ANNEX I.

Emergency

Response
Fund (ERF)

Detailed Guide

National Society

Solution

What is Pre-Financing?

The impact of anticipatory action hinges on timely
early action, however, donor pipelines through default
or design often are not able to make funds instantly
available to National Societies supporting them to act
in time. When National Societies arrange their own
temporary, immediate funding that supports them to act
before donor funds arrive in their account, this is called
pre-financing. There are a variety of pre-financing instru-
ments available to National Societies including National
Society Emergency Response Funds. This detailed
guide focused on developing an Emergency
Response Fund (ERF).

L

OPTION

TEMPORARY BUDGET
REALLOCATION

EMERGENCY RESPONSE
FUND (ERF)

BILATERAL GRANT

SOLUTION TYPE

National Society
Solution

National Society
Solution

Donor Solution

DESCRIPTION

The National Society reallocates funds from existing programs or budget lines
to cover anticipatory action needs, with the understanding that these funds will
be reimbursed later by donors or other sources.

An internal fund set aside by the National Society to respond to emergencies,
which can be accessed for anticipatory actions when needed.

A donor directly provides funding to the National Society to finance anticipatory
actions without requiring repayment.

BILATERAL LOAN

Donor Solution

A donor provides a loan to the National Society to cover the costs of
anticipatory actions, with the loan being repaid once other funding is secured.

DONOR- FUNDED
FINANCIAL SERVICE
PROVIDER (FSP)

Donor Solution

The donor directly funds a financial service provider (FSP) to distribute cash
grants for anticipatory action on behalf of the National Society.

DONOR -FUNDED
GOODS PROVIDER

Donor Solution

The donor pays for goods needed for anticipatory action directly to the
provider, expediting the procurement process.

BANK LOAN

Bank Solutions

The National Society secures a loan from a traditional bank to cover
anticipatory action costs, repaid once other funds become available.

BANK LINE OF CREDIT
(LOC)

Bank Solutions

A pre-arranged line of credit with a bank that allows the National Society to
draw funds as needed, with interest charged only on the amount used.

FINANCIAL SERVICE
PROVIDER (FSP) LINE OF
CREDIT (LOC)

Service Provider
Solutions

The National Society and FSP agree to delay payment for cash distribution
until after early actions have taken place, allowing funds to be used in advance.

FSP Delayed terms of
payment

Service Provider
Solutions

The FSP provides cash to the beneficiaries and agrees to be paid later.

GOODS PROVIDER LINE
OF CREDIT (LOC)

Service Provider
Solutions

The National Society arranges a line of credit with a goods provider, allowing it
to receive goods in advance and pay for them at a later date.

Goods provider delayed
terms of payment

Service Provider
Solutions

The supplier provides goods to the beneficiaries and agrees to be paid later.
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EMERGENCY RESPONSE FUND
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Reserve Funds Hierarchy

Nonprofit organizations are often encouraged
to set aside funds for a time when there are unex-
pected expenses, or there is a loss of a significant
portion of their income. These funds are referred
to as “reserves”. There are many terms to describe
reserves such as “Operating reserves”, “Capital
reserves”, “Emergency funds”, “restricted funds”,
“unrestricted funds”, “safety net”, and many more.
Often these terms are used interchangeably and
cause confusion. The graphic below shows
how reserve funds can be layered, and how the
different terms might fit together within an orga-

nization.

Reserve Funds
Funds set aside for
planned/unplanned occurrences
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Unrestricted Reserve Fund
Funds set aside for unknown
purposes or unexpected expenses

Restricted Reserve Fund
Funds set aside or saved for a
specific purpose

S

Internally Restricted Funds
Restrictions imposed by an
organization's internal board,
used for the specific purpose
outlined in the board resolution

Internally Unrestricted Fund
The organization decides how
the funds will be used when the
need arises

Externally Restricted Funds
Restrictions imposed by an
external funder or donor, used
for the specific purpose outlined
in an agreement

