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Abstract 

In contemporary business conditions, which are characterized with spacial distance of clients and 
impossibility of real assessment of credit standing of business partner, often in business transactions there is a 
need for using bank guarantees as instruments of security payments. Due to its fast and efficient realization, 
bank guarantee is one of the most frequently used security instruments in international business. Bank 
Guarantee means a comfort, which is being given by issuing bank, to a party of losses or damages if the client 
fails to complete or conform to the terms of agreement. By issuing the guarantee, the issuing bank is assuring 
payment of the certain amount of money to the beneficiary in case of non-performance of a certain contract 
according to the terms and conditions contained in the contract. 
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Introduction 
The bank guarantee is a widely used and 
globally accepted instrument for securing 
and enforcing the claims of parties to 
foreign trade contracts in a way that 
optimally protects the interests of all 
participants. Bank guarantees are usually 
required when it comes to specific 
businesses which employ stronger 
obligation and security that obligations 
transferred with contract will fulfill in the 
manner that was noted. Understanding the 
utilization of bank guarantees provides 
better negotiating position in business 
conclusions, faster reaction to demands of 
public calls for collecting proposals and 
securing own claims. 

1. The Concept and importance of 
demand guarantee 
A bank guarantee is an irrevocable 
payment obligation of a bank (guarantor) 
serving to secure certain contractually 
agreed performance and/or payment 
obligations of the parties to foreign trade 
contracts. A bank guarantee is payable 
upon the first written demand of the party 
in whose favor the guarantee was issued. 
To claim under the guarantee, the 

beneficiary must also formally declare that 
a certain contractually agreed performance 
or payment obligation has not been 
fulfilled; the beneficiary may also have to 
present other documents as indicated in the 
guarantee. The bank guarantee is a 
contract between the bank and the 
beneficiary, concluded at the request of the 
banks customer. In most cases, the 
principal is the beneficiary trade partner. 

The essence of this institute is that with 
bank guarantee, bank requires that user of 
guarantee, being creditor from basic 
contractual relationship, pays off certain 
amount of money if bank's client, being 
debtor from basic work, does not settle his 
contractual obligations. Primary obligation 
of the guarantor's bank from the bank 
guarantee issue contract is to issue the 
guarantee to the user according to the 
conditions set up by the order and 
instructions received from the principal. If 
the bank guarantor should not fulfill this 
obligation and does not issue the 
guarantee, it will no longer be in any kind 
of commitment to the third party which 
should be the user of the guarantee, but to 
principal alone, and for the damage he 
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suffered because the guarantee was not 
issued. (Moise, N., 2012.) 

In the modern business the most important 
are demand guarantees which representing 
a substitute for cash and created to provide 
the beneficiary with a speedy monetary 
remedy against the principal counterparty 
to the underlying contract. The 
fundamental difference between a true 
guarantee (suretyship guarantee) and a 
demand guarantee is that the liability of a 
surety of a true guarantee is secondary, 
whereas the liability of the guarantor of a 
demand guarantee is primary. A surety’s 
liability is co-extensive with that of the 
principal debtor and, if the surety disputes 
default by the principal debtor, the creditor 
must prove such default. (Evans, J., 2006.) 

A bank demand guarantee can be 
described as a personal security in termsof 
which a bank promises payment to a 
beneficiary if a principal defaults in the 
performance of his obligation in terms of 
the underlying contract. The bank has to 
pay if the documents presented with the 
demand for payment comply with the 
documents that are mentioned in the text 
of the demand guarantee. For this reason, 
the bank’s obligations are autonomous 
from the underlying contract between the 
beneficiary and the principal, which means 
that, in principle, the bank must pay if 
proper complying documents are 
presented, even if the beneficiary and the 
principal have not stipulated that there is a 
default under the original underlying 
contract. 

This means that the demand guarantee is 
an abstract payment undertaking, which is 
expressed to be payable solely on 
presentation of a written demand or any 
other specified documents conforming to 
the terms of the undertaking, and is 
independent of the underlying contract. In 
view of this, any demand within the 
maximum amount stipulated in the 
demand guarantee must, in principle, be 
paid by the guarantor, irrespective of 
whether the underlying contract has, in 

fact, been breached and irrespective of the 
loss actually suffered by the beneficiary. 
This is in contrast to the suretyship 
guarantee that is an undertaking to be 
answerable for another’s debt or default, 
and is triggered only by proof of actual 
default and is not independent of the 
underlying contract, and which is limited 
to the amount of loss suffered from the 
default within the maximum amount 
stipulated in the guarantee. (Schich, S., 
2009.) 

Generally, beneficiaries in foreign 
countries insist on independent payment 
undertakings that are payable on demand. 
In such an instance, a beneficiary may call 
on the demand guarantee at any time 
should he feel that the principal has 
breached the underlying contract. 
International banks often furnish these 
types of demand guarantee. Before issuing 
such a guarantee, a bank would examine 
the risk involved in terms of the 
competence and integrity of the principal 
and his ability to repay the bank should the 
beneficiary make a demand in terms of the 
demand guarantee. 

2. Types of demand guarantee 
A demand guarantee is an abstract 
payment undertaking which, though 
intended to protect the beneficiary from 
loss in relation to the underlying contract, 
is separated from the underlying contract 
between principal and beneficiary, and is 
in form a primary undertaking between 
guarantor and beneficiary that becomes 
binding solely by way of its issue and the 
beneficiary’s acceptance of it. Therefore, 
once the terms and conditions of the 
guarantee are met, the beneficiary is 
entitled to claim payment and he need not 
show default in any other way than that 
stipulated in the terms of the guarantee. 
(Bertrans, R., 2004.) 

