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Part I
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Overview Of Guaranty Structural Issues – 1 
A. Basic Concepts – Guaranties of Commercial Business or Real Estate-

Secured Loans
• Guaranties serve many different purposes for lenders: 

• Contract for a secondary source of repayment of the debt;

• Create a personal financial obligation with respect to company debt for the investors and/or 
managers of business assets;

• Establish a “moral obligation” for the owners of and investors in debtor companies to pay off a 
business loan within the loan term; and/or

• Encourage developers, managers, and investors to stay involved in and engaged with the 
project/business through full debt repayment.

• Guarantors are never the borrower-entities; rather, they are persons who have a 
financial, investment, or management relationship with the borrower and/or who have 
a substantial interest in or relationship with the underlying projects/assets. 

• Practice Tip – Standard consideration issues apply to establish the validity of the guaranty and 
the enforcement of liability against the guarantors. 

• Guaranty obligations made by multiple co-guarantors give rise to (i) 
payment/performance obligations of the co-guarantors in favor of the lender providing 
debt for the related company, and (ii) potential contribution obligations between co-
guarantors, if they any one or more of the co-guarantor(s) are held liable for the debt.
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Overview Of Guaranty Structural Issues - 2
A. Most Guaranty Agreements are made by Lenders to be Joint and Several Between 

Multiple Guarantors
• Reasoning:  Lenders want the option of recovering guaranteed obligations – either  in 

collection actions or collection efforts – only against parties with assets sufficient to satisfy 
such obligations.

– Standard language – “Guarantor shall be jointly and severally liable for the payment to Lender of 
one hundred percent (100%) of the Loan Indebtedness.”

– Advanced language – “If there is more than one Guarantor hereunder, then each such Guarantor 
shall be jointly and severally liable hereunder, and each such Guarantor hereby waives any right of 
contribution, reimbursement or indemnity against any other Guarantor unless and until Lender shall 
have received full repayment and satisfaction of all Guaranteed Obligations.”

• Results Are Often “Inequitable” As Between Guarantors – Joint and several liability amongst 
co-guarantors often leads to inequitable results between co-guarantors.

– Lenders take advantage of the “deep pocket” rule to pursue only those guarantor parties capable of 
satisfying the guaranteed obligations, while not wasting time, money, and efforts to apportion the 
obligations and then pursue each guarantor for its proportionate liability.

– From the lender’s standpoint, once it is paid in full, only then can the co-obligors seek to restore a 
fair and balanced apportioning of respective liabilities between the guarantor parties. 

• Contribution rights: Rights only exist between guarantors were created to allow co-obligors 
to restore equity amongst themselves.  See, e.g., New v. T3 Invs. Corp., 55 N.E.3d 870 (Ind. Ct. 
App. 2016).

– Practice Tip – Each state treats contribution rights either by statute or case law and are often quite 
different, so check local law when drafting a contribution agreement to see if any waivers or special 
rights need to be addressed in such an agreement.
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Guarantor Parties’ Liabilities - 1
A. Common Scenario
• A Company, formed as a Limited Liability Company, has incurred a $10MM loan from an 

Institutional Lender.  The Company’s two (2) founders are managing-members and hold, in the 
aggregate, 49% of the equity ownership interests in the Company; the founders also are the 
designated chief officers of the business.  In addition, an investor has contributed cash funds to the 
Company, acquiring a 51% non-manager membership interest in the Company.  The Company 
incurred the $10MM debt to finance the expansion of the Company’s business.  In order to agree to 
provide such financing to the Company, the Lender required that the founders and the majority 
owner must provide a guaranty of the Company’s loan obligations.  The Company defaulted on its 
loan, and the Lender now seeks repayment under the guaranty from the  multiple co-guarantors.

– The guaranty liabilities of the co-guarantors to the Lender are “joint”, “joint and several” or 
“several” obligations – nearly always spelled out in the guaranty agreement.

• Practice Tip – Absent specific guiding language, many courts are required to interpret the 
guaranty obligations as being joint and not joint and several.  See, e.g., CA Civ 
Code§1431 – “An obligation imposed upon several persons, or a right created in favor of 
several persons, is presumed to be joint, and not several .  .  . , and except in the special 
cases mentioned in the title on the interpretation of contracts. This presumption, in the 
case of a right, can be overcome only by express words to the contrary.”