%

( h

Reserve funds are created to help an orga-
nization maintain financial stability over the long
term. This means the funds are customized to an
organization's needs. Some organizations may
choose to have multiple reserve funds available
at all levels. Regardless of how the reserve funds
are structured, the important thing is that the
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new buildings or new
equipment

program with terms or
restrictions set by the
donor

Funds used to cover
the organization’s
operational expenses

generate earnings for
the operating costs of
an organization with

how a Red Cross Red Crescent National Society
might set up and use a reserve fund specifically

operating
expenditures in

the event of an

to pay for anticipatory actions and emergency
response operations costs. This fund is often
called an Emergency Response Fund or similar
designation. The Emergency Response Fund has
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a specific mission
to fund a specific
program

when anticipating or
responding to a crisis,
man-made or naturall
hazard

unexpected funding
shortfall. (Funds
can be restricted or
unrestricted).
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Reserve Funds are critical for National Soci-
eties that have crisis or emergency response as
part of their core mission. These National Soci-
eties regularly experience the need for funds
within hours to carry out anticipatory actions
before a disaster, or to pay for emergency relief
expenses immediately following a disaster.
National Societies can establish an ERF as part
of its financial structure at the national head-
quarters level. An ERF can be set up in many
ways. It can be an externally restricted or inter-
nally restricted fund. An externally restricted fund
is governed by donors or individuals contributing
money to the fund. They may impose rules, regu-
lations, and reporting requirements the National
Society must follow to use the money in the fund.
A donor committee or board may be in place
to assist in the ERF management, becoming
a co-signatory on the ERF bank account with
the National Society signatories. This provides
the ERF with additional oversight from external
bodies yet can slow down the ability of the
National Society to access the funds in times of
anticipatory action or emergency response. In
contrast, an internally restricted ERF is governed
by the National Society board of directors or a
sub-committee. The rules and regulations are set
up by the National Society board of directors,
with other stakeholders invited to provide input
into the process. The ERF is accessed by signa-
tories from within the National Society organiza-
tional structure. This allows a National Society

3

to access the money more quickly when urgent
needs arise.

The National Society may have a variety of ways
to raise money for the ERF. Typically, the ERF
begins by receiving public or private donations
or accepting government or endowment funding.
Some donations may be provided as permanently
restricted funds that require money to be held in
perpetuity as principal, on which interest can be
earned, with only the interest allowed to be spent.
While these donations can be useful at the
beginning of an ERF, the money may have strict
or detailed restrictions, stipulations, and legally
binding agreements the National Society finds
difficult to follow. The National Society may also
gain money for the ERF by receiving reimburse-
ments from donors or governments for funds they
have already spent for a specific AA or emer-
gency response effort. Finally, National Societies
maintain and grow their fund by holding regular
fundraising events including donation drives,
annual giving, or pledges from businesses.

National Societies that experience multiple
disasters and crises may choose to “decentralize”
the ERF money. In other words, the National
Society takes some funds from the headquarters
ERF to create a smaller ERF at the regional or
branch levels. The model can differ depending on
the needs of the NS and their internal structure.
A local ERF at the branch level allows the branch

staff and volunteers to access money immediately
when a crisis threatens their community. They can
shorten their emergency response time by hours
or days because they are not waiting for money
to come from the headquarters location. The
structure of the ERF at the branch level is often
patterned after the headquarters ERF. Much of
the same rules apply, though some changes are
made depending on the context of the branch
office. In both the branch and the headquarters
offices, the ERF is a key funding tool, allowing the
local Red Cross and Red Crescent to carry out
its mission quickly during times of crisis.
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MECHANICS OF AN EMERGENCY
RESPONSE FUND

The National Society ERF is governed by the
policy, rules, and regulations established by the
board of directors when the internally restricted
reserve fund, the ERF, was created. These rules
are not the same for each NS that has an ERF. The
graphic found in Figure 2: Emergency Response
Fund Transfer Steps shows how a National
Society might theoretically use an ERF after a
forecast trigger activation. The blue boxes indi-
cate a process the NS might use to move its funds
from the ERF to the branch, vendors, or personnel
implementing the AA or response operation. The
National Society department handling the AA or
emergency response may use a payment request
form or similar process, to alert National Society
Finance of the amount needed, the location for
the money to be sent, and to whom the payment is
for. A National Society may have a separate ERF
bank account to ensure clarity in transactions
and maintain transparency of the fund. The ERF
should be accessed similarly to other National
Society funds, requiring certain approvals, autho-
rizations, and protocols that are used to mitigate
fraud or misuse.

