can be used to exercise control over the
principal debtor. The mere existence of an insider guarantee in general, will however in itself not
suffice to establish a fiduciary duty of the guaranteed creditor.1052
c) Aiding and abetting breach of fiduciary duties
Even if no fiduciary duty exists between lender and borrower, a claimant could, against a lender,
rely on the theory of aiding and abetting breach of fiduciary duties. The idea is that a third
person such as a lender that has a close connection to an insider such as a director who has a
fiduciary duty and who breached that duty, can be liable towards the parties injured by such a
breach. Again, there is some uncertainty and difference between states on the question whether
the theory of aiding and abetting breach of fiduciary duties constitutes an independent cause of
action.1053 Delaware and New York seem to allow the theory as in independent cause, whereas
Georgia doesn’t and Pennsylvania is unsettled.1054 The elements of a claim for aiding and
abetting breach of fiduciary duties can vary from state to state. Under Delaware law, which is
influential, the claimant must establish:
“(1) the existence of a fiduciary relationship; (2) proof that the fiduciary breached its duty;
(3) proof that a defendant, who is not a fiduciary, knowingly participated in a breach; and
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(4) a showing that damages to the plaintiff resulted from the concerted action of the
fiduciary and nonfiduciary.’’ 1055
This theory is relevant in the context of insider dealing through insider guarantees. If the lender
uses his control to put pressure on the insider to act in a certain way, and these acts result in a
breach of fiduciary duties by insiders, for example because the insider serves his own interest as
guarantor rather than those of the principal debtor (breach of the fiduciary duty of loyalty), the
lender can possibly be held liable for aiding and abetting breach of fiduciary duties. It should be
noted that such a claim will not be allowed where the alleged breach is in essence a preferential
transfer.1056 However, if the complaint against the insider and the lender casts a wider net, the
claimant can rely on aiding and abetting breach of fiduciary duties.1057 Chapter 3 paragraph 3.2.2
gave the example of a shoe factory that is pressurized by a lender, through insider guarantees, to
turn stock leather on which the lender does not have a lien into shoes on which the lender can
assert a lien, all just before filing for bankruptcy. Such behavior may escape preference attacks,
but could under circumstances be attacked as constituting a breach of the fiduciary duty of
loyalty by the director, which was aided and abetted by a lender guaranteed by that director.
Of course, breach of the fiduciary duty of loyalty would in any case have to be shown first to be
able to rely on the theory of aiding and abetting such breach. In the context of insider dealing,
showing breach of fiduciary duties will often already be the bottleneck. As explained above,
under (influential) Delaware law, directors are not assumed to owe any fiduciary duties towards
creditors, not even in the vicinity of insolvency. Directors do owe fiduciary duties to the
corporation and creditors are assumed to have derivative standing for breach of such duties, but
the corporation is usually not (or only marginally) prejudiced by preferential treatment of
insiders.
In short, outside extreme cases, lender liability does not provide a substantial brake on insider
dealing through guarantees.

4.2.4 Bad boy guarantees
A particular guarantee arrangement through which a creditor may try to gain control over a
principal debtor is the so-called ‘bad boy guarantee’. A common example of such a bad boy
guarantee is a guarantee by a shareholder or manager for debts of a corporation that is made
contingent upon certain ‘bad’ acts by management or shareholders from the viewpoint of the
lender, typically including filing for bankruptcy.1058 This obviously creates, like any shareholder
guarantee (though arguably even more strongly), questions in relation to for example
preference law and fiduciary duties of managers, which have been extensively addressed above.
In the particular case of bad boy guarantees that aim to prevent an insider from filing for
bankruptcy, guarantors have tried to escape liability by arguing that their ‘bad act’ did not
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constitute any (or not much) damage and that they should, therefore, not be held liable for the
full sum (‘full recourse liability’), even though the text of the guarantee allows such full
recourse.1059 Guarantors have had little success with this defence.1060
Guarantors have also tried to escape liability by arguing such guarantees are unenforceable on
public policy grounds, especially in the case of a guarantee by directors because such a
guarantee invites breach of the fiduciary duties of the director.1061 Again, guarantors have had
little success escaping liability on this ground, as most courts have held bad boy guarantees to be
enforceable.1062 In UBS Commercial Mortgage Trust v. Garrison Special Opportunities Fund L.P.,
the New York Supreme Court held, on the issue of enforceability of bad boy guarantees: “The
court sees no distinction between this set of facts and those involving any parent corporate
guaranty of debt of a subsidiary. The legitimacy of such common arrangements is not subject to
question under any theory of commercial law of which the court is aware.”1063 However, as has
been argued in this book, particularly in chapter 3 paragraph 3, such arrangements do in general
deserve close scrutiny.

4.2.5 Fresh start laws
Fresh start laws may influence the incentive for insider dealing. A guarantor who knows that
liability under a guarantee may lead to a life of indebtedness will have a significantly different
bargaining position than a business owner who knows that bankruptcy law (and society at
large) will offer him a fresh start. In paragraph 3.4 of this chapter, it was already discussed that,
although the US is famous for its perceived forgivingness towards debtors and although US
bankruptcy law indeed seems generous in providing a fresh start, the system has become less
debtor-friendly recently and the US does not have an extensive social security net. The analysis
thus in no way leads to the conclusion that overindebted individuals are well off in the US
system. As a result, the influence of fresh start laws on the incentive for insider dealing is likely
limited.

4.2.6 Specific dynamics in reorganization
§ 524(e) Bankruptcy Code provides that ‘discharge of a debt of the debtor does not affect the
liability of any other entity on, or the property of any other entity for, such debt’. In other words,
guarantors of a bankrupt principal debtor remain liable under the guarantee. Moreover, the rule
that creditors of the bankrupt debtor are automatically stayed from taking any action to recover
(§ 362 Bankruptcy Code), does not extend to guarantors.1064 As a general rule, creditors can thus
still pursue guarantors, also during bankruptcy proceedings of the principal debtor.1065
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1062 Eisenson, 2014, p. 265; Adams and Kirkham, 2009, p. 7 ; Beslow and Eliason, 2 014, pp. 2 –3.
1063 UBS Commercial Mortg. Trust 2007 -FLI v. Garrison Special Opportunities Fund L.P., No.
652412/2010, 2011 WL 4552404, (N.Y. Sup. Ct. Mar. 8, 2011).
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There are two exceptions. Firstly, § 1301 Bankruptcy Code extends the automatic stay in
bankruptcy to actions against guarantors.1066 This only applies to guarantees for consumer
debts, and only to a guarantor that is an individual who became liable on such debt outside the
ordinary course of his or her corporation. Furthermore, this only applies in Chapter 13
Bankruptcy Code (simply put, the reorganization procedure for individuals, also referred to as
the ‘wage earners plan’), not in Chapter 7 (liquidation) or Chapter 11 (reorganization plan
procedure). The background of this rule is that many individual debtors that enter Chapter 13
have been required to furnish guarantees on their consumer loans. If collection against those
guarantors is not stayed, these guarantors, who are often close relatives, may exert pressure on
the individual to either pay the guaranteed debt or to repay the guarantor, in violation of the
plan of reorganization.1067 The reorganization and equal treatment of creditors in the
reorganization is thus threatened if collection on the guarantee is not stayed. The stay is
however only temporary. The creditor can request a lift of the stay in if either (1) the guarantor
received consideration or (2) the plan does not propose to pay the claim or (3) the creditor’s
interest would be irreparably harmed by continuation of the stay (§ 1301(c)). Often, a plan will
propose not to pay creditors in full, in which case the creditor can request a lift of the stay and
pursue the guarantor and thus still put pressure on the plan.
The second exception to the general rules that the guarantor remains liable when the principal
debtor is declared bankrupt and that actions against guarantors are not automatically stayed, is
that courts can (arguably) make temporary or permanent injunctions protecting guarantors by
using their equitable powers granted in § 105 Bankruptcy Code (“The court may issue any order,
process, or judgment that is necessary or appropriate to carry out the provisions of this
title.”).1068 Under certain circumstances, some courts have been willing to extend the automatic
stay in bankruptcy to co-debtors, or to issue a temporary injunction. Some courts have even
been willing to issue permanent injunctions, also referred to as ‘third-party release’ or ‘nondebtor release’. The influential ABI (American Bankruptcy Institute) report of 2014 on Chapter
11 advised against a blanket prohibition of third party release.1069
The object for such temporary or permanent injunctions is not to protect the third party, but to
protect the bankrupt estate from the pressure that a guarantee can entail. Actions against
guarantors could interfere with the reorganization of the principal debtor in bankruptcy, often
because of a close relationship between guarantor and bankrupt.1070
Courts have generally held that temporary stays are possible under specific circumstances.1071 In
order to apply for a temporary stay against guarantors, the principal debtor would have to show
that action against the guarantor would seriously harm or endanger the reorganization, and to
show that such reorganization would be possible with a stay.1072 The court will carefully balance
the interests and would be very wary of damaging the interests of the creditor.1073 A temporary
stay may not always harm the creditor substantially whereas it can take some pressure off the
reorganization process.
1066
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See extensively Collier, 2016c, para. 1301.01 ff .
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In rare cases such as Twist Cap, courts have temporarily enjoined banks from honoring a letter
of credit (independent bank guarantee) in the bankruptcy of the account party.1074 Such cases
have however been rare and heavily criticized in the literature, also because of the function of
bank guarantees in practice.1075 Subsequent authority, including a decision by the same judge as
the judge in Twist Cap, has rejected the reasoning in Twist Cap.1076 Worries on the reliability of
bank guarantees in bankruptcy were later revived by Wysko Investment, a case in which a
district court for the first time used its equitable powers granted in § 105 Bankruptcy Code to
temporarily bar a claim on a bank guarantee, on the basis of the argument that claiming on the
bank guarantee by the creditor would seriously hamper the reorganization process.1077
Especially complete release of co-debtors by a bankruptcy court is controversial.1078 Of course,
such release would often harm the creditor substantially and is therefore usually unwarranted.
Some courts refuse to do so altogether, other courts only release under very specific
circumstances.1079 As already stated, the ABI report of 2014 on Chapter 11 advised against a
blanket prohibition of third party releases.1080 In the known cases in which the court has
released co-debtors, the co-debtor was not a guarantor but another type of co-debtor.1081 For
example, some cases have seen insurers in mass-tort litigation cases released in exchange for a
contribution to a fund, because absence of such a release would have seriously endangered a
reorganization process. In that sense, co-debtor release is used as a settlement device. The
difference with the guarantee relationship is that liability of the guarantor is often clear and
definite, whereas liability of the insurer may be a point of extensive discussion with many
parties involved, in which case third-party release in exchange for some kind of contribution can
be a simple (though controversial) settlement device.
The ABI report recommended using the factors established in the case In re Master Mortgage1082
when deciding on a third-party release in a reorganization plan. Those factors, as stated by the
ABI report, are:
“(1) the identity of interest between the debtor and the third party, usually an indemnity
relationship, such that a suit against the nondebtor is, in essence, a suit against the debtor
or will deplete assets of the estate;
(2) whether the nondebtor has contributed substantial assets to the reorganization;
(3) whether the injunction is essential to reorganization;
(4) whether a substantial majority of the creditors agree to such injunction — specifically,
whether the impacted class or classes have “overwhelmingly” voted to accept the proposed
plan treatment; and
(5) whether the plan provides a mechanism for the payment of all, or substantially all, of
the claims of the class or classes affected by the injunction.”1083
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Twist Cap, Inc. v. Southeast Bank (In re Twist Cap, Inc.), 1 B.R . 284 (Bankr. M.D. Fla. 1979).
See for example Gorney, 1992; see for an especially strong de nunciation: Moringiello, 1994.
1076 Collier Lending Institutions and the Bankruptcy Code, 2016, para. 2.06.
1077 Wysko Inv. Co. v. Great Am. Bank, 131 B.R. 146 (D. Ariz. 1991); Collier Lending Institutions and the
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1079 See extensively Gamble, 2011; Greer and Moss, 2014, pp. 218 –221.
1080 Harner, 2014, p. 255.
1081 See extensively Gamble, 2011, who also argues guarantors should not be released.
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4.3 Summary of US law on external relations
Guarantees can influence the positions of outsiders. This paragraph examined the current
regulation under US law of such influence on outsiders and the protection of the interests of
these outsiders against possible opportunistic use by insiders.
On the issue of opaque priority structures, US law is relatively well-developed, but often also
unsettled. Shareholder guarantees are an often-mentioned factor supporting veil-piercing cases.
For substantive subordination cases, this is however less clear. The case for equitable
subordination of indirect loans through guarantees is also somewhat unclear. US law does,
disappointingly, generally allow for strong-form double proofing of claims through guarantees.
US Law is well-developed on the issue of insider dealing through guarantees. Although state
fraudulent transfer law is somewhat unclear on the regulation of indirect preferences, US federal
bankruptcy law is clearly set up to attack indirect preferences with guarantees efficiently and
has particular attention to the possible insider status of guarantors. Some particular issues
remain, such as the weight given to reimbursement and subrogation waivers in this context, but
the overall direction of the law is clear.
US law is less strict in regulating directors’ behavior in this context, as the duty of loyalty of
directors seems in many states nowadays to be assumed to run mainly towards the corporation
and shareholders, not towards the creditors of the corporation, also not when the corporation is
insolvent. Creditors do have derivative standing, which can generally be helpful but usually not
in the case of damage because of preferential treatment of other creditors, as such behavior
typically dos not damage the company or shareholders.
Lenders may be held liable for ‘aiding and abetting’ breach of fiduciary duties, though state law
differs somewhat on this point and cases are rare. Importantly also, US law has a somewhat
forgiving regime for personal bankruptcy, which can deter lender control over guarantors to a
certain extent, though important reservations have to be made to this statement, such as that US
bankruptcy law has become less debtor-friendly recently and that the social security system in
the US is generally very limited.

5 Conclusion
After a short introduction as to the most common types of guarantees under US law,
opportunistic use of guarantees in the context of corporate finance has been discussed. Firstly,
opportunism towards insiders to the guarantee relationship has been discussed, followed by a
discussion of opportunistic use towards outsiders.
Regarding opportunistic use towards insiders, US law is disappointing. The specific protection of
consumer sureties is very scarce. General contract law and the Statute of Fraud give some, but
very limited protection to weak sureties.
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Regarding opportunistic use towards outsiders, US law offers somewhat more promising
solutions. Importantly, shareholder guarantees are often considered as a factor in veil-piercing
cases. US law does however generally allow double proofing of claims though guarantees.
US law is especially well-developed on the issue of insider dealing through guarantees. Indirect
preference to guarantors can be attacked efficiently, though some particular issues remain, such
as the impossibility to claim from the non-insider creditor for insider benefits and the weight
given to reimbursement and subrogation waivers in this context, but the overall direction of the
law is clear.
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CHAPTER 6
German law on
opportunism with the
guarantee relationship
1 Introduction
Chapter 3 discussed the guarantee relationship from the perspective of opportunism. This
chapter analyses how German law deals with the problems identified in chapter 3. The question
addressed in this chapter is:
How does German law deal with opportunism with the guarantee relationship in the
context of corporate finance?
Most legal systems contain specific rules on the internal relationship. Many of those rules are
designed to protect the guarantor, who is often considered a weak party. After a short
introduction of types of guarantees relevant to corporate finance, German law on the protection
of weak parties will be discussed. The focus lies on the context of corporate finance, in which
shareholders or directors often guarantee debts of their company and group companies often
guarantee group debts. In the discussion of weak party protection, it will thus specifically be
discussed to which extent shareholders/directors are protected as weak parties.
After discussion of the rules protecting weak parties, the regulation under German law of
opportunism towards outsiders of the guarantee relationship (as identified in chapter 3
paragraph 3) will be analysed extensively.

2 Introduction to types of guarantees in German law
A guarantee relationship, in its simplest form consisting of a principal debtor, a creditor and a
guarantor, can take different legal shapes. The guarantee relationship can for example be a
suretyship in the sense of § 765 Bürgerliches Gezetsbuch (BGB) or an independent bank
guarantee. Dependent on the type of guarantee, a different regime can apply. Independent
guarantees are not specifically regulated by the German civil code itself, whereas there are many
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specific statutory rules in the civil code on co-debtorship and suretyship. This paragraph
discusses the basic types of guarantees under German law.
The archetype of a guarantee under German law is Bürgschaft (suretyship),1084 which will be
discussed extensively, after which a short overview of other common types follows. Important to
note is that, like in the Netherlands, there is often a close relationship between a corporate
lender and the principal bank (Hausbank).1085 In this close relationship, it is common that the
shareholders or directors of the business (usually a GmbH) assume personal liability for
company debts.1086
This paragraph serves to provide a basic understanding of German law on personal security
rights in order to be able to discuss German law on opportunism in and with the relationship
further below. The introduction to the types of guarantees should be read as an introduction and
in no way aims to be comprehensive. A reader roughly familiar with German law on personal
security rights can skip this introduction.

2.1 The archetype of personal security: suretyship
(‘Bürgschaft’)
Suretyship (‘Bürgschaft’) is regulated in § 765 ff. BGB. Suretyship is defined in § 765(1) BGB as a
contract in which the surety “puts himself under a duty to the creditor of a third party to be
responsible for discharging that third party’s obligation”.1087 By default, suretyship under German
law is of subsidiary (§ 771-773 BGB) and accessory (§ 767 and 768 BGB) nature.
Although suretyship is regulated by the German civil code in § 765 ff. BGB, one would be wrong
to think that German law on suretyship as it stands today can be meaningfully understood with
reference to the BGB only. German suretyship law has been extensively developed by the courts,
particularly in the field of consumer protection.1088

2.1.1 The relationship creditor-guarantor
The relationship between creditor and guarantor usually flows from a contract between them,
which contract is typified as a one-sided contract: only the guarantor takes on an obligation to
perform.1089 The creditor of the principal debt and of the suretyship debt must be the same
person.1090 The relationship between creditor and guarantor is first and foremost characterized
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Ziemons and Jaeger, 2014 ; Knops, 2017, p. 1277 speaks of Bürgschaft as the ‘Normalfall’ of a
personal security right.
1085 See extensively Brinkmann, 2016, para. D(ii )
1086 Compare Vallender, 2015, p. 1049
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Translation
of
par.
765
BGB
provided
by
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1088 Förster, 2010, p. 28; Drobnig, Sagel-Grande and Snijders, 2003, p. 1 .
1089 Drobnig, 2003, p. 85 Esselun and Sickel, 2014, p. 30 Piekenbrock and Ludwig, 2016, pp. 15 –16.
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for the benefit of the creditor (par. 328 BGB), see Knops, 2017, p. 1278 ; Piekenbrock and Ludwig,
2016, p. 16.
1090 Knops, 2017, p. 1279; Knops, 2017, p. 1330 .
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by the principles of accessority and subsidiarity, both of which are strongly incorporated under
German law.
a) Accessority
Suretyship under German law is of accessory nature (see inter alia § 765, 767 and 768 BGB).1091
The existence and extent of the obligation of the surety is thus dependent on the principal
obligation. The principle of accessority is, in as far as parties wish to use suretyship, deemed to
be of mandatory law and cannot be struck out by contract.1092 If parties wish to deviate from the
principle of accessority, they should opt for another type of guarantee, the independent
guarantee.1093 There are also exceptions to the principle of accessority, most prominently §
765(2) BGB which provides for the possibility of guarantees for future debts.
The principle of accessority (or: dependency) is clearly reflected in § 767 BGB, which stipulates
that the duty of the surety is the currently applicable amount of the obligation of the principal
debtor. This also applies if the main obligation has changed after assumption of suretyship, but
not if such change was due to fault or default by the principal debtor, and also not if the duty of
the surety was extended because of a transaction undertaken by the main debtor (however, if
the surety is in control of the debtor as a shareholder and director, this exception does not
apply).1094
The principle of accessority also echoes in § 768 BGB, which stipulates that the surety can,
towards the creditor, invoke a defence that the principal has against the creditor, even when the
principal debtor has waived such a defence. Furthermore, the surety can refuse to perform his
obligation as long as the principal debtor has a right to avoid the transaction on which the main
debt is based or has a right to set-off. German law thus strongly embraces the principle of
accessority in statutory suretyship law.

b) Subsidiarity
By default, suretyship under German law is of subsidiary nature (§ 771-773 BGB). The principle
of subsidiarity is strongly incorporated. Simple default by the debtor is not sufficient to be able
to call on the surety, the creditor should make serious effort pursuing the debtor: the creditor
has to obtain execution of judgment against the main debtor, otherwise the surety can invoke
the defence of unexhausted remedies (§ 771 BGB).1095 The creditor also has to attempt
enforcement of judgment against the debtor, at least by trying to enforce against the moveables
of the debtor located in his place of residence or his business locations (§ 772(1) BGB). If the
creditor has real security rights on moveables of the debtor, the creditor should also first try to
enforce these (§ 772(2) BGB). Some exceptions apply to this defence of unexhausted remedies
(summed up in § 773 BGB). The principle of subsidiarity is not of mandatory nature (as
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Esselun and Sickel, 2014, p. 30 ; Förster, 2010, p. 31.
Reinicke and Tiedtke, 2008, pp. 7 –9; Knops, 2017, p. 1284.
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explicitly recognized by § 773(1) BGB), is often struck out by contractual provisions and is thus
actually of little importance in practice.1096

2.1.2 The relationship guarantor-principal debtor
Usually the principal debtor will have asked the surety to stand surety for his debt towards the
creditor, in which case the rules on mandate (§ 662 ff BGB) or management of affairs of another
(§ 675 ff BGB) may apply, but the suretyship can also have been assumed by the surety without
any knowledge of the principal debtor, in which case the rules on agency without specific
authorization (§ 677 ff BGB) apply.1097
In the case of a contractual relationship between surety and principal debtor, the surety can take
recourse to the principal debtor for all expenses made, as far as he was legally obliged to render
performance (§ 670 BGB).1098 Moreover, also absent any relationship between surety and
principal debtor, § 774 BGB stipulates that the claim of the creditor passes to the surety to the
extent that the surety pays the creditor (subrogation), although this right may not be used to the
disadvantage of the creditor in case of collusion. The surety can choose whether he asserts a
right of recourse or the right stipulated in § 774 BGB.1099 That choice can be relevant, for
example because security rights connected to the claim can also be asserted by the surety when
using § 774 BGB.
Interesting is the right of the surety to demand to be released from the suretyship (§ 775 BGB)
under specific circumstances listed in § 775 BGB, such as the circumstance that the financial
situation of the principal debtor has deteriorated substantially. Such release would be affected
by the principal debtor paying the creditor, or providing different security to the creditor.1100 §
775 BGB is not of mandatory law and can thus be deviated from in the contract between surety
and principal debtor.1101 The article is not of great practical importance, because under the
circumstances described in § 775 BGB, the creditor will often call on the surety and recourse to
the principal debtor will probably not lead to much.1102

2.1.3 Co-suretyship, contribution
When more persons stand surety for the same debt, whether together in the same contract or
separately, they are qualified as co-sureties (‘Mitbürgen’), who are each liable for the whole as
co-debtors (§§ 769 and 421 BGB).1103 The creditor can freely choose which of the co-sureties to
call on first, for either the whole or part of the sum.1104 Voidness of one of the suretyships does
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Schwartze, 2017, p. 375 ; Reinicke and Tiedtke, 2008, p. 217; Knops, 2017, p. 1321; Rott, 2010, pp.
254; 269; Bülow, 2007, pp. 317; 323 ; Zantow and Dinauer, 2011, p. 161 .
1097 Rösler, Mackenthun and Pohl, 2002, pp. 842 –844; 853; see for an overview of the possible relations
between principal and suret y also Esselun and Sickel, 2014, p. 49 .
1098 Piekenbrock and Ludwig, 2016, pp. 82 –83.
1099 Esselun and Sickel, 2014, p. 49 ; Knops, 2017, p. 1331 ff .
1100 Esselun and Sickel, 2014, pp. 49 –50; Piekenbrock and Ludwig, 2016, p. 87 .
1101 Piekenbrock and Ludwig, 2016, p. 87 .
1102 Piekenbrock and Ludwig, 2016, p. 8 4.
1103 See also Knops, 2017, p. 1329; Piekenbrock and Ludwig, 2016, p. 108 ; Knops, 2017, p. 1341 .
1104 Rösler, Mackenthun and Pohl, 2002, p. 840 .
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not affect the obligation of the other co-sureties.1105 Co-sureties can take recourse amongst each
other with application of § 426 BGB (see § 774 par 2 BGB). Amongst each other, they are liable
for equal shares, but proportionally to their external liability towards the creditor.1106 If it is not
possible to obtain contribution from one of the co-debtors, the remaining co-debtors will have to
bear the deficit equally.
Courts have developed some specific rules for recourse amongst co-sureties in case one or more
of the co-sureties are shareholders of the principal debtor. Amongst co-sureties who are
shareholders of the debtor, recourse should take place proportional to the shareholding of each
in the principal debtor. If one or more co-sureties are shareholders of the principal debtor and
one or more others are not, the non-shareholders have full recourse to the shareholders, though
of course limited to the amount of the liability of the shareholder towards the principal
debtor.1107

2.2 Co-debtorship (‘Schuldbeitritt’) and Patronatserklärung
A guarantee relationship could, under German law, also take the shape of a co-debtorship
(‘Schuldbeitritt’) governed by the general rules on joined debtors (§ 420 ff BGB).1108
Schuldbeitritt is not as such defined in the BGB. The rules on plurality of debtors can apply to
both contractual and non-contractual obligations. In the case of a guarantee relationship the
obligation will be contractual. § 427 BGB lays down a presumption for joint liability in the
situation in which more than one person jointly binds himself by contract to render a
divisible1109 performance. Schuldbeitritt can in principle take many shapes and is governed by
the principle of freedom of contract, but exceptions do apply.1110
The general form of a joint loan agreement as referred to in art. § 427 BGB can technically also
be used, and is often used, in a situation in which the obligation of one of the joint debtors is only
meant to secure that of the other debtor(s),1111 such as the situation in which a shareholder or
director guarantees all the debts of his or her company. Even though such a situation seems to
amount to a suretyship, parties may opt for a joint loan agreement.1112
In this context, German (judge-made) law makes a distinction between real co-debtors
(Mitdarlehensnehmer) and co-debtors that only serve for security purposes (Mithaftender). To
protect altruistic sureties, courts are likely to apply the specific provisions on suretyship and
immorality of suretyship in as far as the joint loan agreement is altruistic from the perspective of
the surety.1113
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Piekenbrock and Ludwig, 2016, p. 108 ; Piekenbrock and Ludwig, 2016, p. 108 .
Knops, 2017, p. 1341.
1107 Piekenbrock and Ludwig, 2016, p. 109 .
1108 See also Piekenbrock and Ludwig, 2016, p. 110 ; Rösler, Mackenthun and Pohl, 2002, p. 858 ff
1109 If performance is not divisible, joint liability is not just the presumption, but always applies (par.
431 BGB).
1110 Reinicke and Tiedtke, 2008, p. 13 ,
1111 Piekenbrock and Ludwig, 2016, p. 301 .
1112 Madaus, 2001, p. 1.
1113 Reinicke and Tiedtke, 2008, pp. 15 –16; BGH, 11 November 2004 - IX ZB 258/03; see for an overview
of application by analogy also Knops, 2017, p. 1298; see also Madaus, 2001, p. 321 ff.
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Parties do not have a free choice to opt for either real co-debtorship or co-debtorship for
security purposes. A court interpreting the contract will determine whether the contract is a real
co-debtorship. The name used for the contract is not important in this context. Of significance is
only the relationship between the co-debtors.1114 The name given by the parties to the contract
is only an indication for real co-debtorship in case, from the viewpoint of the creditor, concrete
indications exist that the co-debtors each had their own interest in the loan and at the same time
where equal partners in deciding over the use of the line of credit.1115 This could for example be
the case when a line of credit is extended to a group of companies and all these group companies
act as co-debtors and can all draw under the line of credit. If the contract fails this test, courts
will apply suretyship law by analogy.1116
The principle of subsidiarity does not apply to a real joint loan. The creditor can call upon each
and every debtor for the whole amount directly, in as far as payment is due. The principle of
accessority does however to some extent apply to a joint loan, as fulfilment by a joint debtor also
excuses the other debtors (§ 422 BGB).
§ 426 BGB stipulates that, by default and unless otherwise agreed, the joint debtors are liable, in
their internal relationship, in equal fractions.1117 This rule not only provides the basis for
reimbursement, but also lays down a presumption of equal shares. § 426 BGB also stipulates
that, if it is not possible to obtain contribution from one of the co-debtors, the remaining codebtors will have to bear the deficit equally. § 426 (2) BGB provides a rule of subrogation.
Although consumer credit law (§ 491 ff BGB) does not apply to suretyship assumed by a
consumer (see further paragraph 3 below),1118 it may apply to co-debtorship, in as far as the codebtor takes the debt on himself in the capacity of a consumer.1119 Also private persons that are
shareholders or shareholder/directors of GmbH’s can often be qualified as consumers when
they act as co-debtors with their corporation.1120
Another type of personal security that is not as such defined in the BGB is the
Patronatserklärung, which is a statement by usually the shareholder that he will keep the legal
person certain state, for example make sure the legal person stays sufficiently financed. The
treatment of the Patronatserklärung has been developed in the literature and case law.
Generally, such a statement is assumed not to create a joint and several liability, but, though
depending on the statement, a separate liability of the person issuing the statement.1121
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1117 See also Piekenbrock and Ludwig, 2016, p. 244.
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2.3 Independent guarantee
A contractual guarantee can also create a personal security right that is independent from the
underlying obligation it aims to secure.1122 Such independent guarantees are generally
recognized under German law and practice, but the BGB does not specifically regulate this type
of guarantee,1123 even though the instrument is probably not less common in practice than
Bürgschaft.1124 The possibility to create such an independent guarantee is generally believed to
be based on the principle of freedom of contract (§ 241 BGB).1125 The rules on suretyship and
joint debtorship do generally not apply to independent guarantees.1126
The independent guarantee is less suited than Bürgschaft and Schuldbeitritt to be undertaken by
an insider to secure a line of business financing. The reason why is not only that such an
independent guarantee would put the guarantor into a difficult position, but also that the BGH
only accepts the principle of independence in as far as the guarantee aims to insure against a
specific adverse event.1127 Following this interpretation of the BGH, the independent guarantee
is generally less suited for use in corporate finance, in which insiders often guarantee debts of a
corporation they are involved in.1128 Arguably, the ‘specific event’ could be the default of the
debtor for whatever reason, but whether this is specific enough for the principle of
independence to be upheld seems open to challenge.

