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Expected Learning Outcome: 
- understand the need for instruments of guarantee 

- define the different forms of guarantee and understand the similarities and 

differences of the instruments in theory and practical use 

- understand the differences between guarantees and documentary credits 

- see factoring as an alternative means of financing transactions and leasing as an 

alternative to both sales transactions and financing transaction 

 

1. Introduction 

 

In the last lesson, we have looked at ways where the bank facilitates the actual payment of 

the sales price. In today’s lesson, we will look at some important financial instruments in 

which the bank is involved in order to mitigate the risk on non-payment by the buyer. 

Typically, the bank promises to pay the seller, in case the buyer does not live up to his 

obligations under the contract. 

In everyday language, “guarantees” are understood in a very broad way. In Switzerland, the 

following variations of guarantees as means of giving added security to the creditor are 

used: 

- contract of guarantee (art. 111 code of obligations) 

- surety (art. 492 code of obligations). 

  

These two basic forms can be found in similar forms worldwide. In the U.S. however, due to the 

legal regulations in force, a slightly different form is used, the standby letter of credit. 
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1.1. Contract of Guarantee 

a) Definition and Types of Guarantees 

A "contract of guarantee" is a contract to perform the promise or discharge the liability of a third 

person in case of his default. If payment is guaranteed, the guaranteeing bank or person will pay if 

the original debtor does not pay the creditor.  

In principle, there are two types of guarantees:  

1. Direct guarantee: A direct guarantee occurs when the client instructs the bank to issue a 

guarantee directly in favour of the beneficiary. This is the usual form for domestic 

transactions.   

2. Indirect guarantee: With an indirect guarantee, a second bank is involved. This bank 

(usually a foreign bank with head office in the beneficiary's country of domicile) is 

requested by the initiating (domestic) bank to issue a guarantee in return for the latter's 

counter-liability and counter-guarantee. In this case, the initiating (domestic) bank will 

cover the guaranteeing (foreign) bank against the risk of any losses which it may incur in 

the event that a claim is made under the guarantee. It formally pledges to pay the 

amounts claimed under the guarantee upon first demand by the guaranteeing bank.  

 

Example:  

Mueller AG of Olten sells 2’000 Swiss Army knives to Urban Outfitters Corp. of Sidney, 

Australia for the price of AUS$ 200’000. Because this is the first transaction with Urban 

Outfitters and Mueller AG has doubts about its financial strength, it demands additional 

security for the payment. Subsequently, the parties agree that Urban Outfitters will 

provide a bank guarantee. As Urban has to pay, they have to produce the extra security 

and deliver the bank guarantee in favour of Mueller. Then Urban and their bank, Australia 

West Bank, enter into a contract of guarantee and Urban instructs Australia West Bank to 

procure such a guarantee. As Australia West does not have a branch in Switzerland and 

Mueller demands a guarantee by a Swiss bank, Australia West contacts the UBS Bank in 

Switzerland and instructs them to issue a guarantee to Mueller AG. Australia West 
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promises to pay UBS, in case UBS has to make full or partial payment to Mueller AG under 

the guarantee. 

In this case, Urban is the buyer and instructs the bank to issue a guarantee. Therefore 

Urban is the principal.  Australia West instructs UBS to issue a guarantee and therefore is 

called the instructing bank. UBS is the bank giving the guarantee directly to the benefit to 

Mueller AG and is thus the guaranteeing bank. Mueller benefits from the whole 

transaction and is called the beneficiary. 
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In a figure, the transactions look as follows: 
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b) Claiming under a bank guarantee 

In making a claim under a bank guarantee, the beneficiary is exercising his right to demand 

payment of the guarantee amount (or part thereof). The bank checks whether the claim has been 

made in accordance with the conditions of the guarantee. The bank guarantee is of abstract 

nature, meaning that the obligations of the bank are independent from the underlying 

transaction.  

What does that mean in practical terms? 

The beneficiary only has to show that the principal has not made the payment and then can claim 

payment from the bank. The bank may not refuse payment on legal grounds derived from the 

underlying contract. E.g., the bank may not refuse payment by arguing that the underlying 

contract is invalid or that the sales price is not owed because the beneficiary (i.e. the seller) has 

not delivered the goods as promised. 