The National Society process may differ
slightly in cases where the ERF is decentralized.
The National Society may pre-position ERF funds
at a branch that is predicted or “forecast” to have

4

Emergency Response Fund Transfer Steps for AA

NS Board creates an
Emergency Response Fund for

AA and R —
and Response expensesv AA

Trigger
Activated

External donors & NS Board co-

manage an Emergency Response
Fund for AA and Response
expenses

NS Finance reconciles
transactions;
determines amount
used from ERF to be

NS Finance records
transactions and
documents expenses
through AA operation

replenished; ideally
replenishes ERF from
donor AA pre-funding

Figure 2. Emergency Response Fund Transfer Steps

. NS signatories or
authorizes sign ERF

request (or payment

NS Emergency A
reques

department requests
funds from ERF for AA
activities External donor and
NS co-signatories
sign payment request
to release funds from
ERF account

NS Finance transfers
funds to branches for
AA expenses

NS Emergency
Department and Finance
work together to pay AA
expenses from the ERF

NS Finance makes
payments from ERF
account to vendors/
suppliers based on
invoices

NS Finance withdraws
currency to give
staff involved in

implementation (i.e. per

diems, transport costs)

PROCESS MAP KEY

Pink boxes
demonstrate how an

ERF might be used

Externally Funded ERF Funds
Transfer Process Map
Green boxes map payment request & ERF funds

Internally Managed ERF
Funds Transfer Process Map
Blue boxes map payment request & ERF funds transfer

for AA expenses

transfer process for a co managed ERF

process for an NS’s internally restricted ERF
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a higher than normal number or intensity of disas-
ters in the coming season or 6-month period. The
National Society branch may have an ERF only
during the season of the sudden onset hazard.
The ERF may be pre-positioned for a certain type
of hazard and not all crises. Some NSs have
created a permanent ERF in the branch that can
be used for local and community crises or emer-
gencies that meet certain criteria. Whether the
ERF is centralized at the NS Headquarters, or
decentralized at the branch level, the ERF gener-
ally follows the same steps as those found in the
graphic.

CONTEXT FOR AN EMERGENCY
RESPONSE FUND

An ERF is a long-term, pre-financing solution
offering a National Society financial stability to
respond to imminent disasters through anticipa-
tory actions or provide immediate relief following
a crisis. In most National Society models, the
ERF is not limited to a specific timeframe, rather
it is set up to operate continually. Many National
Societies placed the ERF money into investment
funds to allow for continual growth on the prin-
cipal amount deposited. The National Society
determines to use only the interest generated on
the principal of the ERF, allowing the principal
to grow over time. This method requires several
years to create a self-sustaining fund that gener-
ates enough money to support the NS’s AA and

5

response needs. The commitment, discipline,
and management of an ERF can be a signifi-
cant undertaking for a National Society. There-
fore, National Societies with clearly defined
management structures typically manage an ERF
better. A healthy environment for the ERF to grow
includes a stable economic and political environ-
ment, and well-regulated investment firms and
financial institutions.

Certain contexts make the success of an
ERF higher than others. A key factor in ERF'’s
success is consistent, frequent donor support.
An excellent way to identify and organize donor
support is through a resource mobilization plan
specifically for an ERF. National Societies with a
strength in resource mobilization are often more
successful in maintaining the fund over time. For
example, a National Society can use its influence
with private donors, businesses, or philanthropic
organizations to raise money for the ERF. These
donations are often higher during or following a
disaster event. National Societies can also share
their stories and talk about their work to the public,
raising awareness and funding for the ERF and
future emergencies. A resource mobilization plan
assists in audience identification, pinpointing key
donors, and discovering untapped resources.
Though this can be a significant amount of work,
a resource mobilization plan is often the key to
the success of a new ERF.

National Societies that respond to emer-
gencies and crises peak donor interest. Many
governments are committed to funding emer-
gency responses in countries with frequent disas-
ters. These funds often come with requirements
and obligations, yet can be a source of seed
money to start an ERF. Several National Soci-
eties have started their ERFs following large or
significant emergencies because donors wanted
to contribute funding to support or mitigate
future events. A National Society that wants to
set up an ERF should look for opportunities with
donors following a disaster or crisis. In addition
to government interest, Red Cross Red Crescent
partners can advocate and support a new ERF.
Partner Red Cross organizations can provide
technical guidance, experience, and monitoring
for a new ERF.