• Practice Tip – Always spell out “joint and several” liability in any guaranty to get the full 
advantage of the enforcement rights in favor of the lender, as opposed to just joint 
liability.

Page 10



Guarantor Parties’ Liabilities - 2
A. Common Scenario
• Continued – The guaranty liabilities of the co-guarantors to the Lender are “joint”, 

“joint and several” or “several” obligations – nearly always spelled out in the guaranty 
agreement.

– Joint liability requires that all co-guarantors be joined in any action to enforce the 
underlying guaranteed obligations.

• Joint and several liability permits the creditor to only name the guarantor parties from which it 
expects to recover damages for non-payment of the underlying loan.

– Under joint liability, all co-obligors have the right to require that the court to apportion 
amongst said guarantors their proportionate responsibilities (i.e., contribution cross-
claims) for all or any portion of the debt as sought and recovered by the Lender.

• Joint and several liability requires that such contribution claims to be asserted in a separate 
action not involving the lender.

• Practice Tip – This a the reason that lenders seek a waiver of “contribution rights” under joint 
or joint and several guaranties, at least until the lender has recovered the full repayment of the 
debt.

– Joint and several liability leads to inequitable results between co-guarantors.

• The results of taking advantage of the “deep pocket” rule.
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I. Guarantor Parties’ Liabilities - 3
A. Common Scenario
• Continued – The guaranty liabilities of the co-guarantors to the Lender are “joint”, “joint and 

several” or “several” obligations – nearly always spelled out in the guaranty agreement.
– Several liability requires that all co-guarantors be apportioned their several portion of the 

guaranteed debt. 
• Unlike joint and several liability, any action to recover the full guaranteed obligations must name all 

co-guarantors. 

– Under several liability, all co-obligors shall be subject to a judgment only as to each party’s allocated 
portion of the total sum due and owing to the lender.

• Contrary to joint and several liability, a lender has to pursue all co-guarantors and may be subject 
having to seek recovery of a portion of the guaranteed debt against one or more “judgment-proof” 
defendants.

• Practice Tip – This is the reason that lenders seek a waiver of “contribution rights” under joint or joint 
and several guaranties, at least until the lender has recovered the full repayment of the debt.

– Several liability leads to more equitable results between co-guarantors, but it may subject the lender 
to a less than complete recovery of obligations.

• Practice Tip – Several liability is a creature of negotiation, agreement, and contract.  Each contracted 
several liability of each co-guarantor may be based on any reasonable apportionment of the 
guaranteed liabilities.

• For example, can based rights on “active responsibility for loss” (i.e., carve-out guaranty), 
management rights/obligations (i.e., completion guaranty), ownership interests in the company or 
respective net worth amongst co-guarantors (i.e., payment guaranty)
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Contribution Obligations Between Multiple 
Obligors – 1  
• Contribution Rights Amongst Co-Obligors – Basic Definition of Rights.

– Common Law or Statutory Law Approach – When two or more individuals guarantee a 
borrower's obligation and only one, or less than all, of guarantors voluntarily pays, or is 
forced to pay, off the guaranteed obligations, then the guarantor(s) who pay(s) more has 
their relative share has the remedy of contribution to require the other guarantor(s) to 
each “contribute” their proportionate share of the debt to the repaying guarantor(s). 

• See, e.g., Section 23 of the Restatement (Third) of Restitution & Unjust Enrichment: 
“Performance of a Joint Obligation (Indemnity and Contribution): (1) If the claimant renders to 
a third person a performance for which claimant and defendant are jointly and severally liable, 
the claimant is entitled to restitution from the defendant as necessary to prevent unjust 
enrichment; (2) There is unjust enrichment in such a case to the extent that - (a) the effect of 
the claimant’s intervention is to reduce an enforceable obligation of the defendant to the third 
person, and (b) as between the claimant and the defendant, the obligation discharged (or the 
part thereof for which the claimant seeks restitution) was primarily the responsibility of the 
defendant.”

• Contribution allows co-guarantors who had to pay more than their fair share to sue to recover 
from those that did not.

• There is an implied promise by each guarantor to contribute their fair share to the payment of 
the guaranteed debt in order to meet a common obligation.

