A letter of credit and a bank guarantee are similar, yet possess key differences. Both are guarantees from a bank to pay a seller a specific amount. A guarantee protects the seller more than a letter of credit does.

    Letter of Credit

        A letter of credit is issued by a bank to a purchaser at the request of the seller. The seller asks for this to avoid payment issues in the future. A bank must approve a letter of credit, and once specific criteria are met, the bank issues the seller a check if the buyer does not have the funds. Letters of credit use the bank's credit, not the buyer's, when agreeing to make the sale.

    Bank Guarantee

        A bank guarantee does the same thing. However, it also protects an opposing party in the sale. If a buyer runs into cash flow problems, a bank guarantee is used to pay the bill to the seller. If a seller cannot provide the goods agreed upon, a bank guarantee is used to pay the buyer the money he would have paid the seller.

    Risk

        Both of these tools are often used for international sales where buyers and sellers do not have a relationship, reducing the risk for both parties. The bank, however, is the third party in both cases, assuming a high risk factor when making these options. A bank guarantee contains more risk than a letter of credit, because it is protecting both parties.