In summary, a National Society must demon-
strate they have 1) strong internal controls for the
ERF, 2) a commitment to regular monitoring and
reporting on the ERF through audits and annual
reports, and 3) a financial system that can track
transactions and provide financial reporting.
These elements raise the visibility and credibility
of a new National Society-managed ERF within
the Red Cross Red Crescent network.
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STEPS TO SET UP AN ERF POLICY, STANDARD OPERATING PROCEDURES, PROCESSES a2 =
EMERGENCY RESPONSE FUND T3 X
ERF Purpose ¢ Is the ERF structured as a restricted reserve fund? Cﬂ§ :
1. NS board of directors weighs its needs and * How will the ERF be governed? Will it be internally restricted under the NS'’s care a
potential solutions and resolves to create an and supervision, or externally restricted with oversight from donors or an external
Emergency Response Fund. ERF committee? 5
Obijectives e Where will the ERF be kept—within a financial institution (e.g., bank) or an investment %— g E
For more information: Refer to the NS Pre-fi- firm? A
. . - =
TErIEe Strategy Gu'de. er steps on Fjeter— * How will the investment portfolio be managed, and what level of diversification or risk 5
mining needs and deciding on solutions. (e.g., high, medium, low) is appropriate?
ERF *  What should be the target balance for the ERF, and what data supports this decision? g_?-
2. The NS board of directors may appoint Guidelines How much will come from the principal, and how much from interest? Should the g
a sub-committee of stakeholders (duration interest be reinvested to grow the principal, or used for the fund while the principal D
o £ g
to research, create guidelines, and of the ERF, [emainsintach: 2 5
propose an ERF structure to the board. timeline for e Should the ERF always maintain a minimum balance, and does this refer to the % & B
A committee of stakeholders may include key revisions) principal or the interest generated? g5 E
leadership staff of the NS along with repre- *  What is the maximum amount that can be withdrawn from the ERF per transaction, and & O:n* =
sentatives from IFRC, ICRC, and/or Red ERF Structure under what conditions? 2 s
Cross Red Crescent partners in the country. . o . ) 32
They may suggest an internally restricted ERF Trigger *  What criteria define an emergency response (e.g., number of people affected, location, n
fund or an externally restricted fund. & Decision- infrastructure damage, livelihoods impacted, etc.)? §
Making . o

. What criteria should trigger the use of the ERF for anticipatory action (e.g., hours/days
3. The ERF Committee produces a draft before an event, number of people affected)?

ERF guidance document for review
and adoption by the NS leadership and
Board of Directors. ERF guidance is

specific to the NS and the country context.
However, the guidance should address many ¢ What expenses are explicitly disallowed (e.g., operating costs outside of emergency

of the following points: response, vehicle/building purchases, non-emergency salaries/benefits)?

*  What types of expenses can the ERF cover (e.g., transport, per diems for staff/
volunteers, supplies/equipment, food distributions, cash transfers, capital
expenditures, etc.)?
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* Are there specific groups or populations the ERF must assist, or any that cannot be
assisted (e.g., priority for pregnant women, children, elderly, low-income individualsv)?
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ERF POLICY, STANDARD OPERATING PROCEDURES, PROCESSES

National Society Roles & *  Which NS staff are authorized to access or approve withdrawals from the ERF (e.g., Secretary General, Board
Responsibilities Chairperson, Director of Emergency Management, etc.)?

* If the fund is externally restricted, who approves ERF funding requests?
*  What processes govern the depositing and withdrawal of ERF funds? Which staff are responsible for these tasks?
*  Who are the decision-makers within the NS for ERF usage (e.g., Director of Finance)?
* If the ERF is externally restricted, what role do donors or stakeholders play in decision-making?
Mainstreaming the ERF into * How does the ERF integrate with existing NS policies for banking and investments?
Existing Policy & Programs * How is the ERF incorporated into the NS's resource mobilization plan?

*  Who ensures that the ERF is referenced in relevant strategies, plans, policies, and procedures?

* How is the ERF aligned with the NS’s long-term emergency management strategies?

RESOURCE MOBILIZATION PLAN FOR ERF

(dS4) 4epinoid eoinieg
[eloueUly papun 10811 (Jeuled) [elsle|ig

Income Sources * What are the primary income sources for the ERF (e.g., investment funds, donations, government aid, RCRC entities)?
* How will disaster events be leveraged to raise funds (e.g., public awareness campaigns, post-disaster fundraising)?

* Wil there be annual events or campaigns to support the ERF (e.g., charity galas, pledge drives)?