Often, the contract of guarantee provides that the beneficiary may demand payment only upon 

presentation of documents showing that he has performed his own duties under the contract. 

E.g.: if the contract is for the sale of goods, the beneficiary has to present the bank with the bill of 

lading showing that the goods were shipped to the buyer. 

 

 

Annex: Bank Payment Guarantee 
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1.2. Surety 

The surety is a kind of contract of guarantee. The difference is that the relationship between the 

guarantor / guaranteeing bank and the beneficiary  is accessory. This means that it exists only and 

only to the extent that the underlying relationship between the principal  and the beneficiary 

exists.  

Example:   

Mueller Corp. of Olten, Switzerland, sells 6 precisions machinery tools to Meier Corp. of 

Baden, Switzerland, for the price of CHF 25 million. Upon signing the contract, Meier Corp. 

submits to Mueller Corp. a surety issued by UBS Bank. After delivery it turns out that 3 of 

the tools are defective and a court finds that Meier owes Mueller only CHF 12.5 million. 

As the obligations under the surety are accessory, Mueller Corp. can claim only CHF 12.5 

million from Meier Corp under the underlying contract. So if Meier Corp. does not pay, 

Mueller Corp. can demand payment from UBS Bank only of 12.5 million. 

If UBS Bank had issued a guarantee of CHF 25 million to Mueller Corp., Mueller Corp. 

would receive all CHF 25 million from UBS. Then again, it would have been up to 

Meier Corp. to claim repayment of the money paid in excess.  

In Switzerland, the legal basis of a surety is defined in Art. 492 ff. of the Swiss Code of Obligations 

as follows: 

«In a contract of guarantee (i.e. surety), the guarantor obligates himself toward the 

obligee of the principal obligor to answer for the latter's obligation.» (art. 492 para. 1 OR) 

The law as applied to sureties consists of numerous individual provisions which together form a 

close-knit structure. In banking practice, this has led to the use of standardized forms which 

contain references to the text of the law. 

Sureties as used in Switzerland are rarely accepted abroad, because foreign contracting parties 

are not familiar with the particularities of the Swiss Code of Obligations. They are more interested 

in receiving an instrument that will ensure the rapid processing of any claims.  
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Question for discussion in class: 

Describe the flow of money and the claims made between the parties of a sales 

transaction, if the goods sold are lost during transport, 

- and the payment is secured by a contract of guarantee 

- and the payment is secured by a surety. 

 

1.3. Standby letter of credit 

The standby letter of credit comes from the banking legislation of the United States which forbids 

US credit institutions from assuming guarantee obligations vis-à-vis third parties. To circumvent 

this rule, the US banks created the standby letter of credit which is based on documentary credits 

(L/C). 

The standby letter of credit is an L/C used to guarantee either a monetary or nonmonetary 

obligation, whereby the issuer agrees to pay the beneficiary, if the principal does not perform his 

obligations. The standby letter of credit is an instrument that stands between the documentary 

letter of credit and the contract of guarantee. The standby letter of credit is also called the 

guaranty letter of credit. 

 

a) Similarities with the guarantee 

Like the guarantee, the standby letter of credit is of an abstract nature, i.e. legally separated from 

the underlying transaction. In the case of a standby letter of credit, the documents stipulated in 

the claim must be submitted within the specified period. These documents should show that 

either the seller (exporter) has not or insufficiently fulfilled his or her performance obligations or 

the debtor (importer) has not met a payment on time. Thus the standby L/C can be used for both 

purposes:  

 securing performance by the seller for the benefit of the buyer or 

 securing performance by the buyer for the benefit of the seller.  
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The standby L/C basically fulfils the same purpose as a guarantee: It is payable upon first demand 

and without objections or defences on the basis of the underlying transaction.  

 

b) Differences as compared to the commercial letter of credit 

The standby letter of credit serves a different function than the commercial letter of credit. The 

commercial letter of credit is the primary payment mechanism for a transaction. The standby 

letter of credit serves as a secondary payment mechanism. A bank will issue a standby letter of 

credit on behalf of the instructing party to provide assurances of his ability to perform under the 

terms of a contract. The parties involved with the transaction do not expect that the standby 

letter of credit will ever be drawn upon. The reason is that only if the instructing party defaults, 

the beneficiary can demand payment from the issuing bank. 