2.4 Group guarantees for accounting purposes
Intra-group guarantees can also be issued to be able to create consolidated annual accounts.
Under rules that implemented the European Fourth Directive (on the annual accounts of certain
types of companies)1129 subsidiaries can be exempted from the obligation to file and publish full
annual accounts if their parent company issues a statement of several liability for the debts of
the subsidiaries with which the accounts are consolidated. This in short allows for simplified
annual accounts, but does (inter alia) require a guarantee for the debts of the subsidiary entered
into from that moment (§ 264 (3) paragraph 2 HGB). The statute does not stipulate which type
of guarantee should be used.

3 German law on opportunism towards parties inside
the guarantee relationship
1122

See also Esselun and Sickel, 2014, pp. 302 –303; Zantow and Dinauer, 2011, p. 164 ; Rösler,
Mackenthun and Pohl, 2002, p. 846 .
1123 Heermann, 2003, p. 613; Zantow and Dinauer, 2011, p. 164 .
1124 Schwartze, 2017, p. 377 .
1125 Förster, 2010, p. 2.
1126 Rösler, Mackenthun and Pohl, 2002, p. 846 .
1127 Rösler, Mackenthun and Pohl, 2002, p. 846 ; Knops, 2017, p. 1278 ; Förster, 2010, p. 56.
1128 Compare Piekenbrock and Ludwig, 2016, p. 217 .
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Chapter 3 paragraph 2 discussed opportunism in the internal relationship, particularly in the
context of corporate finance. This paragraph will discuss in which way and to what extent
German law protects parties in the guarantee relationship, again with a focus on the situation in
which an insider of the corporation guarantees corporate debts towards one or more creditors.
Guarantees are, in the German literature, qualified by some as one of the most dangerous
contracts.1130 The protection of guarantors in the context of corporate finance is however rather
limited, as will be discussed below.
German law protects the weak surety through some specific measures.1131 First of all, a
consumer suretyship (§ 350 HGB) is required to be in written form § 766 BGB (and § 780 and §
781 (1) and (2) BGB). Secondly, unfair terms control can strike out certain often-used unfair
suretyship terms, which control is stronger for consumer suretyship contracts.1132 More
importantly, the well-known case law on immorality of certain suretyship contracts grants
extensive protection to certain sureties. This however is mostly relevant in the case of family
suretyships and plays a much smaller role in suretyships in corporate finance, such as
suretyships assumed by directors and shareholders for the debts of their company. The case law
on immorality will be discussed first below, followed by the written form requirement (par. 3.2),
consumer credit law (par. 3.3) and doorstep sales law (par. 3.4). Although most of the
aforementioned protective mechanisms only apply to consumer suretyship, this does not always
exclude applicability to guarantees in the context of corporate finance, as shareholders or
directors may under specific circumstances qualify as consumers. After these specific
mechanisms of consumer protection, unfair terms control will be discussed in paragraph 3.5, the
protection of the spouse in par. 3.6 and protection through bankruptcy law in par. 3.7.

3.1 Protection against immoral suretyship
The BGB itself offers very limited protection to consumer sureties.1133 The courts have however
over roughly the last 25 years developed a vast and complicated body of case law over the band
of § 138 (1) BGB on the issue of immoral suretyships, protecting the weakest sureties. Famously,
in 1993 even the Constitutional Court (Bundesverfassungsgericht) stepped in to protect the
surety. It is outside the scope of this book (which focuses on guarantees in the context of
corporate finance) to set out the whole development in the case law since the late 1980s until
now. However, to understand current German law on the protection of weak sureties in the
context of corporate finance, it is necessary to discuss these well-known developments

1130

See Piekenbrock and Ludwig, 2016, pp. 218 –221, also for other references.
Technically, German law does not distinguish between consumer and non -consumer suretyship as
such, but makes a distinction between commercial and non -commercial suretyship, Knops, 2017, p.
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briefly,1134 followed by a brief description of the current state of the law in as far as it concerns
protection against opportunistic behavior towards the guarantor in the context of corporate
finance.

3.1.1 Development of case law on immoral suretyship
Until 1993 there was a split between the (3rd and) 9th Senate and the 11th Senate of the
Bundesgerichtshof (hereinafter BGH) on the treatment of suretyships given by close relatives of
the debtor.1135 Both were able to deliver judgments on suretyship-related issues, because while
the 9th Senate had jurisdiction on suretyship law, the 11th Senate had jurisdiction on banking law
(and the 3rd Senate had jurisdiction on some general private law issues).1136 The 3rd and 9th
Senate firmly upheld a formalistic view of the principle of freedom of contract, ruling that even
suretyships by close relatives of the debtor with no financial means to cover the often vast sums
of liability should be enforced against these sureties, which stance was often met by fierce
criticism in the literature.1137 The 11th Senate, in the years leading to 1993, cautiously took an
approach more protective of the very weakest sureties, favouring some form of judicial control
of such suretyship contracts.1138
In 1993, the German Constitutional Court (Bundesverfassungsgericht, hereinafter BVerfG)
famously intervened in a suretyship case.1139 A surety that was held liable by a decision of the 9th
Senate of the BGH had made a complaint at the BVerfG.1140 The intervention in such a private law
matter was deemed possible because personal freedoms are protected by the German
Constitution (Grundgesetz, hereinafter GG) in § 2 (1).1141 Shortly put, the BVerfG ruled that a
formalistic notion of freedom of contract cannot prevail in cases where the autonomy of private
individuals as protected by § 2 (1) GG is not properly guaranteed, which can be the case in
circumstances of unequal bargaining power.1142 In cases where one party exploits the
disadvantaged position of another party, the weak party needs to be protected by the law.1143
After the decision of the BVerfG, it was up to the civil courts to shape the protection of weak
sureties. Because the civil courts had considerable freedom in shaping this protection, the split
between the 9th and 11th Senate remained somewhat intact, with the 11th Senate offering more
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A more detailed description in English can be found in Cherednychenko, 2007, p. 272 ; Habersack
and Zimmermann, 1999; Cherednychenko, 2007, chap. 6 . There is of course also abundant German
literature on the subject, see for example Rott, 2010, see for a (non-exhaustive) list of literature on
the subject for example Reinicke and Tiedtke, 2008, p. 56 ff .
1135 The BGH currently consists of 12 departments in the area of private law ( Zivilsenate). Eac h
department is responsible for its own specific area of private law. See also Knops, 2017, pp. 1296 –
1297.
1136 See also Habersack and Zimmermann, 1999, p. 276 at fn 25 .
1137 See also Habersack and Zimmermann, 1999, p. 276 at fn 25; Tiedtke, 2000, p. 677; Rott, 2010, p.
257.
1138 Cherednychenko, 2007, pp. 272 –274; Habersack and Zimmermann, 1999, p. 276 ; Rott, 2010, pp.
256–257.
1139 BVerfG, 19 October 1993, NJW 1994, 36; see also Cherednychenko, 2007, pp. 272 –274.
1140 Reinicke and Tiedtke, 2008, p. 58 .
1141 Habersack and Zimmermann, 1999, p. 276.
1142 Rott, 2010, p. 257.
1143 Habersack and Zimmermann, 1999, pp. 276 –277.
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generous protection than the 9th Senate.1144 The split finally ended when the 11th Senate was
granted jurisdiction on suretyship law in 2001.1145

3.1.2 Current state of the case law on the protection of weak sureties
The civil courts have shaped the protection of weak sureties over the band of § 138 (1) BGB:1146
“Ein Rechtsgeschäft, das gegen die guten Sitten verstößt, ist nichtig.”1147
Two criteria are leading in answering the question whether a contract of suretyship is contra
bonos mores in the sense of § 138 (1) BGB: (1) there has to be a close emotional relationship or
economic dependency between debtor and guarantor and (2) the financial obligation
shouldered by the guarantor has to exceed his or her financial potential (‘gross
disproportionality’).1148 In case both these criteria have been met, there is a rebuttable
presumption that the contract of suretyship is void for being against good morals. The whole
contract is null and void in that case, not just part of the contract; the surety fully escapes
liability under the suretyship contract. Both criteria (close relationship and gross
disproportionality) will be discussed further below. Also when the criteria do not both apply, a
suretyship can be void as against good morals, but no presumption can be relied on in such a
case. This will also be discussed further below.

3.1.2.1 Emotional relationship or economic dependency
The rebuttable presumption of immorality of the contract of suretyship is only applied by the
courts in case both a close relationship, more specifically an emotional relationship or economic
dependence,1149 exists between debtor and guarantor and there is a gross disproportionality
between the obligation incurred by the guarantor and his or her financial means.1150 The
background of the condition of a close relationship is that in such cases, the assumption can be
made that the surety acted emotionally rather than rationally, and the creditor (often a bank)
may have abused this emotional relationship, leading to an immoral contract.1151
What qualifies as a close emotional relationship or economic dependency? A close relationship
can be presumed to exist between spouses, between unmarried couples and between parents
and children.1152 Brothers and sisters or other family relatives may have a close relationship, but
would have to prove this, as well as prove that the creditor had knowledge of the existence of
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Rott, 2010, p. 258 ; Reinicke and Tiedtke, 2008, pp. 58 –61.
Cherednychenko, 2007, p. 275 .
1146 Rott, 2010, p. 258; Knops, 2017, p. 1298 .
1147 Translation: “ A legal transaction which is contrary to public policy is void “ (translation by
https://www.gesetze -im-internet.de/englisch_bgb/englisch_bgb.html#p0417 , last visited on 1 April
2018). See also Habersack and Zimmermann, 1999, p. 281 : “Contracts contra bonos mores are void “.
1148 Habersack and Zimmermann, 1999, p. 281 ; Knops, 2017, pp. 1298 –1306.
1149 Cherednychenko, 2007, p. 278 .
1150 Knops, 2017, p. 1302.
1151 Reinicke and Tiedtke, 2008, p. 62 .
1152 Rott, 2010, p. 259.
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this close relationship.1153 Close friends can also have such an emotional bond, but again would
have to prove this.
Shareholders or directors that stand surety for their company are generally not seen as having
an emotional relationship with their company.1154 The case law on immorality of suretyship
therefore has limited relevance for guarantees in the context of corporate finance. However, the
case law is deemed applicable to cases in which the debtor is a corporation and the surety is not
a shareholder him- or herself but has a close emotional bond with the shareholder.1155 Although
such cases certainly exist, they represent a much smaller group of cases than the cases in which
the shareholder him or herself stands surety. The rebuttable presumption also applies to certain
cases of economic dependency of the surety. Most notable in this category are employees that
guarantee the debt of their employer.1156 Recently, the BGH has held that the case law on the
protection of weak sureties can indeed extend to employees.1157

3.1.2.2 Gross disproportionality
The existence of a close emotional relationship between debtor and guarantor is not sufficient to
establish immorality. The case law has developed the concept of gross disproportionality
between the financial means of the guarantor and the obligation incurred (krasser finanzieller
Überforderung). The wealth of the principal debtor and the chance that the principal debtor will
not perform are not considered relevant in this context.1158 Various ways of establishing gross
disproportionality have been applied over roughly the last two decades.1159 Currently, the courts
seem to focus on the interest on the guaranteed debt: if the guarantor is, at the time of
concluding the contract of guarantee, unable to (now or in the future) even service the interest
on the guaranteed amount from his available income, gross disproportionality exists.1160 The
reference date for the gross disproportionality test is the date that the suretyship was
concluded. A prognosis has to be made whether it was, at that time, foreseeable that the
guarantor would not be able to service the debt, though the actual income and property at the
time of the creditor invoking the guarantee is often taken as the foreseeable income and
property at the time of concluding the contract, unless evidence to the contrary exists.1161 Gross
disproportionality can also exist when the surety is unlikely to cover a substantial part of the
principal debt.1162 If the guarantor has substantial property such as a house, the proceeds of
which could cover the guaranteed amount, gross disproportionality does not exist.1163
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Rott, 2010, p. 262.
Rott, 2010, p. 262; see also Meier, 2004; BGH 15. January 2002 - XI ZR 98/01; Piekenbrock and
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1155 BGH 18 December 1997, IX ZR 271/96; see also Reinicke and Tiedtke, 2008, p. 63 ; Cherednychenko,
2007, p. 282.
1156 Rott, 2010, p. 262; Piekenbrock and Ludwig, 2016, p. 25 .
1157 BGH 11 September 2018, ZIP 2018/2162
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1159 See for an overview also Reinicke and Tiedtke, 2008, p. 61 .
1160 Piekenbrock and Ludwig, 2016, pp. 27 –32; Reinicke and Tiedtke, 2008, p. 61 ; Knops, 2017, p p.
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3.1.2.3 Rebuttal of the presumption by the creditor
If both gross disproportionality and an emotional relationship or economic dependency are
found to be present, the creditor is presumed to have abused the emotional bond of the
guarantor which leads to the suretyship being immoral in the sense of § 138 (1) BGB.1164 The
creditor can rebut this presumption, either by showing he was not aware of the gross
disproportionality (though this will not be easy because the creditor does have a duty to
investigate), or by showing that the guarantor was not just motivated by the emotional bond or
economic dependency but rather by his or her own and direct economic interest.1165 Such an
economic interest of course often exists in the context of corporate finance. Another option for
the creditor is to argue that the guarantee was obtained only to prevent the close relatives from
shifting assets between them, but this defence is only accepted if this aim was specified in the
contract of suretyship and the liability under the guarantee is limited to achieving this particular
aim.1166

3.1.2.4 Immorality outside cases of gross disproportionality or emotional
relationships
Contracts of suretyship can also be immoral when there is no gross disproportionality between
the financial means of the guarantor and the obligation incurred. In such cases, the presumption
of immorality does not apply, but other circumstances could still lead to the conclusion that the
creditor has abused his bargaining power.1167 Only particularly aggravating circumstances which
are attributable to the creditor can generally lead to that conclusion.1168 Examples could be
abuse of the inexperience of the guarantor, undue pressure on the guarantor, surprising the
guarantor or downplaying the risks involved in assuming the guarantee.1169 The surety has the
burden of proof. The creditor does not have an extensive duty to inform the well-off surety of
the dangers involved. The surety can be expected to inform himself of those dangers.1170
Also absent an emotional relationship between creditor and debtor, a suretyship in which there
is gross disproportionality could be contra bonos mores in the sense of § 138 (1) BGB. This is
particularly relevant for the context of corporate finance, as shareholders and directors are not
seen as having an emotional bond with their company. Again, only particularly aggravating
circumstances which are attributable to the creditor can in such a situation lead to that
conclusion. It is generally unlikely that such circumstances are found to be present in the
situation of a shareholder or director acting as surety.1171
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Rott, 2010, p. 261.
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3.1.3 Summary
In short, although the case law on immorality of suretyship offers extensive protection to certain
(particularly family-) sureties, this case law has limited relevance for guarantees in the context
of corporate finance. Shareholders and directors that guarantee corporate debts are not
specifically protected.

3.2 Protection through the written form requirement
§ 766 BGB (and § 780 and § 781 (1) and (2) BGB), which only applies to consumer suretyship
(non-commercial suretyship, see § 350 HGB),1172 stipulates that a suretyship can only be in
writing. The written-form requirement is meant to give the surety warning that he is signing a
serious and potentially burdensome contract.1173 The consumer surety is thus somewhat
protected. The BGB has interpreted the written form requirement rather extensively, ruling out
blank declarations of suretyship that are filled in later, after signing by the surety.1174
Relevant to the context of corporate finance is that private persons who are a shareholder or
director of a corporation are not qualified as ‘merchants’ under the HGB. As a result, the written
form requirement can also apply to private persons that are a shareholder or director of the
principal debtor.1175

3.3

Consumer credit law

The BGB has some specific rules on consumer credit agreements (§ 491 ff BGB). However, in line
with the European Court of Justice judgement in Berliner Kindl,1176 the BGH has ruled that a
consumer suretyship is not a consumer credit contract.1177 The Consumer Rights Directive
2011/83/EU has not brought any changes in this respect.1178
Although consumer credit law does not apply as such to suretyship assumed by a consumer, 1179
it may apply to co-debtorship, in as far as the co-debtor takes the debt on himself in the capacity
of a consumer, and even if the principal debtor is not a consumer.1180 This difference in the
protection of co-debtors and sureties, which counterintuitively has led to more protection of co1172

See also Meier, 2004.
See also Habersack and Zimmermann, 1999, p. 291 ; Esselun and Sickel, 2014, p. 55 .
1174 See BGH, 29 February 1996 - IX ZR 153/95: „the surety must not only sign a document from which
the will to be responsible for someone else's debt is apparent. At the same time the document has to
specify the risk assumed and thus to make the surety aware of this risk at the moment of his
declaration” (translation by Habersack and Zimmermann, 1999, p. 290 ); see also Piekenbrock and
Ludwig, 2016, p. 33.
1175 Knops, 2017, p. 1280.
1176 ECJ, 23 March 2000, Case C -208/98 Berliner Kindl Brauerei AG v Andreas Siepert.
1177 BGH 21 April 1998 – IX ZR 258/97; BGH 28 October 1999 – IX ZR 364/97 ; see further Rott, 2010, p.
255; Knops, 2017, pp. 1318–1319; Piekenbrock and Ludwig, 2016, p. 33 .
1178 Mertins, 2014, pp. 398–399.
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debtors, has attracted fierce criticism in the literature. It has been argued that consumer sureties
should be granted this protection as well.1181
Also shareholders or shareholder and directors of GmbH’s can often be seen as consumers when
they act as co-debtors with their corporation.1182 Thus, § 491 ff BGB on consumer credit
agreements can apply to shareholders and directors acting as co-debtor with their company.
Especially relevant for consumer credit agreements are §§ 491 and 492 BGB on form
requirements and information rights, and § 495 (1) BGB on the right of withdrawal:
“Dem Darlehensnehmer steht bei einem Verbraucherdarlehensvertrag ein Widerrufsrecht
nach § 355 zu.”1183
That right of withdrawal is further specified in § 355 BGB:
“(1) Wird einem Verbraucher durch Gesetz ein Widerrufsrecht nach dieser Vorschrift
eingeräumt, so sind der Verbraucher und der Unternehmer an ihre auf den Abschluss des
Vertrags gerichteten Willenserklärungen nicht mehr gebunden, wenn der Verbraucher
seine Willenserklärung fristgerecht widerrufen hat. Der Widerruf erfolgt durch Erklärung
gegenüber dem Unternehmer. Aus der Erklärung muss der Entschluss des Verbrauchers
zum Widerruf des Vertrags eindeutig hervorgehen. Der Widerruf muss keine Begründung
enthalten. Zur Fristwahrung genügt die rechtzeitige Absendung des Widerrufs.
(2) Die Widerrufsfrist beträgt 14 Tage. Sie beginnt mit Vertragsschluss, soweit nichts
anderes bestimmt ist.
(…)”1184
Put shortly, the consumer has a right of withdrawal within fourteen days after concluding the
co-debtorship.

3.4 Doorstep sales law
The question whether the special protection offered to consumers when concluding doorstep
and distance contracts is also applicable to consumers concluding guarantees, has been and still
is surrounded by a lot of uncertainty. The question is relevant, as § 312g (1) BGB gives the
consumer that concluded a doorstep or distance sale contract a right of withdrawal:
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translation
by
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1184 Translation: “(1) If a consumer is given, b y statute, a right of withdrawal according to thi s
provision, then the consumer and the trader are no longer bound by their declarations of intention to
conclude the contract if the consumer withdraws from his declaration of intention within the period
specified. The withdrawal is effected by a declaration being made to the trader. The declaration must
unambiguously reflect the consumer’s dec ision to withdraw from the contract. The withdrawal does not
have to provide any grounds. Dispatch of the withdrawal in good time is sufficient to comply with the
time limit.
(2) The withdrawal period is fourteen days. Unless otherwise provided, it begins upon the contract
having
been
concluded.”
Translation
by:
https://www.gesetze-iminternet.de/englisch_bgb/englisch_bgb.html#p1286 , last visited on 1 April 2018.
1182

238

Insider guarantees in corporate finance

“Dem Verbraucher steht bei außerhalb von Geschäftsräumen geschlossenen Verträgen und
bei Fernabsatzverträgen ein Widerrufsrecht gemäß § 355 zu.”1185
That right of withdrawal is further specified in § 355 BGB, which was cited above (paragraph
3.3) and (put shortly) stipulates that the consumer would have a right of withdrawal within
fourteen days after concluding the suretyship.
After the European Court of Justice (ECJ) decision in Dietzinger,1186 the 9th Senate of the BGH has,
in line with Dietzinger, held that doorstep sales law is only applicable to a suretyship contract if
both principal debtor and surety are consumers and both principal debtor and the surety have
concluded the contract in a doorstep sales situation.1187 Later however, the 11th Senate of the
BGH has held that doorstep sales law applies to all consumer suretyships concluded in a
doorstep situation, irrespective of whether the principal debtor is a consumer and irrespective
of whether the principal debtor has concluded the contract in a doorstep situation (see on the
opposing views of the 9th Senate and the 11th Senate generally also paragraph 3.1 above).1188 In
reaching that decision, the BGH has pointed to the minimum harmonisation goal of the Doorstep
Selling Directive (art. 8, 85/577/EEC), and thus the jurisdiction of the BGH to offer wider
protection.1189 Currently, some uncertainty again exists on this point, because the Consumer
Rights Directive 2011/83/EU, which has been adopted in German law in 2014, is now applicable
to doorstep sales and has a full harmonisation scope.1190 One may therefore question whether
the case law of the BGH still holds.
Important to notice in the context of corporate finance is that the definition of consumer in this
context is broad (§ 13 BGB) and can also encompass merchants, craftsmen, the free professions
and shareholders of a corporation, as long as the suretyship is concluded for purposes that
predominantly are outside his trade, business or profession.1191

3.5 Protection through unfair standard terms control
Professional creditors such as banks often use standard terms in contracts of suretyships,1192
also in suretyships assumed by shareholders or directors for the debts of their corporation.
Standard terms (Allgemeiner Geschäftsbedingungen) are extensively controlled under German
law. The standard terms used often aim to reduce the rights of the surety and improve the
position of the creditor. Even if those terms are not contrary to mandatory law, the question
remains whether the use of such terms is in accordance with the law on such standard terms as
laid down in § 305 ff BGB. If not, the term can be struck out. Unfair terms control in that sense
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Translation: “In the case of off -premises contracts and of distance contracts, the consumer has a
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2016, p. 44.
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1190 Piekenbrock and Ludwig, 2016, pp. 44 –45.
1191 Piekenbrock and Ludwig, 2016, p. 46 .
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only offers limited protection to the surety: an unfair term will be struck out but the rest of the
contract is normally left intact (§ 301 (1) BGB).1193
Standard terms are defined in § 305(1) BGB as:
“(…) alle für eine Vielzahl von Verträgen vorformulierten Vertragsbedingungen, die eine
Vertragspartei (Verwender) der anderen Vertragspartei bei Abschluss eines Vertrags stellt.
Gleichgültig ist, ob die Bestimmungen einen äußerlich gesonderten Bestandteil des Vertrags
bilden oder in die Vertragsurkunde selbst aufgenommen werden, welchen Umfang sie
haben, in welcher Schriftart sie verfasst sind und welche Form der Vertrag hat. Allgemeine
Geschäftsbedingungen liegen nicht vor, soweit die Vertragsbedingungen zwischen den
Vertragsparteien im Einzelnen ausgehandelt sind.”1194
In short, terms that are used by one party and that have been formulated to be used repeatedly
in such contracts are seen as ‘standard terms’, irrespective of where or how they are placed in
the contract. Only actual bargaining on the specific term disqualifies such a term as a standard
term. § 305 (2) BGB stipulates that standard terms only become part of the contract if certain
conditions have been met, which conditions make sure the counterparty is informed about the
terms.1195 Even if the counterparty was informed of the standard terms, certain standard terms
are not allowed or can be struck out. Especially relevant are § 305c (1) BGB (on surprising
standard terms) and § 307 (1) BGB (on unfair standard terms).
Pursuant to § 307 BGB, unfair standard terms can be struck out. The courts have generally held
deviations from the principle of accessority, which is considered a core principle of suretyship
law, to be unfair.1196 A standard term containing a contractual waiver of the defences of the
surety is thus held to be unfair.1197 Moreover, terms that expose the guarantor to liability greater
than that of the principal debtor (which would also amount to a deviation of the principle of
accessority) are often held to be unfair.1198 Other unfair standard terms include the exclusion of
the right of the surety to refuse to satisfy the creditor in as far as the debtor has a right to set-off,
as stipulated in § 770 (2) BGB,1199 a contractual duty of the surety to issue real security rights on
the request of the creditor,1200 exclusion of recourse between co-sureties,1201 and under
circumstances also the exclusion of the release of the surety when a creditor waives another
security right (§ 776 BGB).1202 In contrast, standard terms deviating from the principle of
subsidiarity (§ 771 BGB) are generally upheld (see also § 773 BGB).1203

1193
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Surprising standard terms can also be struck out (§ 305c (1) BGB). Courts have, in this context,
held that standard terms that turn the suretyship liability into a ‘Globalbürgschaft’ (terms that
extend the suretyship liability to all current and future debts of the principal debtor towards the
creditor, not just to the loan granted at that moment) are not allowed. The surety probably has
an idea of his liability under the suretyship, based on the amount of the loan extended to the
principal debtor at that moment (if that is indeed the context in which a suretyship was
requested, which will often be the case). Standard terms that extend the suretyship to other
liabilities would be surprising to the surety.1204 The test whether a clause was surprising to the
surety, has a strong subjective element.1205 If the surety was not surprised, for example because
he did not have a different idea about his liability, or because the creditor had specifically
explained that liability extended to all debts, the term is not surprising.1206 Globalbürgschaft is
generally not held to be surprising for shareholders when guaranteeing a debt of ‘their’
company.
Standard terms that extend suretyship to ‘all debts’ can under circumstances also be struck out
based on § 307 BGB. Such extension can unduly burden the guarantor, which would be contrary
to good faith, thus ineffective pursuant to § 307 (1) BGB.1207 The test is more objective in this
case: irrelevant of what the guarantor believed, it has to be transparent to which liabilities of the
principal debtor the suretyship extends.1208 § 307 BGB in principle also applies to commercial
suretyships, but global guarantees (suretyship for all debts) are generally held to be effective
against managing directors, sole proprietors or majority shareholders for liabilities of their
company.1209 The idea behind not applying § 305c (1) BGB and § 307 (1) BGB to the situation of
a shareholder or director guaranteeing all company debts is that the shareholder and director
are deemed to be able to have insight in and influence over the extent of the debt of the company
towards the creditor, and thus do not need protection.1210

3.6 Protection of the spouse
Spouses do not enjoy specific protection under German law, other than the protection offered by
the case law on immoral suretyship when they stand surety themselves, protecting against
suretyship with a gross disproportionality between their financial ability and the suretyship
liability.1211 They are however not specifically protected against the possible consequences of an
over-burdening suretyship of their spouse.

1204

See further Rösler, Mackenthun and Poh l, 2002, pp. 842–844; 853; Reinicke and Tiedtke, 2008, pp.
225–226.
1205 Knops, 2017, p. 1289.
1206 Knops, 2017, pp. 1289 –1290; Piekenbrock and Ludwig, 201 6, p. 54.
1207 Reinicke and Tiedtke, 2008, pp. 226 –228.
1208 Knops, 2017, p. 1290.
1209 Knops, 2017, p. 1290, with reference to case law.
1210 Knops, 2017, p. 1291.
1211 See also Rott, 2010, pp. 269 –270.
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3.7 Protection through bankruptcy law
The creditor with a claim on a surety can also submit this claim in the insolvency proceedings of
a surety, even when the principal debt is not yet due (see § 38 and 41 Insolvenzordnung
(InsO)).1212 A surety that is liable for a large amount is somewhat protected by the protection
that bankruptcy law offers against life-long over-indebtedness, by discharging debts under
certain conditions.1213 The granting of a fresh start is however not self-evident under German
law and it will in any case take a very long time before such a fresh start is granted, if it is. Article
1 InsO directly sets the tone by stipulating that only honest debtors are offered a fresh start:1214
„(…) Dem redlichen Schuldner wird Gelegenheit gegeben, sich von seinen restlichen
Verbindlichkeiten zu befreien.”1215
The procedure can briefly be described as follows. The debtor first has to try to work out a
repayment plan with his creditors. If this fails, he has to produce a certificate signed by a
relevant authority that an unsuccessful attempt to settle the debts out of court has been
made.1216 This certificate is one of the preconditions to be allowed in the procedure (§ 305 (1) 1
InsO). The debtor also has to produce a record of income, assets and debts (§ 305 (1) 3 InsO).
The court performs, shortly put, a sort of good faith test, both on the behavior of the debtor in
the past years and on the list of income, assets and debts (§ 290 InsO).
If the debtor is allowed entry, a six (!) year period starts,1217 in which the debtor basically works
for his creditors (§ 287 (2) InsO). Any income, if any, above a certain threshold will be used to
pay creditors in this six-year period. Only after that period, a fresh start is granted. Subject to
certain conditions stipulated in § 300 InsO, the debtor may however be granted a fresh start
after three (this does not happen often due to the strict conditions) or five years (this is more
common). The debtor has various obligations during this period, stipulated in § 295 InsO,
including the obligations to be employed or seek employment; to transfer half the value of any
property acquired by way of succession to the administrator, or half the value of his possible
future status as heir; to keep trustee and court informed of relevant circumstances and to
provide all payments to the administrator and not to individual creditors.
The long period of six years makes, according to some, little sense. On the one side, those
debtors that have just gone bankrupt because of some economic shock do not need six years to
show their good conduct or resocialization, whereas those individuals with more structural
problems are usually also not helped by it.1218 Because of the long period of six years and the
strict requirements both regarding access to the proceedings and regarding behavior during the
proceeding, the ‘protection’ that bankruptcy law offers against over-indebtedness because of
guarantee obligations is very limited.

