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1.  What are we talking about? 
 

Down-stream guarantees 
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Up-stream guarantees 
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Side-stream guarantees 
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Various forms of financial assistance: standard guarantees/ pledge/ assignment of assets 

(shares, inventory, receivables, etc.) … for the obligation of the affiliated company vis-à-

vis third parties. 

 

 

 

Why a financial assistance to affiliated companies: various possible reasons … reduction of 

external bank debts / specific deals / tax planning / etc. 

 

 

Caveat: same concepts and issues applicable to – and valid for – up/down/side stream 

LOANS and also, based on recent case law (DTF 4A- 183/2014 of 16.10.2014), to 

loans granted in the context of CASH POOLING! 

 

  

 



 

2.  Why this could be an issue 
  

No consolidated interests view within the group: each company (and its directors) to act 

on an independent and stand-alone basis when considering if a certain deal corresponds 

to the interests of the company. 
 

 

No clear-cut case law, but possible consequences? 

 

- Guarantee not binding, invalid or null and void from the outset 

- Director’s personal liability 

- Criminal offense 

- Fraudulent deal under bankruptcy law 

- Adverse tax consequences 
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3.  What is arm’s length dealing? 
  

Same principles and conditions to be followed in terms of: 

 
 - Remuneration 

 - Customary terms of duration, termination and amortization; and 

 - Securities 

  

that would be applied by unrelated party like e.g. a bank, considering in particular: 

  

- Guaranteed entity’s creditworthiness 

- Guaranteed entity’s willingness and ability to satisfy its obligations under the guarantee   

  (remuneration, recourse, etc.) 

- Specific (i.e. not only in abstracto) advantages and benefits for the guarantor  
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 Problem because there is not a real market of infra-group guarantees (“comparables”?) 

  

 
Recent case law on upstream loans: transfer of liquidity to a company of the group via 

upstream loan in the context of cash pooling is already outside of arm’s length principles 

because when it concerns 100 % of the liquidity?  

 

For arm’s length determination, see e.g. criteria mentioned in the 17.12. 2014 Directives 

of the Swiss Chamber of Commerce (issued following DTF 4A-183/2014): 
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Formal aspects 

 

•  Did the company enter into a legally binding loan agreement containing the usual loan 

conditions, such as interest rate, due date, cancellation options, repayments, collateral, etc.? 

• Did the company perform and document an arm’s length analysis (when the agreement was 

executed or during the process of finalising the agreement)? 

 

Assessment of the contractual terms and conditions 

 

• Does the interest rate correspond to market conditions, i.e., does it take into account the 

currency (benchmark interest rate) and risk premiums and/or discounts for creditworthiness, 

special conditions, etc.? 
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• Does the agreement have a standard term and is there an enforceable cancellation option for the 

lender? 

• Does the agreement include repayment obligations/amortisation? 

• Does the agreement require the provision of sufficient market-based collateral or do the loan 

conditions take into account the lack of collateral? If not – are unsecured loans a customary 

market practice in the case being assessed? Is the collateral provided to the lender realisable? Are 

the guarantees encumberable?  

• Is the company also liable for the liabilities of other participants in the cash pool? Is such an 

exposure considered in the interest rate? 

 

Assessment of the counterparty 

 

• Was the creditworthiness of the counterparty verified when the agreement was concluded and 

has it been monitored on a regular basis? 
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• Is the counterparty willing and able to make the repayments’? 

• Were principal repayments mad as contractually agreed? 

• Is interest being paid as contractually agreed and not capitalised with the loan? 

 

Risk considerations 

 

• In the case of a cash pool: does a switch take place between a creditor and debtor position, or 

does the pool involve merely the provision of funds for the benefit of another party? 

• Besides the cash pool, does the company have other sources of cash, or is the cash pool its only 

source of liquidity? 

• Are the intercompany credit balances compared to total assets and the resulting interest income 

in relation to total income in line with customary business practice, or do these relationships 

create a concentration of risk? 
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- Caveat: BoD must document to the auditors that its activities are in compliance 

 with the law. This includes evidence that an arm’s length analysis was 

 performed and confirmation that the BoD reached a definitive conclusion  in this 

 respect.  

 

- Consequences: mention in auditors’ report (for different possible scenario, see 

 Directive Swiss Chamber of Commerce 2014, p. 11 and following). 
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4.  Upstream guarantees 

  

4.1  Upstream guarantees covered by company’s purpose ? 

  

4.1.1  Why is this an issue 

  

If a commitment is not within the company’s purpose, it is not binding and could be 

deemed ultra vires and thus null and void from the outset. 