• Even if a lender chooses to recover the guaranteed debt against only one, or less than all, of 
the guarantors, the remaining guarantors are not excused from paying their share of the debt.

• Practice Tip – It is advisable to prepare a contribution agreement between guarantors in order 
to establish, as a matter of contract, each guarantor’s “fair share” of the whole debt. 
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Contribution Obligations Between Multiple 
Obligors – 2  
• Contribution Amongst Co-Obligors – Basic Process.

– Sample Clause –
“Upon full and final payment of the Obligations, the Guarantor together with all 
other Guarantors which have made payments upon all or any part of the 
Obligations, shall be entitled to contribution from all of the other Guarantors, to 
the end that all such payments upon the Obligations shall be shared among all 
guarantors who guaranteed such Obligations in proportion to their respective Net 
Worth (defined below) or Ownership Interests (as defined below) or 
Management Responsibility (as defined below) or Personal Carve-Out Liability 
(as defined below), etc.; provided that the contribution obligations of each of the 
Guarantors shall be limited to the maximum amount that it can pay at such time 
without rendering its contribution obligations voidable under applicable law 
relating to fraudulent conveyances or fraudulent transfers. [Add applicable 
definitions].”
• Even if a lender chooses to sue only one or less than all of the guarantors, the 

remaining guarantors are not excused from paying their share of the debt.
• Contribution allows the co-guarantors who had to pay more than their fair 

share to sue to recover from those that did not.
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II.  Factors to Consider in Apportioning 

Contribution Obligations
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▪ Agreement among guarantors to allocate 

payment obligations

▪ Provides certainty

This is outside of the loan transaction.

Contribution Agreement In Concept
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▪ Introductory paragraph with parties listed 

(should just be the guarantors)

▪ Recitals

▪ Reps and warranties

▪ Contribution requirements

▪ Expenses

▪ Miscellaneous provisions

Contribution Agreement Provisions
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▪ Not strictly necessary

▪ Provide background on transaction

▪ Provide color on contribution allocations

▪ Acknowledge consideration was given

Recitals
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▪ Not strictly necessary, and limited to 

fundamental reps

▪ Typical reps and warranties:

o Good standing of guarantors

o Due authorization and execution of agreement

o Corporate power and authority

o Direct and indirect financial benefit from agreement

o No conflicts

o Enforceability

o No actions or proceedings impairing agreement

Reps and Warranties
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▪ If borrower fails to pay and a guarantor has 

made payment on its guaranty, the other 

guarantors will reimburse the paying guarantor 

so that they all share in the expended amounts 

in accordance with their payment allocation

▪ Timing for payment

▪ Interest on overdue contributions

▪ Reallocation for insolvency of a guarantor

Contribution Requirements
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▪ Principal, interest and fees on the underlying 

debt of borrower that are paid by guarantor

▪ Costs, expenses and attorneys fees incurred by 

a guarantor in connection with its guaranty

Contribution Agreement will contain language 

that the contribution obligations are 

unconditional and will contain waivers of 

defenses.

Payments Requiring Contribution
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The parties have the ability to proceed against 

each other and:

Expenses

The Non-Prevailing Party Pays 

the Prevailing Party’s Expenses
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▪ No revocation or amendment of guaranties 

without consent of other guarantors

▪ Limitation on recovery if guarantor buys the 

loan:

If a guarantor purchases the loan at less than par, 

the purchasing guarantor cannot recover more by 

enforcing the loan documents than it would have 

been able to recover if it had instead used its 

guaranty to pay off the loan in an amount equal to 

the purchase price.

Miscellaneous Provisions
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▪ Common law rules for allocation obligations 

apply in the absence of a written agreement 

among the parties

▪ As discussed, this could result in an outcome 

that one or more of the parties might not have 

anticipated, or might not view as fair

▪ Parties have the ability to allocate their 

contribution obligations among themselves

Allocating Obligations
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Three principal factors to consider in apportioning 

contribution obligations:

1) Ownership percentage of the enterprise

2) Benefit obtained from the transaction

3) Management role

But, how to allocate those contribution 

obligations?
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This is the most straightforward way to apportion contributions.

Investment Percentage in the Enterprise

Owner A

60%

Owner B

40%

DebtorLender
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Although no investor owns 100% of the equity of 

the debtor, each investor is jointly and severally 

liable for 100% of the obligations under the 

guaranty.

