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Expected Learning Outcome: 
- understand the basic concepts of “credit” and “security” 

- identify and distinguish the different arrangements for the provision of credit to 

businesses, such as 

o loan credit and sales credit 

o fixed term and revolving credit 

- understand the differences types of security (real and personal) and quasi-security 

that can be used by businesses. 

 

1. Introduction 

 

Almost all businesses rely on credit facilities to operate. A business which does not have 

sufficient capital to finance its spending must obtain credit facilities, usually from financial 

institutions.  

1.1. Types of Credit 

Credit is the provision of a benefit (cash, land, goods, services or facilities) for which 

payment is to be made at a later date. You see that credit need not to be given only as 

money!  

Loan credits involve an advance of money: The creditor gives money to the debtor upon the 

condition that the money shall be repaid, plus interest, at a specified rate over a specified 

period. Typical example is the bank loan or overdraft. 

Sales (or supplier) credit involves the deferment of a payment obligation under a supply 

contract: The buyer of the goods does not have to pay their price immediately. Examples 

are credit sales, instalment sales and hire purchase agreements. The practical effect of such 

a sales credit is the same as a loan credit, as the buyer / debtor receives a benefit without 

incurring the cost immediately.  

Loan credit has the advantage of flexibility: the loan can be used for any purpose, whereas 
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in the case of the sales credit there is no such choice.  

A business which wishes to purchase goods or services on credit therefore has a choice of 

sources of credit. It may obtain the goods or services on credit terms from the supplier or 

alternatively it may obtain a loan credit from a bank and use that credit to pay the goods. 

Loan credit may seem to be more expensive, as the debtor will have to pay interest on the 

loan. However, the debtor will generally also have to pay for a sales credit since the sales 

price will be increased to compensate the supplier for the credit extended and for the risk 

of non-payment. The only difference to a loan credit is that often the “price” of a sales 

credit is concealed: the sales price of the goods will be higher than would be charged to a 

customer paying in cash. 

In a fixed-term credit arrangement a fixed amount is drawn by the debtor and is repaid 

over a stated period. The arrangement comes to an end on completion of the repayments.  

Alternatively, the credit can be provided through a revolving facility. Here the creditor is 

not given a fixed amount but an upper credit limit is set. Examples are overdrafts or credit 

card facilities. The debtor can make one or more drawings of any amount provided that at 

any time the total amount outstanding does not exceed the upper limit. The debtor is not 

obliged to use the full credit facility. 

 

1.2. Security 

Before a creditor will be willing to advance money or other benefits to a debtor, he will 

want to be sure that the debt will be repaid. If the potential debtor is a “creditworthy” 

business, the creditor may be content, on the basis of the strength of the business alone, 

that the debt will be repaid. However, it is not easy to assess creditworthiness. Think of the 

sudden and unexpected bankruptcies of respected companies like Swissair in 2002 or the 

Lehman Brothers Bank in 2008! If a creditor does not have special securities, he will at best 

receive a very small part of the amount given to the debtor. A creditor will therefore try to 

minimise this risk by taking security from the debtor.  

a) Real Security 

Real security gives the creditor property rights over assets of the debtor. If the debtor 
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becomes insolvent, the debtor has the priority to sell this asset and receive the proceeds of 

the sale. The effectiveness of the security depends on the value of the assets used as 

security. The debtor has an incentive to pay the debt in order to keep his property if the 

goods are more valuable than the amount of debt secured. 

Real security confers two basic rights on the secured creditor:  

1. the right of pursuit: the creditor can follow his asset even if it comes into the hands 

of a third party (e.g. if the debtor sells the asset). The third party will have to respect 

the security rights of the creditor. 

2. the right to claim the asset or the proceeds of its sale to satisfy his claim in priority 

of other creditors.  

 

aa) Mortgage 

Mortgage involves the transfer of ownership of an asset to the creditor (the mortagee) by 

way of security. This is done under the condition that the asset will be transferred back to 

the debtor (the mortgagor) when the credit secured is paid. 