1212

Rott, 2010, p. 270.
See extensively Vallender, 2015
1214 See also Piekenbrock and Ludwig, 2016, p. 106 , who also mentions that this is the only occurrence
of ‘honest’ in the insolve ncy statute.
1215 Translation: “Honest debtors shall be given the opportunity to achieve discharge of residual debt.”
translation by https://www.gesetze-im-internet. de/englisch_inso/englisch_in so.html#p0013, last
visited on 1 April 2018.
1216 See extensively on the out of court settlement Lechner, 2011.
1217 See also Vallender, 2015, p. 1062
1218 See extensively Killborn, 2004.
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3.8 Summary of German law on opportunism With the internal
relationship
Although the famous German case law on immorality of suretyship offers extensive protection to
certain (particularly family-) sureties, this case law has limited relevance for guarantees in the
context of corporate finance. Shareholders and directors that guarantee corporate debt are not
specifically protected. Some specific areas of law that may offer some protection to the surety
have furthermore been discussed. Of relevance can be consumer credit law, doorstep sales law
and unfair terms control, which may in specific cases extend to shareholders or directors that
guarantee corporate debts.

4 German law on opportunism towards parties
outside the guarantee relationship
Until this point, only the relations between the parties in the guarantee relationship, being the
creditor, the principal debtor and the guarantor, have been discussed. Generally, in scholarly
discussions on the guarantee relationship, the focus is primarily on these relations. Guarantees
can however, as has been extensively described in chapter 3 paragraph 3, also influence the
positions of outsiders. This chapter examines the current regulation under German law of such
influence on outsiders and the protection of the interests of these outsiders against possible
opportunistic use of the guarantee relationship by insiders.
Chapter 3 paragraph 3 identified various types of opportunistic behavior with guarantees
towards outsiders in two categories: opaque priority structures (ex ante opportunism) and
covert insider dealing (ex post opportunism). Taking these types of opportunistic behavior as a
starting point, or in comparative law terms as tertium comparationis, German law will be
discussed.
The discussion will mostly focus on the context of financing of closely held corporations, because
guarantees by shareholders or group companies are by far most common in this setting. Some
reference will be made to the setting of public companies, especially where indirectly relevant to
the closely held corporation.

4.1 Regulatory approaches to Opaque priority structures (ex
ante opportunism)
Guarantees can serve as a device instrumental in creating a structure in which one creditor or
insider guarantor has priority over another creditor, especially in the context of corporate
finance. In essence, guarantees can be used as a functional equivalent to real security rights by
creating a perforated limited liability shield. This is not directly apparent, because it seems that
the guaranteed creditor has recourse to an alternative source of payment with the guarantee
and thus is not prioritized above other creditors of the debtor, but when one zooms out from the
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entity level, the priority granted by guarantees and the externalities that come with it in the
context of corporate finance, become apparent.
Chapter 3 paragraph 3.1 discussed whether such priority structures could as such be justified as
efficient. Although guarantees can certainly perform efficient functions by preventing asset
stripping, the analysis also showed that such piercing guarantees lead to various inefficient
dynamics. It was concluded from the analysis of the literature on the efficiency of limited liability
that the efficiency case for limited liability in small companies and within corporate groups is
generally weak and even weaker when guarantees are used to selectively pierce the limited
liability shield. Legal systems should thus be wary of such contractually perforated shields. Also
the analysis of the literature on the efficiency of secured credit has shown that the efficiency case
for guarantees piercing a limited liability shield is weak. Justification of secured credit based on
efficiency grounds is already very problematic and the efficiency case for the priority that
guarantees grant is even more problematic, as such priority is often more covert and thus
misleading and deceptive. This paragraph will discuss to which extent German law upholds such
perforated limited liability structures.
Three regulatory approaches by which a legal system could address the inefficiencies created by
pierced limited liability structures as such will be discussed: (1) not upholding limited liability
(‘tearing down the walls’), (2) not upholding the guarantee itself; (3) subordinating loans
guaranteed by shareholders (somewhat reinforcing the walls, though only to protect the
patrimony of the debtor) and (4) disallowing double proof (again, somewhat reinforcing the
walls). To which extent German law adopts these approaches is discussed below in the
aforementioned order.

4.1.1 Annulling limited liability
To recall, chapter 3 paragraph 3.1.2 discussed that incorporation combined with a guarantee
that pierces the limited liability shield (or entity shield) that incorporation creates is hard to
justify theoretically from the policy arguments that support limited liability. In essence, such a
combination of incorporation and a piercing guarantee allows the guaranteed creditor and
guarantor together to use limited liability of the debtor as a shield against non-guaranteed
creditors. Such a shield cannot be justified from the arguments generally supporting limited
liability. This paragraph analyzes to what extent German law has any sensitivity to these
dynamics or addresses the problems identified by tearing down the limited liability walls under
certain circumstances.

a) Veil-piercing under statutory group law (Konzernrecht)
German law is famous for its highly regulated and extensively codified approach to corporate
groups.1219 This regime is codified in the Aktiengesetz (AktG) and applies to the
Aktiengesellschaft (AG, the German type of a publicly owned corporation). The Aktiengesetz
provides some regulation for the case in which one entity (which could take any form) controls
an AG. In such a case, the Aktiengesetz qualifies the entities together as a Konzern (§ 17 and 18
1219

Lechner, 2011; compare also Hopt, 2015, p. 9; Tröger, 2014, pp. 4 –5.

244

Insider guarantees in corporate finance

AktG). A distinction is made between control on a contractual basis (the contractual Konzern)
and control on a circumstantial basis (defacto Konzern).1220
Two types of contracts are distinguished in relation to the contractual Konzern, the domination
agreement
(Beherrschungsvertrag)
and
the
profit
transfer
agreement
(Gewinnabführungsvertrag) (§ 291 AktG). Simply put, the first allows the controlling entity to
give instructions to the controlled AG, the second entitles it to the profits. In return, the creditors
and minority shareholders of the controlled AG are protected through the provision in 302 AktG
which stipulates that the controlling entity’s obligation should compensate for net losses of the
controlled entity, and through the provision in § 303 AktG which stipulates that the controlling
entity should keep up a reserve for payments to be made. When the domination or profit
transfer agreement is ended, the dominating company has to provide security or a guarantee to
the current creditors (§ 303(3) AktG).1221 Though the rules are complex, one could thus,
somewhat simplifying, state that the dominating entity in a contractual Konzern should answer
for risks of the creditors of the dominated AG (compare also Bülow, p. 360-361). It should be
noted that contractual groups are rare in practice.1222
The obligation to answer for risks of the creditors does to a lesser extent also exist in the defacto
Konzern.1223 The existence of such a group is not based on a contract, but on the simple fact that
a majority shareholder has control over an AG through shareholder and voting rights (§ 16
AktG).1224 The controlling entity is prohibited from inducing measures that would disadvantage
the controlled entity or, if it does take or induce such measures, it should fully compensate the
controlled entity (§ 311 AktG). The controlled entity itself, the shareholders and creditors
(under certain conditions) can each sue the controlling entity to provide such compensation to
the controlled entity (§ 309 and § 317 AktG).
Both in a contractual concern and in a de facto Konzern the corporate veil is essentially pierced
extensively, which effectively neutralizes the opaque priority structure that a guarantee to a
single creditor can create. The German statutory Konzernrecht is thus effective in addressing the
problems with opaque priority structures with guarantees, as identified in chapter 3.
The detailed rules in the Aktiengesetz however only apply in as far as the controlled entity is an
AG (the identity of the controlling entity does not matter). Case law has in the past, under certain
circumstances, applied some of the rules to the situation in which the controlled entity is a
private company (GmbH), but courts have abandoned this approach. Application of Konzernrecht
to a contractual GmbH Konzern is not controversial,1225 but also not that relevant in practice as
the upsides of creating such a contractual Konzern are limited in practice1226 and contractual
groups are rare in practice.1227 More relevant is the question whether the rules on the Konzern
can also be applied to the situation in which the controlled entity is a GmbH and no contractual
concern has been created. Courts have held this to be the case in the past, such as in the famous
Autokran case,1228 though only under certain circumstances (mainly relating to the intensity of
1220
1221
1222
1223
1224
1225
1226
1227
1228

Miller, 1998, p. 83; Hopt, 2015, p. 10.
See also Tröger, 2014, pp. 6 –7.
Rösler, Mackenthun and Pohl, 2002, p. 867 .
Hopt, 2015, p. 10.
Rösler, Mackenthun and Pohl, 2002, pp. 869–870.
Tröger, 2014, p. 7 fn 22 ; Wooldridge, 2010, p. 22 .
Bülow, 2007, pp. 361 –362.
Wooldridge, 2010, p. 22 .
BGH, 16 September 1985 - II ZR 275/84.
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control that the shareholder had over the GmbH),1229 but have since abandoned applying the
Aktiengesetz to controlled GmbH’s.1230 In Bremer Vulkan1231 the BGH held, put shortly, that the
Konzernrecht is no ground for holding shareholders of a GmbH liable for debts of the GmbH.1232
With that decision the BGH has moved away from liability only connected to control and
independent of fault to a fault-based liability for shareholders.1233 Therefore, the opaque priority
structures that can be created with guarantees are not addressed with the Konzernrecht as far as
GmbH’s are concerned.

b) Direct veil-piercing (Durchgriffshaftung)
Outside the statutory Konzernrecht and the (now abandoned) application by the German courts
of that Konzernrecht to controlled GmbH’s, veil-piercing (Durchgriffshaftung) can also be applied
in cases which include factors such as commingling of assets, total domination and failure to
follow formalities.1234 Commingling of assets is the most relevant theory in the context of opaque
priority structures with guarantees. As explained in chapter 2 paragraph 3.2, guarantees are,
from the perspective of the professional lender that requests a guarantee from a shareholder, a
solution to the problem of comingling of assets. At the same time, such a guarantee supports
comingling, because the guaranteed creditor does not have much interest in monitoring for such
comingling, exactly because of the guarantee. The simple use of guarantees by a parent for the
debts of a subsidiary is under German law however not considered an important factor to
support liability on a theory of comingling of assets. For veil-piercing on the basis of
commingling of assets, the records and liabilities of a parent and subsidiary must be such a mess
that the subsidiary can hardly be said to have its own separate identity.1235

c) Shareholder tort liability for undercapitalization?
Could shareholders be held liable in tort for damage to other creditors as a result of setting up a
structure, using shareholder guarantees for third-party loans, in which the guaranteed creditor
enjoys a superior position? In itself, that would not suffice for shareholder liability, but
shareholder liability grounded on a theory of undercapitalization would be relevant in this
context, as indirect financing with guarantees may be instrumental in setting up an
undercapitalized structure in which the main financier gets security inter alia through the
guarantee, but the other creditors do not.

1229

Hopt, 2015, p. 10 ; however, in the Video case, the BGH held such control to be present on the
basis that the shareholder was the sole shareholder, see BGH, 23 September 1991 - II ZR 135/90
(Video).
1230 Bülow, 2007, p. 362 ; Schmidt, 2015, pp. 1148 –1150
1231 BGH, 17 September 2001 - II ZR 178/99.
1232 Wooldridge, 2010.
1233 Schmidt, 2015, pp. 1148 –1150; Compare Altmeppen and Roth, 2015, sec. 13 GmbHG nr 73 .
1234 Ziemons and Jaeger, 2014 ; Altmeppen and Roth, 2015, sec. 13 GmbHG nr 131 ff .
1235 Presser, 2016, para. 5:9 ; Altmeppen and Roth, 2015, sec. 13 GmbHG nr 136 ; Presser, 2016, para.
5:9.
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However, although the literature has often pleaded for liability of shareholders in case of
material undercapitalisation,1236 the BGH has never recognized such a theory of liability in
general.1237 In the Gamma case,1238 the BGH held, put shortly, that undercapitalization as such
does not constitute an offence by the shareholders.1239 However, undercapitalization can still be
a relevant aspect in the context of a tort claim by a creditor against the shareholder.1240 If there
is a qualified case of undercapitalization, in which the use of the corporation has harmed
creditors in a special way, a tort claim may offer a solution.1241
In other words, if the corporation is setup in such a way that it is inherently loss-making at the
expense of creditors and to the benefit of shareholders according to a pre-designed plan, tort
liability of the shareholders because of undercapitalization can be accepted. This will however
be hard to prove in practice, as such an assessment is strongly based on subjective criteria and
can only be made under particularly grave circumstances. As discussed above, guarantees could
be instrumental in such an undercapitalized structure. However, German (case) law or
commentaries on German law do not clearly mention the use of guarantees as a directly relevant
objective factor that has weight in this context.
In short, German law offers little possibility to challenge opaque priority structures with
guarantees as such by annulling limited liability, but does offer some possibility to, with the use
of tort law in combination with a theory of undercapitalization, challenge the most offensive
priority structures that were undeniably designed to prejudice creditors. Such a determination
is however strongly based on subjective criteria, which will be hard to prove in practice.

4.1.2 Not upholding the guarantee itself
An alternative legal response to tearing down the limited liability walls in order to address the
inefficiencies of certain perforated limited liability structures is to reinstate the walls by not
upholding the guarantee itself. In the German literature, there has especially been some
attention to upstream guarantees (guarantees issued by a subsidiary for debts of a parent) or
other upstream security rights in this context. Upstream security can under circumstances
arguably lead to the conclusion that the subsidiary has been extorted, which could make the
contract of guarantee unlawful in the sense of § 134 BGB.1242 Outside extreme circumstances,
this will however usually not be unlawful, especially not when the subsidiary profits directly or
indirectly from the credit granted to the parent.1243 It has also been argued that the creditor
could have acted against good morals in the sense of § 138 BGB if security has been granted to
that creditor to an extent that is at odds with § 30 GmbHG on capital requirements. Again, this
will generally not be considered against good morals in the sense of § 138 BGB and the literature
is even divided on the question whether this such a liability should exist at all.1244
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See for an overview of the discussion for example Ziemons and Jaeger, 2014 .
Altmeppen and Roth, 2015, sec. 13 GmbHG nr 142 ff ; Schmidt, 2015, p. 1148
BGH 28 April 2008, II ZR 264/06 (Gamma), par. 22 -25.
See also Altmeppen and Roth, 2015, sec. 13 GmbHG nr 144 .
Ziemons and Jaeger, 2014 .
Altmeppen and Roth, 2015, secs 13 GmbHG nr 144 -145.
Oostrum, 2019, pp. 290–291
See extensively Möller, 2015, pp. 38 –46. See also Oostrum, 2019, pp. 289 –291.
Möller, 2015, pp. 43 –46; c
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Thus, the guarantee itself will usually not be void and receiving the guarantee will not constitute
behaviour against good morals by the creditor. However, upstream or cross-stream security can
be at odds with § 30 GmbHG on capital requirements,1245 which can lead to shareholder liability
(§ 31 GmbHG) or director liability (§ 43(3) GmbHG). Moreover, issuing upstream or crossstream security could under circumstances qualify as a payment to a shareholder which could
lead to director liability in the sense of § 64 third sentence GmbHG.1246
“ (…) Die gleiche Verpflichtung trifft die Geschäftsführer für Zahlungen an Gesellschafter, soweit
diese zur Zahlungsunfähigkeit der Gesellschaft führen mussten, es sei denn, dies war auch bei
Beachtung der in Satz 2 bezeichneten Sorgfalt nicht erkennbar.(…)”1247
This does not lead to invalidity of the guarantee ex post, but could of course lead to shareholders
or directors deciding not to (influence the subsidiary to) issue guarantees at all or limiting such
guarantees to stay within the boundaries of § 30 GmbHG and § 64 GmbHG and is thus relevant is
the context of this paragraph on regulation of opaque priority structures. Indeed, parties often
seem to limit guarantees to stay within the boundaries of § 30 GmbHG and § 64 GmbHG.1248
Not entirely clear is when upstream or cross-stream guarantees are at odds with § 30 GmbHG
and § 64 GmbHG, more specifically at which moment this should be measured.1249 If, at the
moment of issuing the guarantee, it is already clear that claiming on the guarantee by the
creditor would inevitably lead to problems in terms of § 30 GmbHG, the guarantee is rather
obviously problematic. Often this would on paper be remedied by the recourse the guarantor
has on the debtor or on other guarantors. However, as extensively discussed in chapter 3
paragraph 3.1.4, such recourse is often illusory as the fate of the guarantor as a subsidiary will
usually be highly correlated with the fate of the parent or shareholder (and other group
companies).
Because of the often correlated fate between guarantor and debtor in a group, the guarantor will
often be called on to pay when insolvent. The question then becomes what relevance can be
attached to § 30 GmbHG in insolvency. Can a director be liable for payments made on the
guarantee when the GmbH was already insolvent? The fact that the insolvency trustee makes
this payment could lead to a negative conclusion, though the insolvency trustee is simply bound
by the guarantee that was issued before insolvency by the director(s) representing the GmbH.
Arguably, the directors therefore ‘made’ this payment. The case law however seems to point in
the direction that director liability would not be possible for such payments after insolvency.1250
In short, though German law is somewhat unsettled on the issue, the rules on capital
requirements (§ 30 GmbHG) and director liability for payments to shareholders (§ 64 GmbHG)
certainly seem to influence the use of guarantees in opaque priority structures. If guarantees for
group debts guarantees lead to payments by the GmbH that are at odds with § 30 GmbH or § 64
1245

Möller, 2015, p. 118
See extensively Möller, 2015, pp. 47 –234; See on § 64 GmbHG more generally Schmidt, 2015, p.
1109 ff; see on § 64 third sentence GmbHG Schmidt, 2015, p. 1152 ff
1247 Translation: “The same obligation shall affect the directors in regard to payments to shareholders if
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translation
by:
https://www.gesetze-iminternet.de/englisch_gmbhg/englisch_gmbhg.html#p0416 , last visited on 1 April 2018.
1248 Oostrum, 2019, pp. 305 –306
1249 Oostrum, 2019, pp. 299 –301; 306–307
1250 See Oostrum, 2019, pp. 306 –307, with reference to case law of the OLG Frankfurt am Main.
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GmbHG, directors can under circumstances be liable, though maybe not when these payments
are only made when insolvent. Because of this liability risk, recourse under guarantees for group
debts are in practice often limited to stay within the boundaries of § 30 GmbHG and § 64
GmbHG.

4.1.3 Subordinating claims guaranteed by shareholders
Shareholders often finance the companies they hold shares in with loans. Such shareholder loans
are an alternative to providing share capital. By financing with loans instead of share capital, a
shareholder may be able to substantially or even fully reduce his share capital investment in the
company, whilst still providing the company with the necessary funds. Using such loans instead
of share capital may have various reasons, such as tax benefits, but also simply to limit downside
risks for the shareholder. An indirect way for the shareholder to provide such a loan could be to
get a third person to provide the loan and to guarantee the loan towards the third person,
possibly even backed by real security rights provided by the shareholder to the third person.
This can be referred to as an indirect shareholder loan. Again, this can be an alternative to
providing share capital. If the legal system qualifies such constructions as (equivalent to)
shareholder loans and subordinates the loan of the outsider creditor to other claims in the
bankruptcy proceedings of the debtor, the opaque priority structure created by a combination of
incorporation and the guarantee is weakened somewhat, though not completely. The creditor
still has an alternative source of collection (the guarantor’s patrimony), but is somewhat limited
from claiming directly on the debtor in the bankruptcy of the debtor, by which the other
creditors of the debtor are somewhat protected. In other words: the pierced limited liability
walls would be somewhat reinforced by subordinating claims guaranteed by shareholders. See
extensively on these dynamics chapter 3 paragraph 3.1.5. Does German law take such an
approach?
German law has detailed rules on shareholder loans. § 39(1) nr 5 InsO treats shareholder loans
generally as subordinate to other claims in insolvency in as far as the shareholder holds more
than 10% of the shares (or holds less and is a managing-partner) (§ 39(5) InsO) and the shares
were not obtained in a rescue operation (§ 39(4) InsO).1251 An indirect participation can also
count in this context and the BGH seems keen to interpret this broadly.1252 This strict treatment
of shareholder loans is flanked by the rules on loans by third persons that are guaranteed by
shareholders.1253 Without such rules, the rules on shareholder loans could too easily be evaded.
A central place in that regime is taken by § 44a InsO:
In dem Insolvenzverfahren über das Vermögen einer Gesellschaft kann ein Gläubiger nach
Maßgabe des § 39 Abs. 1 Nr. 5 für eine Forderung auf Rückgewähr eines Darlehens oder für
eine gleichgestellte Forderung, für die ein Gesellschafter eine Sicherheit bestellt oder für die

1251

See extensively on this regime for example Laspeyres, 2014; Koutsós, 2011; Ziemons and Jaeger,
2014.
1252 BGH 15 November 2018, ZIP 2019/182; see also Strothmann, 2019, p. 40 .
1253 Also, the recourse claim of a non -shareholder third-party guarantor that has guarantee d a
shareholder loan is given the same rank as a shareholder loan, see Nikolas T. Koutsós, 2017 .
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er sich verbürgt hat, nur anteilsmäßige Befriedigung aus der Insolvenzmasse verlangen,
soweit er bei der Inanspruchnahme der Sicherheit oder des Bürgen ausgefallen ist.1254
In essence, this provision stipulates that a claim guaranteed by a shareholder of the bankrupt
company (or for which the shareholder provided real security rights) can only be submitted in
the insolvency proceedings in as far as the guarantee falls short or recourse against the
guarantor fails. After paying the creditor in full, the shareholder could in theory submit his
recourse claim in the insolvency proceedings (§ 91 InsO does not preclude this, as long as the
legal relationship from which the recourse claim flows already existed before insolvency),1255
but this recourse claim is subordinated pursuant to art. 39(1) nr. 5 InsO.1256 The rule can be
understood as part of the set of rules that limits pari-passu ranking of shareholder loans in
insolvency: a guarantee by a shareholder is seen as an indirect shareholder loan.1257 § 44a InsO
also applies to debts secured with guarantees of subsidiary nature, even when the subsidiary
nature is explicitly stipulated by the contract of guarantee.1258 § 44a InsO is mandatory law.1259
Interestingly, bankruptcy of the principal debtor thus fully reverses the subsidiary nature, de
facto making the claim on the principal debtor subsidiary to the claim on the guarantor.
Shareholder guarantees can thus be characterised by reversed subsidiarity.
However, pursuant to case law on the precursor to § 44a InsO (32a GmbHG)1260 the rule only
applies to personal claims of the creditor on the principal debtor. The creditor is, according to
this interpretation, not barred from asserting real security rights against the bankrupt principal
debtor.1261 German law thus protects a professional creditor such as a bank somewhat from
adverse effects of the enforcement of the strict rules on indirect shareholder loans: the
shareholders themselves are primarily addressed.1262 There has been some discussion on the
application of the old case law in the context of art. 32a GmbHG to the new § 44a InsO. Some
have argued, inter alia based on the goal and spirit of the Gesetz zur Modernisierung des GmbHRechts und zur Bekfämpfung von Missbrauchen (MoMiG), that § 44a InsO should be analogously
applied to the situation in which the creditor has both obtained real security rights from the
principal debtor (the corporation) and real or personal security rights from its shareholders, in
such a way that the creditor would be required to first pursue the real or personal security

1254

Translation: “In the insolvency proceedings concerning the assets of a company, a creditor may, in
accordance with section 39 subsection (1) no. 5, only request proportionate satisfaction from the
insolvency estate for a claim for restitution of a loan or for a claim of equal rank for which a partner
has provided security or for which he is liable as guarantor insofar as he is no longer able to claim the
security
or
to
be
liable
as
guarantor. ”
translation
by
https://www.gesetze-iminternet.de/englisch_inso/englisch_inso.html# p0250 , last visited on 1 April 2018.
1255 Nikolas T. Koutsós, 2017 .
1256 Holzmann, 2016; Hess, 2012, sec. 44a InsO ; Piekenbrock and Ludwig, 2016, p. 165 ; Andres, Dahl an d
Leithaus, 2014, p. 171.
1257 Uhlenbruck and Hirte, 2010, sec. 44a InsO nr 1 .
1258 Nerlich, Römermann and Abeltshause r, 2017, sec. 44a InsO .
1259 Piekenbrock and Ludwig, 2016, p. 164 .
1260 § 32a GmbHG was rescinded and replaced by § 44a InsO in the MoMiG, see RegE Momig.
1261 BGH, 25 November 1985 - II ZR 115/85; Uhlenbruck and Hirte, 2010, sec. 135 InsO nr 17 ; MeyerLandrut et al., 1987, p. 359 ; Piekenbrock and Ludwig, 2016, p. 164 ; Andres, Dahl and Leithaus, 2014, p.
171; Jianan Yu, 2017, p. 161 ; Koutsós 2017, p. 978; see for criticism Georg, 2011, p. 205.
1262 Müller and Rautmann, 2012, p. 192 ; Piekenbrock and Ludwig, 2016, p. 164; Benjamin Schilpp, 2017,
p. 70.

250

Insider guarantees in corporate finance

rights granted by the shareholders.1263 The BGH has however not followed this approach so
far.1264
If the creditor indeed chooses to pursue his real security rights granted by the bankrupt
principal debtor and if this would be deemed allowed, the insolvency administrator will have
recourse to the shareholder-guarantor pursuant to analogous application of § 135(2) and 143(3)
InsO (see for a further discussion of §§ 135 and 143 InsO paragraph 4.2.1 below).1265
Another point of discussion has been the treatment of security for subordinated shareholder
loans and the derivative issue of treatment of security for subordinated recourse claims (either
subordinated because the recourse creditor is a shareholder as defined in § 39 (1) nr 5 and (4)
and (5) InsO or because the claim of the main creditor was subordinated pursuant to that
provision).1266 Under the old law before the MoMiG it was unanimously agreed that security
rights for subordinated shareholder loans where not enforceable, even without the insolvency
administrator having to rely on transaction avoidance to avoid such security rights.1267 Thus,
also security rights granted outside the ten-year period for transaction avoidance of security
rights for shareholder loans (§ 135(1) nr. 1 InsO) were not enforceable. Since the introduction of
the MoMiG, the opinion on whether security rights for shareholder loans can be enforceable has
been somewhat split, some regard these as enforceable as long as they were granted outside the
ten-year period of § 135 (1) nr. 1 InsO,1268 others argue enforceability should be denied.1269 The
same would apply to security granted for subordinated recourse claims.1270
There has also been some discussion around the question of the applicability of § 142 InsO to
security given for shareholder loans. § 142 InsO stipulates (shortly put) that if the property of
the debtor directly benefitted from consideration given for a performance by the debtor and
there is a close temporal connection between this benefit and the performance, the performance
by the debtor can only be attacked by relying on § 133 InsO (willful disadvantage, see further on
§ 133 InsO paragraph 4.2.1 below). This can be compared to the safe harbour that US preference
law grants to transfers for ‘substantially contemporaneous exchange’. Generally, security rights
granted at the time a loan is advanced will profit from the safe harbor of § 142 InsO.1271 If at the
start of a shareholder loan the shareholder is granted security rights, one may thus at first sight
deem § 142 InsO applicable. This has also been defended by some in the literature, whilst others
have held that § 142 InsO should not apply to security for shareholder loans.1272 The BGH has
meanwhile decided that § 142 InsO is not applicable to the situation in which the shareholder
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Jianan Yu, 2017, p. 158 ; Hess, 2012, sec. 44a InsO ; Müller and Rautmann, 2 012, pp. 190–192;
Nerlich, Römermann and Abeltshauser, 2017, sec. 135 InsO par 51 ; Nikolas T. Koutsós, 2017, p. 978
also for more references.
1264 Uhlenbruck and Hirte, 2010, secs 44a InsO nr 7 –8; Müller and Rautmann, 2012, pp. 190 –192.
1265 Uhlenbruck and Hirte, 2010, secs 44a InsO nr 7 –8); BGH, 1 December 2011, IX ZR 11/11; Gotthard
2014, p. 84-85; Hess, 2012, sec. 44a InsO ; Piekenbrock and Ludwig, 2016, p. 164 ; Jianan Yu, 2017, p.
161; Georg, 2011, p. 205 ; Müller and Rautmann, 2012, p. 190 ; Andres, Dahl and Leithau s, 2014, p. 171.
1266 Nerlich, Römermann and Abeltshauser, 2017, sec. 135 InsO par 51 .
1267 Holzmann, 2016.
1268 Holzmann, 2016.
1269 Brinkmann, 2017, p. 724 ff
1270 Nikolas T. Koutsós, 2017, pp. 975 –976.
1271 Brinkmann, 2017, p. 719
1272 See for an overview of the debate Brinkmann, 2017, pp. 719 –724; See also Bitter, 2019, at footno te
2.
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gets security in return for a shareholder loan, because application would not be in line with the
sense and purpose of this article.1273
§ 39 (1) nr 5 InsO also applies to loans, and § 44a InsO to guarantees for loans that can be
equated with shareholder loans.1274 There has been some discussion around the question which
parties could be qualified as equivalent to a shareholder in this context.1275 To qualify as a party
that can be equated to a shareholder one should focus on who participates in and has a say over
the (enjoyment of) assets and earnings, directly or indirectly.1276 Such parties could include
indirect shareholders and other persons that effectively control the company.1277 An
unconnected third-party lender could theoretically also qualify as such, but usually would not
have sufficient control over the corporation.1278 In any case, indirect shareholders with sufficient
control,1279 horizontal connections in which the same shareholder has sufficient control in
both,1280 trustees and usufrucutaries can qualify as such.1281 Important to note is that family
members or other relations of shareholders can, in the context of § 39 (1) nr 5 InsO, not be
equated with shareholders on the basis of their (family) relationship as such, but only if they are
in economic terms also equivalent to a shareholder of the company.1282 § 138 InsO cannot be
applied analogously to the interpretation of art. 39 par 1 nr 5 InsO (see further on § 138 InsO
paragraph 4.2.1 below).1283
Because of this limited conception of parties that can be equated with shareholders, some
dubious arrangements may still be able to escape scrutiny. See for example Gotthard, explaining
that the spouse of a shareholder could guarantee the loan, thus possibly escaping application of
§ 44a Inso and § 39 (1) nr 5 InsO.1284
Although equal treatment or even priority of an indirect shareholder loan is thus not entirely
ruled out, German law generally treats indirect shareholder loans as at least indirectly and
partially subordinated, thus weakening, though not fully, the opaque priority structure that can
be created using a combination of incorporation and a guarantee. Notable is that the rules on
subordination of indirect shareholder loans are set up in such a way that the priority position of
the creditor through the guarantee structure is not or at most minimally affected, whereas the
position of the shareholder is strongly affected.

