Enforcing Loan Guarantees In An Anemic Economy
It is no secret that lenders obtain loan guarantees in a wide variety of situations.  Enforcing the guarantees, however, is becoming tougher in the current economic environment.  The guarantor may have signed with optimism, a comfortable net worth or income, and the belief that chances were minimal the guarantee would really be called upon.  Of course, few people foresaw the historically significant economic storms of the recent past or the negative effect it would have on the financial strength of borrowers and guarantors.  Much has changed.  As lenders look to guarantors to help repay loans, guarantors are predictably and increasingly questioning the enforceability of the guarantees.  
This article offers some suggestions to minimize the likelihood guarantees will be successfully attacked, particularly as a “sham” in instances where the loan is secured by real estate.
  
Understanding The Guarantor’s Strategy
Guarantors inclined to push back may claim the guarantee is unenforceable for many reasons, including lack of consideration or a lender’s failure to follow the dictates in the California statutes concerning guarantor obligations.  These direct attacks occur in both commercial and real estate transactions.  The guarantor argues that some failure by the lender cuts off the guarantor’s separate liability.  Such claims are often eliminated or rendered toothless by proper waivers in the guarantee.    
A uniquely different strategy drives a “sham guarantee” claim by the guarantor.  It arises in real estate transactions where state statutes governing a lender’s recourse against the borrower come into play.  The guarantor seeks to sidestep the broad obligations of the guarantee by claiming that he, she or it (for simplicity, referred to as “it”) actually stands in the shoes of the borrower.  California’s statutes afford anti-deficiency protection to borrowers and limit the lender’s recourse rights, particularly after foreclosure.  Case law confirms that if a sham guarantee claimant can successfully establish itself as a borrower in different clothes, it too is cloaked with these anti-deficiency protections.
  The lender then loses the guarantor as a secondary source of repayment for the loan.  This will be a blow, as the lender probably took the guarantee because it wanted a backup or secondary means of recovering any deficiency after sale of the real estate collateral.

Some Helpful Tips For Lenders 
The following are some ways for lenders to protect themselves from common attacks on their guarantees – and particularly from sham guarantee claims.
Always Document New Consideration If There Is Pre-existing Debt.  Unless the guarantee is taken at the inception of the transaction, new consideration distinct from that previously given is always needed.
  Boilerplate language in form guarantees often omits reference to new consideration or provides only a non-descriptive statement that adequate consideration exists, which may be insufficient if challenged.  To avoid disputes, the consideration for the new guarantee should be recited in the loan documents at the time the guarantee is being taken.  The new consideration usually does exist and often includes a forbearance or waiver of defaults by the lender. 
Prepare To Head Off a“Sham Guarantee” Issue If The Loan Is Secured By Real Estate.  The question of whether a guarantee is a true guarantee or a “purported” (a.k.a. “sham”) guarantee, which cannot be enforced, is a factual question for the court.  Simply placing separate names on the note and guarantee is not necessarily enough; a court may look further to see if there was an attempt to avoid anti-deficiency rules.  Courts have used the factors mentioned below, no one of which is itself determinative, when addressing the sham guarantee question.  
●  
Factor: Is the guarantor already obligated on the loan? 
A borrower’s structure can be important here.  Individual or corporate trustee(s) will be deemed to have direct liability on any loan to a trust.  A general partner will have direct liability on a loan to a limited or general partnership.  Any guarantees they give will be considered shams.
  LLC members are not direct obligors under California law and their guarantees are presumed to be separate obligations.
  Entity structures and relationships, however, are often complicated so the analysis may have wrinkles.  For example, in an instance where the settlors of a borrowing trust created a separate LLC, which they controlled, to be the trustee of the borrowing trust, a court found the guarantees of the individual settlors were effective and enforceable.

●  
Factor: Are there indications that the borrower is merely the alter ego of the guarantor?
This is a variation of the factor above.  Alter ego claims require a showing that such a unity of interest and ownership exists that the separateness of entities has ceased.  Numerous factors are usually assessed to reach a determination that one entity is the alter-ego of another.  These include: commingling of funds and other assets among the entities; the failure to maintain corporate or entity formalities (meetings, minutes, etc.); and one person holding out that he or she is directly responsible for the liabilities of the other entity.
  It is helpful for the lender to document the separateness of the borrowing and guarantying entities by showing separate financial statements, accounts, and requirements that organizational formalities be maintained.  

●
Factor:  Was the Lender directing the structure of the transaction?  Did the lender engineer a change in the borrowing entity and then require the initially proposed “borrower” to execute a guarantee?  
A lender may establish the credit requirements for a loan (e.g., a requirement that the borrower be a special purpose entity and/or that certain principals guarantee a loan), but should be cautious about overtly requiring, in an ad hoc manner, the replacement of a strong borrowing entity with a financially weak or shell entity to stand in as borrower of a loan, and then requiring the displaced deep pocket party to sign a guarantee.  The problem is most acute if the lender directs such structural changes shortly before a planned closing when an argument of duress can be raised, or when the newly created borrower does not even hold the real estate.  Some courts have expressed the view that this type of financial engineering improperly circumvents anti-deficiency laws.

· Factor: Whose cash flow will service the loan and whose financial wherewithal is analyzed by the lender?  
The lender should document that it is relying primarily on the cash flow of the borrower for repayment.  Analysis of the borrower’s future cash flow should be done and the borrowing entity established as the primary source of repayment.  A lender should not simply assess the strength of the guarantor.  If funds for repayment are going to be augmented by a guarantor, a lender should consider requiring a cash infusion to the borrower.  If the borrower has a history, as opposed to being a newly formed special purpose entity, an analysis if its historic financial condition should be documented.
     

● 
Factor: Are the documents ambiguous?  For example, because of carelessness, does one document indicate a person is a borrower and another document state the person is a guarantor?  

When ambiguity in the documents exists, additional evidence can be admitted to explain the discrepancy.  This often works against a lender, however.  It is highly advisable that the documents consistently designate a party’s proper role as either borrower or guarantor.
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