Although ownership is transferred to the creditor, the debtor may retain possession of the 

asset. This is a huge advantage where the mortgaged property must be used by the 

mortgagor in its business. 

Any property may be mortgaged, including real and personal, tangible and intangible, 

present and future. A common example is the mortgage of land. 

In general, no formalities are prescribed for a mortgage. No formality is required for the 

transfer of the property of goods; property passes when the parties intend it to pass. 

However, there are many exceptions in such cases, where no possession of the goods is 

possible. The concern here is to put third parties on notice that the good has a mortgage 

attached to it. In most cases, where a right is mortgaged, which is registered in a public 

register, the law demands that mortgages are entered in the registration of the right. 

Examples are registered intellectual property rights, like trademarks, registered designs and 

patents. Also for aircraft there is a special registers. Also for mortgages of land most 
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countries demand a written agreement and registration in a land register (where there is 

one).  

Question:  Why is it so important the third parties are put on notice regarding the 

mortgage? Isn’t it sufficient that the creditor has sufficient proof of his 

mortgage rights? 

Also, for practical purposes it is generally advisable to have written mortgage. 

If the debtor/mortgagor defaults on paying back his debt, the creditor/mortgagee has the 

following rights to enforce his mortgage: 

− the right of foreclosure: if the creditor declares the mortgage foreclosed, the debtor 

loses his right to claim the asset back. The creditor becomes the full owner of the 

asset and the debt secured is extinguished. The mortgagee is deemed to have taken 

the property in satisfaction of the debt. If the value of the asset if higher than the 

credit secured, the creditor makes a windfall profit. On the contrary, if the value of 

the asset is lower than the credit secured, the debtor can shake of his debt cheaply.   

− the right to claim possession of the mortgaged property: the creditor already has 

ownership of the asset, but often it will still be in the possession of the debtor (e.g. 

the debtor lives in the house mortgaged). The creditor may claim the asset out of 

the hands of the debtor. 

− the power of sale: the creditor may sell the asset in order to recoup the money 

loaned. If the asset is sold and the price obtained is higher than the debt secured, 

the creditor must deliver the surplus to the debtor. As the creditor might be 

tempted to sell at any price, the courts have held that he is under a duty of care to 

obtain a reasonable price.  

− the right to apply to the court for an order of sale or the appointment of a 

receiver1

                                                           

1 A receiver is appointed by the court in insolvency proceedings to manage the property of the insolvent for the 
benefit of the creditors. 

: in some cases, the asset cannot be sold immediately and the creditor may 

ask a court to decide how the asset would be sold. 
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bb) Pledge 

In a pledge, the debtor (the pledgor) delivers goods to a creditor (the pledgee) and gives 

him the right to retain possession of the goods as security until the debtor has discharged 

his obligations (usually until he has paid his debt). The debtor keeps the ownership of the 

goods. As soon as the debtor has met his obligations, he can demand that the goods 

pledged be restored to him. The debt secured may exist at the time or may be a future 

debt. Pledges are commonly used in commerce. For example, a buyer of goods under an 

international sales contract pledges a bill of lading to a bank as security for an advance of 

money to pay for them. In the consumer context, the most common type of the pledge is a 

“pawn”. 

The creditor / pledgee has to be given possession of the good pledged. However, if he takes 

the actual good into his possession, he will have the expense of storage, maintenance and 

insurance. Also, he is liable for loss or damage to the good caused by his negligence. 

Therefore it is better for him if he can receive a surrogate for the possession, e.g. by 

receiving the keys to a warehouse where the goods are stored or by receiving the bill of 

lading while the goods are in transport. 

As the pledge is dependent on possession (directly or indirectly), it is not possible to pledge 

intangible property, which cannot be physically possessed. Such intangible property could 

be money claims against third parties, valuable intellectual property etc. 