QUALITY ASSURANCE & MONITORING

SueoT
abpug sueg

Risk Assessment & Mitigation *  What fiscal controls are in place to safeguard the ERF (e.g., segregation of duties, dual signatories for withdrawals)?

*  What contingency plans are in place for times of political unrest, unstable investments, or economic downturns (e.g.,
withdrawal from high-risk investments)?

* How do donors or stakeholder representatives contribute to risk assessment and mitigation, especially for externally
restricted funds?

m
3
o
o
M Q
c o
33
o0
A
X O
NI
(o]
3
7]
o

ueo (Jouped)
[elare|g

(D0O1) HpeID
JO auI yueqg

‘I XANNV

Il XANNVY

‘I XIANNV

‘Al XANNV

‘A XaANNV



QUALITY ASSURANCE & MONITORING

Enhancing
Stakeholder
Confidence

Continuous Learning

Safeguarding

What communications will be sent to donors, and will they vary based on
donor type or contribution size?

What reporting will be done for different donors (e.g., more detailed reports
for government donors)?

How will the ERF’s usage and spending be reported to donors?

What types of audits will be conducted (e.g., internal, external), and how will
audit reports be shared with donors?

What additional reports or updates will be provided regarding the ERF'’s
activities?

How do donors or stakeholders assist in reporting for externally restricted
funds?

What standards will be used to evaluate the ERF (e.g., funding efficiency,
approval speed, growth over time)?

How often will the ERF be evaluated (e.g., annually, every 2 or 5 years)?

How will ERF data be shared with internal and external audiences (e.g.,
number of people served, activities funded)?

What type of insurance protects the ERF if held in a bank or investment firm?

What legal agreements protect the NS in cases of theft, fraud, or misuse?
Will donors require reimbursement in such cases?

What disclaimers or expectations should be communicated to donors about
how their contributions will be used?

The Secretary General and Board of
Directors review the proposed ERF
guidance, make edits or changes,
and put it out to the NS leadership to
comment. NSs have an established
process for reviewing, revising, and
putting resolutions in place. The NS
should follow its process for the ERF.

NS Leadership submits comments and
changes to the proposed ERF guid-
ance as per the NS process.

The Secretary General and Board of
Directors ratify the ERF guidance and
it becomes NS policy.

The Secretary General appoints or
assigns personnel to set up and
manage the ERF. This might include a
mix of Emergency Management program
personnel and Finance department
personnel.

ERF is established according to the
agreed-on ERF guidance document,
with the appropriate documentation.
Set up will be determined by the ERF
guidelines; and would likely include setting
up bank accounts for the ERF.
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FISCAL CONTROLS

Every pre-financing solution carries a certain
level of risk. An ERF may be considered a high-
er-risk solution because it is a long-term solu-
tion that requires significant commitment and
management by the National Society. It is the
National Society's responsibility to create safe-
guards for the ERF. This may include how the
ERF will be used, access, auditing, reporting, and
management. The financial institution hosting
the ERF account will have security for the money
while it is under their jurisdiction. Yet, the orga-
nization must have strong internal controls to
manage who has access to the financial instru-
ments (i.e. checks, cards, etc.) linked to the ERF
account. Many National Societies already have
financial management policies, procedures, and
practices in place that can apply to the ERF.
For example, a common practice requires two
different leadership personnel to sign a payment
authorization request. The withdrawal amount
may be limited and a third signatory is required
if the amount requested is higher than the limit.
This segregation of duties allows for at least two
different personnel to review the payment request
and associated documentation justifying the
payment. For larger transaction amounts, a third
signatory may be required to create another layer
of review to mitigate the risk of collusion between
two signatories. In larger National Societies, the
Treasury Department may handle the investment

9

of the funds and manage the investment port-
folio while the accounting office handles the daily
transactions of the ERF. This provides a division
of labor allowing perspective and expertise for the
ERF. It also provides a mitigation measure with
two different Finance department reporting lines,
managing separate aspects of the ERF. These
are a few of the controls that could be consid-
ered and implemented when creating and oper-
ating an ERF.