The standby letter of credit assures the beneficiary of the performance of the customer's 

obligation. The beneficiary is able to draw under the credit by presenting evidence that the 

customer has not performed his obligation. The bank is obligated to make payment, if the 

documents presented comply with the terms of the standby letter of credit. 

The standby letter of credit is often used to guarantee performance or to strengthen the credit 

worthiness of a customer. In a sales transaction, the standby letter of credit is issued by the bank 

of the buyer and held by the seller. The customer is provided open account terms for his 

payment. If he pays in time, the standby letter of credit would not be drawn on. If the customer is 

unable to pay, the seller presents copies of invoices to the bank for payment. 

 

c) Legislation 

In most national legislations, there are no legal provisions which regulate standby letters of credit. 

That means that it is up to the parties to provide for exact clauses which define what the rights 

and obligations of the different parties are. To minimize the effort, banks use standard terms of 

contract for this purpose. 

The International Chamber of Commerce (ICC) has published standard terms for standby letters 

of credit, the “International Standby Practices” (ISP 98) and the “Uniform Customs and Practice 

for Documentary Credits” (UCP). These standard terms, like INCOTERMS, should help the parties 
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to make clear and complete agreements. Additionally, they are acceptable to both principals and 

beneficiaries as the terms are fair and balanced. 

 

Annex: Sample Standby Letter of Credit 
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1.4. The confirmed payment order  

The confirmed payment order according to art. 468 of the Swiss Code of Obligations (better 

known as the promise to pay) is, like the guarantee, an irrevocable, not accessory (abstract) 

obligation to pay. 

The following applies to the promise to pay:  

• It may be subject to certain conditions, so called “conditional confirmed payment order”. 

The obligation to pay is limited by the fact that the conditions stipulated in the confirmed 

payment order must be fulfilled. This is the difference to the guarantee. 

• The promise to pay without conditions, so called “unconditional confirmed payment 

order”, is a fixed obligation to pay irrevocably and unconditionally on a date specified in 

advance. In contrast to a surety or guarantee, a payment effected on the basis of an 

unconditional confirmed payment order does not represent a substitute for the non-

performance of a third party. Thus it does not have the character of a payment 

guarantee in case of non-payment. It is a direct, immediate payment: The claim of the 

seller is against the bank and he does not have to show non-performance by the buyer. In 

other words, the seller can demand payment directly from the bank without even trying 

to receive payment from the buyer. 

The confirmed payment order is not used widely abroad as parties do not know about this 

specific Swiss instrument. 

Annex: Sample Confirmed Payment Order 
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1.5. Factoring  

Factoring is a transaction that does not involve the buyer of the goods, but is an agreement 

between the seller and a factoring company.  

Factoring is based on the idea that, when you provide goods or a service, you would like to 

receive the money owed to you as soon as possible. In fact, even before your client pays your bill. 

With factoring, the seller effectively gets a loan from his bank. This loan is then secured by his 

receivables.  

Cash flow factoring – also known as invoice factoring and accounts receivable factoring – is the 

sale of your invoices for immediate cash. The factoring company purchases the receivables and:  

1. advances you 70% - 80% of the face value of the invoice; 

2. charges you a fee; 

 A typical charge for an invoice payable in 30 days will be 2% to 4% and for an 

invoice payable in 60 days 3% to 6%. 

3. remits to you the balance when the invoice is paid.  

If the invoice is not paid, the bank / factoring company suffers the loss. This is why only 70% to 

80% are paid in advance.  

Why is factoring used as the fees can be quite high? 

- Alternative means of financing: Factoring has an element of credit for the company, because it 

receives immediate payment, even if the debtor makes his payment only weeks or months later 

or not at all. This provides for immediate cash and liquidity especially for companies that do not 

have sufficient collateral / credit standing to secure bank loans.  

-  Additional services:  Factors provide additional services which are connected with the invoicing, 

such as bookkeeping of receivables and collection of receivables. Thus in this case the seller is 

totally freed of the administration connected with the payment by the buyer.  
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2. An Alternative to Sales Transactions: Leasing 

2.1. Definition  

Leasing is based on the principle that the right to use and derive economic benefit from an asset 

is more important than ownership of the asset. It is a legal transaction, though not governed by 

specific legislation, combining elements of rental and purchase. Leasing refers to the "rental" 

(transfer of the right of usage) over the medium to long term of capital goods and consumer 

durables. The leased asset remains the property of the leasing company for the duration of the 

lease agreement and is "rented" by the lessee. In contrast to conventional rental arrangements, 

however, the lessee assumes obligations normally falling to the owner (e.g. maintenance) and any 

risks associated with the asset and its use. Also in the case of a lease / buy transaction, there is an 

option to buy the asset at the end of the leasing term. 

