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Introduction

Loan guarantees can help borrowing microfinance institutions (MFIs) obtain loans that
otherwise are unavailable to them. An MFI typically seeks to facilitate a (third-party) loan
guarantee to obtain a bank loan that would not be possible without the guarantee. Thus,
the guarantee can help an MFI gain access to commercial funding markets and provide
support for the MFI’s creditworthiness in the eyes of potential lenders. The expectation
is that a guarantee will also ease future borrowing for the MFI by increasing the bank’s
willingness to lend to the MFI again, perhaps without requiring another guarantee so
long as the MFI complies with the terms of the loan agreement. In addition, MFIs that
already have access to commercial funding markets may still benefit from loan guarantees
because they can use the guarantee as a structuring tool, enabling the MFI to obtain a
loan under conditions more favorable than those applicable to a typical unguaranteed
loan (for example, by obtaining a lower interest rate).

With these benefits of a guarantee in mind, this Technical Guide introduces MFIs to
the principal provisions of a standard commercial guarantee agreement, while offering
general guidance and tips for drafting and negotiating standard clauses. It is not intended
to be, nor does it provide, an exhaustive description of the contents of a guarantee agree-
ment. MFIs should use this Guide to help them understand the risks associated with some
of the important provisions of a guarantee agreement. This Guide can also help MFIs iden-
tify departures from generally accepted provisions that may negatively affect their interests.

It is also important to note that this Guide addresses only standard commercial guar-
antee agreements governed by common law legal systems, with specific emphasis on New
York law, the U.S. Bankruptcy Code, and the Restatement (Third) of Suretyship and Guar-
anty, unless otherwise noted. The type of legal system that applies to the loan guarantee
is critical, because common law and civil law legal systems involve different approaches
to the respective rights of creditors and debtors, may use different legal terms, may offer
different types of self-help remedies to creditors, and may apply, through local courts,
different interpretations to terms and conditions. MFIs should consult with local legal
counsel to determine whether the law governing the loan agreement follows common law
or civil law principles and what the implications of this may mean for them. Indeed, MFIs
should consult with local counsel to understand the local laws related to guarantees, as

well as how the local legal system addresses other issues highlighted throughout this guide.



Overview

A third-party loan guarantee, the main topic of this Guide, is an agreement that is
entered into by the guarantor (typically, a development agency or investor) and directly
affects the rights of the primary obligor or obligor (the borrowing MFI), the beneficiary
(the lender, typically a local bank), and the guarantor. Under a guarantee the guarantor
agrees to pay the beneficiary the money owed to it by the primary obligor if the primary
obligor defaults on the loan. In a loan guarantee agreement, the borrowing MFI is typi-
cally referred to as the primary obligor because it is the party to the underlying primary
obligation agreement (the main underlying loan), with the primary obligor’s obliga-
tions under that agreement being guaranteed (for the benefit of the beneficiary) by the
guarantor. The borrowing MFI is the primary party responsible for the obligation on
the primary obligation agreement or loan agreement (thus, the “primary obligor”), and
the guarantor is, in effect, the secondary obligor because in the event the MFI fails to
pay, the guarantor has an obligation to pay the amount owed under the loan agreement.
Generally, the guarantor is not required to make any payment unless the primary obligor
fails to pay. It is worth noting that if a reimbursement agreement is entered into between
the MFI and the guarantor, in that reimbursement agreement the MFI will be referred
to as obligor, rather than primary obligor, because with respect to the direct contractual
relationship between the MFI and the guarantor set out in the reimbursement agree-
ment, the MFI is the only obligor.
A loan guarantee can help an MFI, which may otherwise lack access to commercial
funding sources, to obtain a loan. In this way, the guarantee serves as a type of credit
enhancement to reduce the lender’s perception of the MFI’s risk of default. Other types of
credit enhancements that MFIs can use to reduce their lenders’ exposure to default risk
include collateral security, letters of credit, and the inclusion of co-guarantors:
¢ Collateral security. The MFI may pledge assets as security for a loan. Such an arrange-
ment often involves only two parties: the borrower (the MFI) and the beneficiary
(the bank).