4.1.4 Disallowing Double proof
Chapter 3 paragraph 3.1.4 discussed the opaque priority structure created by the mechanism of
double proof with guarantees. Double proof occurs when a creditor is able to make more than
1273

BGH, 14 February 2019 – IX ZR 149/16, ZIP 2019, 666; see also Bitter, 2019
Holzmann, 2016 ; Majic, 2013, p. 70 ; Georg, 2011, pp. 188 –189.
1275 Nikolas T. Koutsós, 2017, pp. 958 –959.
1276 Georg, 2011, pp. 188 –189; Barth, 2001, pp. 92 –93.
1277 Nikolas T. Koutsós, 2017, pp. 958 –959.
1278 Wackerbarth and Eisenhardt, 2013, p. 115 .
1279 Nikolas T. Koutsós, 2017, pp. 959 –962.
1280 Nikolas T. Koutsós, 2017, pp. 962 –963.
1281 Nikolas T. Koutsós, 2017, p. 963 ; Georg, 2011, p. 189.
1282 Nikolas T. Koutsós, 2017, p. 963 .
1283 Nikolas T. Koutsós, 2017, p. 965.
1284 Gotthardt, 2014, p. 99 .
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one claim in relation to a single debt. Double proof (or: ‘double dipping’) can, especially in the
context of corporate groups, have the effect of ‘squeezing down’ ordinary creditors.1285 The
opaque priority position created by a combination of incorporation and a guarantee is thus given
a further boost. This paragraph discusses to which extent German law allows double proof. Of
course the problem of double proof would not occur if either limited liability would not be
upheld (see on the possibilities, paragraph 4.1.1 above) or the guarantee would not be upheld
(paragraph 4.1.2 above). As we shall see, the question whether double proof is allowed is, as far
as shareholder guarantees are concerned, related to the question addressed above on pari-passu
ranking of indirect shareholder loans.
Art. 43 InsO allows strong form double proof in general. The only limit is that the creditor may
not receive more than 100% of his claim:1286
“Ein Gläubiger, dem mehrere Personen für dieselbe Leistung auf das Ganze haften, kann im
Insolvenzverfahren gegen jeden Schuldner bis zu seiner vollen Befriedigung den ganzen
Betrag geltend machen, den er zur Zeit der Eröffnung des Verfahrens zu fordern hatte.”1287
As already discussed from another perspective, German law only limitedly allows double proof
in one important other category: shareholder guarantees. A creditor with shareholder
guarantees should first pursue the shareholder according to the rule laid down in § 44a InsO.
Unclear is so far however whether a creditor that receives partial satisfaction from the
shareholder can still share in the insolvency proceedings of the principal debtor on the basis of
his full claim, or only on the basis of his deficiency claim.1288 Most commentaries seem to assert
that the creditor can share in the proceedings on the basis of his full claim, because the goal of §
44a InsO would, in that view, not entail weakening the position of the third-party creditor, but
this is not entirely clear.1289 Even if the creditor can only share on the basis of a deficiency claim
(which does not seem to be the majority opinion), double proof is not ruled out completely. In
case of various bankrupt co-guarantors, the creditor would still be allowed to double proof the
deficiency claim.
Other relevant mechanisms, already discussed in paragraph 4.1.2 above, are § 30 GmbHG and
the liability of directors connected to this and § 64 GmbHG. As discussed in that paragraph, this
may push directors to withstand large guarantees for group debts or to limit such guarantees to
the limits of § 30 GmbHG and § 64 GmbHG. Arguably, this somewhat limits the problem of
double proof, though not by addressing double proof directly but by leading to less or smaller
guarantees for group debts.

1285

See extensively chapter 3, paragraph 3.1.1.
See the text of § 43 InsO, see also Kronfeld, 2012; Reinicke and Tiedtke, 2008, p. 215 .
1287 Translation: “A creditor holding claims against several persons for the whole of one single paymen t
may file the full amount in insolvency proceedings against any debtor until he is fully satisfied if he had
a claim to such full amount on the date when the insolvency p roceedings were ope ned.” translation by:
https://www.gesetze -im-internet.de/englisch_inso/englisch_inso.html#p0245 , last visited on 1 April
2018.
1288 Piekenbrock and Ludwig, 2016, p. 106; Nerlich, Römermann and Abeltshauser, 2017, sec. 44a InsO ;
Andres, Dahl and Leithaus, 2 014, p. 170, also for references to sources.
1289 Uhlenbruck and Hirte, 2010, sec. 44a InsO nr 1 ; Nerlich, Römermann and Abeltshauser, 2017, sec.
44a InsO.
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4.1.5 Summary of German law on opaque priority structures with
guarantees
This section discussed how German law deals with opaque priority structures with guarantees.
Notable in this context is firstly the German statutory group law (Konzernrecht), which
effectively deals with some of the problems associated to guarantees as creating an opaque
priority structure. However, application of the Konzernrecht is limited to AG’s (public
companies) controlled by another entity and does not (at least not anymore) extend to the more
common GmbH (private company). In the context of the GmbH, German law offers little
possibility to challenge opaque priority structures with guarantees as such, but does offer some
possibility to, with the use of tort law in combination with a theory of undercapitalization,
challenge the most offensive priority structures that were undeniably designed to prejudice
creditors. Such a determination is however strongly based on subjective criteria, which will be
hard to prove in practice.
The rules on capital requirements for the GmbH and the rules on director liability do however
limit the use of (full) guarantees within groups somewhat, which arguably diminishes the
problem of opaque priority structures with the use of guarantees.
More specifically, German law does target indirect shareholder loans as generally subordinated
to other claims in insolvency, without any reference to subjective factors, which weakens the
priority structure of a shareholder guarantee somewhat. The protection is however not perfect,
especially not because security for third-party loans guaranteed by shareholders can probably
still be enforced against the debtor and because security rights for recourse claims by
shareholders are still enforceable. Notable is that the rules on subordination of indirect
shareholder loans are setup in such a way that the priority position of the creditor through the
guarantee structure is not or at most minimally affected, whereas the position of the shareholder
is strongly affected.
Lastly, German law is somewhat unclear on double proof. Although double proof through
guarantees is generally allowed, this may be different in the case of shareholder guarantees, but
the opinion on this is split. Even if the interpretation of the law should lead to the conclusion
that such double proof is not allowed in the context of shareholder guarantees, some holes exist
in the protection.

4.2 Regulatory approaches to covert insider dealing (ex post
opportunism)
Paragraph 4.1 above discussed to which extent German law upholds opaque priority structures
in which guarantees are used to create externalities for outsiders (‘ex ante opportunism’). Not
unrelated, but clearly distinguishable from such opportunistic behavior is the opportunistic
behavior that the guarantee incentivizes after (‘ex post’) concluding the guarantee. Whereas
paragraph 4.1 thus discussed regulatory approaches to the selectively pierced structures as
such, this section discusses to which extent adverse dynamics that are created by such
structures are regulated.
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Chapter 3 paragraph 3.2 discussed that insider guarantees are likely to create externalities for
other creditors by giving incentive for insider dealing whilst at the same time covering up such
insider dealing. This paragraph will discuss how German law deals with this. Various
mechanisms under German law that may be relevant in this context are discussed below: first
and foremost preference law, but also shareholder liability, director liability and lender liability.

4.2.1 Avoidance of payments on guaranteed loans
Transaction avoidance law may deter the control that a lender can obtain through a guarantee,
thereby deterring the incentive for insider dealing. If a principal debtor is in financial trouble, he
or persons involved in the principal debtor (if the principal debtor is a company) may have
incentive to give preference to a guaranteed lender above other creditors, as extensively
explained in chapter 3 paragraph 3.2. This could happen in the context of group finance, in
which a parent company may prefer its subsidiary to pay creditors guaranteed by the parent
before other creditors when the subsidiary is approaching bankruptcy, or in the case of smallbusiness finance, in which owners and managers that guaranteed corporate debt may have the
same inclination. The motivation to pay guaranteed debt first is driven by the fact that the
guarantor indirectly profits from such payments, because his exposure under the guarantee is
reduced with the same amount (see extensively chapter 3 paragraph 3.2)
German law makes a clear distinction between normal loans and shareholder loans and in this
context also has attention for and special rules on indirect shareholder loans, such as loans
granted by third parties but guaranteed by shareholders (see paragraph 4.1.3 above). Payments
in the year before insolvency on such guaranteed loans can more easily be avoided by the
insolvency administrator than payments on normal loans. German law is characterised by strict
treatment of payments in the period before insolvency, also outside the context of shareholder
guarantees. Treatment of payments on shareholder-guaranteed loans is discussed first below.
After that, the treatment of other insider benefits through guarantees will be discussed.
a) Avoidance of payments on insider-guaranteed loans towards the guarantor
German law on the avoidance of payments that benefit insider guarantors is characterized by a
detailed statutory regime, at least as far as the insiders are shareholders in the debtor company.
This detailed regime can be understood as a refinement of the detailed regime on shareholder
loans, discussed in paragraph 4.1.3 above. To recall, § 39 (1) sub 5 InsO treats shareholder loans
generally as subordinate to other claims in insolvency.1290 Furthermore, § 44a InsO stipulates
that a claim guaranteed by a shareholder of the bankrupt company (or for which the shareholder
provided real security rights) can only be submitted in the insolvency proceedings in as far as
the guarantee falls short or recourse against the guarantor fails. § 44a InsO can be understood as
part of the set of rules that limits pari-passu ranking of shareholder loans in insolvency: a
guarantee by a shareholder is seen as an indirect shareholder loan.1291
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See extensively on this regime for example Baird, 1994a, p. 2262 ff ; Laspeyres, 2014; Koutsós,
2011.
1291 Uhlenbruck and Hirte, 2010, sec. 44a InsO nr 1 .
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In § 135 InsO German law has a special regime for payments on shareholder loans in the year
before insolvency and on security granted for such loans in the ten years before insolvency,
which regime flanks § 39 (1) sub 5 InsO:
"§ 135 Gesellschafterdarlehen
(1) Anfechtbar ist eine Rechtshandlung, die für die Forderung eines Gesellschafters auf
Rückgewähr eines Darlehens im Sinne des § 39 Abs. 1 Nr. 5 oder für eine gleichgestellte
Forderung
1. Sicherung gewährt hat, wenn die Handlung in den letzten zehn Jahren vor dem Antrag
auf Eröffnung des Insolvenzverfahrens oder nach diesem Antrag vorgenommen worden ist,
oder
2. Befriedigung gewährt hat, wenn die Handlung im letzten Jahr vor dem Eröffnungsantrag
oder nach diesem Antrag vorgenommen worden ist.”1292
All payments on shareholder loans in the year before insolvency and all security granted for
such loans in the ten years before insolvency can thus be avoided by the bankruptcy
administrator. This rule is fully based on objective criteria. The bankruptcy administrator does
not have to prove any subjective criteria such as bad faith or knowledge of approaching
insolvency. The simple fact that a shareholder loan was made and has been repaid in the year
before insolvency (or in the case of security rights granted for that loan: in the ten years before
insolvency) suffices.
As discussed, German law is also sensitive to indirect shareholder loans (see § 44a InsO). The
regime on indirect shareholder loans laid down in § 44a InsO is flanked by § 135(2) InsO:1293
§ 135 (2) InsO: “Anfechtbar ist eine Rechtshandlung, mit der eine Gesellschaft einem
Dritten für eine Forderung auf Rückgewähr eines Darlehens innerhalb der in Absatz 1 Nr. 2
genannten Fristen Befriedigung gewährt hat, wenn ein Gesellschafter für die Forderung
eine Sicherheit bestellt hatte oder als Bürge haftete; dies gilt sinngemäß für Leistungen auf
Forderungen, die einem Darlehen wirtschaftlich entsprechen.”1294
§ 135(2) InsO discourages the incentive to, just before insolvency, have the principal debtor
make payments on guaranteed loans in order to limit the exposure of the shareholder under the
guarantee. Such payments limiting the exposure of the shareholder-guarantor can be attacked
1292

Translation: “Section 135 Loans Replacing Equity Capital
(1) A transaction may be contested which, in consideration of a partner's claim to restitution of his
loan replacing equity capital within the meaning of section 39 subsection (1) no. 5 or in consideration
of an equivalent claim,
1. provided a security if such transaction was made during the last ten years prior to the request to
open insolvency proceedin gs or subsequent to such request; or
2. provided satisfaction if such transaction was made during the last year prior to the request to open
insolvency proceedings or subsequent to such request. ” translation by: https://www.gesetze-iminternet.de/englisch_inso/englisch_inso.html#p0575 , last visited on 1 April 2018.
1293 See also Jianan Yu, 2017, p. 158 ; Koutsós, 2011.
1294 Translation: “ A transaction may be contested by means of which a company has prov ided
satisfaction to a third party for a claim to restitution of a loan within the period quoted in subsection
(1) no. 2 if a partner has provided security for the claim or was liable as guarantor; this shall apply
correspondingly to benefits which corresp ond in economic terms to a loan .“ Translation by:
https://www.gesetze -im-internet.de/englisch_inso/englisch_inso.html#p0575 , last visited on 1 April
2018.
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by the insolvency administrator, enforcing the rule in § 44a InsO that the creditor should first
turn to the shareholder-guarantor.1295 Like § 135 (1) InsO, § 135(2) InsO is based on objective
criteria, which makes relying on the rule easy and practical for the bankruptcy administrator. §
143(3) InsO protects the creditor from the effects of avoidance based on § 135 (2) InsO, by
stipulating that the insolvency administrator should turn to the shareholder-guarantor for
repayment, which duty to repay is limited to the amount of the guarantee:1296
143 (3) InsO: Im Fall der Anfechtung nach § 135 Abs. 2 hat der Gesellschafter, der die
Sicherheit bestellt hatte oder als Bürge haftete, die dem Dritten gewährte Leistung zur
Insolvenzmasse zu erstatten. Die Verpflichtung besteht nur bis zur Höhe des Betrags, mit
dem der Gesellschafter als Bürge haftete oder der dem Wert der von ihm bestellten
Sicherheit im Zeitpunkt der Rückgewähr des Darlehens oder der Leistung auf die
gleichgestellte Forderung entspricht. Der Gesellschafter wird von der Verpflichtung frei,
wenn er die Gegenstände, die dem Gläubiger als Sicherheit gedient hatten, der
Insolvenzmasse zur Verfügung stellt.1297
Although §§ 135 (2) and 143 (3) InsO somewhat discourage the incentive to, just before
insolvency, have the principal debtor make payments on guaranteed loans in order to limit the
exposure of the shareholder under the guarantee, this discouraging effect should be relativized
somewhat for two reasons: (1) preference law generally does not have a strong deterrent effect
because generally the strongest sanction means returning a benefit gained with the contested
transaction and (2) wealth transfers can remain covert, especially in cases where the wealth
transfer is not a payment but another fact pattern that prefers the guaranteed creditor, such as a
delayed bankruptcy filing or accelerated processing of raw materials (see extensively chapter 3
paragraph 3.2.2). Because § 135(2) InsO only applies to a legal act (Rechtshandlung), such covert
wealth transfers escape the scrutiny of § 135(2) InsO. Rechtshandlung can be interpreted
broadly in this context:
“Der Begriff der Rückzahlung ist weit zu fassen. Er umfasst jede wirtschaftlich zu Lasten der
Gesellschaft gehende Befriedigung des Kreditgebers (…). Die Befriedigung muss aber in
jedem Fall durch eine Rechtshandlung iSv § 129 Abs 1 erfolgen”. 1298
Important to note, especially in relation to Dutch law, is that Rechtshandlung has a rather broad
meaning under German law. Under Dutch law, for the act to qualify as a legal act
(rechtshandeling), the party performing the act should in principle also have intended the legal
consequence(s). German law does not require such intent for an act to qualify as
1295

See also Nerlich, Römermann and Abeltshauser, 2017, sec. 135 InsO nr 50 ; Nikolas T. Koutsós, 2017,
p. 319.
1296 See also Uhlenbruck and Hirte, 2010, sec. 135 InsO nr 15 ; Nerlich, Römermann and Abeltshauser,
2017, secs 135 InsO nr 52, Section 143 I nsO nr 64 a-d.
1297 Translation: “In the case of a contestation pursuant to section 135 subsection (2), the partner who
provided the security or was liable as guarantor shall return the benefit granted the third party to the
insolvency estate. The obligatio n shall only exist up to that amount to which the partner was liable as
guarantor or which corresponds to the value of the security he provided at the point of the restitution
of the loan or the performance on the claim of the same rank. The partner shall be free of the
obligation if he makes the object which served the creditor as security available to the insolvency
estate.“ translation by: https://www.gesetze-im-internet.de/englisch_inso/englisch_inso.html#p0610 ,
last visited on 1 April 2018. See also Uhlenbruck and Hirte, 2010, secs 143(3) InsO nr 56a –56b.
1298 Nikolas T. Koutsós, 2017, p. 977.
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Rechtshandlung. German transaction avoidance law thus has an application broader than Dutch
law (see chapter 4 paragraph 4.2.1), but narrower than US law (see chapter 5 paragraph
4.2.1).1299
At first sight, German law leaves a wide gap in the protection against acts that favour the
shareholder-guarantor: in contrast to § 135(1) InsO, § 135(2) InsO only makes Befriedigung
(satisfaction) of debts guaranteed by shareholders contestable, not also security given for such
debts by the company. Although Befriedigung can be interpreted broadly and for example also
encompasses set-off, the granting of security rights, which can de facto have the same effect, is
excluded from the scope of 135(2) InsO.1300 The granting of security rights by the debtor
company to secure a third-party claim that is backed by a shareholder guarantee can therefore
only be challenged with the general rules on transaction avoidance (see on these rules further
below) not with the specific rules on preferences in the context of shareholder loans. However,
as already shortly pointed out in paragraph 4.1.3 above, when the creditor enforces his real
security rights granted by the (now bankrupt) principal debtor, the insolvency administrator
will have recourse to the shareholder-guarantor (in as far as the shareholder-guarantor
benefitted) pursuant to analogous application of § 135(2) and 143(3) InsO.1301 Even though the
granting of security rights itself can thus not be contested with § 135(2) InsO, the enforcement
of such security rights when the debtor is bankrupt will lead to a claim of the insolvency
administrator on the shareholder that guaranteed the debt in as far as that shareholder profited
from such enforcement of security rights by limiting his exposure under the guarantee.
This approach makes clear that (1) the granting of the security right itself is, in relation to the
creditor, unproblematic from the perspective of § 135(2) InsO and (2) it doesn’t matter when
the security right was granted: if the security right is enforced in bankruptcy and the guarantor’s
exposure under the guarantee is limited by such enforcement, the guarantor will have to
reimburse the insolvent estate, which applies equally to security rights granted a day before
insolvency and security rights granted 15 years before insolvency.
Both towards payments on shareholder-guaranteed loans and towards security rights granted
for shareholder-guaranteed loans, the German law approach clearly addresses the shareholder
that indirectly benefits from such payments or security rights, whilst keeping the third-party
creditor as much as possible out of the firing line. The creditor can receive and benefit from
payments on and security rights granted for shareholder-guaranteed loans, just as he can from
payments on and security rights granted for any other loan.
This approach is easy to place considering the background of the rules laid down in § 44a and
135(2) InsO. These rules can be understood as rules flanking the rules on subordination of
shareholder loans. If the shareholder is not allowed to directly rank pari-passu with other
creditors for his own claims on the company, he is also not allowed to indirectly do so by having
a third party make the loan and guaranteeing that loan. In that sense, German law is not
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See also De Weijs, 2010a, p. 48 .
Uhlenbruck and Hirte, 2010, secs 135 InsO nr 10, 17 .
1301 Uhlenbruck and Hirte, 2010, secs 44a InsO nr 7 –8; BGH, 1 December 2011, IX ZR 11/11; Gotthar d
2014, p. 84-85; Hess, 2012, sec. 44a InsO ; Piekenbrock and Ludwig, 2016, p. 164; Jianan Yu, 2017, p.
161; Koutsós 2017, p. 978; Georg, 2011, p. 205 ; Müller and Rautmann, 2012, p. 190 ; Andres, Dahl and
Leithaus, 2014, p. 171.
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necessarily in general sensitive to indirect preferences through guarantees, but is, because of a
particular sensitivity to shareholder loans, also sensitive to indirect shareholder loans.
b) Avoidance of payments on shareholder-guaranteed loans towards the non-insider lender
As discussed above, successful avoidance (‘anfechtung’) of payments on shareholder-guaranteed
loans pursuant to § 135 (2) InsO results in a direct claim of the insolvency administrator on the
shareholder-guarantor (§ 143 (3) InsO) and not in a claim on the creditor. The RegE
(explanatory memorandum) to the MoMiG explains why:
“Die derzeit in § 143 enthaltenen Regelungen zu den Rechtsfolgen der Anfechtung passen
nicht für den Fall des neu eingefügten § 135 Abs. 2, da hier – parallel zur Rechtslage beim
bisherigen § 32b GmbHG – nicht der Drittgläubiger das von der Gesellschaft Erlangte zurückgewähren soll, sondern vielmehr der durch die Leistung der Gesellschaft frei
gewordene Gesellschafter, der als Bürge haftete oder die Sicherung bestellt hatte. Dabei
wird in dem neuen Absatz 3 auch die Regelung des § 32b Satz 3 GmbHG übernommen.”
This reasoning is not hard to follow. However, the liability of a shareholder under a guarantee
for the debts of his company is not unlikely to be greater than his personal wealth. This fact,
combined with the fact that, especially in the small-business context, a substantial amount of
wealth and prospects for future earnings of the shareholder will have been tied up in the
company, either as share capital or otherwise, generally makes the shareholder of a bankrupt
corporation that also guaranteed a corporate loan not likely to provide much recourse.
Moreover, an amount paid to the guaranteed creditor in the period before bankruptcy, which the
bankruptcy administrator may try to contest, will not directly have ended up with the guarantor
(the only benefit for the guarantor was that his exposure was reduced by this payment). All in
all, the shareholder-guarantor is not always very likely to be able to perform his duty under §
143 (3) InsO. More importantly however, the benefit that the shareholder-guarantor has had in
terms of limiting his exposure under a guarantee could be (much) lower than the actual payment
made, because guarantees by shareholders are often given for a limited amount. In such cases, §
143 (3) InsO only allows to claw back that limited benefit that the shareholder had, not the
whole payment to the creditor, even though that payment was arguably incentivized by the
guarantee.
For that reason, a possible claim of the insolvency administrator on the creditor remains
relevant. § 135 (2) InsO cannot be used to this extent, but the payment can possibly be avoided
relying on §§ 130, 131 or 133 InsO against the creditor. Reliance on §§ 130, 131 or 133 InsO can
also be relevant in case an insolvency administrator wishes to contest a payment on a loan
guaranteed by an insider not being a shareholder, as such payments cannot be contested using §
135 (2) InsO. A short discussion of these possibilities follows.
§ 130 (1) InsO, on congruent coverage, allows for avoidance of due payments made during the
last three months prior to the (request to open) insolvency if the debtor was illiquid
(Zahlungsunfähig) on the date of the transaction and the creditor was aware of this on that date.
Guaranteed creditors tend to be larger creditors such as banks that are close to the debtor. In
such a case, it is not unlikely that the bank has, in the three months prior to insolvency, some
awareness of the troubles the debtor is probably already in. Payments on the guaranteed loan
can in such a case also be avoided towards the creditor, but the guarantee itself does not play a
role in this avoidance action.
259

Chapter 6 – German law on opportunism with the guarantee relationship

§ 131 (1) InsO, on incongruent coverage, allows for avoidance of undue payments. If the
payment made on the guaranteed debt was not yet due, § 131(1) InsO may be helpful.
Incongruent payments in the month before (the request to open) insolvency can be contested
without further requirements. Incongruent payments in the second and third month before (the
request to open) insolvency can also be contested, but either the debtor had to be illiquid at that
point (§ 131 (2) InsO) or the creditor had to have been aware of the disadvantage to the
insolvency creditors (§ 131 (2) InsO). Again, the fact that an insider guarantee played a
background role in making the (now contested) payment happen is irrelevant under § 131 InsO.
§ 133 (1) and (2) InsO allow for the contestation of payments on loans in the four years before
(the request to open) insolvency, if the debtor had the intention to disadvantage its creditors
with the act and the creditor knew of this intention. Such knowledge is presumed to exist on the
side of the creditor if he knew insolvency was looming and he knew that the act discriminated
against other creditors. Payments on guaranteed loans in the four years prior to (the request to
open) insolvency can be contested on this basis, but only in as far as the administrator can prove
the subjective elements of the intention to disadvantage and knowledge of that intention at the
counterparty. Knowledge of the intention on the side of the guarantor does not suffice. And
again, the fact that an insider guarantee played a background-role in making the contested
payment happen is not directly relevant under § 133 InsO, although the existence of the
guarantee may help to prove knowledge of an intention to prejudice.
§§ 130 (on congruent coverage), 131 (incongruent coverage) and 133 (willful disadvantages)
InsO do make application of the avoidance rules laid down in those articles easier in the case of
transactions with persons close to the debtor as defined in § 138 InsO. §§ 130(3), 131(2) and
133 (4) InsO help the insolvency administrator with a presumption when the counterparty of
the debtor is a person close to the debtor. Persons close the debtor are defined as follows:
“§ 138 Nahestehende Personen
(1) Ist der Schuldner eine natürliche Person, so sind nahestehende Personen:
1.
der Ehegatte des Schuldners, auch wenn die Ehe erst nach der Rechtshandlung
geschlossen oder im letzten Jahr vor der Handlung aufgelöst worden ist;
1a.
der Lebenspartner des Schuldners, auch wenn die Lebenspartnerschaft erst nach
der Rechtshandlung eingegangen oder im letzten Jahr vor der Handlung aufgelöst
worden ist;
2.
Verwandte des Schuldners oder des in Nummer 1 bezeichneten Ehegatten oder des
in Nummer 1a bezeichneten Lebenspartners in auf- und absteigender Linie und
voll- und halbbürtige Geschwister des Schuldners oder des in Nummer 1
bezeichneten Ehegatten oder des in Nummer 1a bezeichneten Lebenspartners sowie
die Ehegatten oder Lebenspartner dieser Personen;
3.
Personen, die in häuslicher Gemeinschaft mit dem Schuldner leben oder im letzten
Jahr vor der Handlung in häuslicher Gemeinschaft mit dem Schuldner gelebt haben
sowie Personen, die sich auf Grund einer dienstvertraglichen Verbindung zum
Schuldner über dessen wirtschaftliche Verhältnisse unterrichten können;
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4.
eine juristische Person oder eine Gesellschaft ohne Rechtspersönlichkeit, wenn der
Schuldner oder eine der in den Nummern 1 bis 3 genannten Personen Mitglied des
Vertretungs- oder Aufsichtsorgans, persönlich haftender Gesellschafter oder zu
mehr als einem Viertel an deren Kapital beteiligt ist oder auf Grund einer
vergleichbaren gesellschaftsrechtlichen oder dienstvertraglichen Verbindung die
Möglichkeit hat, sich über die wirtschaftlichen Verhältnisse des Schuldners zu
unterrichten.
(2) Ist der Schuldner eine juristische Person oder eine Gesellschaft ohne
Rechtspersönlichkeit, so sind nahestehende Personen:
1.
die Mitglieder des Vertretungs- oder Aufsichtsorgans und persönlich haftende
Gesellschafter des Schuldners sowie Personen, die zu mehr als einem Viertel am
Kapital des Schuldners beteiligt sind;
2.
eine Person oder eine Gesellschaft, die auf Grund einer vergleichbaren
gesellschaftsrechtlichen oder dienstvertraglichen Verbindung zum Schuldner die
Möglichkeit haben, sich über dessen wirtschaftliche Verhältnisse zu unterrichten;
3.
eine Person, die zu einer der in Nummer 1 oder 2 bezeichneten Personen in einer in
Absatz 1 bezeichneten persönlichen Verbindung steht; dies gilt nicht, soweit die in
Nummer 1 oder 2 bezeichneten Personen kraft Gesetzes in den Angelegenheiten des
Schuldners zur Verschwiegenheit verpflichtet sind.”1302

1302

Translation: “(1) If the debtor is a natural person, persons with a close relationship to the debtor
shall be:
1. the debtor's spouse, even if the marriage was contracted only after the transaction or was dissolved
during the last year prior to the transaction;
1a the debtor's civil partner, even if the civil partnership was contracted only after the transaction or
was dissolved during the last year prior to the transaction;
2. the ascendants or descendants of the deb tor or of the spouse designated at no. 1, or the civil
partner designated at no. 1a, the debtor's full and half -blood siblings, or the spouse designated at no.
1, or the civil partner designated at no. 1a, and the spouses of such persons;
3. persons living in the debtor's household or having lived in the debtor's household during the last
year prior to the transaction, as well as persons who can provide information on the debtor's financial
circumstances on the gro unds of a relationship based on a contract of employment or service with the
debtor.
4. a legal person or a company without legal personality if the debtor or one of the persons referred to
at nos. 1 to 3 is a member of the body representing or supervisin g the debtor, a general partner or
persons holding more than one quarter of the debtor's capital, or is able, on the basis of a comparable
relationship under company law or a contract of employment or service, of providing information
regarding the debtor' s financial circumstances.
(2) If the debtor is a legal person or a company without legal personality, the persons with a close
relationship to the debtor shall be:
1. the members of the body representing or supervising the debtor, as well as his general partners and
persons holding more than one quarter of the debtor's capital;
2. a person or a company having on the basis of a comparable association with the debtor under
company law or under a service contract the opportunity to become aware of the debto r's financial
circumstances;
3. a person having a personal relationship detailed at subsection (1) with a person named at no. 1 or
2; this shall not apply if the persons named at no. 1 or 2 are legally bound to secrecy regarding the
debtor's
affairs.”
translation
by:
https://www.gesetze -iminternet.de/englisch_inso/englisch_inso.html#p0589 , last visited on 1 April 2018.
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Although this definition of persons close to the debtor seems comprehensive enough, the text of
§§ 130 (3), 131 (2) and 133 (4) InsO does limit application of this definition in § 138 InsO to the
direct counterparty of the transaction. Whether a person close to the debtor as defined in § 138
InsO indirectly benefits, such as in the case a guarantor close to the debtor indirectly benefits
from a payment to a creditor not close to the debtor, does not seem to be taken into account in
this context, or at least the presumptions of §§ 130(3), 131(2) and 133 (4) InsO will not apply.
The circumstance that an insider guaranteed a debt could of course still indirectly help in the
establishment whether certain requirements, such as an intention of the debtor to disadvantage
other creditors and knowledge of the creditor of such intention, have been met. An insider
guarantee can motivate such intention, but the guarantee alone will probably not suffice to
establish such intention and the burden of proof lies with the insolvency administrator.
c) Summary on insider preferences
German law is characterised by a detailed regime policing indirect preferences through
shareholder guarantees. This regime can be understood as a refinement of the treatment of
(most) shareholder loans as subordinated to other claims in insolvency proceedings. Given the
background of the rules on indirect preferences through shareholder guarantees, the specific
focus on indirect preferences through particularly shareholder guarantees can be understood, as
well as the fact that these rules and their interpretation by the courts leave the guaranteed
creditor out of the firing line as much as possible.
Although German law thus offers a detailed regime policing indirect preferences through
shareholder guarantees, it leaves a gap in three respects: (1) no clear remedy is offered against
indirect benefits to insider guarantors that are not shareholders of the debtor and (2) no specific
remedy (other than general preference law) is offered against creditors that profit from
payments on shareholder guarantees, which is especially problematic when the shareholder
does not provide recourse or when the benefit to the non-insider is much larger than the benefit
to the guarantor. Moreover, it should be borne in mind, as discussed in chapter 3 paragraph
3.2.2, that the reach of transaction avoidance law is limited in two respects: (1) preference law
does not have a strong deterrent effect and (2) wealth transfers can remain covert, especially in
cases where the wealth transfer is not a payment but another fact pattern that prefers the
guaranteed creditor, such as a delayed bankruptcy filing. Because § 135 (2) InsO only applies to
a legal act (Rechtshandlung) such covert wealth transfers may escape the scrutiny of preference
law. However, other than under Dutch law, ‘legal act’ is defined broadly, also encompassing acts
of which the legal consequence was not intended. Thus, German transaction avoidance law is
able to capture some more covert wealth transfers than Dutch law is.