In return for the right to use the asset, the lessee pays leasing instalments comprising a capital 

repayment component plus interest, calculated on the basis of the anticipated term of the 

agreement. On expiry of the agreement, the leasing company will usually offer to sell the asset to 

the client for the imputed residual value.  

In most national legislations, there is no set of legal rules governing lease contracts. It is 

customary for the parties to the contract – the lessee and the lessor – to set out their respective 

rights and obligations in writing. The main contractual obligations are as follows: 

The lessee (client):  

• has the right to use the leased asset for economic benefit, 

• is in actual possession of the leased asset for the time being, but does not legally own it, 

• is required to pay the lessor the agreed leasing instalments (capital repayment + interest), 

• is obliged to maintain the asset, 

• carries the risk of loss / damage to the asset, 
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The lessor (leasing company): 

• is the legal owner of the leased asset, 

• allows the lessee to use and derive economic benefit from the asset, 

• receives lease instalments in return. 

• Annex: Sample Lease Agreements (Offices and Equipment) 

 

Question: 

What happens if the lessee goes bankrupt? Will his creditors be able to take the leased good? 

2.2. Lease vs. Buy 

This is the classical decision to be made for each investment. Almost all goods can be leased. The 

decision to lease instead of buying is a business question involving the costs of ownership of 

assets, capital requirements and the duration of the use of the asset.  

In order to buy a good, the company needs to have the money for the purchase price. It might 

not have that nor have the possibility to obtain sufficient bank loans. If the asset is used 

productively, a company can pay the lease instalments with the extra income derived from using 

the assets (as the Swiss say: “Pay the hen with the eggs”). Sometimes, a certain asset is needed 

only for a limited time, e.g. a construction company needs extra trucks and excavators for an 

exceptional project. If it would buy and resell them, it would have to raise money for this purpose 

and additionally carry the risk of not being able to resell it after completion of the project. 

Leasing is becoming increasingly popular with companies that use IAS/USGAAP accounting 

standards as well as companies owned by large corporations or banks and insurers. The leased 

assets do not appear in their accounts. Moreover, being treated as classic rental assets, they are 

not subject to capital adequacy requirements (for companies affected by such requirements). 

Banks and insurance companies are obliged to maintain a sufficient level of equity (share capital 

and reserves) with respect to their debt.  



 17 

2.3. Forms of Leasing  

In most countries there are no laws defining leasing, leaving it up to the parties to make their own 

arrangements. Therefore, in practice a multitude of contract types have been developed and  

leasing comes in a wide variety of different forms. The main criteria for classification are the type 

of asset leased, the lessor and the nature of the lease agreement. 

Classification according to type of leased asset:  

• Consumer goods leasing: This covers assets such as motor vehicles under 3.5 tons, TVs, hi-

fi systems, etc. that are mainly for domestic use and are often combined with a service 

agreement. 

• Capital goods leasing: This covers equipment leased for commercial purposes, such as 

production plant, machine tools, IT systems, commercial vehicles, printing presses, 

medical instruments, construction plant, warehouse equipment, buses, trains etc. 

• Real estate leasing: This covers commercial properties, e.g. office buildings, factories, 

warehouses, hotels and public-sector properties. 

Classification according to lessor:  

• Direct leasing: In the case of direct leasing, the lease agreement is between the 

manufacturer or supplier and the lessee. 