The main types of demand guarantee they 
usually have to provide include the 
following: 
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1. Tender Guarantee 

The first type of guarantee that a 
construction or engineering company or 
supplier of goods often needs to furnish 
with its tender for a contract is the tender 
guarantee, tender bond or the bid bond. 
The tender guarantee often amounts to 
between 0.5 and 5 per cent of the contract 
price that is tendered. Where tenders are 
invited, it is commonly a condition of 
consideration of the tender that the 
tenderer undertakes to sign the contract if 
it is awarded to him, to procure the issue of 
any performance or other guarantee 
required by the contract and not to alter or 
withdraw his tender in the meantime. The 
purpose of the tender guarantee, given for 
a specified percentage of the project value, 
is to safeguard the beneficiary against 
breach of such an undertaking and to 
prevent frivolous bidders from submitting 
a tender. Should the tender then be 
awarded to the tenderer (contractor or 
supplier) and he decides not to execute the 
contract, the amount of the tender 
guarantee is forfeited in favour of the 
beneficiary. The tender guarantee provides 
the beneficiary with a source of funds to 
help cover his additional unexpected costs 
should the successful tenderer not proceed 
with the contract when awarded to him.  

2. Performance Guarantee 

Another important guarantee that must 
often be furnished by a contractor, supplier 
or exporter of goods at the beginning of a 
construction or engineering project or an 
international sale of goods contract is the 
performance guarantee, performance bond 
or completion bond. Used in its narrow 
sense, the performance guarantee is the 
guarantee of the central performance of the 
contract from commencement to 
completion (i.e., the phrase ‘performance 
guarantee’ is often used to cover a single 
guarantee covering all stages of the 
contract). The value of the performance 
guarantee in favour of a beneficiary is 
usually between 5 and 10 per cent of the 
contract value, and it is designed to 

safeguard the beneficiary against breach of 
contract by the contractor, supplier or 
exporter. However, there are phases in the 
relationship between the parties to the 
underlying contract that both precede and 
follow the central performance, and there 
may be distinct parts of liability to be 
covered within that performance as shown 
below. The function of a performance 
guarantee is to replace cash retained by 
way of security. The essence of a 
performance guarantee is that it should be 
like ‘cash in hand’. Performance 
guarantees are a means of ensuring 
completion of the contract or of extracting 
a financial penalty from the contractor, 
supplier or exporter if he fails to fulfil his 
obligations in terms of the contract. In 
practice, performance guarantees tend to 
be used where the underlying obligation is 
not the payment of money, but the 
performance of other obligations such as 
those arising from a building contract. 

3. The Advance Payment Guarantee 

In instances where the underlying contract 
entitles a contractor to payment of stated 
sums in advance of performance, the 
counterparty to the contract could also 
require a guarantee for the repayment of 
the advanced money in the event of default 
by the contractor. The advance payment 
guarantee, repayment guarantee or interim 
payment guarantee often amounts to 
between 10 and 20 per cent of the contract 
value. The advance payment guarantee is 
designed to secure the beneficiary’s right 
to repayment of the advance if the 
performance to which it relates is not 
provided.  

4. Retention Guarantee 

In local and international construction 
contracts it is also common practice to 
provide for phased payments against 
architects’ or engineers’ certificates and 
for a particular percentage of the amount 
certified in each certificate to be retained 
(retention moneys) by the employer of the 
contract for a specified period as a 
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safeguard against defects. This permits the 
employer to retain a specified percentage 
of the total contract price pending 
satisfactory performance by the contractor. 
In the case of default by the contractor, the 
party containing the retention money is 
spared the need to resort to a legal process 
to secure final redress in so far as he may 
simply keep the retention money or a part 
thereof. However, the employer may be 
willing to release such retention moneys 
against a retention guarantee securing 
repayment of the released retention 
moneys if defects are later found or if the 
contractor fails to complete the contract. 
This enables the contractor to receive a 
large portion of the contract price while 
the retention guarantee remains 
outstanding for a certain period, often up 
to one year, to safeguard the employer 
against latent defects. At the end of the 
maintenance period the employer issues 
the final job completion certificate and the 
guarantee expires. 

5. Maintenance Guarantee 

Usually, construction contracts provide 
that on completion of the contract, the 
retention moneys are to be retained for a 
certain period to cover the costs of any 
defects or malfunction that becomes 
apparent during that period. However, the 
employer may be willing to release this 
remaining part of the retention moneys 
against a maintenance guarantee or 
warranty guarantee for a certain 
percentage of the contract value. The 
purpose of this guarantee is to ensure that, 
once the contract has been completed, the 
contractor, having been paid the full 
contractual price, will continue to fulfil his 
obligations during the maintenance or 
warranty period. (Louw, M., 2008.) 

Many business and personal transactions 
require demand guarantees. The party who 
is protected by a demand guarantee can 
often call it in at any time during the 
contractual relationship without proof of 
non-performance, although it is often used 
to protect against non-performance or 

defective performance. A demand 
guarantee is often made in writing and 
signed by the guarantor. 

Conclusion 
Comparing to other security instruments, 
demand guarantee demonstrates significant 
advantages. It is more convenient means 
from real securities, for it does not employ 
certain material resources, nor it limits 
their turnover. To provide receivables with 
bank guarantee means to protect to the 
fullest possible extent economic interests 
of creditor from the risk of failure to 
perform the contract. Regulation for bank 
guarantee are being equalized by common 
terms of bank business activities, form 
bank guarantees, standardization of 
content and equalized interpretation of 
guarantee clauses, which gradually 
developed and constructed  the 
autonomous Commercial Law for bank 
guarantees. Due to its non - accessoriness, 
abstractness and the fact that fast and 
simple act of realization provides coverage 
for great amount of risk, bank demand 
guarantee is one of the most important 
instruments of security payments in 
international trading operations. 
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