4.2.2 Shareholder liability for unlawful withdrawals outside preference
law
The discussion above showed that German preference law is rather well-developed in
addressing indirect benefits of shareholders through guarantees. However, protection against
such indirect benefits is not complete. The question addressed in this paragraph is whether
other instruments such as the famous German Konzernrecht, veil-piercing (Durchgriffshaftung)
or tort law could result in a claim on the shareholder in such cases.
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a) Shareholder liability under specific group law (Konzernrecht)
Paragraph 4.1.1 discussed the German statutory Konzernrecht for the Aktiengesellschaft as laid
down in the Aktiengesetz. If a contractual or de facto Konzern exists, distributions to the
shareholder in the twilight zone before insolvency serve little point, as the shareholder in such a
group relationship to a large extent (though more in the contractual concern than in the de facto
concern) has to warrant the financial position of the controlled entity. It should again be
reiterated that this only applies in as far as the controlled entity is an AG. The rules in the
Aktiengesetz do not apply to controlled GmbH’s.1303

b) Veil-piercing (Durchgriffshaftung) and tort law
Outside the statutory Konzernrecht and the (now abandoned) application by the German courts
of that Konzernrecht to controlled GmbH’s, veil-piercing (Durchgriffshaftung) can also be applied
in cases which include factors such as commingling of assets, undercapitalization, total
domination and failure to follow formalities.1304 The Bremer Vulkan case cited in paragraph 4.1.1
indeed explicitly recognized the possibility of holding shareholders liable based on their
obligation to safeguard capital requirements and the continued existence of the company.1305
Especially the theories connected to domination and undercapitalization may be relevant in the
context of liability for indirect distributions to shareholders. However, both the literature and
the case law show an incoherent picture, from which various theories for shareholder liability
emerge.1306
In KBV the BGH recognized the possibility of a claim against the shareholder on the basis of a
theory of liability for ‘causing insolvency’ (Existenzvernichtungshaftung).1307 This theory holds
that a shareholder can be liable for the full shortfall in the bankruptcy of a corporation if the
shareholder influenced the company to make open or concealed payments to him or her that
substantially prejudiced the ability of the company to fulfill current obligations.1308 To rely on
the theory the plaintiff would have to show that the shareholder interfered with the assets of the
company in a way that prejudiced other stakeholders, while there was a serious insolvency
risk.1309 Such interference could consist of straightforward dividend payments, but also of other
fact patterns, which could also include payment of shareholder-guaranteed debts.1310 The
shareholder would then have to show that such interference did not cause the downfall or
deepening of insolvency, or that avoidance of specific transactions would suffice as a remedy,
thus escaping full veil piercing.1311 In short, there seem to be two central criteria for relying on
the theory of causing insolvency: the shareholder must have deprived the company of its assets
without (full) consideration, and this must have prejudiced the creditors by causing the

1303
1304
1305
1306
1307
1308
1309
1310
1311

BGH, 17 September 2001 - II ZR 178/99 (Bremer Vulkan); see further paragraph 4.1. 1.
Rott, 2010, p. 274.
See also Presser, 2016, para. 5:9 .
Wooldridge, 2010, p. 23 ; Casper, 2008, p. 1133 .
BGH, 24 June 2002 - II ZR 300/00.
See also Vanderkerckhove, 2007.
Wooldridge, 2010, p. 23 ; Altmeppen and Roth, 2015, sec. 13 GmbHG nr 82 .
Compare Ziemons and Jaeger, 2014, sec. 13 GmbHG .
Barneveld, 2014, p. 303 .
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company to fail to pay its debts.1312 Planned ‘Selbstbedienung’ (self-service) at the expense of
creditors is the central concept.1313 Payments on shareholder guaranteed debts can qualify as
self-service.
In a later case, Trihotel,1314 the BGH grounded the theory of Existenzvernichtungshaftung yet
again on a different legal basis: § 826 BGB,1315 which is part of general tort law and stipulates:
“ § 826 Sittenwidrige vorsätzliche Schädigung
Wer in einer gegen die guten Sitten verstoßenden Weise einem anderen vorsätzlich
Schaden zufügt, ist dem anderen zum Ersatz des Schadens verpflichtet.”1316
Thus, the BGH seems to want to stay away from (direct) veil-piercing, preferring to keep
shareholders accountable based on general tort law. The veil is not pierced or lifted, but
shareholders are just held liable when they behave unlawfully towards other stakeholders, just
as any (legal) person can be held liable for the damage caused by tortious behaviour. The burden
of proof lies with the company or insolvency administrator that pursues the claim against the
shareholder.1317 The theory of Existenzvernichtungshaftung is, other than the name suggests, not
only applicable when a distribution to a shareholder has caused insolvency, but also when it has
deepened the shortfall in insolvency.1318 In the second situation the shareholder is only liable for
the extent to which the shortfall has been deepened, not for the whole shortfall.
Also ‘Sittenwidrigkeit’ (immorality) in the sense of § 826 BGB is interpreted broadly by the
courts. Already the interference with company assets that would otherwise have been available
to creditors can lead to immorality.1319 There is one important limit to the protective effect
towards creditors of liability of shareholders based on the theory of
Existenzvernichtungshaftung: in as far as the behavior of the shareholder has damaged the
corporation itself, only the corporation itself (or the bankruptcy administrator) can claim,
because the loss by creditors is only a ‘reflex’ of the loss by the company itself.1320 In other
words, it is an internal liability.1321 Of course, creditors could indirectly profit from such a claim
by the corporation or (more likely) the bankruptcy administrator. It should however be kept in
mind that only damage to the company because of causing insolvency or deepening insolvency
can be claimed, which is not necessarily the total sum of missing capital that would have
otherwise been there for the satisfaction of the creditors.1322 Furthermore, the shareholder must
have been able to foresee insolvency at the moment of the interference.1323

1312
1313
1314
1315

Wooldridge, 2010, p. 24.
Wooldridge, 2010, p. 24 .
BGH, 16 July 2007 - II ZR 3/04 (Trihotel).
Altmeppen and Roth, 2015, sec. 13 GmbHG nr 90 ; Altmeppen and Roth, 2015, sec. 13 GmbHG nr 83

ff.
1316

Translation: “A person who, in a manner contrary to public policy, intentionally inflicts damage on
another person is lia ble to the other person to make compensation for the damage. “ translation by:
https://www.gesetze -im-internet.de/englisch_bgb/englisch_bgb.html#p3497 , last visited on 1 April
2018.
1317 Ziemons and Jaeger, 2014, sec. 13 GmbHG .
1318 Ziemons and Jaeger, 2014, sec. 13 GmbHG ; Altmeppen and Roth, 2015, secs 13 GmbHG nr 78 -79,
98.
1319 Ziemons and Jaeger, 2014, sec. 13 GmbHG .
1320 BGH, 16 July 2007 - II ZR 3/04 (Trihotel); Ziemons and Jaeger, 2014, sec. 13 GmbHG .
1321 Ziemons and Jaeger, 2014, sec. 13 GmbHG .
1322 Ziemons and Jaeger, 2014, sec. 13 GmbHG .
1323 Ziemons and Jaeger, 2014, sec. 13 GmbHG .
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In the situation of certain factual behavior that somehow has benefitted a certain creditor, or
security rights that have benefitted a certain creditor and indirectly the shareholder that
extended a guarantee to that creditor, it is, just as in the situation of direct payment on
shareholder-guaranteed loans, rather unlikely that this has caused or deepened insolvency.
Rather, one creditor (the guaranteed creditor) is preferred above others. The theory of
Existenzvernichtungshaftung is not helpful in such a case.
However, in such cases, shareholders can still be held liable by creditors directly towards
creditors because of tortious behavior of the shareholder under § 826 BGB.1324 A one-sided
pursuit by the shareholder of his own interests, while it should have occurred to him that this
could damage the creditors, and which has not damaged the company itself, could indeed also
lead to tort liability directly towards creditors.1325 The burden of proof lies with the creditor who
claims damages, which will often be a heavy burden given the strongly subjective elements that
have to be shown.

c) Shareholder liability in case of lack of management
When the corporation lacks proper management, the shareholders have the obligation discussed
above to timely request insolvency, unless they can show that they were not aware of the
insolvency or overindebtedness or the lack of management:
§ 15a (3) InsO: “Im Fall der Führungslosigkeit einer Gesellschaft mit beschränkter Haftung
ist auch jeder Gesellschafter (…) zur Stellung des Antrags verpflichtet, es sei denn, diese
Person hat von der Zahlungsunfähigkeit und der Überschuldung oder der Führungslosigkeit
keine Kenntnis.”1326
The common opinion is that in such a case of Führungslosigkeit (lack of management), the
liability of § 64 GmbHG (discussed below in relation to directors) also rests on the
shareholders.1327 Thus, the discussion below on director liability on the basis of § 64 GmbHG can
be deemed to also apply to shareholders in case of Führungslosigkeit.

4.2.3 Director liability for insider preferences
An important deterrent force on insider dealing with guarantees in the context of corporate
finance may come from director liability rules for such behavior. Under Dutch and US law a
rough distinction was made between the situation in which (a) payment of the guaranteed debt
has prejudiced other creditors but has not done damage to the balance sheet of the debtor
company and (b) payment of the guaranteed debt has damaged the company, for example by
leading to acute liquidity problems. Under German law that distinction cannot be made as
clearly, as will be explained below.
1324

Ziemons and Jaeger, 2014, sec. 13 GmbHG ; Altmeppen and Roth, 2015, secs 13 GmbHG nr 77 -79.
Ziemons and Jaeger, 2014, sec. 13 GmbHG .
1326 Translation: “Where a private limited company lacks a management, each partner (…) is also
obligated to file a request, unless that person is not aware of the insolvency or over -indebtedness or
the
lack
of
manag ement.”
translation
by:
https://www.gesetze -iminternet.de/englisch_inso/englisch_inso.html#p0106 , last visited on 1 April 2018.
1327 Altmeppen and Roth, 2015, sec. 13 GmbHG nr 145.
1325
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German law is characterized by a very strict regime of director liability. 1328 Covert insider
dealing, such as indirect preferences given to insiders through guarantees as discussed in this
chapter, is arguably deterred by such strict rules on director liability, also when shareholder and
director are separate persons or entities, because the directors could choose not to give in to
pressure of the shareholder to engage in insider dealing. Relevant in this context is that the
board, also that of a GmbH, has to consist of natural persons (§ 6(2) GmbHG). A legal person,
such as a parent corporation, cannot be on the board of a GmbH.
German law has clearly adopted a stakeholder model of corporate governance.1329 The duties of
directors are owed to the enterprise and to the stakeholders, including creditors, employees,
customers, shareholders and society at large. Although the directors are supposed to serve the
interests of the stakeholders equally, they in practice often align with banks and
shareholders.1330
A central place in the regime of director liability is taken by § 64 GmbHG, sentence 1 and 21331:
§ 64 GmbHG: “Die Geschäftsführer sind der Gesellschaft zum Ersatz von Zahlungen
verpflichtet, die nach Eintritt der Zahlungsunfähigkeit der Gesellschaft oder nach
Feststellung ihrer Überschuldung geleistet werden. Dies gilt nicht von Zahlungen, die auch
nach diesem Zeitpunkt mit der Sorgfalt eines ordentlichen Geschäftsmanns vereinbar sind.
(…)”1332
In short, directors are obliged to compensate for payments that have been made when the
corporation was over-indebted (Überschuldung) or illiquid (Zahlungsunfähigkeit), unless such
payments were consistent with the due care of a prudent businessperson. This also applies to
payments that are not detrimental to the company as such, for example because they are made
to meet current liabilities, but that are only detrimental to non-paid creditors.1333 ‘Payment’ in §
64 GmbHG, first sentence, should be understood broadly and in a non-technical way,
encompassing all benefits from assets of the debtor that reduce the insolvency estate of the
debtor.1334 If a director wishes to rely on the exemption that a certain payment was consistent
with the due care of a prudent businessperson, he or she has the burden of proof.1335
This liability of directors for payments made while the corporation was over-indebted or illiquid
is closely connected to the duty of directors to timely request insolvency, as laid down in § 15a
(1) InsO:
1328

See for example also Schmidt, 2015, p. 1113
Ziemons and Jaeger, 2014, sec. 64 GmbHG ; Hopt, 2013, p. 2 .
1330 Wood, 2007, p. 153.
1331 This applies to the GmbH, see for partnership § 130a HGB and for the Aktiengesellschaft § 92 & 93
AktG.
1332 Translation: “The directors shall be obligated to compensate the co mpany for payments made after
the company has become illiquid or after it is deemed to be over -indebted. This shall not apply to
payments which, after this point in time, are compatible with the due care of a prudent businessman.”
translation by: https://www.gesetze-im-internet.de/englisch_gmbhg/englisch_gmbhg.html#p0416 , last
visited on 1 April 2018.
1333 See extensively Wood, 2007, p. 153 , explaining that the general opinion in the literature is that §
64 GmbHG is not strictly a liability for damages (Schadensersatzanspruch), because payment of debts
does not damage the debtor as such, but a liability to compensate for damage by third persons; Weiß,
2016, pp. 20 –24.
1334 Ziemons and Jaeger, 2014, sec. 64 GmbHG .
1335 Ziemons and Jaeger, 2014, sec. 64 GmbHG .
1329
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“Wird eine juristische Person zahlungsunfähig oder überschuldet, haben die Mitglieder des
Vertretungsorgans oder die Abwickler ohne schuldhaftes Zögern, spätestens aber drei
Wochen nach Eintritt der Zahlungsunfähigkeit oder Überschuldung, einen
Eröffnungsantrag zu stellen. (…)” 1336
§ 15a InsO stipulates that directors should request insolvency within three weeks1337 after the
corporation has become over-indebted or illiquid, unless they resolve the over-indebtedness or
illiquidity in those three weeks. This obligation is, in § 15a InsO itself, backed up with the
sanction of imprisonment up to three years or a fine (§ 15a (4) and (5) InsO). Creditors can hold
directors liable on the ground of § 15a InsO in combination with § 823 (2) BGB. This ground of
director liability has however become overshadowed by the liability of directors under § 64
GmbHG (and § 92 & 93 AktG).1338
The liability of directors under § 64 GmbHG can be understood in this context. This also explains
the fact that German law does not clearly distinguish between payments that have been
detrimental to the company itself (such as withdrawals of capital) and payments that have only
been detrimental to certain creditors (preferences). When the company is over-indebted or
illiquid, directors should request insolvency and should stop all payments, unless a payment is
consistent with the due care of a prudent businessperson.
The liability of directors under § 64 GmbHG is in the first place an ‘Innenhaftung’ (internal
liability) towards the company, which can, in bankruptcy, be claimed by the bankruptcy
administrator. At the same time §§ 15a InsO and 64 GmbHG can be seen as a rules that protect
creditors.1339 Although those rules do not directly give standing to creditors to sue, acting against
these rules can be unlawful towards creditors based on § 823 BGB.1340 Old creditors can, if the
damage is under the applicable circumstances for whatever reason not compensated by a claim
of the bankruptcy administrator, claim so called ‘Quotenschaden’; new creditors can claim the
full amount of their claim, as far as the claim remains unpaid.1341

1336

Translation: Where a legal person becomes illiquid or over -indebted, the members of the board of
directors or the liquidators shall file a request for the opening of proceedi ngs without culpable delay,
at the latest, however, three weeks after the commenc ement of insolvency or over -indebtedness.
Translation by: https://www.gesetze-im-internet.de/englisch_inso/englisch_inso.html , last visited on
11 February 2019.
1337 It should be noted that this three week grace period does not apply to liability of directors under §
64 GmbHG.
1338 Brinkmann, 2018, pp. 94 –95
1339 Ziemons and Jaeger, 2014, sec. 64 GmbHG ; Müller and Axhausen, 2009, p. 296 ; Andres, Dahl an d
Leithaus, 2014, sec. 15a InsO nr 1 ; Nerlich, Römermann and Abeltshause r, 2017, secs 15a InsO nr 3 –4;
1340 This is the general basis for tort liability:
“§ 823 Schadensersatzpflicht
(1) Wer vorsätzlich oder fahrlässig das Leben, den Körper, die Gesundheit, die Freiheit , das Eigentum
oder ein sonstiges Recht eines anderen wide rrechtlich verletzt, ist dem anderen zum Ersatz des daraus
entstehenden Schadens verpflichtet.
(2) Die gleiche Verpflichtung trifft denjenigen, welcher gegen ein den Schutz eines anderen
bezweckendes Gesetz verstößt. Ist nach dem Inhalt des Gesetzes ein Ve rstoß gegen dieses auch ohne
Verschulden möglich, so tritt die Ersatzpflicht nur im Falle des Verschuldens ein.”
See further Weiß, 2016, pp. 127 –128; 143; Andres, Dahl and Leithaus, 2014, sec. 15a InsO nr 1 .
1341 Weiß, 2016, pp. 127 –132; see extensively Müller and Axhausen, 2009, p. 296 .
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Of key importance are of course the definitions of illiquidity (Zahlungsunfähigkeit) and overindebtedness (Überschuldung). These are defined in the InsO:
§ 17 (2) InsO: “Der Schuldner ist zahlungsunfähig, wenn er nicht in der Lage ist, die fälligen
Zahlungspflichten zu erfüllen. Zahlungsunfähigkeit ist in der Regel anzunehmen, wenn der
Schuldner seine Zahlungen eingestellt hat.”1342
§ 19 (2) InsO: “Überschuldung liegt vor, wenn das Vermögen des Schuldners die
bestehenden Verbindlichkeiten nicht mehr deckt, es sei denn, die Fortführung des
Unternehmens ist nach den Umständen überwiegend wahrscheinlich. (…)”1343
Illiquidity exists when the debtor is not able to fulfill due payments, over-indebtedness is a
balance sheet test and exists when total debts outreach total assets. Important to note is that
over-indebtedness exists in such a case unless the continuity of the business is, given the
circumstances, predominantly likely. Therefore, a company that is balance sheet insolvent but
does generate a good cash flow and has a reasonably positive outlook for the future does not
qualify as ‘over-indebted’ in the sense of § 19 (2) InsO.1344 Illiquidity is, by far, the most
important ground for insolvency requests in practice. Only a small percentage of the insolvency
requests for GmbH’s is exclusively based on over-indebtedness.1345
The liability of a director for payments made when the company is over-indebted or illiquid is
highly relevant in the context of payments on guaranteed loans. As extensively discussed, insider
guarantees, particularly those given by shareholders, can incentivize preferential payments,
particularly in the twilight zone before insolvency. § 64 GmbHG works as an effective but
indiscriminate instrument in this context: the director is liable for any payment (in as far as not
consistent with the due care of a prudent business person), not just for payments that benefit
insiders. In fact, whether such a payment benefits an insider is in the context of the first two
sentences of § 64 GmbHG cited above not directly relevant.
Particularly important in the context of payments on guaranteed loans in the twilight zone is
however the additional liability of directors for payments to shareholders as laid down in the
third sentence of § 64 GmbHG:
“ (…) Die gleiche Verpflichtung trifft die Geschäftsführer für Zahlungen an Gesellschafter, soweit
diese zur Zahlungsunfähigkeit der Gesellschaft führen mussten, es sei denn, dies war auch bei
Beachtung der in Satz 2 bezeichneten Sorgfalt nicht erkennbar.(…)”1346

1342

Translation: “The debtor shall be deemed illiquid if he is unable to meet his mature obligations to
pay. Insolvency shall be presumed as a rule if the debtor has stopped payments .” translation by:
https://www.gesetze -im-internet.de/englisch_inso/ englisch_inso.html#p0114 , last visited on 1 April
2018.
1343 Translation: “Over-indebtedness shall exist if the debtor's assets n o longer cover his existing
obligations to pay, unless it is highly likely, considering the circumstances, that the enterprise wil l
continue
to
exist.(…)”,
translation
by:
https://www.gesetze-iminternet.de/englisch_inso/englisch_inso.html#p0121 , last visited on 1 April 2018.
1344 See extensively on Zahlungsunfähigkeit and Überschuldung: Weiß, 2016, pp. 127–132.
1345 See for som e figures for example Ziemons and Jaeger, 2014, sec. 64 GmbHG .
1346 Translation: “The same obligation shall affect the directors in regard to payments to shareholders if
these led to the company becoming illiquid, unless this was not recognisable whilst observing the due
care
referred
to
in
the
second
sentence. ”,
translation
by:
https://www.gesetze-iminternet.de/englisch_gmbhg/englisch_gmbhg.html#p0416 , last visited on 1 April 2018.
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In other words, if payments to shareholders have led to illiquidity, the director is also liable for
compensation of those payments, unless this was not apparent even with the due care of a
prudent businessperson. This rule, first implemented with the MoMiG in 2008, specifically has
the goal of preventing a plundering of the resources of the company by the shareholders in the
twilight zone before insolvency.1347 It is often seen as the introduction of a solvency test in
German law, and is specifically geared towards transactions such as leveraged buy-outs that
seriously endanger the liquidity position of the company.1348 The rule closely resembles
Existenzvernichtungshaftung (already discussed in paragraph 4.1.1 above), with the difference
that § 64 third sentence GmbHG addresses the director, whereas Existenzvernichtungshaftung
addresses the shareholder.1349 In comparison to the first sentence of § 64 GmbHG, the
prohibition to pay already applies at an earlier point in time, before illiquidity has occurred.
Already when illiquidity is to be expected in the future, payments to shareholders are not
allowed (in as far as not consistent with the due care of a prudent business person).1350
Payments to shareholders are only not allowed when there is a close causal connection between
such payments and the following illiquidity, also without the addition of further causal factors,
and this should have been foreseeable ex ante.1351 The background of the rule in § 64 third
sentence GmbHG is also different from § 64 first sentence GmbHG. Whereas the first is related to
the capital requirements of § 30 GmbHG, the latter is related to § 15a InsO on timely requesting
insolvency.1352
Does this rule apply unabridged to indirect benefits to shareholders, such as in the case in which
the company pays debts, or grants security for debts, guaranteed by a shareholder? The answer
is yes, with some strong reservations. Clear is firstly that indirect benefits to shareholders, such
as the indirect benefit a shareholder receives when his exposure under a guarantee is reduced
when the company pays the guaranteed creditor, can be seen as payments to shareholders in
this context.1353 Clear is also that the granting of security rights or other benefits can be seen as a
payment, as long as such a benefit indeed threatens the liquidity position of the company.1354
There has however been some discussion on the question whether paying a due and payable
debt to the shareholder can, in principle, lead to illiquidity (‘Zählungsunfahigkeit’), or whether
paying such due debts can in itself not lead to illiquidity and thus not be problematic under
sentence 3 of § 64 GmbHG, but can only be problematic under the first two sentences of § 64
GmbHG (payments made after a state of illiquidity or over-indebtedness has started).1355 This
goes back to the definition of illiquidity, which exists when the company cannot pay its due debts
with the available liquidity. Payment of a due debt can in that sense never actually lead to
illiquidity. Rather, if after payment of such a due debt the assessment is made that the company
is illiquid in the sense that it cannot pay its remaining due debts from liquid funds, this situation
must logically already have existed before the payment. Of course, payment of a due debt means
that there is less cash available, which means that it becomes less likely that the afterwards still
1347
1348
1349
1350
1351
1352
1353
1354
1355

Weiß, 2016, p. 182.
Ziemons and Jaeger, 2014, sec. 64 GmbHG .
See further on this comparison Weiß, 2016, p. 174.
Weiß, 2016, pp. 180 –183; 199 ff.
Ziemons and Jaeger, 2014, sec. 64 GmbHG .
Schmidt, 2015, p p. 1152–1153.
Ziemons and Jaeger, 2014, sec. 64 GmbHG .
Ziemons and Jaeger, 2014, sec. 64 GmbHG .
Ziemons and Jaeger, 2014, sec. 64 GmbHG .

269

Chapter 6 – German law on opportunism with the guarantee relationship

existing creditors get paid in full, but the payment in itself cannot have caused illiquidity.1356
Some have however argued that due and payable shareholder claims should not be taken into
account when calculating illiquidity, which would mean that payment of such shareholder claims
could lead to illiquidity.1357 This reasoning is arguably however less applicable to payment of
shareholder-guaranteed debts and is in any case not followed by the BGH.1358
A further small (though highly relevant in practice) reservation that should be made relates to
the safe haven in § 64 GmbHG for transactions that are consistent with the due care of a prudent
businessperson. Payments to third-party creditors that indirectly benefit shareholders are more
likely to qualify as payments consistent with the due care of a prudent businessperson than
direct payments to shareholders. If for example the third-party creditor is a bank, as is often the
case with guaranteed lending, the bank is likely to have bargained for strict credit terms. If that
bank threatens to foreclose on a credit line unless due payments are made immediately, or
unless further security is garnished, it seems prudent to make such payments. The fact that the
shareholder indirectly profits by reduced exposure under the guarantee does not change that
assessment. The idea behind this safe haven, for which the burden of proof lies with the director,
is that it can be necessary in order to keep the company from collapsing completely to make
certain payments, which can also be in the interest of the joint creditors, as a completely
collapsed business may be worth less in a liquidation procedure than a going concern
business.1359 Payments that can fall into this category are especially payments that ensure that
production can be continued, which could include payments that are necessary to keep a line of
financing that ensures production open.1360 However, this safe haven is not a general licence to
directors to continue making payments as ‘normal’ under the pretext of an intended
reorganisation.1361 The safe haven has a narrow scope and if the director wishes to rely on the
safe haven, he or she has to convincingly and conclusively show, based on facts and on a solid
restructuring plan, that such payments were indeed strictly necessary.1362

4.2.4 Lender liability as de facto director
Lenders can be liable towards their debtor (and indirectly towards the creditors of that debtor)
on the basis of § 64 GmbHG when they act as de facto director. Lenders will not quickly qualify
as de facto directors. Decisive is the nature of and extent to which the lender has assumed
management tasks and the extent to which these tasks are significant to the company.1363 The
simple fact that a lender has possibly strong influence over management through a guarantee of
a director or shareholder will not suffice: qualification as de facto director requires actions by
that de facto director with objective external effect, influencing management is not enough.1364
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Weiß, 2016, pp. 178 –179.
See for references Weiß, 2016, pp. 189 –192.
BGH, 9 October 2012 - II ZR 298/11; see also Weiß, 2016, pp. 192 –193.
Ziemons and Jaeger, 2014, sec. 64 GmbHG .
Ziemons and Jaeger, 2014, sec. 64 GmbHG .
Ziemons and Jaeger, 2014, sec . 64 GmbHG.
Ziemons and Jaeger, 2014, sec. 64 GmbHG .
BGH, 21 March 1988 - II ZR 194/87; Ziemons and Jaeger, 2014, sec. 64 GmbHG .
BGH, 21 March 1988 - II ZR 194/87; Ziemons and Jaeger, 2014, sec. 64 GmbHG .
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4.2.5 Specific dynamics in reorganization
Guarantees can play an important role in restructurings in bankruptcy. As discussed in chapter 3
paragraph 3.2.5, the principal debtor may be under pressure because of the guarantee, even in
bankruptcy. Various complicated questions as to voting on and the scope of a reorganization
plan can also arise in this context. German law simply stipulates in § 254 (2) InsO that a
reorganization plan has no influence on rights of the creditor against third parties such as codebtors and sureties:1365
“Die Rechte der Insolvenzgläubiger gegen Mitschuldner und Bürgen des Schuldners sowie
die Rechte dieser Gläubiger an Gegenständen, die nicht zur Insolvenzmasse gehören, oder
aus einer Vormerkung, die sich auf solche Gegenstände bezieht, werden durch den Plan
nicht berührt. Der Schuldner wird jedoch durch den Plan gegenüber dem Mitschuldner, dem
Bürgen oder anderen Rückgriffsberechtigten in gleicher Weise befreit wie gegenüber dem
Gläubiger.“1366
Creditors with rights towards third parties are thus still allowed to enforce their claims, also
when they have lost (part of) their claim because of a restructuring plan and also when those
rights on third parties are strictly accessory to the lost rights.1367 As § 254 (2) InsO also
stipulates, the plan does work against the recourse claim of a co-debtor or surety. In short,
German law forbids third-party release through a restructuring plan.