This could lead to an outcome that does not reflect 

the economics of the transaction.

Investment Percentage
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• Begin with the percentage of the debtor’s 

outstanding equity interests that each 

investor owns

• That percentage is the amount of any 

guaranty payment that a debtor would be 

required to contribute to the fronting 

guarantor

Calculation of Investment Percentage
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• Example: Lender demands payment of $100 in respect 

of guarantied obligations.

• Investor A owns 60% of the debtor, and Investor B owns 

40% of the debtor.

• Investor A and Investor B are jointly and severally liable 

for the debtor’s obligations, and they have each agreed 

to guarantee the full amount of the obligations to the 

lender, without any cap on liability.

• Investor A pays the full $100 to the lender.

• Investor B now owes Investor A $40.

Calculation of Investment Percentage 

(cont’d)
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• At the time the contribution agreement was entered into, 

Investor A held 60% and Investor B held 40% of the 

equity in the debtor.

• Now, Investor A holds 90% of the equity in the debtor, 

and Investor B holds 10%.

• Contribution Agreement should have mechanic to adjust.

Definition of “Investment Percentage” should 

automatically adjust to reflect ownership changes.

What if ownership percentages have 

changed?
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▪ Simple

▪ Fair

▪ Self-adjusting to reflect current economics

▪ Avoid intangible qualities of investors or 

questions of equitable benefits

Advantages of Basing Allocation on 

Ownership
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▪ Simplicity may not equal fairness:

▪ One party may have better ability to pay

▪ Economics of ownership may not accurately reflect 

cost/benefit of transaction

▪ Percentage of ownership might not reflect 

liquidity preferences or other rights

▪ Need to reflect “softer” qualities

▪ Perhaps look to benefit obtained from the 

transaction or management status

Disadvantages of Basing Allocation on 

Ownership
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▪ There may be ancillary benefits to a transaction 

beyond increased value to the debtor.

▪ For example:

▪ Proceeds of the loan could have been used to buy 

personal items for one guarantor

▪ Proceeds of the loan could have been used to enter 

into a transaction favorable to one guarantor

▪ Guarantor could have taken fees in connection with 

the transaction

Benefit Obtained from the Transaction
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▪ Challenge of distilling right of contribution down 

to a single number.

Allocating Benefit from the Transaction

Fact Specific Highly Negotiated

Putting a Value 

on Intangibles
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▪ Suppose there are 3 Guarantors, but Guarantor 

B and Guarantor C are married to each other.

▪ Should the Guarantors conceptually look like 

this:

Married Couples

Guarantor 

A

(40% 

Equity)

Guarantor 

B

(30% 

Equity)

Guarantor 

C

(30% 

Equity)
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▪ Or this:

▪ Should Guarantor B/C be jointly liable to Guarantor A?

▪ Guarantor B may indirectly benefit from benefits to his or 

her spouse.

Married Couples

Guarantor 

A

(40% 

Equity)

Guarantor 

B/C

(60% 

Equity)
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▪ Silent Partners vs. Active Managers

▪ Economic benefits for management

▪ Management’s capacity to affect outcome

Allocating Contribution Based on 

Management Role
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▪ Investors who are not actively involved in 

management may not be aware of the day to 

day activities of the debtor.

▪ They may find out about problems too late.

▪ Even if it’s not too late to solve a problem, 

investors who are not managers may not have 

the power to cause the debtor to reverse course.

Silent Partners
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▪ They may be receiving more compensation than 

silent partners.

▪ Questions as to whether compensation is 

proportional to services rendered.

▪ Concerns about being second guessed.

▪ How does allocation of contribution change if no 

longer actively managing debtor?

Active Managers
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▪ Ultimately up to the parties, as this is often 

outside the loan documentation

▪ Simplicity vs. complexity

▪ Likelihood of default by debtor

Setting Contribution Levels
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III.  Partial Guaranties



Page 42 |  7/7/2020  |  Contribution Agreements Under Loan Guaranties

▪ A Guaranty Agreement could provide that all 

guarantors are jointly and severally liable for the 

guarantied obligations.

▪ It could also provide that the liability of a 

particular guarantor is capped at a set amount.

▪ A guaranty that is capped at a set amount is 

referred to as a Partial Guaranty.