 

Business purpose composed by “formal” purpose indicated in the AoA (large 

interpretation i.e. everything permitted which is formaly not excluded) and the “final 

purpose” which is that every company must tend to a profit (“Endzweck: 

Gewinnstrebigkeit”). 

  

Guarantee not at arm’s length may not be included in the “formal purpose” and are, in 

general, against “final purpose”. 
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4.1.2  To do? 

  

(i) Amendment of AoA 

 

 Specific clause by which a subsidiary is subordinated to the financial interests of 

the parent … i.e. express permission to grant loans or guarantees to parent also 

without adequate remuneration (“Unterwerfungsklausel”): 

 

[The purpose of the Corporation is  ____________________. 

The Corporation may open branch offices and subsidiaries in Switzerland and abroad. It may also 

acquire participations in other companies in Switzerland and abroad and acquire real estate for the 

purpose of its activities. 

The Corporation may engage in any commercial, financial or other activities which are related to its 

purpose and also grant to its direct or indirect shareholder, subsidiaries and/or other companies of the 

group financing and guarantees and this also in case such financing or guarantees are exclusively or 

mainly in the interest of such other companies or of the group as a whole and therefore are not granted or 

given at arm’s length conditions.] 

  

 Because in contrast with Gewinnstrebigkeit, amendment of AoA requires unanimity 
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and/or 

 

(ii) Unanimous approval or ratification of the specific deal by the  SM 

  

 [… usual acknowledgment and acceptance of the agreements ... compliance with 

 formalities... 

  Then:  

  “the directors expressly ascertain that the deal encompassed by the Agreements is also in the best 

 interest of the company”.] 

   

 In theory guarantees nevertheless binding if third party in good faith (with respect 

 to company’s purpose or authorization by shareholders) but in practice third 

 party almost never in good faith (see legal opinions to banks, etc.). 
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4.1.3  Caveat 

  

Even if covered by the AoA and/or by specific approval of SM, possible “issues” for 

BoD members in case of dealing not at arm’s lenght. 

  

In particular: 

 

- BoD must avoid undue risk concentration in such guarantee. 

 - BoD must comply with the principle of sound and diligent liquidity management 

 (problem of long term guarantees; guarantor must always have sufficient funds to 

 pay the beneficiary of the guarantee). 

 - BoD under ongoing duty to verify carefully the creditworthiness of the company in 

 favor of which the guarantee was given and to take immediately appropriate 

 measures it borrower ceases to be creditworthy. 

 

  [concept of risk management; auditors report; code of conduct] 
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Moreover the following “issues” remain, irrespective of which corporate body is taking 

the decision and of any amendment of the AoA: 

  

  

(i) The company cannot unlawfully reimburse the capital to its shareholders i.e. issue 

 of  “free equity” (art. 680 SCO) 

  

 and 

  

(ii) The company cannot distribute, as dividend, more that it is allowed pursuant to

 the law i.e. issue of “distributable earnings and reserves” (art. 671 SCO). 

  

  

 



4.2 Upstream guarantee not to exceed guarantor’s free equity 

  

4.2.1 Why is this an issue 

  

Upstream guarantees exceeding free equity threshold could be deemed unlawful return of 

the shareholders contribution and to violate statutory limitations on use of legal reserves 

(art. 680 SCO) and therefore  
 

- could be challenged by any party as being null and void from the outset; 
 

  or  
 

 - could be considered not binding upon the guarantor unless the third party (bank) 

 was in good faith …but the third party is almost never in good faith (see also Legal 

 Opinions). 

 

Therefore, unless it clearly meets the arm’s length test, the upstream guarantee may not be 

given in an amount exceeding the guarantor’s so called “free equity”. 
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Case law 2014 on upstream loans: liability of auditors because they allowed the ordinary 

distribution of dividends without mentioning in their report that the amount of dividends 

should have been reduced due to the fact that the subsidiary had granted loans which 

were not at arm’s length to the parent company (“concept of “blocked amounts”), i.e. 

distribution in violation of art. 675 (2) SCO. 

  

Discussion among authors: upstream loan is automatically an unlawful reimbursement if 

it exceed the free equity or only if the borrower is clearly not able or willing to reimburse? 

In the second case, if a borrower is able and willing to reimburse but the free quota is 

exceeded, the auditors should only mention the possibility of a violation of art. 680 (2) 

SCO. 
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4.2.2 To do? 