® Letters of credit. In this context, a letter of credit involves the borrowing MFI (the
applicant), the lending bank (the beneficiary, or recipient of the letter of credit), the bank
that issues the letter of credit (issuing bank). A letter of credit is a promise by the issu-

ing bank to pay a specified amount to the beneficiary when the borrowing MFI defaults
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on the loan. The letter of credit basically substitutes the creditworthiness of the issuing
bank for that of the borrowing MFI. Banks organized in the United States often cannot
issue guarantees, but they can issue letters of credit and other “independent under-
takings to pay against documents.” Although U.S.-organized banks often cannot issue
guarantees except in support of certain affiliate obligations or where the issuing bank
otherwise has an interest in the transaction, this limitation is not shared by all jurisdic-
tions. In any event, there is a need to consult with local counsel to determine the legal
authority of the relevant guarantor to issue the guarantee. (See annotation 44 for further
discussion). In many jurisdictions, however, banks are permitted to issue guarantees.

e Co-Guarantors. In some cases the beneficiary may require more guarantee coverage
of the primary obligation than any one guarantor will agree to provide. In such a case
there may be two or more guarantees of one loan. It is likely that in such a case the
beneficiary will want the freedom to call on any guarantee if there is a default under
the primary obligation. Although by definition the primary obligor will have already
defaulted before any guarantee is called on, the guarantors may need to have arrange-
ments in place to allocate any exposure among themselves. The primary obligor will,
of course, remain obligated to reimburse each guarantor, and any multiple-guarantor
arrangement will need to ensure that the primary obligor is never at risk of paying
more, in the aggregate, than the amount of the primary obligations guaranteed. At-
tention will also need to be paid to what sorts of guarantor-related defaults could con-
stitute a default under the primary obligation, as the presence of multiple guaranties

would increase the chances of such an occurrence.

In practical terms, letters of credit, third-party loan guarantees, and the existence of
multiple or co-guarantors help to ensure that the lender will receive prompt payment of
amounts owed to it under the underlying loan, even if the borrowing MFI encounters
financial difficulties and fails to pay when due an amount owed under the primary obli-
gation agreement. The more confident the beneficiary is that it will be repaid, the more
likely it is to make the loan, and on better terms. A primary obligor may choose to use
more than one of the abovementioned credit enhancements at a time. In the event a pri-
mary obligor uses multiple credit enhancements, the primary obligor must address sev-
eral issues that arise when multiple credit enhancements are in use, such as the following:
¢ Relationship among credit enhancements. When there are multiple sources of credit

enhancement, the relationship among these enhancements must be addressed. In par-
ticular, any limitations on the amounts, timing, or order with which the different

credit enhancements are and can be exercised will need to be determined.
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e Order of exercising credit enhancements. Generally, the beneficiary will seek to pro-
ceed in any manner it decides, exercising its rights in respect of the available credit
enhancements in any order it sees fit. On the other hand, a guarantor may seek to
limit its liability under the guarantee by allowing the beneficiary to exercise its rights
under the guarantee only in circumstances in which all other enhancements have

been exhausted.

The remainder of this document will focus solely on loan guarantees.

Figure 1. Key Players in a Loan Guarantee.

Creditor/Beneficiary
(The Lender, typically
a Local Bank)

Guarantor agrees (o pay money
wwed by Primary Obligos 1o

Beneficiary if Primary Obligor
defaults on loan

Borrower promises to
repay loan

Borrower/
Primary Obligor

(The MFI)

Primary Obligor
promises to reimburse
Ciuarantor if Guaranior makes
u payment

Structurally, most guarantee agreements adhere to a similar format, which begins
with a preamble. The agreement’s preamble (an opening statement) contains the names of
the parties and may define key terms, such as “guarantor”, “beneficiary”, “primary obli-
gor”, and “primary obligation agreement”. After the preamble, a typical loan guarantee
contains various recitals (“WHEREAS” clauses, further described in annotation 1). The
document’s eight main sections follow these recitals: (1) the guarantee, (2) representations
and warranties, (3) subrogation of rights, (4) binding effect, (5) notices, (6) governing law,
(7) amendment, and (8) transfer. Each of these sections is described in more detail in the

annotations that follow.
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Key Issues/Concepts to Consider

As MFI managers seek to make use of this Guide, it will be useful to keep a few important
concepts related to guarantees in mind:
Loan guarantees may cover the entirety of a loan or only parts of a loan.
* Complete guarantees cover the entire loan amount, which will include all payments
that come due under the loan agreement, including principal, interest, and fees.
¢ Partial guarantees cover only a specified amount of the loan, such as just interest, or
just principal amounts, or even only certain (often later) payment installments, such

as the last principal payments due.