4.2.6 Summary of German law on covert insider dealing
German law is well-developed in dealing with covert insider dealing through guarantees in the
sense that it has an extensive statutory regime for dealing with insider preferences through
shareholder guarantees, which regime strongly relies on objective factors that are easy and
practical to rely on for the bankruptcy administrator. This regime can be understood as a
refinement of the treatment of (most) shareholder loans as subordinated to other claims in
insolvency proceedings. Given that background of the rules on indirect preferences through
shareholder guarantees, the specific focus on indirect preferences through particularly
shareholder guarantees can be understood, as well as the fact that these rules and their
interpretation by the courts leave the guaranteed creditor as much as possible out of the firing
line. The protection is mostly limited to that specific background. German law leaves a gap in the
protection in three respects: (1) no clear remedy is offered against indirect benefits to insider
guarantors that are not shareholders of the debtor and (2) no specific remedy (other than
general preference law) is offered against creditors that profit from payments on shareholder
guarantees, which is especially problematic when the shareholder does not provide recourse or
when the benefit to the non-insider is much larger than the benefit to the guarantor. Moreover, it
1365

See also Rösler, Mackenthun and Pohl, 2002, p. 832 ; Vallender, 2015, p. 1050
Translation: “The plan shall leave unaffected the rights entitling the insolvency creditors agains t
the debtor's co -obligors and guarantors as well as the rights of such creditors to objects not forming
part of the insolvency estate or deriving from a priority notice co vering such objects. The debtor,
however, shall be discharged by the plan of his co -obligor's, guarantor's or any other redressing party's
claims against himself in the same way as he is discharged of the claims of the insolvency creditors .”
translation by: https://www.gesetze-im-internet.de/englisch_ inso/englisch_inso.html#p1038 , last
visited on 1 April 2018.
1367 See also Giancristofano, 2016, p. 112 .
1366
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should be borne in mind that the reach of transaction avoidance law is limited in two respects:
(1) preference law does not have a strong deterrent effect and (2) wealth transfers can remain
covert, especially in cases where the wealth transfer is not a payment but another fact pattern
that prefers the guaranteed creditor, such as a delayed bankruptcy filing. Because § 135(2) InsO
only applies to a legal act (Rechtshandlung), such covert wealth transfers may escape the
scrutiny of preference law, even though ‘legal act’ can be understood broadly.
Outside preference law, shareholder liability law for insider preferences offers little protection.
Director liability law is however famously strict. Although insider guarantees do not play a
strong role in the assessment of director liability in this context, director liability rules can
generally still prevent such insider preferences by the far-reaching liability rules that directors
are confronted with when having made payments in a situation of de facto insolvency or
illiquidity.

5 Conclusion
The question addressed in this chapter was:
How does German law deal with opportunism with the guarantee relationship in the
context of corporate finance?
After a short introduction of types of guarantees relevant to corporate finance, German law on
opportunism in the internal guarantee relationship has been discussed, most notably
opportunism towards the weak guarantor. The discussion showed that, although the famous
German case law on immorality of suretyship offers extensive protection to certain (particularly
family) sureties, this case law has limited relevance for guarantees in the context of corporate
finance. Shareholders and directors that guarantee corporate debt are not specifically protected.
Spouses (of shareholders or directors) who stand surety themselves do however under certain
circumstances enjoy protection, but spouses of sureties are not offered specific protection. Some
specific areas of law that may offer some protection to the surety have furthermore been
discussed. Of relevance can be consumer credit law, doorstep sales law and unfair terms control.
Generally put, German law offers some, but especially in the context of corporate finance very
limited, protection to weak guarantors.
After discussion of the rules protecting weak parties, the regulation under German law of
opportunism towards outsiders of the guarantee relationship has been analysed extensively.
First, opaque priority structures have been discussed. Notable in this context is firstly the
German statutory group law (Konzernrecht), which effectively deals with some of the problems
associated to guarantees as creating an opaque priority structure. However, application of the
Konzernrecht is limited to AG’s (public companies) controlled by another entity and does not
extend to the more common GmbH (private company). In the context of the GmbH, German law
offers little possibility to challenge opaque priority structures with guarantees as such, but does
offer some possibility to, with the use of tort law in combination with a theory of
undercapitalization, challenge the most offensive priority structures that were undeniably
designed to prejudice creditors. Such a determination is however strongly based on subjective
criteria which will be hard to prove in practice.
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The rules on capital requirements for the GmbH and the rules on director liability do however
limit the use of (full) guarantees within groups somewhat, which arguably diminishes the
problem of opaque priority structures with the use of guarantees.
More specifically, German law does target indirect shareholder loans as generally subordinated
to other claims in insolvency, without any reference to subjective factors, which weakens the
priority structure of a shareholder guarantee somewhat. The protection is however not perfect,
especially not because security for third-party loans guaranteed by shareholders can probably
still be enforced against the debtor. German law is furthermore somewhat unclear on double
proof. Although double proof through guarantees is generally allowed, this may be different in
the case of shareholder guarantees, but the opinion on this is split. Even if the interpretation of
the law should lead to the conclusion that such double proof is not allowed in the context of
shareholder guarantees, some holes exist in the protection. The overall assessment is that
German law has some interesting instruments in dealing with opaque priority structures created
by guarantees, especially specifically related to indirect shareholder loans and double proof of
claims, but the protection remains patchy and the extent of the protection is often unclear and
under discussion in the literature.
Secondly, covert insider dealing under German law has been discussed. German law is welldeveloped in dealing with covert insider dealing through guarantees in the sense that it has an
extensive statutory regime for dealing with insider preferences through shareholder guarantees,
which regime strongly relies on objective factors that are easy and practical to rely on for the
bankruptcy administrator. The protection is however not perfect. German law leaves a gap in
three respects: (1) no clear remedy is offered against indirect benefits to insider guarantors that
are not shareholders of the debtor and (2) no specific remedy (other than general preference
law) is offered against creditors that profit from payments on shareholder guarantees, which is
especially problematic when the shareholder does not provide recourse or when the benefit to
the non-insider is much larger than the benefit to the guarantor. Outside preference law,
shareholder liability law for insider preferences offers little protection. Director liability law is
however famously strict. Although insider guarantees do not play a strong role in the
assessment of director liability in this context, director liability rules can generally still prevent
such insider preferences by the far-reaching liability rules that directors are confronted with
when having made payments in a situation of de facto insolvency or illiquidity.
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CHAPTER 7
Comparison & synthesis
1 Introduction
The debate on personal security rights in especially Europe in the last decades has had a rather
narrow focus. On the one side distributional concerns on the effects of guarantees on weak
guarantors have been brought forward in the literature and have in many legal systems been
addressed by legislation or case law protecting the weak guarantor.1368 On the other side the
importance of the economic function of the guarantee relationship in the lending industry and
thus the assumed efficiency of the relationship has often been stressed. This thesis aims to
fundamentally change the debate. By casting a wider net and having thoroughly reviewed both
the efficient1369 and the opportunistic1370 uses of the guarantee relationship in the context of
corporate finance, a much more refined picture of the dynamics involved in and created by the
guarantee relationship is painted. To do this, an economic approach is used, as explained and
defended in chapter 1.
As the analysis in chapter 2 has shown, guarantees can, in the context of corporate finance,
certainly perform efficient functions, but only under certain circumstances. The analysis in
chapter 3 has shown that guarantees can be used by creditor, debtor and guarantor together to
externalize costs towards outsiders. The externalities discussed in chapter 3 should be
regulated, ideally without prejudice to the efficient functions as identified in chapter 2.
The economic analysis was followed by an analysis of Dutch, US and German law on the
economic issues identified. The approach taken in this comparison was explained and defended
in chapter 1 and can be labeled comparative law and economics. Simply put, economics have
been used to identify a set of problems after which the approaches to these problems under
Dutch, US and German law have been described. This chapter follows on by comparing those
approaches in light of the economic analysis. The analysis of Dutch (chapter 4), US (chapter 5)
and German (chapter 6) law has shown various regulatory responses. This chapter compares
those regulatory responses and, using the economic analysis of chapters 2 and 3, discusses
which responses are optimal. The question answered in this chapter is the main question of this
thesis:
How should opportunistic use of the guarantee relationship in the context of corporate
finance be regulated?
The analysis of the responses is not necessarily limited to responses currently in place in one of
the legal systems discussed. In designing the optimal technique the analysis often goes further
than the approaches in place in either of the systems discussed, with the ideal in mind that
externalities should be regulated, in as far as possible without prejudice to the efficient
functions. As no comprehensive analysis of both the problems identified in chapter 3 and the

1368
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See extensively chapter 3, paragraph 2.
See chapter 2
See chapter 3
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optimal techniques to address those problems exists yet, this analysis breaks new ground at
various points.
The chapter starts, in paragraph 2 below, by summarizing the beneficial economic function of
guarantees as discussed in chapter 2, which function should be guarded. After that the focus will
shift to possible opportunistic use of guarantees and the regulation of such opportunism.
Opportunism towards insiders of the guarantee relationship is shortly analyzed and the
regulatory approaches to such opportunism are discussed, compared and evaluated in
paragraph 3. This will be followed by a discussion, comparison and evaluation of regulatory
approaches to opportunism towards outsiders of the guarantee relationship. This discussion
starts with opportunistically setting up an opaque priority structure using guarantees
(paragraph 4). Opportunistic behavior that is, in turn, incentivized by guarantees that are
already in place and the regulation of such opportunism are discussed in paragraph 5.
As the analysis will show, all three legal systems (Dutch, German and US law) could, though on
different points and to a different extent, do with substantial amendments in order to curb
opportunistic use of guarantees. Often, such amendments can be made whilst preserving the
core efficient functions of the guarantee relationship in corporate finance.

2 The beneficial function of guarantees in corporate
finance
As discussed in the introduction to this chapter, the debate on personal security rights has had a
narrow focus on, on the one side, distributional concerns towards weak guarantors, whilst, on
the other side, the importance of the economic function of the guarantee relationship has often
been stressed. What is the economic function of the guarantee relationship in corporate finance?
Chapter 2 answered this question. One may easily assume the function is to grant the guaranteed
creditor more security, but that in itself does not explain why parties would use the guarantee
relationship. The risk of the guaranteed creditor does not disappear but is (partly) shifted to the
guarantor. If the guarantor would somehow be a more efficient risk-bearer or more efficient
monitor, the relationship could make sense from an efficiency perspective. The analysis in
chapter 2 has however shown that guarantees in corporate finance typically do not perform
these functions well. Risk is often shifted to inferior risk-bearers and inferior monitors, whereas
the guaranteed creditors are often expert risk-bearers and expert monitors.1371 From this
perspective, such guarantees are often inefficient, which inefficiencies are possibly offset by
other efficient functions.
As an alternative explanation it has been brought forward that guarantees may be used to signal
credit quality towards the guarantor. The evidence on this function is however not clear. If it can
perform this function, the guarantor would preferably have to be a sophisticated, unrelated
party, which is often not the case in the context of corporate finance.1372

1371
1372

See on risk-bearing chapter 2 paragraph 5 and on monitoring chapter 2 paragraph 4
See extensively on signaling chapter 2 paragraph 2
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The most convincing economic function of the insider guarantee is to reduce moral hazard in
relation to the lender.1373 Although the relevance of the classic problems of overinvestment and
underinvestment is somewhat questionable, the danger exists that the debtor will misbehave in
times of distress by shifting assets away to related parties. Such behavior can shortly be
described as asset shifting or asset stripping. The insider guarantee relationship can fix this
problem as far as the guaranteed lender is concerned, by infusing the insiders with the interests
of the guaranteed lender. In other words, the guarantee will make sure or will at least increase
the likelihood that the guarantor (and often indirectly also the closely related debtor) will act in
the interest of the guaranteed creditor.1374
The analysis in chapter 2 of the economic function of the guarantee relationship in corporate
finance has in short shown that the guarantee relationship can indeed often lead to efficiency
gains. However, those gains can usually not be ascribed to the relatively uncontroversial
functions of specialization in risk bearing, specialization in monitoring or signaling credit
quality. Instead, the guarantee relationship in corporate finance often leads to efficiency gains by
influencing the behavior of guarantor and debtor, more specifically reducing moral hazard
created by limited liability towards the lender. This function deserves close scrutiny, as changing
the behavior of debtor and guarantor is likely to have effect on outsiders to the guarantee
relationship.

3 Opportunism towards parties inside the guarantee
relationship
Whereas chapter 2 discussed the possibly beneficial functions of the guarantee relationship,
chapter 3 shifted the focus to possible opportunistic use of guarantees, first by discussing
opportunistic use towards insiders to the guarantee relationship.1375 This paragraph will start by
shortly summarizing the problems with such opportunistic towards insiders. After that, a
comparison of the regulatory approaches to such opportunistic use will be made (paragraph 3.2
below) and an advice on the preferred approach will be given (paragraph 3.3 below). As the
analysis will show, none of the systems discussed offers appropriate protection to guarantors in
the field of corporate finance. Such protection does (to different extents) exist for guarantees in
a family- or consumer context, but is mostly lacking in the context of corporate finance, in which
context business owners often guarantee business debts. The analysis will show that protection
of the guarantor is also warranted in that field in order to ensure a healthy business climate and
that such protection can be effected without much prejudice to the core efficient functions of the
guarantee relationship. In that sense, the analysis here brings new insights to the debate and
offers substantial and extensive proposals for change in (at least) all three legal systems
discussed.
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See chapter 2, paragraph 3 for an explanation of moral hazard
See extensively chapter 2 paragraph 3
See chapter 3, paragraph 2
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3.1 The problems with opportunism towards parties inside the
guarantee relationship
Chapter 3, paragraph 2, discussed that the guarantee relationship can be used to act
opportunistically towards parties within the guarantee relationship, most notably the guarantor.
Opportunism towards the debtor can also occur, but generally seems less of a problem.1376 While
there has been a focus in the literature on the protection of weak sureties such as family
members of the debtor, the cost of opportunistic use of guarantees towards weak guarantors in
the context of corporate finance (often shareholders or directors) has mostly been overlooked.
Opportunism towards a weak guarantor is distributionally suspect, also in the context of
corporate finance. Through guarantees, business owners and directors can become liable for
large debts that they may not have been able to take in their own name and the risks of which
they may not have been able to oversee, for example because of over-optimism. Business owners
may often also have little other choice than to guarantee loans to their company if they want to
be eligible for financing.
Opportunism towards a weak guarantor is not only distributionally suspect, but also creates
inefficiencies that should be addressed, the most important of which are overoptimism of
guarantors closely involved in the business for which they guarantee debts at the moment of
signing the guarantee and under circumstances overly cautious behavior of guarantor and
debtor because the guarantor risks losing personal assets. Moreover, if a guarantee pushes a
guarantor into bankruptcy, society at large incurs serious costs, which should be avoided if
possible.

3.2 The approaches of US, German and Dutch law to
opportunism inside the guarantee relationship
US law hardly protects weak sureties specifically. General US contract law and the Statute of
Fraud give some, but very limited protection to weak sureties.1377 The protection of
(subcategories of) consumer sureties is however rather extensive in both German and Dutch
law, though the approaches vary. The famous German case law on immorality of suretyship
offers extensive protection to certain consumer sureties. The protection is both procedural and
substantive, though the substantive protection offered by German law is mostly restricted to
cases in which there is a close relationship, more specifically an emotional relationship or
economic dependence between debtor and guarantor.1378 Dutch law takes a broader but more
formal approach, stipulating inter alia information duties and other formal requirements for
consumer suretyship, whilst hardly policing the content of the suretyship.1379
German, Dutch and US law offer very limited protection to sureties in the context of corporate
finance. US law needs little discussion on this point, as it hardly protects weak sureties in the
first place. Both in German and Dutch law some rules on consumer suretyship can in principle
1376
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extend to shareholders or directors that stand surety for corporate debts, but do so only in a
very limited number of cases. Under Dutch law a surety falls outside the realm of consumer
protection if he or she is both director and (alone or together with the other directors) holds the
majority of shares of the debtor, and the suretyship is on behalf of the normal operation of the
business. This excludes many suretyships by shareholders and directors in corporate finance
from consumer protection.1380 The German case law on immorality of suretyship does generally
not apply to suretyship in the context of corporate finance.1381 Some other consumer protection
mechanisms can in principle extend to suretyship in the corporate finance context, for example
unfair terms control, doorstep sales law and the written form requirement, though there are
exceptions. In short, the protection against opportunistic use of guarantees in relation to a weak
guarantor in the context of corporate finance is very limited in all three systems.

3.3 Conclusions on the optimal approach to opportunism inside
the guarantee relationship
It would be advisable for all systems to offer substantive protection, policing guarantees by
natural persons in which there is a gross disproportionality between the financial means of the
guarantor and the obligation incurred. Substantive protection would mean that the guarantor is
not just protected with formal requirements such as information duties, but is granted an
avoidance or nullification action if the guarantee is substantively unfair because of gross
disproportionality between the means of the guarantor and the obligation incurred. A cue could
be taken from German law in this context, at least in as far as the test itself is concerned. 1382
However, unlike under German law, a gross disproportionality test should particularly also
apply in the context of corporate finance, in which manager-shareholders often
overoptimistically guarantee corporate debts of their company. This test should only apply to
guarantors that are natural persons. The efficient function of guarantees as reducing
opportunistic behaviour of the guarantor towards the creditor should not be undermined.
Guarantees do not need to outweigh the financial means of a guarantor in order to align the
incentives of guarantor and creditor, which is the main economic function of such guarantees. It
is therefore unlikely that the cost of credit will be driven up or the supply of credit reduced by
policing such guarantees on the substance. As natural persons often place a high value on their
own assets (the endowment effect), the risk of losing some will usually already suffice to align
incentives. A rule limiting the use of disproportionate guarantees should therefore include the
power of a court to substantially reduce the amount of the guarantee, without fully annulling it.
The interests of the creditor would hardly be prejudiced. This also economizes on the serious
costs of personal insolvency proceedings of the overindebted guarantor involved. Insolvency of a
corporate debtor should wipe out the equity stake, not the equity holder itself.
A concern could be that applying a test as described above leads to an increased cost of credit
and less available credit. Even if this would indeed be the case, this would particularly apply to
family sureties and much less so to guarantees in the context of corporate finance, as the main
aim and function of the latter is to reduce moral hazard (particularly asset stripping) and to a
1380
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much lesser extent actual recourse if the debtor does fail (and to the extent this would be the
function, this is generally an inefficient by-product1383). In the case of family sureties, the chance
that these are extended to provide actual recourse is much more likely. In that sense, there is
(possibly counterintuitively) a much stronger economic case for policing sureties for business
debts than for policing family sureties.
In addition to such substantive protection that protects guarantors against overburdening
guarantees, formal techniques of protection should be implemented to make sure guarantors
and their spouses are properly informed when deciding to issue a guarantee. Making sure the
guarantor and his or her spouse have a proper understanding of the risks involved in
guaranteeing business debts can somewhat address the inefficiencies related to overoptimism
and is also likely to prevent at least some excessive guarantees, without generally prejudicing
the efficient function of guarantees as preventing asset shifting.
Dutch law features a duty of the creditor to inform the guarantor of the risks involved and
features the requirement that the spouse has to sign the guarantee for the guarantee to be valid,
but this information duty does not apply to most guarantees that are given for corporate debts of
a business in which the guarantor is strongly involved. The same applies to requirement of a
signature by the spouse.1384 That is unfortunate, as especially these guarantees are often for very
large sums and especially regarding these guarantees the guarantor is likely to be overoptimistic
about the business he or she is involved in. Such an information duty should thus particularly
apply to all guarantees issued by natural persons.
Moreover, other than under Dutch law,1385 the duty to inform should extend to the spouse of the
guarantor as well, as the spouse also runs serious risks and the spouse may also be able to
provide a more detached perspective and thus a possible balance to overoptimism. The
information duty can only have the desired effect if the consumer is able to use the information
rationally. In the context of business finance, the person directly involved in the business is
likely to be less able to assess such information in a rational and detached manner, whereas his
or her spouse will likely have more distance and thus a better starting point for reliably
processing information on the risks and acting upon it. One may assume spouses to talk to each
other and inform each other before making important decisions such as guaranteeing large
business debts, but it should be kept in mind that the spouse involved in the business will not
pass on the information as such, but his or her own (often overoptimistic) interpretation of the
information. A direct information duty towards the spouse would therefore promote efficient
decision-making.
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4 Opportunism towards parties outside the guarantee
relationship: (1) opaque priority structures
Two categories of opportunistic use of guarantees towards outsiders have been identified in
chapter 3, paragraph 3: opaque priority structures1386 and covert insider dealing1387.1388 These
two categories of opportunistic use can be distinguished as follows. When guarantees are used
in setting up an opaque priority structure, the opportunistic behavior essentially occurs on the
moment that the guarantee is issued. With a combination of incorporating and piercing the
shield that incorporation creates with a guarantee, the guaranteed creditor can opportunistically
profit from this often opaque structure in relation to other creditors of the debtor and guarantor.
This category of opportunistic behavior will be discussed in this paragraph. Paragraph 5 below
in turn deals with the category of covert insider dealing through guarantees, which comprises
opportunistic behavior that occurs after the guarantee is concluded, but which is incentivized by
the guarantee.
After shortly reiterating the problems with opaque priority structures (paragraph 4.1 below),
the regulatory approaches to opaque priority structures under Dutch, German and US law will
be compared (paragraph 4.2 below) and the optimal approach will be identified (paragraph 4.3
below). As the analysis will show, all three systems could do with amendments in order to curb
opportunistic opaque priority structures. This can be effected without prejudice to the core
economic functions of the guarantee relationship in corporate finance.

4.1 The problems with opaque priority strucutres
Chapter 3, paragraph 3 identified the ways in which guarantees can be used opportunistically
towards parties outside the guarantee relationship. One category of such opportunistic use is the
creation of opaque priority structures.1389 Parties can create an opaque priority structure by
combining incorporation with a guarantee by the shareholder(s) to certain creditors. Thus, a
selectively pierced limited liability shield is created. This situation is very common in practice.
Such a structure is often used in small-business finance, in which the business owner often
guarantees certain corporate debts towards a major creditor such as a bank. A selectively
pierced limited liability shield can also often be found within corporate groups, in which group
companies guarantee each other’s debts (or even all the group debts) towards a major lender,
often a bank.
The structural seniority that the guaranteed creditor receives through a combination of
incorporation and a piercing guarantee can be dissected in various elements.1390 The first
element comprises the fact that the guaranteed creditor has a choice whom to claim from,
whereas other creditors do not. The second element is that the guaranteed creditor can also
choose not to choose, but to first claim the full amount from one (co-)debtor or guarantor and
consequently claim a possible deficiency from another (deficiency double proof). The third
1386
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element is that the creditor, depending on the rules applicable, may even submit full claims to
both guarantor and debtor (strong form double proof), possibly leading to an enormous increase
in pay out.1391
In chapter 3, paragraph 3.1.2 the justification for a selectively pierced limited liability shield was
discussed by using the literature on the justification for limited liability. The discussion
concluded that using guarantees to create a selective limited liability structure is highly
problematic from an economic perspective. Incorporation combined with a guarantee that
pierces the limited liability shield (or entity shield) that incorporation creates is hard to justify
theoretically from the policy arguments that support limited liability. In fact a piercing
guarantee makes the justification of upholding the principle of limited liability much harder to
maintain in such a case.
The guarantee relationship can also be approached from the viewpoint of the literature on the
efficiency of security rights, as the guarantee gives the guaranteed creditor priority over nonguaranteed creditors that can only reach one asset pool.1392 This priority position can, as has
been extensively discussed, not be justified with reference to arguments brought forward in the
debate on the justification of real security rights. Not only has the priority that real security
rights grant never been convincingly justified in the literature, the priority a guarantee grants is
also often more covert and thereby more misleading and deceptive, making the case for the
priority that a guarantee grants much weaker than the case for the priority of real security
rights.
Moreover, chapter 3, paragraph 3.1.4 discussed the specific inefficient effects of double proof.
Double proof occurs when a creditor is able to make more than one claim in relation to a single
debt. If a bank for example extends a total of 90 credit to 10 group companies, which all
guarantee the full amount, the bank thus has a claim of 90 on each. The strongest version of
double proofing would mean that, in case of a group insolvency, the bank can claim 90 in each
insolvency, disregarding any payments the bank receives on the debt after the date of
bankruptcy filing. A weaker version can also be conceptualized, referred to here as ‘deficiency
double proof’, in which the bank is only allowed to submit its deficiency claim in each insolvency.
Double proof would then still occur, as the bank would in total submit an amount in all
insolvencies together of far more than 90, though the bank only extended 90 credit. No economic
(or other) justification exists for strong-form double proof, other than the rather weak defence
that it may seem simpler to apply. Whether deficiency double proof should be allowed depends
on the correlation of the fate of the guarantor and the debtor. When this correlation is high,
which for example is often the case within corporate groups, allowing deficiency double proof
leads to inefficient behaviour.
From yet another perspective, guarantees in corporate finance can be deemed inefficient in as
far as shareholder loans are inefficient. Chapter 3, paragraph 3.1.5 explained that guarantees by
shareholders for corporate debts are often functionally equivalent to direct shareholder loans.
Although the debate on the efficiency of shareholder loans has not been reproduced in chapter 3
to its full extent, it can at a minimum be stated that such loans (or: equal ranking of such loans)
are suspicious from an efficiency perspective and thus deserve close scrutiny. As chapter 3
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explained, shareholder guarantees, which are omnipresent in corporate finance, deserve the
same close scrutiny as functionally equivalent shareholder loans.
These inefficient effects of guarantees should be addressed, whilst as much as possible guarding
the efficient function of the guarantee, which can in this context be summarized as protection
against asset stripping.

4.2 The approaches of US, German and Dutch law to opaque
priority strucutres
Chapters 4 (Dutch law), 5 (German law) and 6 (US law) have shown that there are roughly four
regulatory approaches by which a legal system could address the inefficiencies created by
pierced limited liability structures as such: (1) not upholding limited liability (‘tearing down the
walls’), (2) avoiding the piercing guarantees (‘reinstating the walls’), (3) subordinating loans
guaranteed by shareholders (somewhat reinforcing the walls, though only to protect the
patrimony of the debtor) and (4) disallowing double proof (again, somewhat reinforcing the
walls). These approaches are discussed and evaluated one by one, after which an overall
conclusion on the most desirable approach will be given.

4.2.1 Annulling limited liability (‘tearing down the walls’)
Paragraph 4.1 above summarized the problems with opaque priority structures using
guarantees. Within a corporate group or corporation-shareholder relationship, the effects of
such a structure can be undone by annulling the limited liability walls between guarantor and
debtor. This does not address the guarantee relationship directly, but annuls the partition that
the guarantee relationship pierces. Annulling limited liability between guarantor and
shareholder combines the patrimonies of guarantor and debtor, thus making the guarantee
obsolete. The creditor is, after limited liability is annulled, left with one claim on one patrimony.
This has much further reaching effects than just protecting creditors of the guarantor and debtor
against adverse effects of the guarantee. On the upside the creditors of guarantor and debtor are
also protected against adverse effects of the asset partitioning that limited liability has created.
On the downside however this is likely to also have negative effects on at least some of the
individual creditors, even though the creditors as a group benefit because the adverse effects of
the guarantee are undone. To which extent do Dutch, German and US law take this approach of
annulling limited liability in case piercing guarantees are in place?
Dutch law does not clearly consider the guarantee by a shareholder a relevant factor in
shareholder liability cases.1393 In that sense, Dutch law has little attention to the opaque priority
structure that the guarantee and incorporation together can create.
German law is famous for its highly regulated and extensively codified approach of corporate
groups in the Konzernrecht.1394 The rules of the Konzernrecht essentially mean the corporate veil
is pierced extensively, which, if the rules are applicable, effectively neutralizes the opaque
1393
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priority structure that a guarantee to a single creditor can create. The German statutory
Konzernrecht can, again if applicable, thus be effective in addressing the problems identified
with opaque priority structures with guarantees. However, the Konzernrecht only applies to
cases in which an Aktiengesellschaft (AG, the German type of a publicly owned corporation) is
the controlled company. The rules do not apply to the far more common private company
(GmbH). In the case of GmbHs, the rules on direct veil-piercing (Durchgriffshaftung) or on
shareholder tort liability for undercapitalization could be relied on, but such cases are very rare
and German (case) law and commentaries on German law do not clearly mention the use of
guarantees as a directly relevant factor that has substantial weight in this context.
US law deals more effectively with opaque priority structures with guarantees.1395 US law on
veil-piercing is fact-oriented and hard to capture in generalizations, but it can comfortably be
stated that guarantees by shareholders have often been treated as a relevant factor in veilpiercing cases. The existence of such guarantees is by itself certainly not enough to support a
case, but the recognition as a relevant factor is well-established.
In short, only US law seems to treat guarantees by shareholders as a relevant factor in
shareholder liability cases, and thus has some attention to the opaque priority structures that
guarantees can help create. Other systems should follow this approach, ideally approaching
guarantees by shareholders with even more suspicion than US law does, by anchoring the
presence of shareholder guarantees to certain creditors as a relevant circumstance in
shareholder liability cases.