• Indirect leasing: Indirect leasing is characterized by two legally autonomous agreements:  

o a supply contract (purchase contract) between the leasing company and the 

producer or supplier and 

o a lease agreement between the leasing company and the lessee. 
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2.4. The comparison between financial and operating leasing 

Aspects  Financial leasing  Operating leasing  

 

Leased assets  Predominantly leasing of movables and real estate within 

Europe  

Widespread leasing in the US of movables 

and consumer goods  

Duration of 

agreement  

Fixed, long duration of basic lease agreement – cannot be 

terminated Normally 24 to 72 months in duration  

Fixed, but short lease duration – can be 

terminated thereafter  

Legal 

character  

Agreement relating to the transfer of right of usage ("sui 

generis")  

Incorporates elements of a rental 

agreement  

Key purpose  To finance an investment  "Rental", maintenance, services  

Amortization  Mostly before expiry of the agreement  During the course of various, mostly short 

agreement periods  

Investment 

risks  

Borne by the lessee, i.e. same scenario as purchase of capital 

goods  

Borne by the leasing company as 

agreement can be terminated at short 

notice  

Lessor  Leasing companies (often bank subsidiaries); less often: 

producers/suppliers (indirect leasing)  

Specialized leasing companies; often 

producers/suppliers as well (direct leasing)  

Accounting  Under Swiss law, the lessee is not subject to any accounting 

duties. However, the total amount of the future lease 

obligations not entered on the balance sheet must be indicated 

in the notes to the annual financial statements.  

Not entered on the balance sheet for the 

lessee and does not have to be indicated 

in the notes to the annual financial 

statements  
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2.5. Procedure for financial leasing transactions 

  

The client basically proceeds as for a cash purchase, collecting a number of quotes and then 

negotiating and finally deciding on a deal. At the same time, the client contacts the leasing 

company to discuss financing requirements. 

As soon as the leasing company has approved the credit facility in principle, the client places an 

order with the supplier. Once the lease agreement has been signed by both parties, the leasing 

company liaises with the supplier on behalf of the client and concludes a supply contract (i.e. 

purchase contract) for the leased asset. 

The leased asset is delivered directly to the client who duly signs the delivery note, thereby 

confirming that the asset has been received and meets the agreed specifications. On the basis of 

this delivery note, the leasing company sets up the lease agreement and pays the supplier for the 

leased asset in accordance with the terms of payment (as agreed by the client and supplier).  

a) Costs involved in financial leasing transactions: 

For the client, the leasing costs are made up of the following components:  

• arrangement fee/handling charge:  

o 0.5% of the purchase cost, payable when the agreement enters into force. 

  

• lease instalments at the agreed frequency  x  the agreed duration  

o agreed frequency, i.e. monthly, quarterly, half-yearly or yearly 

o agreed duration, i.e. 24-72 months  
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• imputed residual value:  

o generally 0.5%, payable on expiry of the agreement, if the client wishes to make 

use of the option to buy and take ownership of the leased asset. 
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3. Overview Leasing / Purchase / Hire Purchase / Rental 

 

Differences between the various agreement types  

 Leasing Purchase Hire purchase Rental 

 

Objective/ 

purpose  

Transfer of the right of usage for 

a defined period of time  

Cash purchase  Credit purchase with payment 

in instalments  

Transfer of the right 

of usage for a 

defined period of 

time  

Ownership  The leased asset remains the 

property of the leasing company 

for the duration of the agreement 

and is "rented" by the lessee. On 

expiry of the agreement, the 

client can purchase the property 

rights to the asset.  

Intention to transfer/ 

purchase property 

rights on signing the 

agreement. The asset 

becomes owned on 

delivery.  

Intention to transfer/ purchase 

property rights on signing the 

agreement. The asset 

becomes owned on delivery 

or, if the seller retains 

ownership, on payment of the 

final instalment.  

No intention to 

transfer/ purchase 

on signing the 

agreement. The 

asset does not 

become owned.  

Legal 

provisions  

No special legal provisions  Swiss Code of 

Obligations Art. 184 f  

Swiss Code of Obligations 

Art. 226 a-m  

Swiss Code of 

Obligations Art. 253 

ff  

Advance 

payment  

No  No  Usually 25% to 30% of full 

purchase price  

No  

Term  Normally fixed term – cannot be 

terminated  

-  As per legally specified 

maximum term  

Usually unspecified 

term – can be 

terminated  

Instalments  Fixed lease instalments  -  Fixed instalments  Possible to adjust 

rental payments  

Liquidity  Not necessary  Necessary  Necessary to a certain extent  Not necessary  

Retention of 

ownership  

No  No  Yes  By agreement  
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Sample Exam Questions and Cases: 
 

Task 1 Multiple Choice Questions 

1.1 Question  

The buyer has given the seller a bank guarantee. If he can prove that the goods delivered were 
defective,  

 the bank has to pay the seller nonetheless  

 the bank has to refuse payment to the seller 

 the bank has to pay the seller only if the buyer has sufficient funds in his bank account 

 the bank has to decide on its own whether the sales price is due to the seller or not.  