A loan guarantee may be a guarantee of payment or a guarantee of collection.

e Under a guarantee of payment, if the primary obligor defaults, the beneficiary can
proceed directly against the guarantor, without first seeking to enforce its claims
against the primary obligor. In other words, the beneficiary of the guarantee is not
required to seek to enforce its claims against the primary obligor before proceeding
against the guarantor.

¢ Under a guarantee of collection, the beneficiary must seek to enforce its claims against
the primary obligor (or other source of credit enhancement for the loan) before being
able to enforce its claims against the guarantor. In other words, there is a condition
precedent that must be satisfied before the beneficiary is able to turn to the guarantor

for payment.

Regardless of which type of loan guarantee (of payment or of collection) is used,
it usually comes at a cost, with the guarantor requiring the MFI to pay an initial and/
or annual fee for the guarantee. Typically, the amount of the guarantee fee is based on
the length of the loan and the amount of the guaranteed portion, and it may range from
0 percent to 4.5 percent of the guarantee amount. The estimated fee amount is based on
a study, jointly supported by CGAP and the U.S. Agency for International Development
(USAID), that draws on data provided by guarantee agencies, publicly available finan-
cial information reported by MFIs, and telephone and email exchanges conducted with
selected MFI managers and guarantee agency staff (Flaming 2007). The study found that
the guarantor agencies’ unweighted average fee was just over 2 percent.

For a loan guarantee to have effect, the guarantor must have authority to enter into
the agreement. Indeed, the guarantor’s power to “execute and deliver” the guarantee is
an essential legal prerequisite and is necessary for the guarantee to be valid. As such, it is

standard practice for the guarantor, under the representations and warranties section, to
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affirm that it has such authority and is a duly organized and validly existing organization.
It is also customary for the guarantor to represent that entering into the guarantee does
not contravene any of its incorporation provisions or bylaws, or any law, regulation, rule,
or other contractual restriction that is already binding on it.

Another key provision of the guarantee concerns subrogation. Subrogation pro-
vides for one party (in this case the guarantor) to stand in the shoes of another (the ben-
eficiary), giving the substitute the same legal rights as those of the original party. For
example, subrogation allows the guarantor to “stand in the shoes” of the beneficiary,
allowing the guarantor to assume and exercise the beneficiary’s legal rights against the
primary obligor (or other sources of credit enhancement for the loan). (See Figure 2.)
Subrogation occurs automatically, without any further action by the parties and has
the same effect as if the beneficiary had assigned those rights to the guarantor directly.
Thus, if the primary obligor defaults on its obligations under the primary obligation
agreement, the guarantee provides that the guarantor will pay such amounts that (1)
are covered by the guarantee and (2) that the primary obligor has failed to pay. If the
guarantor’s payment of the amount owed completely satisfies the underlying obliga-
tion, the guarantor becomes subrogated to the rights of the beneficiary with respect
to the underlying obligation and, standing in the shoes of the beneficiary, is entitled to
receive payment from the primary obligor. If the guarantor has guaranteed only part
of a debt, the guarantor will not be “subrogated” to the beneficiary’s claim against the
primary obligor until the underlying obligation has been completely satisfied. Thus, a
guarantor is likely to want to have a reimbursement agreement in place with the pri-
mary obligor to set out the terms that will govern repayment, even though the primary
obligor is required (as a matter of law) to reimburse the guarantor for any payment
made by the guarantor.