Partial Guaranties
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Example:

▪ Debtor defaults on a $100 loan. There are 3 

guarantors. Guarantor A and Guarantor B have 

fully guaranteed the debt, and Guarantor C has 

guaranteed the debt up to $20.

▪ The lender can seek no more than $20 from 

Guarantor C, and Guarantor A and Guarantor B 

are liable for the remaining $80.
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▪ Suppose the guarantors each owned 33.33% of 

the debtor, but one of the guarantors signed a 

partial guaranty limited to 20%.

▪ In the absence of a contribution agreement, it is 

possible that the other guarantors could seek to 

cause the limited guarantor to contribute an 

additional 13% to the full guarantors.

Contribution Obligation of Partial 

Guarantor
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▪ If a partial guarantor is expecting to be limited in 

the amount of its guaranty, it should get it in 

writing in a contribution agreement.

▪ There could be a situation where the partial 

guarantor WANTS to be limited in its guaranty to 

the lender, but is willing to contribute to its co-

investors.

▪ If this is the case, then that should be reflected 

in the contribution agreement.

Contribution Obligation of Partial 

Guarantor (cont’d)
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▪ Expressly cap the required contribution amount 

so that the partial guarantor is not required to 

contribute more than his or her guaranty cap.

▪ The remaining guarantors should share the 

unsatisfied portion of the contribution 

requirement ratably in accordance with their 

contribution requirements.

Mechanics of Contribution for Partial 

Guaranty
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IV. Carveout Guaranties
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▪ Often referred to as “bad act” guaranties

▪ Certain acts by a guarantor can result in that 

guarantor being responsible for losses suffered 

by the lender

▪ Worse bad acts by a guarantor can result in that 

guarantor being responsible for the entire 

amount of obligations owing by the debtor, even 

though the guaranty was otherwise non-

recourse to the guarantor

Carveout Guaranties Definition
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▪ Items that could result in carveout guarantor 

becoming liable for losses, costs, expenses, 

claims, etc. of lender:

o Fraud or intentional misrepresentation

o Intentional physical waste to collateral

o Misapplication, misappropriation or conversion of 

insurance proceeds from collateral

o Breach of employment agreements or other 

agreement the lender is relying upon

Triggering a Carveout Guaranty
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▪ Items that could result in a guarantor becoming 

liable for the full amount of the debt:

o Change of Control

o Voluntary bankruptcy of debtor

o Consent to involuntary bankruptcy

Triggering a Carveout Guaranty (cont’d)
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▪ If guarantors have signed a carveout guaranty 

but are otherwise non-recourse, they may still 

want to sign a contribution agreement.

▪ Multiple guarantors may have committed acts 

that result in guaranty liability, but lender may 

only seek recourse from one.

▪ Guarantors should have a mechanism to sort out 

contributions among themselves.

Carveout Guarantor and Contribution 

Agreement
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▪ Generally, guarantors contribute up to their set 

contribution limit.

What if all guarantors are jointly and severally 

liable under a guaranty, but one lender’s bad 

acts have caused the debtor’s default?

Carveout Guaranty Concepts in 

Contribution Agreements
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If a guarantor has behaved badly:

BAD ACTS OF 

GUARANTORS SHOULD 

OVERRIDE CONTRIBUTION 

ALLOCATION 

PERCENTAGES



Page 54 |  7/7/2020  |  Contribution Agreements Under Loan Guaranties

▪ Contribution Allocations are a way to achieve 

fairness, so the guarantors share the 

obligations.

Are the contribution allocations still fair?

Override of Contribution Allocations
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Bad acts could include:

▪ Gross negligence, willful misconduct or bad 

faith.

▪ Breach of a provision of the loan documents 

specifically applicable to that guarantor.

▪ Fraud.

▪ Criminal activity.

▪ Incurring costs for frivolous defenses under the 

guaranty without the consent of the other 

guarantors.
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▪ If guarantors do not receive contribution as a 

result of bad acts, it needs to be clear that the 

bad act was the sole reason why the fronting 

guarantor had to pay on its guaranty.

▪ Also, if there are multiple guarantors, there may 

be culpable guarantors and innocent guarantors. 

▪ Culpable guarantors should contribute to other 

culpable guarantors, but innocent guarantors 

should not need to contribute.