  

Remain within the limits of free equity, which corresponds to:  

  

  

(guarantors total equity as per f/s) 

  

./. 

  

(guarantor’s nominal issued capital, including participation capital) 
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4.3 Upstream guarantees constituting constructive dividends? 

  

4.3.1 Why is this an issue 

  

If no remuneration at arm’s length, the difference is a constructive dividend. 

 

BoD not competent for dividend distributions (open or hidden) (and this irrespective of 

amendments to business purpose in the AoA; also unanimous SM’ decision on the 

guarantee not sufficient because different from a decision on dividend distribution). 

  

In addition to this, even the competent corporate body (SM) cannot distribute more than 

allowed by legislation otherwise distribution in violation of art. 671 CO. 

  

Risk of challenge, respectively that guarantee be considered null and void from the outset. 

 

In theory also the whole amount of the guarantee could be a dividend, if beneficiary 

clearly unwilling or unable to meet its obligations. 
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4.3.2  To do? 

  

(i) Formal decision of SM on dividend distribution based on interim f/s, showing 

available earnings or reserves available for distributions¹, with respective auditor’s 

report etc. (as for open distributions)². 

  

 Problems: risks of legal uncertainty (and consequently higher costs in terms of guarantee remuneration 

because), because (i) irrespective auditors’ report at the time of the decision, for many reasons funds 

may not be available at the time of the payment and (ii) in any case, necessity of a second SM’ 

decision at the time of the payment. 

 

 

_________________________ 
¹(Total equity) – (150% of nominal capital/ or 120% of nominal capital, if holding) – (any remaining special reserve not available for dividend 

distribution).  This is so because blocked general reserve is 50% of nominal capital for ordinary companies and 20% of nominal capital for holding 

companies. 

  

²In theory SM’s decision covering only the remuneration for the duration of the guarantee but in practice better if covering the whole capital amount of 

the guarantee 
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(ii) In case ordinary SM for f/s approval already taken place: 

 

 a.  at the time of the issuance of the guarantee, the SM allocates distributable 

reserves to the specific guarantee, in the amount of the guarantee, on the basis 

of a specific auditor’s report; 

 

 b.  at the time of the issuance of the guarantee, the SM converts available legal 

reserves pursuant to art. 671 (1) and (2) SCO, within the respective limits (art. 

671 (3) and (4) SCO) in distributable reserves in the amount of the guarantee 

and grants to the BoD the competence for the respective distribution. 

 

 In theory more certain for creditors etc. because funds blocked until termination of the 

 guarantee.  
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(iii) At the time of the issuance of the guarantee, the SM decreases the share capital in 

the amount of the guarantee and instead of distributing the respective funds it 

books them as distributable reserves. 

  

Problem: in practice, impossible to do because this would require the ordinary procedure for capital 

reduction, notices to creditors, etc. 

 

(iv) The upstream guarantee itself is issued under the condition that at the time of 

payment there are sufficient reserves available for distribution and that at that time 

there is a formal decision of the SM. 

 

In this case, provided that the AoA contain a Unterwerfungsklausel or there is an unanimous 

decision of the SM, there is no issue of constructive dividend. However, clause to be accepted by the 

third party beneficiary of the guarantee. 
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Case law 2014: in practice for Swiss Supreme Court the amount available for distribution 

of dividends pursuant to art. 675 (2) SCO and the capital which is not blocked by the 

prohibition to reimburse pursuant to art. 680 (2) SCO are both reduced by the amounts of 

not arm’s length upstream loans or guarantees. (Supreme Court does not impose to book 

a separate special “blocked reserve”). 
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4.4. Scheme³ 

 

 

 

 

 

 

 
_________________________________ 

³Markus Neuhaus/Rolf Watter, in Festschrift Peter Böckli, Handels- und steuerrechtlche Aspekte von Up-, Down- und Sidestream- 

Garantien zugunsten von Konzerngesellschaften, pag. 199 
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Arm’s lenght? 

Agreement valid Subordination 

clause in AoA 

Unanimous SM 

decision? 

Additional valid decision of  

distribution by SM? 