If a guarantor finds the prospect of stepping into the beneficiary’s shoes in the event
of subrogation to be inadequate, a guarantor may seek to have the primary obligor’s
reimbursement obligation secured (supported by collateral). Beneficiaries, however, are
unlikely to favor such an arrangement. If the beneficiary itself has required collateral
from the primary obligor, it is unlikely that it will permit another (even if subordinated)
security interest in favor of the guarantor. In the event a guarantor does obtain a secu-
rity interest for its reimbursement obligation, generally the beneficiary will require the
guarantor to agree not to exercise any right to exercise remedies against any such col-
lateral until the beneficiary is fully satisfied. Nevertheless, having such collateral would
make the guarantor a secured, rather than an unsecured, creditor of the primary obli-
gor, which typically has advantages in the event of a decline in the primary obligor’s

creditworthiness or even insolvency or bankruptcy. Because the collateral is likely to
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Figure 2. Subrogation: If Primary Obligor Defaults, Relationships Shifts

Creditor/Beneficiary
(Lender/Local Bank)

Bomrower
promises Payment of Obligor(s Debt, .
o repay whereupon Guarantor Citeps in the

shoesOof the Creditor 1o collect
payment against Olbigor

™ Borrower/
Primary
Obligor
<"\ (The MFI) R

be located in the local jurisdiction of the primary obligor, any such arrangement will
require consultation with local counsel regarding how to provide any such security in-
terest and the costs and other complications that may be involved. Among other poten-
tial concerns, if the collateral includes the primary obligor’s loan portfolio, legal hurdles
might prevent granting permission to the guarantor to make collections on such loans
after the primary obligor’s default.

One final preliminary issue—consideration—has its roots in contract law. Guaran-
tees are contracts entered into between the guarantor and the beneficiary, thus consis-
tent with a basic principle of contract law, a guarantee like any other contract must be
supported by consideration. Consideration need not flow directly to the guarantor, so
there is no legal requirement that a guarantee fee be paid as consideration, although
third-party guarantees are likely to require a guarantee fee. So long as the guarantee is
executed at the time of the primary obligation agreement, consideration sufficient to sup-
port a guarantee will be found to exist if (1) the primary obligor received consideration
from the beneficiary under the primary obligation agreement and (2) the guarantee is
required as part of that loan transaction. If the guarantee is entered into after the primary
obligation agreement is entered into, however, an issue may arise regarding the adequacy
of consideration to support the guarantee. To prevent the guarantor from claiming that

the guarantee was given without consideration, the guarantee document should recite
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the consideration received or state that the guarantee is provided “for value received.”
Guarantees governed by New York law have the benefit of Section 5-1105 of the New
York General Obligations Law, which provides that a promise in writing is effective even
if the consideration for the promise is past or executed, so long as the consideration is ex-
pressed in writing, is proved to have been given, and would have been valid consideration
but for the time when it was given.
As discussed, loan guarantees can be helpful—providing primary obligors with ac-
cess to capital it otherwise may not be able to obtain. However, loan guarantees come
with costs that primary obligors must consider. The following is a summary of some of
the chief advantages and disadvantages of using a loan guarantee.
The advantages of a loan guarantee include the following:
¢ A guarantee offers primary obligors some of the same protections as a letter of credit
(for example, a primary obligor can use a loan guarantee to avoid the risks associated
with keeping cash collateral on deposit with a local bank).

¢ A guarantee may provide a primary obligor with the advantage of access to capital that
it otherwise would be unable to obtain or may provide a more legally enforceable claim
where perfected security interests in collateral are unavailable or problematic. If the
primary obligor does not have cash to offer as collateral for a local loan or if the pledge
laws of the country where the primary obligor is located do not provide for mechanisms
to perfect security interest in pools of intangible assets (such as microcredit portfolios),
a guarantee from a development bank or from an organization (such as USAID) may be
an acceptable substitute.

¢ In cases where unsecured financing is available to a primary obligor, the guarantee, like
other credit enhancements, typically allows the primary obligor to borrow at a lower
interest rate than that charged for an unguaranteed, unsecured loan. Of course, the cost

of the guarantee (including fees), if any, must be considered in weighing this advantage.

There are several disadvantages to using a guarantee as a credit enhancement:

¢ The guarantor may require the primary obligor to pay an initial and/or annual fee for
the guarantee.

