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	Commercial justification

When a company gives a guarantee, there must be commercial justification for it (ie in giving it, the directors must be acting in the company's best interests). If not, the directors will be in breach of trust or breach of duty owed to the company and shareholders can enforce this against the directors. However, the breach can also affect third parties' rights; for example, a lender who receives assets or benefits from a guarantor and who knew or ought reasonably to have known that the guarantee was given in breach of trust will be a constructive trustee of them and will have to surrender them back to the guarantor.

There is generally no issue with commercial justification where a parent company guarantees the obligations of its subsidiary; the prosperity of the parent depends on that of the subsidiary (although this should not always be taken for granted).

Equally, usually, there is no issue with commercial justification where a subsidiary guarantees the obligations of its parent or a co-subsidiary, or group facilities are secured by cross-guarantees from all group companies. Often the prosperity of individual group companies depends on the performance of the other companies. However, it is arguable that a financially self-sufficient subsidiary with a positive cash flow and no need to borrow has no reason to burden itself by guaranteeing other group companies' borrowings. (This is particularly the case if any are in financial difficulties.)

Accordingly, the board resolution approving giving the guarantee should record that the directors have turned their mind to the question of commercial justification and consider there is a good reason to give the guarantee.