No formality is required to create a pledge, especially no registration. The very fact that the 

creditor is given possession is sufficient evidence of the pledge and puts third parties on 
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notice of the creditor’s interest. In practice, banks demand that the debtor signs a 

document called a “letter of pledge”. This letter of pledge is an agreement which includes 

the exact terms of the pledge. Such terms could be: 

− the pledgor agrees that the pledgee is to have a pledge over all goods delivered by 

the pledgor; 

− where the credit provided is a revolving facility, the pledgor agrees that the goods 

are pledged as continuing security for the payment of all sums owed by the pledgor 

from time to time; 

− the pledgor agrees that in the case of his default in repayment of any sum in 

demand, the pledgee has the right to immediately sell the goods; 

− the pledgor agrees to keep the goods fully insured to their full value; 

− the pledgor agrees to pay all the cost of storage of the goods; 

− all risk of loss or damage to the goods remains, at all times. 

 

  Question for discussion:  

  How do you rate the distribution of rights and obligations in this agreement? Is 

this what you would expect? 

 

cc) Lien 

The lien entitles a person (lienee) who has done work for another (the lienor) to retain 

possession of the lienor’s goods until the price for the work has been paid. The lienee is said 

to have a right of retention, it is a “self-help remedy”. 

The right to have a lien exists under common law even without an agreement between the 

lienor and lienee. It is a non-consensual security which exists by operation of law. Examples 

for such a common law lien are the ship owner’s lien on the cargo or the hotelier’s lien over 

a guest’s belongings or a repairer’s lien over goods repaired. The seller of land has a lien for 

the sales price. 

The right to the lien also can be agreed upon in contract. Very often, service providers 
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include a lien in their contracts in order to reinforce their common law rights.  

The lien may be general or particular: 

− a general lien allows the creditor to retain possession of any property of the debtor 

until any debt due from the debtor is paid.  

− a particular lien allows the debtor to retain possession of goods as security for 

payment of debts which relate to the property retained. For example, a repairer has 

a lien on the goods repaired for the work done on them. 

Common law recognises only very few general liens, they are usually agreed upon by 

contract. General liens are preferable where parties are in continuous trading relationship. 

This has advantages not only for the lienee (who has more goods under lien) but also for the 

lienor: the lienee will be able to release individual goods out of the lien if they are needed 

by the lienor, even if the debt has not yet been paid in full. After all, he has lien over other 

goods.  

Under common law, the lien does not confer a right of sale. Such a right of sale needs to be 

secured by an agreement. 

dd) Equitable Charge (Debenture) 

An equitable charge gives the creditor (chargee) the right to have designated property of 

the debtor (charger) appropriated to him to discharge his debt. No transfer of ownership or 

possession of the property is involved. If the debtor defaults in paying back his debt, the 

creditor can sell the property and recover the debt. The charge can be created over any 

class of property, including goods, intangible property or future property to be acquired by 

the debtor.  

The charge can be fixed or floating: 

− a fixed charge is one which attaches to the property as soon as the charge is 

created. The charger cannot dispose of the property free of the charge without the 

chargee’s consent until the debt is paid. 

− the floating charge is more flexible, as it is not attached to any particular assets, but 

“floats” over a designated class of assets, allowing the charger to deal with those 
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assets. The security fund (i.e. the class of assets) is therefore constantly changing. 

The charge crystallises when the debtor defaults on a repayment. That means that 

the charge attaches to all those assets which are owned by the debtor in that 

moment and which correspond with the description of the class. As soon as this 

happens, the debtor may not deal with those assets any more. Examples for classes 

of goods are the machinery of a company, its premises or all the receivables. 

In order to optimize the security, a bank would usually take a fixed charge over some 

specific assets and additionally a floating charge over the remainder of the assets of the 

company. 

