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Abstract 

One of the greatest non-fund-based financial tools for purchasing and selling goods in both domestic 

and foreign trade is the bank guarantee. It is crucial for new business owners who wish to purchase 

and sell their products on credit without taking any risks. A bank guarantee is a formal agreement 

that states the bank will reimburse the seller for the full amount owed if the buyer does not pay the 

seller on time. This simple article uses an appropriate case study to demonstrate the function of 

bank guarantees in Indian industries.  
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Introduction 

With a bank guarantee (BG), a bank 

effectively becomes a co-signer for one of its 

customers' transactions by guaranteeing that 

the client (often a well-known corporate 

customer) would not deliver the money. 

Guarantees are crucial tools for reducing the 

risks associated with business agreements. 

According to one interpretation, relying too 

much on the main contract to enforce 

ordinary commitments could result in 

needless disagreements and legal action from 

the main contract. These disagreements could 

materially impact the guarantee, preventing 

monies from being used in court. Therefore, a 

novel tool was required to allow the 

guarantee to fulfill its initial function, which 

was to offer a measure of security.  

 

Objectives of the Study 

1. To understand the costing and types of 

Bank Guarantee with suitable case study. 

Difference between Letter of Credit & Bank 

Guarantee 

Despite their obvious similarities, a letter of 

credit and a bank guarantee are two distinct 

entities. While bank guarantees lessen the 

damage in the event that a transaction does 

not go as planned, letters of credit guarantee 

that a transaction will go as intended. 

A letter of credit is a commitment made by a 

bank to pay if specific conditions are satisfied. 

The money will be transferred by the bank if 

these conditions are fulfilled and verified. As 

long as the services are rendered, this 

guarantees that payment will be made.  

Similar to a line of credit, a bank guarantee 

ensures a beneficiary will receive a certain 

amount of money. In contrast to a line of 

credit, the amount is only paid if the other 

party fails to carry out their end of the 

bargain. In essence, this can be used to 

protect a buyer or seller against loss or 

damage resulting from the other party's 

failure to perform under a contract. 

A letter of credit might be used, for instance, 

to complete a service or deliver products. 

Before the transaction takes place, the seller 

could ask the buyer to get a letter of credit. 

This letter of credit would be bought from a 

bank and sent to the seller's bank by the 

buyer. This letter would ensure accurate and 

timely credit by substituting the bank's credit 

for its client's. 

When a customer purchases products from a 

seller and experiences cash flow issues that 

prevent them from paying the vendor, a bank 

guarantee may be employed. The vendor 

would receive a certain amount from the 

bank guarantee. In the same way, the bank 
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would reimburse the buyer the agreed-upon 

amount if the supplier was unable to deliver 

the items. In essence, the bank guarantee 

serves as a safeguard for the other party 

involved in the transaction.  

When suppliers, or vendors, buy and sell 

items to and from foreign clients with whom 

they do not have established commercial 

contacts, these financial instruments are 

frequently utilized in trade financing. Each 

party's risk is intended to be decreased by the 

instruments.  

 

Types of Bank Guarantee 

1. FinancialGuarantees 

This kind of bank guarantee is provided by the 

bank's client in return for earnest money or 

security to be placed with the bank guarantee 

recipient in order to fulfill a contract. These 

assurances are provided in place of solely 

financial obligations, such as the contractor's 

duty to provide earnest money deposits or 

guarantees for a sale.-tax division. 

 

2. Performance Guarantee 

These kinds of assurances are given regarding 

the fulfilment of a duty or contract. Under 

such guarantees, the bank will be required to 

reimburse the financial loss resulting from the 

guarantee obligation's non-fulfilment in the 

event that it is not performed or is performed 

insufficiently. Although the bank is unable to 

fulfill the contract itself, it agrees to 

compensate the beneficiary for any losses 

resulting from non-performance under this 

bank guarantee. At the moment of default, 

the amount of loss that must be compensated 

is determined. This bank guarantee's 

objective is to establish liability in the event 

that the customer defaults.  

 

3. Differed Payment Guarantee  

When a customer purchases goods or 

machinery from a creditor on the condition 

that payment be made in full or in instalments 

after a certain amount of time, the bank will 

provide a bank guarantee upon the 

customer's request. The creditor demands 

that the major debtor's bankers guarantee 

such postponed payment arrangements. Such 

a bank guarantee includes the banker's 

promise that the major debtor will make the 

postponed payment; if not, the banker will 

pay the creditor the full sum. These kinds of 

warranties typically appear when businesses 

or other parties buy machinery or other 

capital equipment.  

 

Data Analysis related to Costing of BG 

Charges for opening of Bank Guarantee 

 

Bank Guarantee Charges as per State Bank of India 

Charges for Bank Guarantee 5 Crore and above but below 10 Crore Yearly 

(approx.) 

Bank Guarantee Opening Charges 1.30% 

Interest Cost 

(Interest cost is a cost which is charge by the supplier on buyer for purchase of 

material on credit. Such cost is varies with party to party depends upon exposure 

and their relation, such cost is decided by the Seller) 

11.00% 

Total finance cost for using BG facility 12.30% 

 

Note 

*All the above information about the finance cost of BG I have filled as per the conversation with the 

banker, so the data’s validity is not fixed, because bank is having the right to increase or decrease 

such above charges anytime. 
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Case Study 

VEER Limited requires to purchase material worth Rs. 6,00,00,000/- from JEET Limited on 90 days 

credit. So find out the costing of Bank Guarantee for VEER Limited. 

 

VEER Limited 

Total Charges Paid Against Bank Guarantee 

   BG Amount 60,000,000.00 

Name of Charges 

Quarterly 

% 

Yearly 

 % 

Quarterly 

Charges in Rs. 

Yearly Charges in 

Rs. 

BG Opening Charges 0.325 1.30 1,95,000.00 7,80,000.00 

XYZ Ltd.  Interest On BG 2.75 11.00 16,50,000.00 66,00,000.00 

     

Total Charges   18,45,000.00 73,80,000.00 

 

Conclusion 

If we compare trade finance products with 

bank guarantee, the said above product is a 

cheapest one. It is very easy and authentic in 

transaction. In Bank Guarantee total finance 

cost is only 12.30% whereas if we purchase 

the goods on the basis of letter of credit then 

the same cost increases to 13.46% i.e. 

difference of 1.16% i.e. 6.96 lakhs, means if a 

person using Bank Guarantee of Rs. 6 Crore 

then he can save up to Rs. 6.96 lakhs.   
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