QUALITY ASSURANCE AND
MONITORING

An ERF pre-financing solution would likely
have similar monitoring as other bank accounts
and their associated financial instruments.
However, additional monitoring may be needed
for the amount of funds withdrawn, the ongoing
interest rates, and the investment portfolio. The
ERF needs regular monitoring on the investment
side of the ERF, as well as the day-to-day trans-
actions. One National Society has an established
account for the principal amount that is invested.
Donors and other contributors to the ERF make
their payments to this account. The National
Society has set up a second account that holds
the interest generated from the principal. This
bank account handles the day-to-day transac-
tions of the ERF. The signatories and authorizers
for these two bank accounts are different. This
provides a level of assurance and monitoring

across the two accounts.

Itis generally good practice to audit the principal
investment account, and the interest account if the
fund is set up this way. The audits can be either
internally or externally conducted. The frequency
of the audit is up to a National Society to decide.
The National Society may conduct internal audits
every year, with an external audit every other year.
In addition to audit reports, contributors to the
ERF like to see regular reports that demonstrate
how the fund was used, its growth over time, and
the current status of the ERF. This type of finan-
cial reporting often requires the National Society
to have an electronic, integrated finance system
between its headquarters and branches.

National Societies with a financial manage-
ment system show commitment to transparency.
The finance platform can track how branches
use the ERF money sent to them from National
Society headquarters. Additionally, a finance
system integrating the National Society head-
quarters and branch finances increases the visi-
bility of transactions between the two levels.
This makes reporting quicker and easier at both
levels for AA and emergency responses. Finance
reports can be produced in more detail for donors
who may require it as part of their commitment to
contributing to the ERF. Overall, these finance
systems encourage better quality and monitoring
throughout the organization.
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Some National Societies may also incorpo-
rate evaluations of the ERF in addition to an audit.
An ERF evaluation focuses not only on the effi-
ciencies of the ERF, often measured by finan-
cial data, but also on the programmatic impact of
the ERF over time. The evaluation may focus on
whether the ERF remains relevant, doing what it
was created to accomplish. The evaluation may
measure the effectiveness of the ERF over time.
This can be compared to other pre-financing solu-
tions the NS may be using. The evaluation can
reveal the effectiveness of the ERF in achieving
its stated objectives. It may provide insight into
whether the costs, time, and investment in the
ERF are providing the benefits expected from
the fund and whether these can be sustainable
over the long term. The evaluation gives an addi-
tional viewpoint beyond an audit, that donors of
all levels are interested to know. The evaluation
also provides the NS with an opportunity to make
changes to the ERF, creating an opportunity for
improvements.

OTHER CONSIDERATIONS

An ERF may not be the appropriate solution for
the National Society. Outlined below are several
advantages and disadvantages are identified and
should be considered carefully when a National
Society reviews its pre-financing solutions.

10

ADVANTAGES DISADVANTAGES

ERF provides stability for the Red Cross
mission of crisis anticipatory action and
response.

Access to funding in the country; money is
in the NS bank account and local currency

NS internally restricted fund — rules and
regulations governing the funds are set by
the NS board of directors

NS can create ERF funds in its’ branches;
or pre-position ERF money at the branch
level

Enhanced stakeholder confidence in NS
anticipatory action and emergency re-
sponse capabilities

NS establishes approval and signatory
authorities within its management structure;
no outside approval is required, reducing
time when rapid response is needed.

Ability to respond to crises/events that are
not allowable, or funded by other donors

Continuous improvement and Lessons
learned documentation of the ERF allow
NS to learn from its usage of the fund and
what will be needed in future crises.

ERF can take time and effort to set up and maintain. It may take
several years for the fund to be large enough to use consistently

Funds may be located in an investment account in a different
currency; may take time to convert ERF to liquid asset/currency.

NS sets the rules and regulations for the ERF. These rules
can change and the funds be used for other pressing opera-
tional needs rather than the originally specified purpose.

ERF monies at branch levels create the risk that funds will be
misused; branch-level fiscal controls may not be robust

In some cases, a donor may not provide funding to an NS
experiencing a day-to-day operational funding shortage, be-
cause there is an ERF fund in place; expecting the NS to use
these reserve funds to cover its operational shortfall.

NS signatories and authorities may not necessarily be avail-
able when needed to provide the necessary authorization to
use the ERF.