Banks usually demand from their debtor to agree to the following terms of the charge: 

− promise to repay 

− the obligation of the debtor to create 

o a fixed charge on assets X, Y and Z and 

o a floating charge over the company’s remaining assets, present and future: 

− the obligation by the debtor to create no mortgage or charge that would rank in 

priority or equally with the floating charge created; 

− a provision that the debt secured becomes payable on the happening of any of the 

following events: 

o a written demand for payment by the bank; 

o the commencement of winding up proceedings in respect of the debtor 

company; or 

o the cessation of business by the company; 

− power for the bank to appoint a receiver in certain circumstances, usually at any 

time after it has demanded payment of the debt secured and whether or not they 

become due; 

− the obligation of the debtor to provide the bank with regular financial records 

(trading account, profit and loss account and balance sheet) to enable the bank to 

review the financial situation and health of the company; 

− the obligation of the debtor to insure all its assets to their full value and provide 

proof of such insurance. 
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ee) Bill of Sale 

The bill of sale is a written agreement that one party transfers the property in certain goods 

to somebody else but remains in possession of the goods. 

The bill of sale becomes an instrument of security if it is given upon the condition, that the 

property in the goods transfers to the creditor if the debtor defaults in paying back the debt 

secured.  

Although this could be a simple and straightforward transaction, it has been made difficult 

by legislation.  

The law tries both 

a. to put third parties on notice that the goods in possession of the debtor are actually 

potentially sold to the creditor and  

b. to protect the debtors from poor deals and oppressive enforcement by the creditor 

(obviously, abuse by the creditor is possible if the goods “sold” are of much higher 

value than the debt secured – he would make a windfall profit if he could obtain 

ownership upon any default of the debtor).  

The law therefore demands that bills of sale be registered in a public register and comply 

with a number of formalities.  

 

   

b) Personal Security 

Personal security involves a third party entering into a separate contract with the creditor 

and assuming responsibility for the debt if the debtor defaults. The guarantee is an example 

for a personal security. The effectiveness of personal security depends on the 

creditworthiness of the third party (the surety or guarantor). In order to reinforce the 

personal security given by the guarantor, a creditor could ask that the guarantor grant real 

security over his assets in order to secure the guarantee. 
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  CREDITOR (Guarantee) 

 principal contract  secondary contract of surety 

 

  DEBTOR (Beneficiary)  SURETY (Guarantor) 

A contract for personal security gives the creditor a personal claim against the surety, but 

no rights over property.  

There are two forms of personal security: guarantees and indemnities. A weak form of a 

personal security is the letters of comfort. 

 

The guarantee 

A guarantee is the obligation, given by a third party, to answer for another’s default to 

perform an obligation, e.g. to back pack a debt. 

Example:  X will loan money to Y, subject that Z provides security by guaranteeing the loan. 

The guarantor Z will only become liable under the guarantee if the principal 

debtor, Y, defaults. 

Note that guarantees are not only used to secure the repayment of a loan or overdraft but 

also can be given to guarantee the performance of a contract. This would be called a 

performance guarantee. 

aa) Relationships between the guarantor and the creditor 

The guarantor is liable to the creditor on the same terms as the debtor. The guarantor is not 

liable unless the debtor defaults and, where the debtor pays the secured debt in full, the 

guarantee terminates. But if the debtor defaults, it is not necessary for the creditor to sue 

or even to make a claim against the debtor before calling on the guarantor. He can 

immediately demand payment from the guarantor.  

In Swiss law, the guarantee is abstract from the principal (=underlying) contract, in English 

law it is accessory, meaning if the principal contract is void and unenforceable, so too is the 
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contract of guarantee. 

Example:  In the English case Associated Japanese Bank (International) Ltd. v. Crédit du 

Nord SA (1998, 3 All ER 902), Credit du Nord guaranteed payments of rentals 

due to the Associated Japanese Bank under an agreement for the sale and 

leaseback of machinery. In fact, the machine which had been the object of the 

sale and leaseback did not exist. The court held that the guarantee contract 

was void for mistake so that the Associated Japanese Bank had no claim under 

the guarantee. Under Swiss law, it would not have been relevant that the 

machine did not exist and that the sale and leaseback contract was void! 

bb) Relationships between the guarantor and the debtor 

The guarantor has two basic rights against the debtor: 

1. The right to indemnity: if the guarantor has to pay the creditor, he has an implied 

contractual right to be indemnified by the debtor against all liabilities he incurs.  