¢ The guarantor may place certain restrictions on how the primary obligor may use the
loan proceeds, such as prohibiting the primary obligor from engaging in any lending
that the guarantor considers high risk.

e The guarantor may impose rigorous know your customer, anti-money laundering or
counter-financing of terrorism laws on the primary obligor that may restrict the pri-
mary obligor’s lending capacity in its primary place of business and with which the

primary obligor may not be able to comply.
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¢ The interest rate available to a primary obligor that uses a guarantee may be higher
than the interest rate available to that primary obligor on a loan secured with cash
collateral deposited directly with the beneficiary. This is because the beneficiary is able
to realize on letters of credit or cash collateral with much less effort and cost.

¢ The primary obligor will be obligated to reimburse the guarantor for any amounts
paid under the guarantee, for which the guarantor may require collateral as security,

even if the beneficiary did not require collateral.

The primary obligor, along with local counsel, needs to consider these advantages and
disadvantages before deciding whether a loan guarantee is in its best interests. This Guide
explains important terms and describes what language is helpful, neutral, or harmful to a
primary obligor. Although the primary obligor is not a party to the guarantee, the primary
obligor should closely observe the negotiations between the beneficiary and the guarantor.
If the guarantor decides to enter into a reimbursement agreement with the primary obli-
gor, the terms and conditions of the guarantee will affect the rights and obligations of the
primary obligor under the reimbursement agreement.

Bracketed text in the guarantee indicates either transaction-specific terms or optional
text, which, if considered desirable, should be replaced with the specific text applicable

to the context.






ANNOTATED CORPORATE GUARANTEE

GUARANTEE! (as the same may be amended, supplemented, or otherwise modified from
time to time, Guarantee), dated as of [date]* of [name of the Guarantor entity] (Guar-
antor), a [corporation] duly organized under the law of [Guarantor’s state of organiza-
tion],? in favor of [name of the Beneficiary entity], a [corporation] duly organized under
the laws of [Beneficiary’s state of organization], its successors and assigns (Beneficiary);

WHEREAS, [name of the Primary Obligor entity] a [corporation] duly organized
under the laws of [Primary Obligor’s state of organization] (Primary Obligor)* has en-
tered into the [describe the transactions and the document creating primary obligation]
(Primary Obligation Agreement) with the Beneficiary;

WHEREAS, in consideration of the foregoing and for other good and valuable con-
sideration receipt of which is hereby acknowledged, the Guarantor has agreed to guaran-

tee the payment of amounts under the Primary Obligation Agreement;

1. Most guarantee agreements begin with a preamble (an opening statement), fol-
lowed by various recitals (“WHEREAS” clauses). The recitals are an often over-
looked part of the agreement that serve as a useful, nontechnical summary of
the goals and structure of the agreement and serve as an expression of the intent
of the parties. The recitals are especially useful if the parties end up in court. Al-
though recitals are not legally enforceable, the guarantor (and also the primary
obligor) should nonetheless take care that the recitals are not more limiting than
the terms of the agreement itself. Additional recitals could be used to express the
intent of the parties or any other relevant background to the transaction.

2. If the guarantee is entered into after the main loan agreement or primary obli-
gation document is signed, an issue may arise regarding the adequacy of con-
sideration to support the guarantee, at least with respect to transactions taking
place prior to the guarantee’s execution. Consideration will be found where the
existence of the guarantee is part of the exchange bargained for by the lender
to induce it to extend credit to or contract with the primary obligor, but actual
creation of the guarantee is delayed until after initial loan agreements have been

entered into, even if no separate consideration supports the guarantee.

11
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3. The preamble should state the name, legal organizational form, and the juris-
diction of the guarantor, beneficiary, and the primary obligor, as the case may
be. Examples include a corporation, a limited liability company, a nonprofit
company, a bank, and so forth. Some contract forms use the location of the
registered office of the parties, which may not necessarily be the principal office
of the parties. The parties should agree upon this.

4. The MFI is the primary obligor and is the party to the underlying agreement or
primary obligation agreement, whose obligations under that agreement will be

guaranteed by the guarantor, typically a development agency or investor.