4.2.2 Avoiding the piercing guarantees (‘enforcing the walls’)
Instead of tearing down the limited liability walls, the walls can also be enforced by allowing
avoidance actions against guarantees that pierce the walls, thus also addressing the problems
associated to opaque priority structures with guarantees somewhat. The setting would be that
the bankruptcy administrator of a guarantor tries to avoid the guarantee in order to escape
liability under the guarantee which would in turn reduce the amount of debts in the bankrupt
estate of the guarantor. Although this addresses, like tearing down the limited liability walls, the
problems to opaque priority structures, it does so from a different perspective and with different
effects. If we look at the corporate group context, avoiding a guarantee would leave the
partitions within the group intact, but undoes the benefit the guarantee gives the guaranteed
creditor by annulling the guarantee liability, leaving the creditor with a claim on the principal
debtor (and possibly other guarantors). This thus protects the creditors of the guarantor from
the adverse effects of the guarantee, but not from the adverse effects of partitioning in the first
place. It also does not protect the creditors of the principal debtor. To the opposite, the pressure
on the patrimony of the principal debtor is arguably increased (though not formally) because the
creditor does no longer have the patrimony of the guarantor as an alternative source of
collection. To which extent do Dutch, German and US law take this approach?
US law offers comparatively extensive possibilities to annul the guarantee itself by invoking
fraudulent transfer law.1396 The look-back period of federal fraudulent transfer law is two years
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and up to four years under the law of some states. Two important requirements for invoking
fraudulent transfer law are whether the debtor was insolvent at the time the transfer was made
(here the moment the guarantee was issued) and whether the transfer was against reasonably
equivalent value.
A first complexity that courts struggle with is how to count the guarantee in the context of the
insolvency test: does the guarantee count for the full liability on the balance sheet, or are the
possible recourse or subrogation claims or the probability that the guarantee is invoked
discounted? The last approach seems to be the most used and is also the most appropriate, as
recourse and subrogation claims on related parties (group companies or a shareholder) often
prove to be illusory. However, the insolvency test does not seem suitable for issuing guarantees
in the first place, as a guarantee is only a contingent liability. The test should rather be whether
insolvency at the moment the guarantee would be triggered was foreseeable.
The complexity with the reasonably equivalent value test is that guarantees are often granted
without direct consideration. In the corporate context courts often make a distinction between
downstream guarantees (parent guarantees debts of subsidiary) on the one side and upstream
(subsidiary guarantees debts of parent) and cross-stream (subsidiary guarantees debts of
another subsidiary of parent) guarantees on the other side. Downstream guarantees are often
regarded as for reasonably equivalent value, because the parent is assumed to profit from the
guarantee through share-ownership. With upstream and cross-stream guarantees such an
assumption is generally not made and courts are likely to investigate to which extent the
guarantee has given the guarantor indirect benefits, which benefits have to be somewhat
tangible to qualify as such.
Under Dutch law it is much harder to avoid the guarantee itself.1397 The guarantee can be
avoided by the bankruptcy administrator1398 by invoking transaction avoidance law (pauliana),
but the administrator would (amongst other requirements) have to show that both the
guarantor and the creditor receiving the guarantee should have reasonably foreseen bankruptcy
and a shortage in bankruptcy at the moment the guarantee was issued. This largely subjective
test with a burden of proof on the bankruptcy administrator is hard to pass. In the year before
bankruptcy a rebuttable evidentiary presumption may apply, but due to technical difficulties as
discussed in chapter 4, it is unclear to which extent this applies to common types of guarantees.
One of the grounds on which this evidentiary presumption could apply, is if the value of the
promised performance on the side of the debtor substantially exceeds that on the side of the
creditor, which tests presents the same difficulties as discussed above under the discussion of US
law on the somewhat comparable ‘reasonably equivalent value’-test (though Dutch law is less
developed on this point).
Under German law, guarantees themselves cannot easily be avoided or declared void, but both
the rules on capital requirements and the rules on director liability do limit the use of
guarantees within corporate groups. The law is somewhat unsettled on these issues, but in
practice directors are certainly concerned about director liability in this context, which
incentivizes directors to not conclude too extensive guarantees in name of the GmbH. Thus, the
problem of opaque priority structures is somewhat addressed.
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4.2.3 Limiting double proof
Yet another technique to somewhat address the problems associated with opaque priority
structures with guarantees is to limit the double proofing of claims through guarantees. Double
proof occurs when a creditor is able to make more than one claim in relation to a single debt.
This mechanism can, dependent on the legal rules, occur in two different degrees of strength.
The strong version is when the creditor is allowed to submit the full claim time and time again
against bankrupt co-debtors, without regard to pay-out in either of the bankruptcy cases. The
weaker form is when the creditor can only recycle the deficiency claim in each proceeding. By
limiting double proof, the benefit that the guaranteed creditor receives from the guarantee can
be limited, thus addressing the problems associated to opaque priority structures with
guarantee, which can be done without prejudice to the core efficient function of the guarantee
relationship in corporate finance (reducing moral hazard) by leaving the security function of the
guarantee in place.
In both German and Dutch law the statutory law clearly allows strong form double proof.1399
German law however disallows, to some extent, double proof in one important other category:
shareholder guarantees. A creditor with shareholder guarantees should first pursue the
shareholder according to the rule laid down in § 44a InsO. Unclear is thus far however whether a
creditor that receives partial satisfaction from the shareholder can still share in the insolvency
proceedings of the principal debtor on the basis of its full claim, or only on the basis of his
deficiency claim. Most commentaries seem to assert that the creditor can share in the
proceedings on the basis of his full claim, because the goal of § 44a InsO would, in that view, not
entail weakening the position of the third-party creditor, but the law is still somewhat
unclear.1400 Even if the creditor can only share on the basis of a deficiency claim, double proof is
not ruled out completely. In case of various bankrupt co-guarantors, the creditor would still be
allowed to double proof the deficiency claim.
US case law seems to allow strong form double proof as a matter of bankruptcy law, but the
(state) law applicable to the claim itself could restrict the strong-form version of double proof. In
that case, deficiency double proof would still be allowed.

4.2.4 Indirectly and partially Subordinating shareholder-guaranteed
claims
As discussed in chapter 3, paragraph 3.1.5 a guarantee by a shareholder for corporate debts can
often functionally be equated with a direct shareholder loan. As also discussed in chapter 3,
shareholder loans (or: equal ranking of shareholder loans) are suspect from an efficiency
perspective. This paragraph discusses to which extent Dutch, German and US law scrutinize
shareholder loans under the veil of shareholder guarantees.
Also from a more general perspective on the guarantee relationship combined with
incorporation as an opaque priority structure, legal treatment of shareholder loans is relevant.
As discussed in chapter 3, paragraph 3.1 and reiterated above, a limited liability shield
selectively pierced by shareholder guarantees is highly problematic from the perspective of the
1399
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economic justification for both limited liability and real security rights. The priority that such a
structure grants is even stronger when the legal system applicable allows pari-passu ranking of
the claim of the guaranteed creditor in the bankruptcy proceedings of the debtor. Or in other
words, subordinating shareholder guaranteed claims can be seen as a regulatory technique that
somewhat curbs the priority that a guarantee combined with incorporation can create.
No general rule of subordination of direct shareholder loans exists under Dutch law and the
literature and case law are inconclusive, both on the specific circumstances under which
subordination of direct shareholder loans may be warranted and on the legal basis on which
such subordination can be grounded, if at all. It should, from this perspective, not surprise that
Dutch law is underdeveloped on the issue of possible subordination of covert shareholder loans,
such as the often-occurring case of loans by third parties guaranteed by shareholders.1401
German law automatically subordinates most shareholder loans. German law also generally
treats indirect shareholder loans as partially and indirectly subordinated (by requiring the
guaranteed creditor to first try to take recourse to the shareholder-guarantor and subordinating
a recourse claim of the shareholder-guarantor on the corporation), thus weakening, though not
fully, the opaque priority structure that can be created using a combination of incorporation and
a guarantee. Notable is that the rules on subordination of indirect shareholder loans are set up in
such a way that the priority position of the creditor through the guarantee structure is minimally
affected, whereas the position of the shareholder is strongly affected.1402
Under US law, shareholder loans are not automatically subordinated. The doctrine of equitable
subordination can however be used to target specific shareholder loans. For a bankruptcy court
to equitably subordinate a claim of a creditor, the creditor must have behaved inequitably, which
must have injured the other creditors or given the lender an unfair advantage and subordination
of the claim must not be inconsistent with the Bankruptcy Code. An important factor in
establishing inequitable conduct is undercapitalization. Non-insider lenders are however
unlikely to be confronted by subordination because of undercapitalization because non-insider
lenders are generally not required to keep their debtor sufficiently capitalized. Insider lenders
such as directors or shareholders are often confronted with equitable subordination because of
undercapitalization. Guaranteed debts present a special case because of their hybrid character.
Equitable subordination of the claim of the guaranteed creditor is more difficult to achieve than
subordination of a direct shareholder loan. Although the US thus has some sensitivity in
uncovering covert shareholder loans, the rules on equitable subordination of shareholder loans
probably do not have much effect in deterring the opaque priority structure of a limited liability
shield perforated by guarantees. 1403
German law addresses the problems associated with indirect shareholder loans most accurately.
The German approach at the same time leaves the most important function of the guarantee in
the context of corporate finance as identified in chapter 2 (reducing opportunism by the
guarantor) mostly intact by mainly affecting the position of the shareholder and not the position
of the creditor with the rules on subordination. From that perspective the German approach also
has very little downsides. It should however be noted that the German approach, and also the US
approach, have further reaching effects than just subordinating shareholder guaranteed claims.
The direct aim of these rules is of course to address problems associated to shareholder loans in
general, which problems have not been extensively discussed in this book.1404
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4.3 Conclusions on the optimal regulatory approach to opaque
priority structures
The structural seniority that the guaranteed creditor receives by a combination of incorporation
and a piercing guarantee can be dissected in various elements. The first element comprises the
fact that the guaranteed creditor has a choice whom to claim from, whereas other creditors do
not. The second element is that the guaranteed creditor can also choose not to choose, but to
first claim the full amount from one (co-)debtor or guarantor and consequently claim a possible
deficiency from another (deficiency double proof). The third element is that the creditor,
depending on the rules applicable, may even submit full claims to both guarantor and debtor
(strong form double proof).1405
Although indirectly subordinating shareholder-guaranteed claims may be warranted in its own
right from the perspective of the dynamics involved in shareholder loans,1406 it is not an ideal
technique to address inefficient effects associated with opaque priority structures created by a
combination of incorporation and piercing guarantees. The reason for this is that it has a limited
effect on such priority structures. At the level of the debtor such a rule would mean that strong
form double proof is not allowed, but only deficiency double proof is allowed. This protects the
patrimony of the debtor somewhat from the adverse effects of guarantees, but does not protect
the patrimony of the guarantor from the adverse effects. As discussed below, strong form double
proof should in any case not be the rule, and even deficiency double proof should be ruled out.
Therefore, the regulatory technique of subordinating shareholder-guaranteed claims does too
little.
The first step in the regulatory approach should be to rule out strong form double proof
altogether and limit deficiency double proof to cases in which there is no correlation between
the fate of guarantor and debtor.1407 As clearly follows from the economic analysis, strong form
double proof should not be allowed, especially not in cases in which the co-debtors are strongly
intertwined, which is for example usually the case with guarantees in group finance. All systems
should at least restrict double proof in that context and apply a rule of single proof, with an
option to choose who to claim from and for which amount. For unrelated co-debtors or
unrelated debtors and guarantors, strong-form double proof is less harmful but still
unnecessary. Deficiency double proof could be applied in that context.
A rule that would really limit the guaranteed creditor to single proof, would limit the total
amount that the creditor asserts against all co-debtors together. That limit would be the total
amount of the debt. If the creditor has a claim of 90 on one company which is fully guaranteed by
ten group companies and the group is declared bankrupt, the creditor could for example be
limited to asserting a claim of 9 in each bankruptcy proceeding, only sharing pro rata based on
that amount. But the claim of 90 could also be distributed over the other creditors in a different
fashion. If the creditor himself is allowed to choose, the security and opportunism-reducing
function of the guarantee remain essentially intact, but without the adverse effect of double
proof to other creditors of the bankrupt debtors.
Important to note is that such a rule of single proof does not jeopardize the core economic
function (protection against asset shifting and asset stripping) of the guarantee given by a party
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related to the debtor, it just to a large extent (but not fully) eliminates the unnecessary sideeffect of moving value away from other creditors.
The inefficiencies of correlation seeking that Squire describes in the context of group guarantees,
show why both strong-form double proof and deficiency double proof are inefficient when the
correlation Squire refers to is high.1408 Squire suggests that fraudulent transfer law should be
used to attack guarantees in which the correlation was high. If guarantees are attacked as
fraudulent transfers, the focus should indeed principally be on the aforementioned correlation.
However, fraudulent transfer law is not the ideal remedy for various reasons. Firstly it may do
too much by annulling the full guarantee and not just addressing the identified problems of
double proof and deficiency double proof. For that reason courts are also likely to (and should)
only allow avoidance sparingly. Furthermore, the remedy often can only be applied to transfers
in a certain period before bankruptcy. A simpler and less far-reaching solution that both
overcomes the technical difficulties of applying fraudulent transfer law to a guarantee issued
long before bankruptcy and overcomes the problem that fraudulent transfer law does too much,
could be to keep the guarantee in place but disallow both strong form and deficiency double
proof in bankruptcy, in any case when the correlation is high.
Of course, substantive consolidation in bankruptcy (one of the ways of annulling limited liability,
discussed above in paragraph 4.2.1) of the co-debtors would also do away with the problem of
double proof, because this merges the bankrupt estates of the co-debtors into one asset pool.1409
Veil-piercing would also have this effect but to a lesser extent. Both veil-piercing and substantive
consolidation however have much further-reaching effects than just preventing double proof
and may thus not always be warranted, especially not outside the context of closely-knit
corporate groups. A rule of single proof in the context of group finance has, in contrast, very few
side-effects, especially when combined with a choice of the creditor how to allocate the total
claim over the debtors. The security function is left intact, the creditor can still base his riskassessment on the creditworthiness of the group as a whole and does not have to monitor for
asset shifting within group boundaries. Just the ability to squeeze down ordinary creditors by
asserting an artificially high claim is prevented.
If a rule of single proof with a choice for the creditor how to allocate the burden over the codebtors would be used, the creditor would still receive structural seniority, though to a lesser
extent. Chapter 3 paragraph 3.1.3 on the justification of security rights discussed that such
priority can be problematic from an economic perspective, even though security rights are
strongly ingrained in our legal culture. Therefore the advisable approach is to in principle allow
such structural seniority (as long as the problems of deficiency double proof and strong form
double proof are addressed) and only treat such priority with suspicion under aggravating
circumstances, such as bad record-keeping or other deceptive or misleading behavior. In such
cases, an open norm could be applied that allows courts to take either of the following remedies.
A first possibility would be to still allow the guaranteed creditor’s claim, whilst basing the
division of the burden over the debtors not on the choice of the creditor but on the extent to
which each co-debtor actually used the line of credit or benefitted from it. Other possibilities
include annulling the guarantee or annulling limited liability, but these have much widerranging effects that are not always warranted. In determining whether veil-piercing or annulling

1408
1409

See chapter 3, paragraph 3.1.4, with reference to Squire.
See chapter 3, paragraph 3.1.1, with reference to Widen.

288

Insider guarantees in corporate finance

the guarantee is warranted, the existence of the guarantee could and should however play an
important role.

5 Opportunism towards parties outside the guarantee
relationship: (2) covert insider dealing
Two categories of opportunistic use of guarantees towards outsiders have been identified in
chapter 3 paragraph 3: opaque priority structures and covert insider dealing.1410 Paragraph 4
above has summarized and compared the findings on the category of opaque priority structures
in which guarantees play an essential role. In that category of opportunistic behavior, it is the
creation of the structure itself, including the issuing of the guarantee, that can under
circumstances be regarded as opportunistic. When guarantees are used in setting up an opaque
priority structure, the opportunistic behavior essentially occurs on the moment that the
guarantee is issued. With a combination of incorporating and piercing the shield that
incorporation creates with a guarantee, the guaranteed creditor can opportunistically profit
from this often opaque structure in relation to other creditors of the debtor and guarantor. The
paragraph below will in turn discuss the category of covert insider dealing. In this category of
opportunistic behavior the issuing of the guarantee itself is not necessarily opportunistic, but the
behavior incentivized by the guarantee that is already in place is, under circumstances,
opportunistic.
After shortly reiterating the problems with covert insider dealing (paragraph 5.1 below), the
regulatory approaches to covert insider dealing will be compared (paragraph 5.2 below) and the
optimal approach will be identified (paragraph 5.3 below). As the analysis will show, all three
systems could do with amendment in order to curb value-destroying covert insider dealing. Such
amendments can be effected without substantially prejudicing the core economic functions of
guarantees in corporate finance. These findings are not entirely new to all systems discussed:
both German and US law recognize the problem of insider dealing incentivized by guarantees to
a substantial extent, whereas Dutch law hardly does. However, both German and US law are far
from perfect on these points and would need further amendment in order to more effectively
curb opportunistic covert insider dealing with guarantees.

5.1 The problems with covert insider dealing
The most blatant form of creditor opportunism through guarantees is the situation in which the
guaranteed creditor uses his control over the guarantor to make the guarantor influence the
debtor in making value-destroying preferential payments when the debtor is in distress.1411 The
creditor may not even have to actively apply pressure to induce the debtor to make such

1410

A third category, concerning the issues with guarantees in reorganization, has also shortly be en
discussed in chapters 3 -6, but is left out of the discussion in this chapter because the issue is outside
the main aim and focus of this thesis.
1411 See extensively chapter 3, paragraph 3.2.
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payments, because the guarantor will have internalized the interests of the creditor through
liability under the guarantee towards that particular creditor. There will, in other words, be an
incentive for selective payment of the guaranteed creditor.
Not only the incentive for preferential treatment of the guaranteed creditor is created by the
guarantee, at the same time the guarantee covers up the indirect benefit of the guarantor when
such preferential treatment occurs.1412 Many legal systems have detailed rules that should guard
against preferential treatment, especially preferential treatment of insiders. The benefit of an
insider by limiting the exposure under a guarantee is however indirect and more complex. The
debtor makes a payment to a non-insider creditor, from which the insider-guarantor indirectly
profits. Although the insider-guarantor does not receive any direct payment, his exposure under
the guarantee is diminished by the payment from debtor to guaranteed creditor.
Such indirect payments to insiders, which insiders often have an information advantage
compared to other creditors, do not only lead to redistribution of wealth towards stronger
creditors but are often also value-destroying. The guarantee leads exactly to the sort of behavior
that bankruptcy law in general, and specifically preference law, is meant to prevent: early and
value-destroying dismemberment of the company.1413 The control that a lender obtains over the
debtor through an insider guarantee is also much more problematic than the control that
collateral granted by the debtor itself creates, because the control increases especially in the
problematic period before bankruptcy.1414 Payments on insider-guaranteed loans in the twilight
zone should thus be policed strictly.
Preferential treatment can also be much subtler than payment. Chapter 3, paragraph 3.2.2
identified insider guarantees as creating or exacerbating the problems of feeding the lien,
inefficient (early or late) bankruptcy filing and underinvestment. Even if preference law rules
are in principle sensitive to indirect transfers through guarantees, such behavior is often hard to
police with preference law rules because there is often not one clearly identifiable transfer of
property that can be attacked with preference law rules (though dependent on the legal system
applicable). This analysis calls for flexible preference law rules and well-developed fallback
systems that disincentivize such behavior.

5.2 Approaches of US, German and Dutch law to covert insider
dealing through guarantees
Chapters 4 (Dutch law), 5 (German law) and 6 (US law) have shown that there are roughly four
regulatory approaches by which a legal system could address the inefficiencies created by covert
insider dealing through guarantees: (1) allowing easier avoidance of preferential payments from
which an insider as guarantor profited, by allowing recourse to either the insider guarantor, the
creditor or both; (2) allowing easier shareholder liability claims for damage caused by
preferential behavior of the debtor when such behavior has profited the shareholder by limiting
his exposure under a guarantee; (3) allowing easier director liability claims for damage caused
by preferential behavior of the debtor and (4) allowing easier recourse to the guaranteed lender
when the lender has profited from preferential payments that have been incentivized by insider
guarantees. These approaches are discussed and evaluated one by one, after which an overall
conclusion on the most desirable approach will be given.
1412
1413
1414

See extensively chapter 3, paragraph 3.2.1.
See extensively chapter 3, paragraph 3.2.3.
See extensively chapter 3, paragraph 3.2.4.
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5.2.1 Transaction avoidance
Dutch transaction avoidance law deals poorly with indirect preferences. It distinguishes
between avoidance of obligatory and voluntary acts. This distinction is flawed in the sense that it
allows creditors to contract around it by ex ante making sure, using contractual provisions, that
preferences given on the eve of bankruptcy will be qualified as obligatory payments. Avoidance
of obligatory payments is generally very difficult under Dutch law. The circumstance that an
insider such as a manager or shareholder has guaranteed the debt that was paid may arguably
make avoidance of the payment easier, but very unclear is whether this is indeed the case and if
it is, how much easier it makes avoidance of the payment. Most striking is the lack of attention to
this problem in both practice and the literature, especially if compared to Germany, the US and
also the UK. Furthermore, both in case of obligatory and voluntary payments, Dutch law strongly
relies on subjective factors that are often hard to prove. Relevant objective factors such as the
fact that an insider has indirectly profited from a certain transaction hardly play an articulated
role, neither in statutory law nor in case law. Lastly, Dutch transaction avoidance law is very
narrowly focused on ‘legal acts’, which does not encompass all transfers of value and can only be
invoked against the direct counterparty of the legal act, not against a guarantor that indirectly
profits.1415
Both German and US law pay much more attention than Dutch law to the indirect preference
problem. German and US law however each take a fundamentally different approach. German
law approaches the problem entirely and exclusively from the perspective of indirect
shareholder loans, whereas the approach of US law in principle has a much wider scope, though
it allows for many exceptions.1416
German law makes a clear distinction between normal loans and shareholder loans (§ 39(1) nr 5
InsO) and in this context also has attention for and special rules on indirect shareholder loans,
such as loans granted by third parties but guaranteed by shareholders (§ 44a InsO). Payments in
the year before insolvency on such guaranteed loans can much more easily be avoided by the
insolvency administrator in relation to the guarantor (§ 135(2) and § 143(3) InsO) than
payments on normal loans. Security rights granted by the principal debtor to the guaranteed
creditor cannot easily be avoided, but the bankruptcy administrator can have recourse to the
surety (up to the amount of the guarantee) when the creditor enforces his security rights against
the principal debtor.1417 German law thus protects the creditor, but not the guarantor.
In case of avoidance of payments on guaranteed debts German law also protects the creditor
from the effects of such avoidance. German law stipulates that the insolvency administrator
should turn to the shareholder-guarantor for repayment, which duty to repay is limited to the
amount of the guarantee (§ 143(3) InsO).1418 The downside of this approach is that the
shareholder-guarantor is often not likely to be able to perform his duty to repay, firstly because
he might also be in financial trouble when the principal debtor fails, secondly because the
guarantor has not received the payment. Moreover, the benefit that the shareholder-guarantor
has had in terms of limiting his exposure under a guarantee could be (much) lower than the
actual payment made, because guarantees by shareholders are often given for a limited amount.
1415

See extensively chapter 4, paragraph 4.2.1.
See extensively on German law chapter 6, paragraph 4.2.1 and on US law chapter 5, paragraph
4.2.1.
1417 See chapter 6, paragraph 4.2.1.
1418 See further chapter 6, paragraph 4.2.1.
1416
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In such cases, the specific law on indirect preferences through shareholder guarantees only
allows to claw back that limited benefit that the shareholder had, not the whole payment to the
creditor, even though that whole payment was probably incentivized by the guarantee.1419 The
strict German law rules on indirect insider preferences furthermore only apply to (most)
shareholder guarantees and not to other insider guarantees, such as guarantees by directors or
guarantees by close relations such as family members of shareholders or directors.1420
US law allows the bankruptcy administrator to directly attack the indirect benefit that a
guarantor receives when a transfer is made from principal to creditor as a preference, because §
547(b) allows that transfers ‘for the benefit of’ a creditor are addressed and § 101(5) and (10)
Bankruptcy Code include in the definition of ‘creditor’ someone that has a contingent claim on
the debtor. By default the guarantor has a contingent claim on the principal for reimbursement.
US law thus sees the indirect benefit that a guarantor receives when the guaranteed debt is paid,
as a transfer for the benefit of a creditor.
The standard look-back period for preferences is 90 days, but in the case of preferences to
insiders (which is defined broadly) a preference period of one year applies. The logic behind this
is that insiders may have an information advantage (and possibly an advantage in influence)
compared to outsiders and could abuse that position by pressing the debtor to prefer them
above outside creditors. Benefits of insider-guarantors (such as shareholders or directors) that
are created by payments of the principal debtor to the guaranteed creditor can thus in principle
be attacked by a preference law action if the benefit was created in the year before
bankruptcy.1421
Regarding payments between three months and a year before insolvency the bankruptcy
administrator can only recover from the insider-guarantor, not from the non-insider creditor.
This leads to similar problems as discussed above regarding German law: the might not provide
recourse and the benefit of the guarantor may have been much smaller than the payment to the
guaranteed creditor.
A very problematic feature of the US system regarding indirect preferences to guarantors is also
that it hinges on the status of the guarantor as ‘contingent creditor’ with a contingent recourse
claim. In order to prevent creditor status under the Bankruptcy Code, parties often waive
recourse and reimbursement claims in the contract of guarantee, with varying results. Some
courts have ruled that this could not affect the application of preference law, whereas others
have ruled that it can.1422 In the latter case, this seriously undermines accurate treatment of
indirect preferences to guarantors.
Preferential treatment of guaranteed creditors can be much more subtle than making a payment.
Think of transferring assets or granting security rights, for example in the form of lien feeding or
1419

Of course, the bankruptcy administrator could also try to avoid the payment to the creditor on th e
basis of the general preference law rules, but the fact that an insider guaranteed the paid debt is not
seen as a directly relevant circumstance for that avoidance action.
1420 See extensively chapter 6, paragraph 4.2.1.
1421 There are so-called safe harbours, the most important of which is (especially in this context), the
ordinary course of business test. Transfers that were made in payment of debts incurred in the
ordinary course of business are safe in as far as the transfer was also made in the ordinary course of
business (either ordinary in the industry at large or ordinary between this debtor and creditor). The
guarantee obligation is, if the guarantor is a shareholder or director of the principal debtor (which is
often the case with guarantees in the context of corporate finance), often not incurred at arms -length,
which will make it hard to rely on the safe harbour.
1422 See chapter 5, paragraph 4.2.1.
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inefficient bankruptcy filing. Preference law is often not geared towards such behavior.
Compared to German and Dutch law, US preference law has the broadest scope and is thus
relatively best geared towards policing subtler forms of preferences. Subject to certain
conditions, the trustee may avoid any transfer of an interest of the debtor in property. ‘Transfer’
is defined very broadly in this context.1423 The definition of ‘transfer’ is in principle able to
capture both indirect transfers and factual behavior such as lien feeding. The application of
Dutch preference law is however restricted to legal acts of the debtor, whereas German
preference law uses the somewhat broader definition of ‘Rechtshandlung’.1424 To prevent
loopholes it would be advisable to use a very broad definition of ‘transfer’, as US law does.
In short, whereas Dutch law lacks rules on the issue, both German and US law regulate the issue
of indirect preferences to insider guarantors to some extent, but with a differing approach and
both with some serious shortcomings. The US system in principle has a broad scope, but can
(possibly) be undermined by contractual waivers. The German system cannot be undermined in
such a way, but is too narrowly focussed on shareholder guarantees. Both systems moreover
only allow recovery from the guarantor,1425 which has serious downsides.