2. The right to subrogation: where the guarantor discharges the debt which he has 

guaranteed, he is entitled to step into the shoes of the creditor and pursue any 

claims against the debtor which the creditor had, including by enforcing securities 

held by the creditor for the debt.  

A guarantee is not enforceable as a contract unless it is evidenced by a written note or 

memorandum and signed by the guarantor. The relevant document has to record the 

existence of the guarantee and all the material terms of it. 

The indemnity: 

Like the guarantee, an indemnity is a personal security given by a third party who is not 

involved in the primary contract. But under the indemnity, the surety’s obligation is 

independent of the debtor / creditor relationship. It is a primary liability, not dependent on 

the debtor’s default. 

The difference between the indemnity and guarantees can be illustrated by the following 

example: if X says to y: “Supply goods to Z and if he does not pay, I will”, X’s undertaking is a 

contract of guarantee. But if X says to Y: “Supply goods to Z and I will see you paid.” this is a 
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contract of indemnity because X’s liability to pay is not contingent on Y’s default. This 

distinction was made in the English courts as early as 1704 (Birkmyr v. Darnell, 1 Salk 27). 

 

 

Guarantees and indemnities are often used to reinforce each other. A standard provision in 

a contract for guarantee might state: 

“The guarantor undertakes, as a separate and independent obligation, that all sums 

due under the guarantee, shall be recoverable by the creditor from the guarantor, as 

principal debtor and/or by way of indemnity.” 

 

c) Quasi-Security 

A seller who supplies goods on credit terms can protect his interests by making use of the 
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rules on passing on property. He will reserve ownership to himself until the purchase price 

has been paid in full. Possible arrangements are reservations of ownership under a 

conditional sale, hire purchase or similar arrangements that allow the creditor to retake the 

goods if the debtor becomes insolvent.  

Such arrangements are used to avoid the formalities, registration requirements and 

limitations introduced by state laws. A creditor might want to seek a security which is not 

allowed by law and disguise this arrangement as something else, like a sale. For example, in 

order to raise finance on the security of goods the owner might agree to sell them to the 

supposed lender subject to an agreement that he may buy them back on repaying the price. 

Such transactions are called “quasi-securities” because they perform the similar function as 

the other securities. 

As it is not allowable to bypass the legal regulations regarding securities, the parties to such 

a quasi-security agreement walk a fine line between achieving the function of the security 

but avoiding that the agreement is illegal and thus void. 

A sale that is made not with the purpose of transferring final ownership but of creating a 

disguised security may be illegal and void. The court would look beyond the form of the 

agreement and enquire into the facts of the case and the real intention of the parties, to 

determine whether the agreement was a sham (an illegal disguised security) or a genuine 

sale.  

There are three basic distinctions between a real sale and a security arrangement: 

1. Under a sale, the vendor is not entitled to get the goods back by returning the 

purchase price. In the case of a security (mortgage or charge), the mortgagor is 

entitled to recover the goods of the mortgage on payment of the debt. 

2. If the buyer resells the goods at a profit, the profit is his. A mortgagee who realises 

the good of the mortgage for a sales price greater than is sufficient to repay himself, 

must account to the mortgagor for the surplus. 

3. A buyer who resells the goods at a loss must bear that loss. A mortgagee who 

realises the goods for a sum insufficient to satisfy his debt in entitled to look to the 

mortgagor to make good the balance. 
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Legal Quasi-security devices include: 

aa) Title retention arrangements 

A supplier of goods on credit terms can secure himself against the buyer’s inability to pay by 

supplying the goods under an arrangement by which he reserves ownership until their price 

is paid. Such arrangements include: 

− hire purchase: the owner / creditor retains the property in the goods until all the 

instalments and the final option payment are paid by the hirer/debtor. If the 

hirer/debtor becomes insolvent before this time, the owner/creditor can reclaim his 

property before other creditors of the debtor take it to satisfy their claims. 