NOW, THEREFORE, the Guarantor hereby agrees:

Section 1. The Guarantee. (a) The Guarantor hereby irrevocably,’ absolutely and
unconditionally® guarantees to the Beneficiary, with effect from the date of the Primary
Obligation Agreement, the due and punctual payment” (and not merely collection)® [in
currency in which the guaranteed obligation has to be paid]’ of all present and future!®
amounts,'! whether absolute or contingent, and whether for principal, interest, fees,
breakage costs, expenses, indemnification, or otherwise, owing by the Primary Obligor
under the Primary Obligation Agreement, as and when such amounts become due and
payable, whether at their scheduled due dates, upon acceleration or otherwise (or would
otherwise be owing, due or payable under the Primary Obligation Agreement but for the
commencement of any bankruptcy, insolvency, or similar proceeding'? in respect of the
Primary Obligor) (such obligations, Guaranteed Obligations) and the performance of
all delivery and other obligations of the Primary Obligor under the Primary Obligation
Agreement’? in accordance with the terms of the Primary Obligation Agreement. All cap-
italized terms not otherwise defined herein shall have the respective meanings assigned to

them in the Primary Obligation Agreement.

5. The term “irrevocable” means that the guarantee cannot be terminated unilater-
ally (this is implied in any event insofar as identified obligations are concerned).
As explained below, complete irrevocability is not possible if the guarantee pur-
ports to relate to all future obligations between the primary obligor and the
beneficiary, whether or not documented and identified in the guarantee. In an
open-ended guarantee, the use of the term “irrevocable” simply means that the

guarantor is prevented only from revoking its guarantee for any transactions
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already entered into by the primary obligor. The guarantor may revoke its guar-
antee of future transactions not yet entered into by the primary obligor even
though the guarantee is stated to be irrevocable. If the guarantor purports to ter-
minate the guarantee while obligations under the underlying primary obligation
agreement remain outstanding, this may constitute an event of default under the
terms of the primary obligation agreement.

. The term “absolute and unconditional” means that no condition need be satis-
fied, and no remedy need be pursued against the primary obligor, before any
rights against the guarantor under the guarantee become enforceable. Because it
is unclear whether, by the simple reference to “absolute and unconditional,” the
guarantor will be viewed as having waived its right to defenses that the guaran-
tor might have to performance (known as “suretyship” defenses, described in
annotation 19 in greater detail) including where the primary obligor and the
beneficiary have changed or waived the underlying obligations, the beneficiary
will typically want the guarantee to contain further language that clarifies this
point as this guarantee does in Section 1(c) of the text.

. This is a guarantee of payment (whereby if the primary obligor fails to pay un-
der the primary obligation agreement, the beneficiary of the guarantee is not re-
quired to seek to enforce its claims against the primary obligor before proceed-
ing against the guarantor) as contrasted with a guarantee of collection (whereby
the lender or beneficiary would be required to seek enforcement of its claims
against the primary obligor first, before being able to turn to the guarantor for
payment). Generally, in the United States, if the guarantee is silent on the issue
of which type of guarantee it is, the guarantee will be considered a guarantee
of payment. The rule that a guarantee that is silent as to whether it is a guaran-
tee of payment or guarantee of collection is specific to U.S. law. Local counsel
should be consulted to determine if nonspecified guarantees are automatically
deemed guarantees of payment in the applicable jurisdiction.

. This parenthetical strengthens the notion that this is a guarantee of payment
(although this is implied without so stating).

. This clause should be added to limit uncertainty in the context where it would
be appropriate to agree on the desired currency of payment or of judgment
settlement. Because the primary obligation is often payable in local currency,
exchange controls and exchange rate fluctuations could have a negative im-

pact on the primary obligor if any guarantee (and related reimbursement
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obligation) is payable in a nonlocal currency (such as U.S. dollars) and the
guarantor is not willing to assume such an exchange risk (for example by
committing to make a payment in “then equivalent” funds). It might be
possible for the primary obligor to acquire some sort of contingent currency
fluctuation protection, although this could be expensive. Unless the loan
to the primary obligor is in a different currency than the loan portfolio the
primary obligor used to fund its repayment of the primary obligations there
would not seem to be a need for an ongoing currency swap or similar hedge
to be in place, since the primary obligor intends to make payment on the
primary obligation and would therefore not need to make a reimbursement
payment to the guarantor in a different currency. Foreign exchange controls
could, however, prevent the primary obligor from making a repayment in
the expected currency, in which case the primary obligor would face cur-
rency exchange rate risk. The beneficiary will want to ensure that no matter
what the circumstances, the full amount of its loan is paid in either local
currency or the then-U.S. dollar (or other relevant currency) equivalent. One
approach a beneficiary might take would be to require interim loan prepay-
ments by the primary obligor to ensure that the size of the guarantee is
always sufficient to cover, at then-current rates, the requisite amount of the
loan. This would be a very disadvantageous position for the primary obli-
gor, as it could then require demanding earlier-than-expected repayment on
its own loan portfolio.®