Mixed Motives



Contribution Issues: 
Basic Tax Matters

Part V
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Basic Tax Considerations – 1 

• Not Tax Advice, But Raises Tax Matters to which Attention Should be 
Paid.
– When considering the tax consequences of a guarantee, the focus is usually on 

the relationship between the guarantor and the obligor (the “beneficiary” for 
tax purposes); more often than not, these parties are a closely held business 
and its owners.  Each party has a different set of tax considerations to address:

• A guarantor provides an immediate economic benefit to the primary obligor by 
guaranteeing said primary obligor’s indebtedness to the lender; by doing so, the 
guarantor allows its own economic strength and creditworthiness to support the 
borrower party.

• In addition, a guarantor suffers an economic detriment because by guaranteeing 
the obligor’s indebtedness the guarantor has agreed to assume responsibility for 
the indebtedness in the event the obligor is unable to satisfy the indebtedness 
itself.

– Practice Tip – Initial tax questions include: 
• How is this economic benefit measured? 

• Was any consideration provided by the obligor in exchange for this benefit? 

• What tax consequences are realized by the obligor as a result of the transaction?
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Basic Tax Considerations – 2 

• Benefits and Detriments – S Corporation Rules.
– The value of the economic benefit inuring to an obligor, and the “value” of the detriment suffered by 

the guarantor, as a result of a guarantee are not necessarily the same as the consideration (or fee) 
that may have been paid by the obligor in exchange for the guarantee.

• Hence, how does a closely held business and those related to it even determine what is an 
appropriate guarantee benefit/detriment for tax purposes?

– Firstly, under current tax law, S-Corp shareholder does not obtain basis for an indebtedness of its 
company to a third party merely by guaranteeing such indebtedness. See, e.g., PLR 9113009, as 
modified by PLR 9409018.

• According to most courts and the IRS, it is when a shareholder makes a payment on a bona fide 
indebtedness of the company, for which said shareholder has acted as guarantor, that the owner 
creates a direct indebtedness between themselves and the company – the shareholder-guarantor 
steps into the shoes of the original creditor vis-à-vis the company to the extent of such payment – and 
the shareholder acquires basis for that indebtedness to the extent of that payment. See id. 

• As a result, there is no tax event for a guarantor until it makes a payment under its guaranty.

– Next, the fact remains that a shareholder’s guarantee of its company’s indebtedness to a third party 
lender bestows a valuable benefit upon the company – the guaranty enables the company to borrow 
business funds from an unrelated lender – and, it exposes the shareholder to a contingent liability 
for which the company likely paid no consideration.

• Practice Tip – Unfortunately, neither the IRS nor the courts have shown any willingness to accept the 
argument that the value of this guarantee – whether it is the amount of the guarantor’s actual or 
imputed fee, the value of the benefit, or the value of the detriment, however determined – should be 
treated as a capital contribution by the shareholder to the S-corporation. See, e.g., PLR 9113009, as 
modified by PLR 9409018.
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Basic Tax Considerations – 3 

• Benefits and Detriments – Partnership Rules.
– If a partner guarantees a partnership’s liability to an unrelated lender, it would appear that the 

partner bears the economic risk of loss with respect to that liability – the partner is obligated to pay 
the lender if the partnership defaults – and, consequently, may be treated as having made a capital 
contribution to the partnership, which would increase the basis of the partner’s partnership interest. 
See Reg. Sec. 1.752-2T(j)(2).  The fact that the partner is never actually called upon to fulfill their 
guarantee is irrelevant – there does not need to be an actual economic outlay – it suffices that they 
bear the “economic risk of loss” test (unlike for shareholders of an S-Corp.).

• However, the partner’s guarantee may be disregarded if, taking into account all the facts and 
circumstances, the partner’s obligation under the guarantee is subject to contingencies that make it 
unlikely that it will ever be discharged. In that case, the guarantee would be ignored until the event 
occurs that triggers the payment obligation.  See Reg. Sec. 1.752-2(b).

• According to the IRS, a guarantee may also be disregarded where it was not required in order to 
induce the lender to make the loan to the partnership, or where the terms of the loan were no 
different than they would have been without the guarantee.  See Prop. Reg. Sec. 1.752-2(j).