− conditional sale: the goods are handed over to the buyer but property does not pass 

to the buyer before he has paid the sales price in full. The seller can demand 

redelivery of it if the buyer becomes insolvent before he has paid the price. As the 

English courts have accepted this practice as legal, such a clause has become 

standard practice for seller. 

− finance leases: the manufacturer does not sell to the buyer but to a leasing 

company which is able to pay the whole sales price. The leasing company leases the 

good to the end user and retains ownership of the goods. This way, the same effect 

as a secured credit sale of the goods is achieved. 

− sale with a right to repurchase: usually, X would sell the goods to Y, payment to be 

in instalments. X and Y also agree that if Y defaults on the instalments, X has the 

right to repurchase the goods for the amount of the outstanding price. This comes 

very close to a mortgage arrangement, but the courts have upheld these 

arrangements. 

bb) Use of assets as quasi-security 

Possible arrangements include: 

− sale and leaseback: the owner of goods may sell them to a finance house for the 
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purpose of raising funds and then lease them back. He then has the use of the goods 

and the capital raised by the sale. Such operations have become very frequent: 

especially offices and other premises are regularly sold and leased back. This frees 

capital that can be used for other purposes. If the owner takes the goods back in a 

hire-purchase transaction, this has the same effect as a mortgage. This is also a 

standard measure for companies in crisis: in order to raise the capital necessary to 

survive, they sell all property and lease it back. This way, they raise money for 

survival and pay the lease instalments with the proceeds of the future sales. The 

original owner (the company) will have the full ownership back as soon as all 

instalments are paid. The new owner (the bank) retains ownership until the whole 

price has been paid. Courts have accepted that this is not an illegal disguised 

mortgage. 

− discounting of receivables (factoring): a company may sell its receivables to a 

creditor in return for an immediate cash payment. 

− bills of exchange (drafts): they are used to secure as an alternative or to reinforce 

other security. This is possible because a bill of exchange creates a binding obligation 

to pay money which is separate (abstract) from any underlying contract in 

connection with which it is given.     

− Set-off agreements: where the one party has a payment obligation against the other 

party, the set-off allows that other party to reduce his payment by any amount that 

the first party owes him. Instead that both parties make the full payments of their 

respective debts to the other party, the party owing more pays only the net amount. 

This right is very important, if the party who has the higher claim has doubts 

whether he would be able to secure the full payment of his claim against the other 

party, either because that other party is insolvent or disputes his claim. 

 

Example: 

Mueller AG has delivered pumps to Hydraulics do Brasil Corp. and has a claim for the 

sales price of CHF 10 mio. Hydraulics do Brasil claims that the pumps are defective 

and demands damages of CHF 3 mio. It declares a set-off and pays only CHF 7 mio. 

to Mueller Corp. 

 sales price 10mio.  
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Mueller Corp. Hydraulics do Brasil Corp. 

 damages claim 3mio. 

 

Why is it so important for Hydraulics to set-off their claim instead of paying the full 

price of CHF 10mio. to Mueller and claiming back 3 mio.? 

d) Letters of Comfort 

Letters of comfort are used as an alternative to a formal guarantee. 

They have the purpose of reassuring the creditor that their credit will actually be repaid, 

without actually guaranteeing repayment. They are usually given by a parent company to 

support an advance of credit facilities to its subsidiary by a bank. 

Usually, a letter of comfort provides: 

1. a statement that the parent company is aware of the credit given to the subsidiary; 

2. a promise that the parent company will not, without the lender’s consent, relinquish 

or reduce control of the subsidiary before repayment; and 

3. word of comfort, stating how far the parent company is prepared to go in supporting 

its subsidiary.  

Whether such letters have a binding legal effect depends on their actual wording. The 

parent company usually takes great care not to enclude any wording which would bind 

them in the way of a guarantee. Generally the courts regard them as not binding, but 

depending on the actual wording and the circumstances, the decision might be the 

opposite. 