Adding the concept “present and future” strengthens the notion that this is
a continuing guarantee that can cover future (even unidentified) obligations
under the primary obligation. A continuing guarantee is a contract that is
a continuing offer to guarantee the primary obligor’s debts and applies to
transactions already entered into by the primary obligor (unless a provision is
included that the guarantee does not apply or it is limited by its terms).

Even though a guarantee may provide that it is continuing, whether through
the use of the words “present or future” or by referring to the guarantee
as “continuing,” the guarantor may still act to terminate it by notice to the
beneficiary revoking the guarantor’s liability for obligations that are incurred

subsequent to such notice.
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11. This is an unlimited guarantee, as contrasted with a limited guarantee. Under
an unlimited guarantee, the guarantor is obligated to answer for all debts of
the primary obligor in respect of the guaranteed obligations, whereas a limited
guarantee limits the dollar amount of the liability assumed by the guarantor.
If the guarantee is intended to be a limited guarantee, the parties may choose
to include language such as “not in excess of $[fixed amount],” or “limited
to $[fixed amount].” USAID’s Development Credit Authority, for example,
guarantees loans up to 50 percent of a lender’s net loss on the guaranteed
portion of the identified loan. This provision should be tailored to the type of
guarantee intended.

12. The clause “but for the commencement of any bankruptcy, insolvency or simi-
lar proceeding” is included because any bankruptcy by the primary obligor
may halt the accrual of further interest under the primary obligation agree-
ment. This clause is intended to include within the scope of the guarantee,
interest that would have accrued had a bankruptcy not occurred.

13. A guarantee can cover not only payment but also performance obligations, al-
though guarantors often prefer to limit their obligations to those of payment,

since they may not be in a position to perform other types of obligations.

Guarantor hereby agrees to pay all costs, fees, and expenses (including, without limi-
tation, reasonable fees of outside counsel) incurred by any Beneficiary in enforcing this
Guarantee. Each payment by the Guarantor under this Guarantee shall, except as re-
quired by law, be made without withholding or deduction for or on account of any taxes.
If any taxes are required to be withheld or deducted from any such payment, the Guaran-
tor shall pay such additional amounts as may be necessary to ensure that the net amount
actually received by the Beneficiary after such withholding or deduction is equal to the
amount the Beneficiary would have received had no such withholding or deduction been
required, provided, however, that no such additional amounts shall be payable in respect
of any taxes imposed on the net income of the Beneficiary and franchise taxes imposed
on the Beneficiary by the jurisdiction under the laws of which the Beneficiary is organized

or has its principal place of business or where its applicable lending office is located.'*

14. It is standard practice for guarantors to be required, when the beneficiary
enforces the guarantee, to pay all costs, including reasonable fees of outside

counsel, incurred by the beneficiary. Additionally, the guarantor’s jurisdiction
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may impose a tax on payments made under guarantee, which such jurisdic-
tion collects by requiring the guarantor to withhold or deduct the amount of
the tax from payments to the beneficiary. It is customary for the guarantor
to agree to a tax “gross-up” clause to shift to the guarantor the risk that a
withholding tax might be imposed on payments due under the agreement.
The provision requires the guarantor to gross-up its payments to ensure that
the beneficiary receives the payment amount it would have received had there

been no withholding tax.

(b) In no event shall the Beneficiary be obligated to take any action, obtain any judg-

ment, or file any claim prior to enforcing this Guarantee.'’

15. This sentence clarifies and strengthens the unconditional nature of the guaran-

tee and confirms that it is a guarantee of payment, not of collection.