 

1.2 Question  

A performance bond / performance guarantee  

 is a loan agreement with a performance base interest rate 

 is a means of payment 

 is a documentary credit 

 is a form of a guarantee.  

 

1.3 Question  

If the seller has received a letter of guarantee from the buyer’s bank, he can demand payment of the 
sales price from the bank if he shows that 

 the buyer has not paid 

 he has delivered the goods sold timely and in good condition to the buyer  

 he has fully performed according to the terms of the contract  

 

1.4 Question 

The buyer has given the seller a surety issued by his house bank. If he can prove that the goods 
delivered were defective and therefore worthless,  

 the bank has to pay the seller nonetheless  

 the bank has to refuse payment to the seller 

 the bank has to pay the seller only if the buyer has sufficient funds in his bank account 

 the bank has to decide on its own whether the sales price is due to the seller or not.  
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1.5 Question  

If a building company that has rented an earth mover goes bankrupt, the earth mover  

 goes to the creditors of the building company 

 may be claimed back by rental company 

 is a security for the banks who gave credit to the building company 

 may be claimed back by the manufacturer. 

 

1.6 Question  

In a factoring agreement, the seller benefits from 

 receiving early payment 

 low interest rates on the credit given to him by the factoring company 

 the commission he receives from the factoring company 

 

1.7 Question 

In a factoring agreement, the factoring company benefits from 

 receiving early payment 

 low interest rates on the credit given to him by the seller 

 the commissions / fees it receives from the seller 

 not having the risk of invoices not being paid. 

 

1.8 Question 

In a financial leasing agreement for a truck, the leasing company goes bankrupt. The truck 
manufacturer has not been paid the sales price for the truck yet. The moving company which leases 
the truck also is pressed by its creditors, especially by the tax authority. The truck can be claimed by:  

 the truck manufacturer 

 the creditors of the leasing company 

 the creditors of the moving company 

 the state as a security for the unpaid taxes.  
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Task 2 (6 points) 

You are CEO of Probiotics Corp. of Basel, Switzerland. Probiotics is a start-up company which has 
limited funds are therefore cannot buy all the expensive laboratory equipment it needs for its 
research. Therefore, you want to enter into a financial leasing transaction for the machine called a 
DNA Purificator, which costs US$ 670’000. The machine is produced by Maxwell Technologies Corp. 
of Wilmington, Delaware, USA. Due to the rapid technological change in this area, you can expect 
that you will have to replace this machine after not more than 4 years. Probiotic’s bank, UBS, is 
willing to finance the transaction.  

a) Describe which are the steps necessary to be taken by the three companies involved in order to 
conclude the transaction. 

b) Which are the contracts to be entered into by the parties involved? Describe the main features of 
each contract. 

c) The duration of the leasing arrangement is of 4 years. Describe what happens at the end of this 
term: who is the owner of the machine, are there any payments to be made? 
 

Task 3 (6 points) 

Constructa Corp. is a newly set up construction firm. Their market, office buildings, is very 
competitive and unfortunately, many constructions firm bid very low prices in order to get 
the contract. Then they save on the quality of the materials used and employ cheap, 
unskilled workers, with the result of shoddy work being done. In other cases, construction 
companies have gone bankrupt even before the building was finished. As it is Constructa’s 
first larger construction job, Cornerstone Developments Corp. (the customer) demands that 
Constructa provides additional means of security to make sure that  

a) the work will be completed 

b) on time 

c) in perfect quality. 

Also, if one of these requirements is not met, Cornerstone wants to be sure that they receive 
sufficient financial compensation in order to pay for their damages, even if Constructa falls 
into bankruptcy. 

Please advise Constructa and Cornerstone on how these requirements can be met in the 
most efficient way. Make them a proposal with two suitable alternatives. 
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4. Annexes: 
 

- Rental Agreement (Lease) 

- Lease Agreement for Movable Equipment 

- Bank Payment Guarantee 

- Bank Standby Letter of Credit 

- Bank Confirmed Payment Order 

- Bank Performance Guarantee 
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