Example: In the case of Kleinwort Benson Ltd. v Malaysia Mining Corp. Ltd. (1989, 1 WLR 

379), the bank Kleinwort Benson agreed a loan with a subsidiary of Malaysia 

Mining Corp. based upon a letter of comfort from Malaysia Mining Corp. that 

contained the following wording: “It is our policy to ensure that the business of 

the subsidiary is at all times in a position to meet its liabilities to you under the 

loan agreement.” Malaysia Mining Corp. had not been willing to guarantee the 

loan. When the subsidiary went into bankruptcy, the bank sought repayment 

from the parent company, Malaysia Mining Corp. The court held that the letter 
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of comfort was not intended to create a binding contractual promise and took 

into consideration that letters of comfort are generally regarded in commerce 

as intended to create a moral, but not a legally binding, obligation.  

 

e) Deciding on the right type of security 

Obviously, the different types of security and quasi-security have different characteristics 

and advantages. It is very important to find the type that best suits the needs of the parties. 

Sometimes the choice is simply imposed on the debtor because the creditors (especially 

banks) have more bargaining power and refuse to negotiate other than their standard 

terms.  

Some basic points should be remembered: 

a. Registration requirements can be time-consuming, inflexible and administratively 

inconvenient. Using quasi-security devices avoid these issues, but the terms of the 

agreement must be drafted very carefully in order to avoid illegality. 

b. Real securities offer more protection to the creditor than personal security and are 

the preferred choice of banks. 

c. If the creditor needs to have possession of the goods in order to have a valid 

security, the debtor is deprived of the use of them. This may be avoided in certain 

cases by giving the creditor indirect possession (bill of lading, keys etc.). 

d. A letter of comfort is a very weak form of security and therefore banks usually 

require other forms of security in addition. 

e. Different forms of security may be combined. For instance, a bank lending money to 

a company may require the company to grant a charge over its assets and the 

directors and owners to personally guarantee the loan. The directors and owners 

may further be required to grant mortgages or charges over their own property to 

secure their guarantees.  

Example:  Wilson Court LLP v. Tony Maroni’s Inc. (Supreme Court of Washington, 1998; 

134 Wash. 2d 692, 952 P.2d 590 

Tony Riviera founded Tony Maroni’s Inc. to sell Pizzas (“Tony Maroni’s Famous 
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Gourmet Pizssa”) in the late 1980s in Seattle, Washington. Tony Maroni’s 

began by offering pizzas, salads, calzones and lasagna for home delivery only. 

By 1995, the firm had  begun to franchise (allowing outlets to use the 

company’s trade marks). Two years later, with eleven locations in the Seattle 

area, six franchise outlets and then more stores in development, the company 

announced plans to open five hundred locations in the whole United States. 

Despite these plans, Tony Maroni’s had yet to turn a profit and was nearly 

$ 1 million in debt.  

Tony Maroni’s Inc. agreed to lease retail space owned by Wilson Court 

Property LLP. Tony Riviera, Tony Maroni’s president, signed the leas 

agreement for a sixty-month term. When he signed the lease, Riviera also 

signed a guaranty agreement for the benefit of Wilson. On the signature line, 

Riviera wrote “President” after his name. The guaranty did not specifically 

identify who was bound as guarantor, referring only to the “undersigned” or 

“guarantor”. The lease agreement on the contrary contained a clear reference 

to Tony Maroni’s Inc. as the lessee. When Tony Maroni’s defaulted under the 

lease, Wilson filed a suit in court against Riviera for the payment of the lease 

instalments not paid.  

Riviera asserted that he was not personally liable on the guaranty because he 

had signed not for himself but in his capacity as president of the company, 

thus binding the company in contract, not himself.  