Upon failure of the Primary Obligor punctually to pay the Guaranteed Obligation,
the Guarantor agrees to pay such amounts [upon written demand by the Beneficiary to
the Guarantor|;'® provided that delay by the Beneficiary in making a demand for payment
shall in no event affect the Guarantor’s obligations under this Guarantee. The rights,
powers, remedies, and privileges provided in this Guarantee are cumulative and not ex-
clusive of any rights, powers, remedies, and privileges provided by any other agreement

or by law."”

16. While some guarantees provide for specific notice to the guarantor once the
primary obligor has failed to pay or perform, other guarantees simply provide
that the guarantor is obligated to pay or perform if the primary obligor is re-
quired to and fails to do so, without the requirement of any additional notice.
This clause is relatively benign from the primary obligor’s standpoint, but
guarantors typically ask for written notice provisions.

17. This sentence makes clear that enforcing any of the rights under the guarantee
will not preclude the exercise of any other rights, such as rights against col-

lateral provided by the primary obligor.
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(c) The Guaranteed Obligations shall not be discharged except by complete payment

of the amounts payable under the Primary Obligation Agreement'® irrespective of:'’

18.

19.

The guarantor can always claim that the guaranteed obligations have been
paid or performed. The beneficiary is not entitled to be paid more than once.
What follows are waivers by the guarantor of suretyship and other defenses.
As mentioned in annotation 6, suretyship defenses are defenses that the
guarantor would have to performance (in whole or in part) relieving the
guarantor of its obligations to perform, where the primary obligor or the
beneficiary have altered the underlying obligations of the loan agreement or
have taken certain other actions that may affect the rights of the guarantor.
Actions of the primary obligor or beneficiary that may entitle the guarantor
to a suretyship defense may include release of the underlying obligation,
extension of the deadline for performance, modification of the underlying
obligation, or impairment or loss of collateral securing the underlying ob-
ligation. Typically, the beneficiary requires that the guarantor waive such
suretyship and other defenses. The waivers are intended to establish the
guarantee as a freestanding, separately enforceable agreement, regardless of
circumstances affecting the primary obligor or the primary obligation agree-
ment. Waivers of such defenses are generally enforceable. As a general rule,
these conditions are of most importance to the guarantor and the benefi-
ciary, with the guarantor wanting to ensure, via a narrowing of the waiver,
that it has set the limits on the obligation it is covering and the beneficiary
wanting the broadest waiver possible.

Note, however, that even in the absence of any waiver of defenses, under
U.S. law there are some defenses that the guarantor may not claim. For ex-
ample, two defenses that the guarantor can never claim (and thus, need not
waive) are those regarding bankruptcy of the primary obligor and lack of
capacity of the primary obligor.

On the other hand, certain defenses can never be waived. For example,
concepts such as good faith and fair dealing, mistake, and fraud apply to a
guarantee just like any other contract. The guarantor may always raise these
defenses (if the facts warrant such a claim), even if it waives the suretyship

defenses described in this section.
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(1) any claim as to the validity, regularity, or enforceability of the Primary Obligation
Agreement or this Guarantee [or any other agreement related to the Primary Obligation

Agreement or this Guarantee];*°

20. The beneficiary could ask that the guarantor waive any objection to the valid-
ity, regularity, and enforceability of the underlying agreement and the guaran-
tee. Adding mention of the guarantee to this section may prevent the claims
by the guarantor that the guarantee was delivered based on duress or fraud to

induce the guarantor to enter into the guarantee.

(2) the lack of authority of Primary Obligor to execute or deliver the Primary Obligation

Agreement;*!

21. Beneficiaries often ask guarantors to waive any objection related to a lack of
authority of the primary obligor to execute or deliver the primary obligation
agreement. Such a waiver helps to ensure that the validity of the guarantee will

not be affected by defenses related to the primary obligation agreement itself.

(3) any change in the time, manner, or place of payment of, or in any other term of, or

amendment to the Primary Obligation Agreement;>?

22. Here, the guarantor waives as a defense to the enforcement of the guaran-
tee any alterations to the underlying agreement. Absent such a waiver, if the
underlying obligation were amended without the guarantor’s consent, the
guarantor would be able to argue that it should be released, at least in part,
from the guarantee obligation since it did not bargain for the increased risk
embodied in the chang