Agreement valid Agreement not valid 

If  «only» valid based on third party good 

(faith, risk of  liability BoD if  bankruptcy 

of  the Company 

Blocking of  reserves for protection 

BoD 

    yes        no    

Yes or good faith 

    yes    

    no    

    no    Yes or good faith 



 

4.5  Legal opinion 

  

If Legal Opinion as condition precedent (or the like) to granting the guarantee, the likely 

wording would be the following: 

 

 The opinion given in Section  _____________ is subject to the qualification that we assume that the 

Company has received an adequate consideration for the Guarantee and that, in general, the Guarantee 

was granted in accordance with the principle of dealing at arm’s length.  Should this not be the case, to 

the extent that the Guarantee is granted as a security for the obligations of a company directly or 

indirectly controlled by the same entity which directly or indirectly controls the Company, the grant of the 

Guarantee may be subject to challenge under the relevant provisions of Swiss corporate law generally 

protecting the share capital, the general reserves and the shareholders’ equity.  In such circumstances, the 

grant of and any application of proceeds under the Guarantee may be construed as a dividend payment 

and require that the legal prerequisites of Swiss corporate law for the payment of dividends are complied 

with at the time such dividend payment is decided and/or is deemed to occur.  Therefore, even if the 

Guarantee was in accordance with all general rules, formal requirements and the corporate purpose, 

there is a considerable risk, which in effect may frustrate the support sought by the Guarantee, that a 

court would invalidate the Guarantee or limit its enforceability to freely distributable funds. 
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5.  Downstream guarantees 

  

If (i) no adequate remuneration of the parent company for the guarantee at the time of the 

granting or (ii) payment performed under the guarantee and no recourse against the 

subsidiary, loss of the parent company set-off against increase in value of the subsidiary. 

 

From civil law point of view, no issue of “hidden distribution” or “excess of guarantor’s 

free equity”. 

  

Also no issue of “business purpose” because direct interest of parent company that the 

subsidiary be in a better situation. 

 

So, in general no issue from civil law point of view. 
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Only exception: parent company grants downstream guarantee to a subsidiary which is 

almost bankrupt, with the intention to artificially postpone the bankruptcy. In this case the 

“advantage” goes to the creditor of the subsidiary. 

 

Possible other issue if subsidiary not 100% (the “advantage” i.e. increase in value of the 

subsidiary goes to the other shareholder of the subsidiary; and if these are group 

companies, possible issue of upstream, side stream, etc.) 
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6.  Side-stream guarantees 

  

Same issue as in up-stream guarantees. 
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Relevant provisions 

 

Art. 717 SCO 

 

¹The members of the board of directors and third parties engaged in managing the company’s 

business must perform their duties with all due diligence and safeguard the interests of the company 

in good faith. 

 

²They must afford the shareholders equal treatment in like circumstances. 

 

Art. 718 SCO 

 

¹The board of directors represents the company externally. Unless the articles of association or the 

organisational regulations stipulate otherwise, every member has authority to represent the company. 
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²The board of directors may delegate the task of representation to one or more members (managing 

directors) or third parties (executive officers). 

 

³At least one member of the board of directors must be authorised to represent the company. 

 
4 The company must be able to be represented by one person who is resident in Switzerland. This 

requirement may be fulfilled by a member of the board of directors or by an executive officer. 

 

Art. 718a SCO 

 

¹The persons with authority to represent the company may carry out any legal acts on behalf of the 

company that are consistent with the company’s objects. 

 

²A restriction of such authority has no effect as against bona fide third parties; any provisions 

governing exclusive representation of the head office or a branch office or governing joint 

representation of the company that are entered in the commercial register are exceptions to this rule. 
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Art. 671 SCO 

 

¹Five per cent of the annual profit must be allocated to the general reserve until this equals 20 per 

cent of the paid-up share capital. 

 

²Even after it has reached the statutory level, the following must me allocated to the general reserve: 

 

1. any share issue proceeds in excess of the nominal value remaining after the issue costs 

 have been met, unless used to fund write-downs or for staff welfare purposes; 

 

2. any amount remaining from sums paid in on forfeited shares after any shortfall on the 

 shares issued in return has been met; 

 

3. Ten per cent of the amounts distributed as the share in the profit above and beyond  payment 

 of a dividend of 5 per cent.  
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³To the extent it does not exceed one-half of the share capital, the general reserve may be used only 

to cover losses or for measures designed to sustain the company through difficult times, to prevent 

unemployment or to mitigate its consequences. 

 
4 The provisions in para. 2 number 3 and paragraph 3 do not apply to companies whose primary 

purpose is to hold equity participations in other companies (holding companies). 
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Art. 680 SCO 

 

¹A shareholder may not be required, even under the articles of association, to contribute more than 

the amount fixed for subscription of a share on issue. 

 

²A shareholder does not have the right to reclaim the amount paid-up. 
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