The court decided in favour of Wilson. It held that if Riviera had signed the 

guarantee agreement for the company and not for himself, the company 

would be the guarantor of its own lease. But one cannot be the guarantor of 

one’s own contract. Further it held that the ambiguity created by the addition 

of the word “president” to Riviera’s name, would be constructed against him, 

as he created this ambiguity himself.  
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Cases for Discussion: 

a) Auto Repair 

Sylvia takes her car to Caleb’s Auto Repair Shop. A sign in the window states that all repairs 

must be paid for in cash unless credit is approved in advance. Sylvia and Caleb agree that 

Caleb will repair Sylvia’s car engine and put in a new transmission. No mention is made of 

credit. Because Caleb is not sure how much engine repair will be necessary, he refuses to 

give Sylvia a cost estimate. He repairs the engine and puts in the new transmission. When 

Sylvia comes to pick up the car, she learns that the bill is $ 995. Sylvia is furious, refuses to 

pay Caleb that amount and demands possession of her car. Caleb demands payment? 

Discuss the rights of the parties in this matter.  

 

b) Study Loan 

Natalie is a student at the University of California, Berkeley. In need of funds to pay for her 

tuition, she applies for a loan with California West Bank. The bank agrees to make a loan if 

Natalie will have somebody responsible guarantee the loan payments. Sheila, a wealthy 

aunt of Natalie’s calls the bank and agrees to pay the loan if Natalie cannot. Because of 

Sheila’s reputation, the loan is made. One month later, Natalie drops out of school and 

embarks on self-finding mission in an Indian ashram. All attempts made by the bank to 

collect the loan from Natalie fail. Now California West Bank tries to hold Sheila liable for the 

amount.  

Will they be able to do so? 

 

c) A Card House? 

Hallmark Card, Inc., sued Edward Peevy, who had guaranteed an obligation owed to 

Hallmark by Garry Peevy. At the time of Edward’s guarantee, Hallmark had in its possession 

property pledged as security pledged by Garry. Before the suit was filed, Hallmark sold the 

pledged property without notifying Edward and sued Edward for the remaining balance of 
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the debt. Edward contended that because Hallmark had sold the property pledged by Garry 

as security for the obligation without notifying him (Edward), Hallmark was not entitled to 

claim the rest of the debt. Hallmark answered that Edward was not entitled to notice of the 

sale of the collateral and was not required to give consent.  

Which party will prevail in court? (Hallmark Cards Inc. v. Peevy, 293 Ark. 594, 739 S.W.2d 

691 (1987)) 

 

 

d) Troubled Skies 

Air Ruidoso Ltd. operated a commuter airline and air charter between Ruidoso, New 

Mexico, and airports in Albuquerque and El Paso. Executive Aviation Center Inc. provided 

services and fuel to Air Ruidoso. When Air Ruidoso failed to pay more than $ 10’000 that it 

owed for fuel, oil, oxygen and handling services, Executive Aviation took possession of Air 

Ruidoso’s plane. Executive Aviation claimed that it had a lien on the plane and filed a suit in 

court for foreclosure of the plane.  

Will the court allow Executive Aviation to take ownership of the plane? (Air Ruidoso Ltd. v. 

Executive Aviation Center Inc. 112 N.M. 71, 920 P.2d 1025 (1996)) 

 

 

e) Bitter Pills 

In 1998, Jamieson-Chippewa Investment Co. entered into a five-year commercial lease 

agreement with TDM Pharmacy Inc. for premises in Ellisville, Missouri. Dennis an Teresa 

Mc Clintock owned and ran TDM Pharmacy. The lease agreement granted TDM three 

additional  five-year options to renew the lease. The lease agreement was signed by TDM 

and by Dennis and Teresa individually as guarantors. The lease did not state, that the 

guarantee was continuing. In fact there were no other words of guaranty in the lease 

agreement other than the single word “Guarantors” on the signature page. 
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In 1993, Dennis, acting as president of TDM, exercised TDM’s option to renew the lease for 

one term. Three years later, when the pharmacy failed, TDM defaulted on the lease. 

Jamieson-Chippewa filed a suit in a court against the Mc Clintocks for the rent for the rest of 

the term, based upon their guarantee. The McClintocks contended that they had not 

guaranteed any rent payments beyond the initial five-year term. 

How should the court decide? (Jamieson-Chippewa Investment Co. v. McClintock, 996 

S.W.2d 84). 
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