
Personal guarantees have become a common part of doing business in the hotel industry these days.  Hotel owners encounter them when trying to obtain mortgage loans, franchise agreements and equipment leases. Despite that, too little thought is given to the danger these obligations could pose.

Guarantees can greatly change the parties’ negotiating leverage.  Just ask anyone with a substantial net worth who has signed one whose hotel defaults under its mortgage or whose franchise agreement is terminated.  As a result, it is imperative that a guarantor understand what he is signing and what it could mean if there is a default.  

Most guarantees assure payment -- not collection -- of the underlying debt.  Thus, once the borrower (usually the legal entity that owns the hotel) defaults, the creditor holding the guarantee can sue the guarantor for payment without first having to obtain a judgment against the borrower.  What usually happens is that the creditor sues both at the same time and pursues the guarantor to the extent the borrower cannot pay.  The creditor often will then satisfy a portion of its claim from the borrower (by, for instance, foreclosing on the hotel) and seek to collect the rest from the guarantor.

Even the hotel’s bankruptcy generally will not stop a creditor’s attempt to collect on a guarantee.  This is because the automatic stay of actions against a bankrupt entity does not extend to actions against non‑bankrupt parties except in circumstances usually not present in a hotel’s bankruptcy case.  Consequently, the creditor can continue to apply pressure against the guarantor to try to obtain title to the hotel in exchange for releasing the guarantor from his personal liability.  The only way a guarantor can stop an action against himself is to file for bankruptcy, which he usually will not want to do.  

Under some guarantees, the guarantor agrees to pay whatever amount is owed on the loan.  Others are more limited, covering only a specific dollar amount of a loan.  Some only take effect upon the occurrence of an event, for instance if the borrower commits a specified act, such as filing for bankruptcy.  This type of obligation – called a springing guarantee – is especially common in securitized loans.  It is a powerful weapon (although its enforceability is largely untested in courts) to discourage the guarantor from allowing the borrower to file for bankruptcy.  

Guarantees by their nature are very one-sided documents that favor the creditor.  They usually contain provisions under which the guarantor waives all defenses, even those that may be based on the creditor’s negligence, such as its failure to maintain a security interest in any collateral granted to secure its loan.  They also often allow lawsuits to enforce the guarantee to be brought in the jurisdiction where the creditor – not the guarantor – is located, adding to the guarantor’s cost and inconvenience.  

Of course , a guarantee is only as good as the ability of the guarantor to satisfy his obligation.  As a result, creditors routinely require the guarantor to provide a personal financial statement showing sufficient net worth to satisfy any guarantee obligation.  Often, the creditor will require the guarantor to update his financial statement at least annually.  If the personal financial statement shows a marked decrease in available assets, the loan documents may provide that the loan then becomes in default.  

These financial statements are important documents because creditors often rely upon them in extending credit to the borrower.  If the guarantor misrepresents his financial condition or transfers valuable assets without informing the creditor, the guarantor may be liable for fraud, which he cannot discharge even if he files for personal bankruptcy.

Many years of hard work and success by hoteliers can be undone by a single guarantee.  Consequently, they should give guarantees serious thought before executing them.  
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