5.2.2 Director liability
Under US law directors generally have relatively little to fear from liability laws in relation to
creditors of the company, at least as far as damage cause by preferential payments to other
creditors is concerned. Although US law is not completely settled on this point and differs from
state to state, the approach often seems to be that directors owe no or only very limited fiduciary
duties directly towards creditors of the company. If preferential treatment of certain creditors
benefits those creditors in relation to other creditors, the latter have little to expect from
director liability law. Creditors do have derivative standing for breach of duties by directors
towards the company or shareholders, but the problem here is that preferential payments will
generally not do damage to the company or the shareholders.1426
German law is famously harsh on directors. The duties of directors are owed to the enterprise
and to the stakeholders, including creditors, employees, customers, shareholders and society at
large. Directors have a strict duty to timely file for insolvency. If they fail to do so, directors are
obliged to compensate for payments that have been made when the corporation was overindebted or illiquid, unless such payments were consistent with the due care of a prudent
businessperson. This also applies to payments that are not detrimental to the company as such,
for example because they are made to meet current liabilities, but that are only detrimental to
unpaid creditors. ‘Payment’ should be understood broadly and in a non-technical way,
encompassing all benefits from assets of the debtor that reduce the insolvency estate of the
debtor. Thus, much of the more subtle opportunistic behavior described in chapter 3 paragraph
3.2.2 will be covered and can lead to director liability if the company was illiquid or
overindebted. 1427
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See extensively chapter 5, paragraph 4.2.1.
See chapter 6, paragraph 4.2.1.
1425 At least when the specific system for indirect preferences is used. General preference law would of
course allow recovery from the creditor as well, but the insider guarantee, whic h often gave incentive
for the payment, is not considered an important fact or in that context.
1426 See extensively chapter 5, paragraph 4.2.2.
1427 See extensively chapter 6, paragraph 4.2.3.
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Dutch director liability law is less strict than German law and rather underdeveloped on the
issue of indirect preferences through insider guarantees. Directors can be held liable both by the
bankruptcy administrator and by creditors for damage to creditors caused by preferential
treatment of other creditors, but the starting point is that debtors and by extension directors are
free to decide who to pay first, even in times of illiquidity or over-indebtedness. Only when the
situation becomes hopeless, this changes. Preferences to insiders however may be suspect at an
earlier stage, but the law is still somewhat unsettled on this point and especially unclear on
indirect benefits to insiders in this context.1428

5.2.3 Shareholder liability
Regarding liability of shareholders, the picture is somewhat different. As already discussed
above under the heading opaque priority structures (see above, paragraph 4.2.1), US law pays
the most attention to the circumstance that shareholders have guaranteed certain corporate
debts in veil-piercing (shareholder liability) cases. Thus, when it is the shareholder that
guaranteed corporate debts, which is regular practice in the context of corporate finance, that
shareholder will more easily be held liable when the company fails. Opportunistic behavior of
which a shareholder-guaranteed creditor and thus indirectly the shareholder profited, such as
lien feeding or early or late bankruptcy filing, may (further) substantiate a veil-piercing case.
Both German and Dutch law pay far less attention to shareholder guarantees in this context. In
both systems shareholder liability towards creditors or the bankruptcy administrator is
certainly possible, but often seems an afterthought to director liability.1429 Simply put, under
German law, if it can be shown that certain behavior of the debtor amounted to a one-sided
pursuit of the shareholder of his own interests, while insolvency was to be foreseen, the
shareholder may be held liable for the damage to creditors of such behavior. The burden of proof
is on the claimant. Indirect benefits through shareholder guarantees present a difficult case in
this context, as it will be much harder to show that such indirect benefits were the result of onesided self-interested behavior.1430 Many insider benefits of the shareholder are however already
captured by the particularly strict German rules on payments on (indirect) shareholder loans.
Therefore there is generally less necessity for a tort liability system. Under specific
circumstances it is however possible that certain transfers escape transaction avoidance rules
for technical reasons, in which case a fallback system that has sensitivity to the dynamics created
by guarantees should be in place.
Under Dutch law a shareholder can be held liable by creditors or the bankruptcy administrator
on the theory of draining value from the estate. Concerning a shareholder that indirectly profits
from payments made on a loan guaranteed by him, the creditor prejudiced by this will at least
have to show that the shareholder should have seriously taken bankruptcy and the possibility of
a shortfall in that bankruptcy of the company into account at the moment of receiving the
indirect benefit. Even that may however not prove sufficient, as case law on such indirect
benefits in this context is currently absent. The indirect benefit may not always be qualified as a

1428

See extensively chapter 4, paragraph 4.2.4.
Except in the case o f the applicability of the Konzernrecht under German law, as discussed i n
chapter 6 paragraph 4.1.1. That however applies to a small amount of cases, in which the controlled
company is a public company.
1430 See extensively chapter 6, paragraph 4.2.2.
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distribution. The objective fact that a guarantee by a shareholder plays an important role in the
dynamics, is not articulated as such.1431

5.2.4 Recourse to the guaranteed lender
Dutch1432, German1433 and US1434 law provide very little regarding recourse to the guaranteed
lender for opportunistic behavior of the debtor such as lien feeding and inefficient bankruptcy
filing that has benefitted that lender. Only in particularly extreme cases, in which lenders took
almost complete control of the debtor, recourse to the lender may be possible. Neither of the
systems provides clear causes of actions against the lender in the case of subtle and opaque
forms of control through guarantees of shareholders or directors of the principal debtor.

5.3 Conclusions on the optimal approach to covert insider
dealing through guarantees
Of the three systems, US law offers the best approach to the problem of covert insider dealing
incentivized by guarantees and Dutch law the worst. US law however also needs amendment on
various points to more adequately address the problems.
US preference law has a very broad scope and can comparatively most easily be applied to subtle
and indirect forms of preferential behavior of the debtor. The US preference system also features
many objective elements that are relatively easy to apply. Although the US system in principle
has a broad scope, it can probably be undermined by contractual waivers. The German system
cannot be undermined in such a way, but is too narrowly focussed on shareholder guarantees.
Both systems moreover only allow recovery from the guarantor,1435 which has serious
downsides. Easy recovery from the creditor, who often has deeper pockets, should be allowed
for as well. Such a possibility has little downsides as long as recourse is limited to the amount by
which exposure under the guarantee was diminished by the payment. The guaranteed creditor
can, having repaid the bankruptcy administrator, turn to the guarantor. As such, the most
important efficient function of the guarantee (preventing opportunistic behavior of the
guarantor) is still upheld. This at the same time incentivizes the creditor to be more prudent in
taking guarantees, making sure the guarantor does not become overburdened. Because
overburdening guarantees are associated with various inefficiencies,1436 this side-effect further
supports efficient outcomes.
The remaining problem is that small guarantees can lead to large preferential payments to the
creditor. This problem is however hard to address with preference law. If avoidance of the large
transfer is indeed made easier because of the guarantee, creditors will be deterred in taking
otherwise efficient guarantees because the guarantee would bring transfers that are normally
1431

See extensively chapter 4, paragraph 4.2.3.
See chapter 4, paragraph 4.2.5.
1433 See chapter 6, paragraph 4.2.4.
1434 See chapter 5, paragraph 4.2.3.
1435 At least when the specific system for indirect preferences is used. General preference law would of
course allow recovery from the creditor as well, but the insider guarantee, which often gave incentive
for the payment, is not considered an important factor in that context.
1436 (see chapter 3, paragraph 2)
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safe from preference attacks into suspected territory, whilst the fact that the guarantee was only
for a small amount makes recourse to the guarantor (after paying back the bankruptcy
administrator) illusory. This would also incentivize creditors to take larger rather than smaller
guarantees, which is the wrong incentive. Therefore easy recovery from the creditor that has
received payments that have reduced the exposure of an insider guarantor should be allowed,
but only up to the amount that the exposure of the guarantor was reduced by. This makes sure
the creditor can turn to the guarantor, which means the guarantee does generally not weaken
the position of the creditor under preference law. Moreover, in order to protect the creditor
from preference attacks, a safe harbour could apply to the creditor, for example if the creditor
can prove that the payment was not unusual.
The advised rule would thus be strongly influenced by US preference law, but with some
adjustments. Like in US preference law the rule should extend to all direct and indirect transfers
of value. Moreover, like in US preference law, a one-year period should apply in which all direct
or indirect transfers to insider guarantors are considered suspect. Other than under US law, the
application of preference law should not hinge on the contingent creditor status of the insider
guarantor. Also indirect transfers to a guarantor with no recourse claim on the debtor should be
included. Other than under current US law, but in line with older US case law (which was
amended by Congress after bank lobbying), the long suspect period of one year (the period is 3
months for normal transfers) should also apply in relation to the guaranteed creditor, though
recourse to that creditor should be limited to the amount by which the exposure of the
guarantor was reduced. Lastly a safe harbour could apply to the creditor in order to protect the
creditor from preference attacks. As long as the creditor can prove the transfer (and incurrence
of the debt) was in the ordinary course of business, a safe harbour from preference attacks is not
problematic. Such a safe harbour should not extend to the insider guarantor in as far as the
guarantee was not issued at arm’s length. Most insider guarantees are not at arm’s length
(unrelated persons or entities would not issue such guarantees).
German law and to a lesser extent Dutch law lean heavily on director liability law when things go
sour. However in the context of corporate finance it is often the shareholder that guarantees
corporate debts. Usually only the shareholder is willing to take such contractual liability risks, as
the shareholder is also the one that benefits most from profits of the company. It will often be
the shareholder that indirectly benefits from preferential payments or more subtle preferential
behavior on the eve of bankruptcy. Holding the directors primarily liable (if at all) for such
behavior of the principal debtor is not advisable and may make directors overly anxious. It is the
shareholder that set up the opaque priority structure and the shareholder that indirectly
benefits from preferential treatment of the guaranteed creditor. Of course, especially in the small
business setting the shareholder and the director will often be the same person, in which case
the shareholder is automatically also targeted by director liability law. It would however be
more precise to target the shareholder directly, as shareholder and director may also be
different persons or entities.
In director liability cases, guarantees should play an important role especially if it was the
director him- or herself that (indirectly) profited from certain behavior of the debtor in the
period before bankruptcy. Preference law should in principle also be formulated in such a way to
encompass such indirect wealth transfers. Preference law should however primarily work with
objective and easy to apply factors. Cases that fall outside preference law for technical reasons,
for example because they were just before the suspect period, could be targeted with more open
director liability norms. When filling in such norms, the fact that a director himself indirectly
profited from certain transactions should play an important role.
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The same applies to shareholder liability cases. Shareholders that indirectly profit from certain
behavior should more easily be held liable. US shareholder liability law comparatively has the
most attention to shareholder guarantees in veil-piercing cases. Guarantees given by
shareholders are often mentioned as a factor in veil-piercing cases.
All three legal systems lack a well-developed system for holding the lender liable on the basis of
tort law for preferential treatment of that lender that was induced by the control that a lender
often has over a principal debtor through shareholder or director guarantees. Insider guarantors
(especially wealthier shareholders) can be strong parties and repeat players, but may also be
weak parties that are not able to properly oversee the consequences of certain dynamics.1437
Legal systems should have clear attention to the evasive problem of lenders using such weak
guarantors as marionets for their cause. However, using lender tort liability may not be the best
approach here in light of the efficient functions of the guarantee. Insider preferences should be
strongly policed but taking guarantees should not be unnecessarily deterred. A lender that is
faced by potential tort claims may be deterred in taking otherwise efficient guarantees.
Therefore, far-reaching application of preference law offers a better approach towards the
lender.

6 Conclusion
In order to answer the question ‘How should opportunistic use of the guarantee relationship in the
context of corporate finance be regulated?’, this chapter has compared the approaches of Dutch,
US and German law and synthesized the insights gained from the analysis of those approaches
with the insights from the economic perspective in chapters 2 and 3, which has led to the
formulation of ideal approaches to the problems identified. In order to avoid duplication,
reference is made to the ‘conclusion & recommendations’ of this book for a full summary of the
insights gained and recommendations made in this chapter.
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See chapter 3, paragraph 2
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This thesis aims to fundamentally impact the debate on guarantees in corporate finance.
Distributional concerns in relation to weak guarantors have been brought forward in the
literature and have in some legal systems been addressed by legislation or case law protecting
the weak guarantor to some extent, whereas the efficiency of the guarantee relationship in
corporate finance has often been assumed, which may also have held back addressing
distributional concerns. This thesis has thoroughly reviewed both the efficient functions and the
opportunistic uses of the guarantee relationship and has compared Dutch, German and US law
on the regulation of opportunistic use of the guarantee relationship in corporate finance. The
main question answered is: How should opportunistic use of the guarantee relationship in the
context of corporate finance be regulated?
This question has been approached using a method of comparative law and economics. 1438
Economic analysis has been used to identify the dynamics involved in the guarantee relationship
and to formulate both the beneficial functions and the problems from an efficiency perspective.
This economic analysis has served as the basis for the analysis of Dutch, US and German law in
relation to the problems identified. This approach has proven to be fruitful. By using economic
analysis as a basis, the comparison between Dutch, US and German law has had a clear focus and
both the different approaches and the benefits and shortcomings of those approaches have been
exposed.1439
The economic analysis in chapter 2 has shown that the guarantee relationship in the context of
corporate finance can indeed often lead to efficiency gains. Those gains can however usually not
be ascribed to the relatively uncontroversial functions of specialization in risk bearing,
specialization in monitoring or signaling credit quality. The guarantee relationship in corporate
finance instead often leads to efficiency gains by influencing the behavior of guarantor and
debtor, more specifically reducing moral hazard created by limited liability towards the lender.
This function deserves close scrutiny, as changing the behavior of debtor and guarantor is likely
to have effect on outsiders to the guarantee relationship.
After discussing the possibly beneficial functions of the guarantee relationship in corporate
finance in chapter 2, chapter 3 has focused on possible opportunistic use of the guarantee
relationship, first by analyzing opportunistic use towards insiders to the guarantee relationship,
then by discussing externalities towards outsiders. Especially the analysis of externalities
towards outsiders has broken new ground, as such a comprehensive analysis of the economic
effects on outsiders did not yet exist.
The analysis of opportunism towards insiders, most notably a weak guarantor, has shown that
such opportunistic use is distributionally suspect, also in the context of corporate finance.
1438
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Moreover, opportunistic use towards insiders can also lead to various inefficiencies, including
overly cautious business decisions and high bankruptcy costs in case the guarantee is triggered.
The discussion of such opportunistic use under Dutch,1440 German1441 and US law1442 has shown
that these systems offer too little protection to guarantors in the context of corporate finance.
Dutch and German law do have some instruments to protect weak guarantors but these
instruments usually do not apply when a business owner guarantees corporate debts. The
efficiency analysis has however shown that such protection is warranted and also would do little
harm to the core efficient function of guarantees as guarding against moral hazard.
This leads to the following key recommendations:
Recommendation 1: police all guarantees by natural persons on the substance by
reducing the liability of the guarantor under the guarantee in case of
disproportionality between the amount of the guarantee and the wealth of the
guarantor, particularly also in the context of corporate finance.
Recommendation 2: implement an information duty of the creditor towards all
guarantors who are natural persons, which should include the duty to inform the
guarantor of the risks involved in guaranteeing the particular debt in that instance,
particularly also in the context of corporate finance. This duty to warn and inform
should extend to the spouse of the guarantor.
After discussing and evaluating opportunistic use of the guarantee relationship towards the
guarantor, the analysis in chapter 3, paragraph 3 has focused on opportunistic use towards
outsiders to the guarantee relationship. There is relatively little prior research on such
opportunistic use of guarantees in corporate finance towards outsiders.
The analysis of the externalities created by guarantees in the context of corporate finance has
shown that guarantees, combined with incorporation, can create an opaque priority structure, or
in other words lead to ‘structural seniority’. The structural seniority that the guaranteed creditor
receives can be dissected in various elements. The first element comprises the fact that the
guaranteed creditor has a choice whom to claim from, whereas other creditors do not. The
second element is that the guaranteed creditor can also choose not to choose, but to first claim
the full amount from one co-debtor or guarantor and consequently claim a possible deficiency
from another (deficiency double proof). The third element is that the creditor, depending on the
rules applicable, may even submit full claims to both guarantor and debtor (strong form double
proof). The analysis in chapters 2 and 3 has shown that, although guarantees in corporate
finance may under circumstances lead to efficient results, deficiency double proof and strong
form double proof (the second and third element referred to above) cannot be justified from an
economic perspective. The first element of priority referred to above, which comprises the
simple fact that the guaranteed creditor can claim from two entities, has been analysed from the
perspective of both the literature on the justification of limited liability and the literature on the
justification of security rights in general. This analysis concluded that even this element of
priority is hard to justify. This has led to the conclusion that the externalities created by
guarantees in corporate finance as opaque priority structures should be addressed effectively,
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whilst ideally not undermining the core efficient function of the guarantee in the corporate
finance context as a bonding device.1443
With the help of a comparison between Dutch, German and US law the optimal technique to
address opaque priority structures has been discussed in chapter 7 paragraph 4. The analysis
recognized the following regulatory techniques as to some extent able to address opaque
priority structures with guarantees: (1) subordinating shareholder guaranteed loans; (2) allow
for easier veil-piercing or substantive consolidation when shareholder guarantees are in place;
(3) allow for relatively easy transaction avoidance claims against guarantees issued by
shareholders; (4) limit double proof. These techniques have distinguishable effects, as further
explained below. Limiting double proof is generally the preferable technique, though the other
techniques should be used supplementary according to the applicable setting. Dutch, US and
German law however do not apply this technique. US law does comparatively have the most
attention to opaque priority structures created by incorporation combined with piercing
guarantees, as shown by the fact that shareholder guarantees are often considered a factor in
veil-piercing cases and by the relatively extensive case law on avoidance of guarantees as
fraudulent transfers.
Although subordinating shareholder-guaranteed claims may be warranted in its own right from
the perspective of the dynamics involved in shareholder loans (which dynamics have only been
discussed concisely in this book1444), it is not an ideal technique to address inefficient effects
associated with opaque priority structures created by a combination of incorporation and
piercing guarantees because it has a limited effect on such priority structures. At the level of the
debtor such a rule would essentially entail that strong form double proof is not allowed, but only
deficiency double proof is allowed (if the shareholder does not offer recourse, the claim can be
submitted to the debtor). This protects the patrimony of the debtor somewhat from the adverse
effects of guarantees, but does not protect the patrimony of the guarantor from the adverse
effects. To the opposite, it increases the pressure on the guarantor. In as far as shareholder loans
are subordinated, the legal system in place should also scrutinize indirect shareholder loans
consisting of a guarantee by a shareholder to an external lender, as such constructions present
largely the same problems as direct shareholder loans.1445
Allowing for easy transaction avoidance against guarantees by shareholders is also not an ideal
remedy to opaque priority structures, for various reasons. Firstly it may do too much by
annulling the full guarantee and not just addressing the identified problems of double proof and
deficiency double proof. Avoidance also annuls the security function of the guarantee
relationship and therefore also the associated beneficial effect of the guarantee relationship of
addressing moral hazard. For that reason courts are also likely to (and should) only allow
avoidance sparingly. Important to keep in mind is that avoidance of the guarantee can also affect
the possibly efficient functions of the guarantee, as discussed in chapter 2. Furthermore, the
remedy often can only be applied to transfers in a certain period before bankruptcy. A simpler
and less far-reaching solution that both overcomes the technical difficulties of applying
fraudulent transfer law to a guarantee issued long before bankruptcy and overcomes the
problem that fraudulent transfer law does too much, could be to keep the guarantee in place but
disallow both strong form and deficiency double proof in bankruptcy (see further below).
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See chapter 2, paragraph 3
See chapter 3, paragraph 3.1.5
See chapter 3, paragraph 3.1.5
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Allowing for easier veil-piercing or substantive consolidation when guarantees by shareholders
are in place suffers from the same weaknesses, actually to an even stronger extent, as an
approach to opaque priority structures. Although veil-piercing and substantive consolidation
would effectively address the opaque priority structure created by a guarantee relationship,
these remedies would do much more. Veil-piercing and substantive consolidation are farreaching measures that have much wider effects than just undoing the opaque priority structure
created by a guarantee. On the upside the creditors of guarantor and debtor are also protected
against adverse effects of the asset partitioning that limited liability has created. On the
downside however this is likely to also have negative effects on at least some of the individual
creditors, even though the creditors as a group benefit because the adverse effects of the
guarantee are undone. Therefore these measures are only warranted when those furtherreaching effects are also warranted, which would apply in a select number of cases only. Courts
should use these measures sparingly. Guarantees by shareholders or by group companies should
certainly be an important factor in such cases, but certainly by far not the only factor.
In the bulk of the cases in which opaque priority structures have been set up using guarantees,
both veil-piercing (or substantive consolidation) and avoidance of the guarantee itself are
probably not warranted because of the far-reaching side effects. A rule of single proof in the
context of group finance has, in contrast, very few side-effects, especially when combined with a
choice of the creditor how to allocate the total claim over the debtors. The security function is
left intact, the creditor can still base his risk-assessment on the credit-worthiness of the group as
a whole and does not have to monitor for asset shifting within group boundaries. Just the ability
to squeeze down ordinary creditors by asserting an artificially high claim is prevented.
The first step in the regulatory approach should be to rule out strong form double proof
altogether and limit deficiency double proof to cases in which there is no correlation between
the fate of guarantor and debtor. As clearly follows from the economic analysis, strong form
double proof should not be allowed, especially not in cases in which the co-debtors are strongly
intertwined, which is for example usually the case with guarantees in group finance. All systems
should at least restrict double proof in that context and apply a rule of single proof. For
unrelated co-debtors or unrelated debtors and guarantors, strong-form double proof is less
harmful but still unnecessary. Deficiency double proof could be applied in that context.
A rule that would really limit the guaranteed creditor to single proof, would limit the total
amount that the creditor asserts against all co-debtors together. That limit would be the total
amount of the debt. If the creditor has a claim of 90 on one company which is fully guaranteed by
ten group companies and the group is declared bankrupt, the creditor could for example be
limited to asserting a claim of 9 in each bankruptcy proceeding, only sharing pro rata based on
that amount. But the claim of 90 could also be distributed over the other creditors in a different
fashion. If the creditor himself is allowed to choose, the security function of the guarantee
remains essentially intact, but without the adverse effect of double proof to other creditors of
the bankrupt debtors.
Important to note is that such a rule of single proof does not jeopardize the core economic
function (protection against asset shifting and asset stripping) of the guarantee given by a party
related to the debtor, it just to a large extent (but not fully) eliminates the unnecessary sideeffect of moving value away from other creditors.
If a rule of single proof with a choice for the creditor how to allocate the burden over the codebtors would be used, the creditor would still receive structural seniority, though to a lesser
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extent. Chapter 3 paragraph 3.1.3 on the justification of priority rights discussed that such
priority can still be problematic, even though security rights are strongly ingrained in our legal
culture. Therefore the advisable approach is to in principle allow such structural seniority, as
long as the problems of deficiency double proof and strong form double proof are addressed,
and to only treat such priority with suspicion under aggravating circumstances, such as bad
record-keeping or other deceptive or misleading behaviour. In such cases an open norm could
be applied that allows courts to take either of the following remedies. The most subsidiary
remedy would be to still allow the guaranteed creditor’s claim, whilst basing the division of the
burden over the debtors not on the choice of the creditor but on the extent to which each codebtor actually used the line of credit or benefitted from it. Other possibilities for addressing
opaque priority structures with guarantees include annulling the guarantee or annulling limited
liability, but these have, as noted above, much wider-ranging effects that are not always
warranted. In any case, the existence of the guarantee could and should play an important role in
such veil-piercing and consolidation cases, thus supplementing the advised rules on double
proof, which may be necessary under particularly aggravating circumstances.
This leads to the following key recommendations:
Recommendation 3a: rule out strong form double proof with guarantees.
Recommendation 3b: limit deficiency double proof to cases in which there is no
correlation between the fate of guarantor and debtor (or simpler: to cases where
guarantor and debtor are not related parties). In cases where debtor and guarantor
are related, a rule of single proof should apply. A rule of single proof would limit the
total amount that the creditor asserts against all co-debtors together. That limit
would be the total amount of the debt. In order to leave the efficient functions of
guarantees intact, the creditor should get the choice how to allocate the burden over
the co-debtors.
Recommendation 4: consider guarantees by shareholders as an important but not
the only factor in transaction avoidance cases against the guarantee itself, veilpiercing cases and substantive consolidation cases, especially when the correlation
between the fate of the guarantor and the fate of the debtor is high.
Recommendation 5: in as far as shareholder loans are subordinated, the legal
system in place should also scrutinize indirect shareholder loans consisting of a
guarantee by a shareholder to an external lender.
After discussing and evaluating the externalities created by the guarantee combined with
incorporation as an opaque priority structure, the externalities of the guarantee as a vehicle for
covert insider dealing have been discussed in chapter 3, paragraph 3.2. The focus here is not on
the guarantee itself as giving priority, but on the incentives that a guarantee can create to prefer
the guaranteed creditor above others.
Because of the guarantee relationship the guarantor and debtor are likely to succumb to the
creditor’s interests. The guaranteed creditor could for example use his control over the
guarantor to make the guarantor influence the debtor in making value-destroying preferential
payments when the debtor is in distress. The creditor may not even have to actively apply
pressure to induce the debtor to make such payments, because the guarantor will have
internalized the interests of the creditor through liability under the guarantee towards that
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particular creditor. There will in other words be an incentive for selective payment of the
guaranteed creditor. Not only the incentive for preferential treatment of the guaranteed creditor
is created by the guarantee, at the same time the guarantee covers up the indirect benefit of the
guarantor when such preferential treatment occurs.
Such indirect payments to insiders, who often have an information advantage compared to other
creditors, do not only lead to redistribution of wealth towards stronger creditors but are also
value-destroying. The guarantee leads exactly to the sort of behavior that bankruptcy law in
general, and specifically preference law, is meant to prevent: early and value-destroying
dismemberment of the company. The control that a lender obtains over the debtor through an
insider guarantee is also much more problematic than the control that collateral granted by the
debtor itself creates, because the control increases especially in the problematic period before
bankruptcy. Payments on insider-guaranteed loans in the twilight zone should thus be policed
strictly.
Transaction avoidance law (or more specifically: preference law) can to some extent address
these problems if the rules are sufficiently sensitive to these dynamics. The optimal rule would
be strongly influenced by US preference law, but with some adjustments. Like in US preference
law, the rule should extend to all direct and indirect transfers of value. Moreover, like under US
preference law, a one-year period should apply in which all direct or indirect transfers to insider
guarantors are considered suspect. Other than in US law the application of preference law
should not hinge on contingent creditor status of the insider guarantor. Also indirect transfers to
a guarantor with no recourse claim on the debtor should be included. Other than in current US
law, but in line with older US case law (which was amended by Congress after bank lobbying),
the long suspect period of one year (the period is 3 months for normal transfers) should also
apply in relation to the creditor, though recourse to that creditor should be limited to the
amount by which the exposure of the guarantor was reduced. Lastly, like under US law, a safe
harbor could apply to the creditor in order to protect the creditor from preference attacks. As
long as the creditor can prove the transfer (and incurrence of the debt) was in the ordinary
course of business, a safe harbor from preference attacks is not problematic. Such a safe harbor
should not extend to the insider guarantor as far as the guarantee was not issued at arm’s length.
Most insider guarantees are not at arm’s length. Unrelated persons or entities would not issue
such guarantees.
German law and to a lesser extent Dutch law lean heavily on director liability law when things go
sour. In the context of corporate finance it is however especially often the shareholder that
guarantees corporate debts. Usually only the shareholder is willing to take such contractual
liability risks, as the shareholder is also the one that benefits most from profits of the company.
It will often be the shareholder that indirectly benefits from preferential payments or more
subtle preferential behavior on the eve of bankruptcy. Holding the directors primarily liable (if
at all) for such behavior of the principal debtor is badly informed and may make directors overly
anxious. It is the shareholder that set up the opaque priority structure and the shareholder that
indirectly benefits from preferential treatment of the guaranteed creditor. Especially in the small
business setting the shareholder and the director will often be the same person, in which case
the shareholder is automatically also targeted by director liability law. It would however be
more precise to target the shareholder directly, as shareholder and director may also be
different persons or entities.
In director liability cases guarantees should play an important role if it was the director him- or
herself that (indirectly) profited from certain behavior of the debtor in the period before
bankruptcy. Preference law should in principle also be formulated in such a way to encompass
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such indirect wealth transfers, as was discussed above. Preference law should however
primarily work with objective and easy to apply factors. Cases that fall outside preference law
for technical reasons, for example because they took place just before the suspect period, could
be targeted with more open director liability norms. When filling in such norms, the fact that a
director him- or herself indirectly profited from certain transactions should play an important
role.
The same applies to shareholder liability cases. Shareholders that indirectly profit from certain
behavior should more easily be held liable. US shareholder liability law arguably has the most
attention for shareholder guarantees in veil-piercing cases. Guarantees given by shareholders
are often mentioned as a factor in veil-piercing cases.
It should be noted that it is more common for shareholders to guarantee debts of a corporation
than it is for directors. In liability cases, attention should therefor often focus on the shareholder
that, through diminished exposure under the guarantee, indirectly profits from certain behavior
of the debtor, not on the director that has not profited, even though the director is often more
directly responsible for the behavior of the corporation. Holding the director that has not
profited liable is a much stronger penalty than forcing the shareholder to repay the unduly
received indirect preferences.
This leads to the following key recommendations:
Recommendation 6: all payments by the debtor, understood broadly and in any case
also encompassing any value transferred or security given to a creditor, on insiderguaranteed loans in at least the year before insolvency should be easily avoidable
with transaction avoidance law, without further conditions. The bankruptcy
administrator should be able to choose to either claim from the creditor or from the
insider guarantor that indirectly profited, in both cases up to the amount that the
insider guarantor profited. A safe harbour can extend to the creditor and insider
guarantor, in as far as they can prove the transfer and incurrence of the debt were in
the ordinary course of business, which will generally not apply to the insider
guarantor.
Recommendation 7: the circumstance that a director or shareholder has guaranteed
debts of the debtor and has, through diminished exposure under the guarantee,
profited from certain behavior of the debtor, should be an important factor
contributing to a successful liability claim on a director or shareholder for damage
incurred by creditors because of preferential payments or related behavior by the
debtor in the period before insolvency. If shareholder and director are different
entities or persons, attention should focus on who profited from the behaviour of the
debtor by diminished exposure under a guarantee.
∎
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