– This program does not seek to explain or justify the different tax treatment of a guarantee in one 
business scenario versus another; for example, a shareholder’s guarantee of an S corporation’s 
indebtedness versus a partner’s guarantee of a partnership’s indebtedness raises much different tax 
considerations.

• Practice Tip -- The following themes should be kept in mind: (i) in order for a guarantee to be 
respected, it must serve a bona fide economic purpose – it cannot be undertaken only to generate a 
beneficial tax result (for example, additional basis); otherwise, the guarantee will not be given tax 
effect until the occurrence of the contingency to which the guarantee is directed; and (ii) the IRS’s 
treatment of a guarantee will depend in no small part upon the direction of the guarantee – for 
example, upstream, as in the case of the S-Corp., or downstream, as in the case of partner and a 
partnership – and the fiscal policy sought to be enforced.
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Contribution Issues:
Waivers and Defenses

Part VI
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Waivers and Defenses
• Contribution Clause For Guaranty: Some lenders will permit unique provisions in their 

guaranties to address contribution rights amongst co-guarantors (as opposed to having such 
guarantors waive such rights):

– A. Indemnity and Subrogation. In addition to all such rights of indemnity and subrogation as the Guarantors may have under 
applicable law (but subject to Section C), the Borrower agrees that in the event a payment shall be made by any Guarantor 
under this Agreement, the Borrower shall indemnify such Guarantor for the full amount of such payment and, until such 
indemnification obligation shall have been satisfied, such Guarantor shall be subrogated to the rights of the person to whom 
such payment shall have been made to the extent of such payment.

– B. Contribution and Subrogation. Each Guarantor (a “Contributing Guarantor”) agrees (subject to Section C) that, in the event a 
payment shall be made by any other Guarantor under this Agreement, and such other Guarantor (the “Claiming Guarantor”) 
shall not have been fully indemnified by the Borrower as provided in Section A, the Contributing Guarantor shall, to the extent 
the Claiming Guarantor shall not have been so indemnified by the Borrower, indemnify the Claiming Guarantor in an amount 
equal to the amount of such payment, multiplied by a fraction of which the numerator shall be the net worth of the Contributing 
Guarantor on the date hereof, and the denominator shall be the aggregate net worth of all the Guarantors on the date hereof. 
Any Contributing Guarantor making any payment to a Claiming Guarantor pursuant to this Section B shall be subrogated to the 
rights of such Claiming Guarantor under Section A to the extent of such payment.

– C. Subordination. Notwithstanding any provision of this Agreement to the contrary, all rights of the Guarantors under Sections A 
and B and all other rights of indemnity, reimbursement, contribution or subrogation under applicable law or otherwise shall be 
fully subordinated and junior in right of payment to the prior indefeasible payment in full in cash of all the Obligations. In 
addition, any indebtedness of the Borrower now or hereafter held by any Guarantor is hereby subordinated in right of payment 
to the prior payment in full in cash of all the Obligations. If any amount shall erroneously be paid to any Guarantor on account of 
(a) such subrogation, contribution, reimbursement, indemnity or similar right or (b) any such indebtedness of the Borrower, such
amount shall be held in trust for the benefit of the Lender and shall forthwith be paid to the Lender to be credited against the
payment of the Obligations, whether matured or unmatured, in accordance with the terms of the Loan Documents. No failure on 
the part of the Borrower or any Guarantor to make the payments required herein (or any other payments required under 
applicable law or otherwise) shall in any respect limit the obligations and liabilities of any Guarantor with respect to its 
obligations hereunder, and each Guarantor shall remain liable for the full amount of the obligations of such Guarantor 
hereunder.
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Waivers and Defenses
• Contribution Clause For Operating Agreement: Parties to business agreements 

can include the consequences for parties who are owners of an entity, such as an 
LLC, and fail to provide their share of capital calls and other third-party obligations 
amongst said members (most notably, between co-guarantors): 

• an operating agreement may specify the penalties or consequences to members who 
fail to comply with the terms and conditions of the operating agreement, such as 
dilution of membership interest;

• that a member who fails to make a required contribution is obligated, at the option of 
the LLC, to contribute cash equal to the value of the agreed obligation;

• that reduction in membership interest was an acceptable penalty for defaulting on a 
contribution obligation; and

• a catch-all providing that the rules of law and equity apply, if not otherwise provided in 
the Uniform Limited Partnership Act.
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