NS spends the ERF on crises that are not covered by other
funding sources, depleting the ERF without replenishment

ERF requires significant management by NS Finance staff
including auditing, documenting, and investment monitoring.
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CONCLUSION

Anticipatory actions for sudden onset hazards
require funding to be quickly available and accessible.
A National Society with an established, well-man-
aged, and functioning Emergency Response Fund
can meet this need. The ERF can be an externally
or internally restricted fund so long as the funds can
be accessed when needed. If a decentralized ERF
model is used, the National Society branches can
begin their activities more quickly. However, setting
up and maintaining an ERF is a long-term pre-fi-
nancing solution. It requires a significant amount of
discipline and commitment from the National Society
to ensure the funding remains available for AA and
emergency response. The costs, time, and manage-
ment initially required to set up the ERF may be
overwhelming to an National Society. It may seem
a cost-prohibitive pre-financing solution in the first
few years when the ERF principal is built. National
Society with an ERF report have underscored it is an
invaluable tool that provides them financial security
and stability. These National Societies recommend
setting up an ERF, even if it is for a small amount, to
grant the National Society flexibility and stability to
cover short-term gaps in funding for AA and Emer-
gency Response. The ERF allows the National
Society to provide critical, life-saving services as part
of its core mission. Further, the result has demon-
strated a high-level impact on the communities where
the Red Cross serves.

11
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Myanmar
Red Cross
Society
Emergency
Management

Case Study

The Myanmar Red Cross Society (MRCS), the
largest humanitarian organization in Myanmar, has
a nationwide presence and supports communi-
ties affected by emergencies through anticipatory
action, evacuation, and emergency relief. MRCS
responds to emergencies of all sizes. Following
Cyclone Nargis in 2008, MRCS launched a
large-scale response and recovery effort, using
lessons learned to improve its disaster manage-
ment approach. This led to the creation of the
Emergency Management Fund (EMF) to inde-
pendently finance disaster preparedness and
response. MRCS now uses its own resources,
public donations, and Red Cross network funds
to provide cash transfers and pre-position emer-
gency relief items.

Established in 2011 with an initial investment
of CHF 16,000, the EMF's principal capital grew
to CHF 200,000 by 2018, with CHF 80,000 in
accrued interest. The EMF is designed to use only
the interest for anticipatory action and emergency
response. Donations received are added to the
principal, with a goal of reaching CHF 1,000,000
to cover annual response costs. Interest earned
also covers the fund’s overhead and management
expenses.

The central EMF is managed at MRCS
headquarters, but similar EMF structures have
been created at the state and regional levels to
improve the efficiency and speed of emergency
responses. The State Supervisory Committee
oversees the local EMFs, ensuring accountability
and effective management. Each year, CHF 850
is sent to each state or region, totaling about CHF
13,000 across Myanmar's 12 states and regions.
Local committees are responsible for fundraising
and managing the EMF according to established
guidelines. Local branches can request funds in
emergencies, and the committee submits quar-
terly reports to headquarters. If a state or regional
EMF drops below CHF 400 (or USD 450), head-
quarters replenishes the account based on a
formal request, including reports and receipts.

For over 15 years, MRCS has successfully
managed the EMF despite economic instability,
currency fluctuations, and political challenges.
The fund continues to support communities
before, during, and after disasters.
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ANNEX II.

Bilateral

(Partner) Loan
Detailed Guide

National Society
Solution

What is Pre-Financing?

The impact of anticipatory action hinges on timely
early action. However, donor pipelines through default
or design often are not able to make funds instantly
available to National Societies supporting them to act
in time. When National Societies arrange their own
temporary, immediate funding that supports them to act
before donor funds arrive in their account, this is called
pre-financing. There are a variety of pre-financing instru-
ments available to National Societies including solutions
offered by partners like Bilateral (Partner) Loans.
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OPTION

TEMPORARY BUDGET
REALLOCATION

SOLUTION TYPE

National Society
Solution

DESCRIPTION

The National Society reallocates funds from existing programs or budget lines
to cover anticipatory action needs, with the understanding that these funds will
be reimbursed later by donors or other sources.

EMERGENCY RESPONSE
FUND (ERF)

National Society
Solution

An internal fund set aside by the National Society to respond to emergencies,
which can be accessed for anticipatory actions when needed.

BILATERAL GRANT

BILATERAL LOAN

DONOR- FUNDED
FINANCIAL SERVICE
PROVIDER (FSP)

Donor Solution

Donor Solution

Donor Solution

A donor directly provides funding to the National Society to finance anticipatory
actions without requiring repayment.

A donor provides a loan to the National Society to cover the costs of
anticipatory actions, with the loan being repaid once other funding is secured.

The donor directly funds a financial service provider (FSP) to distribute cash
grants for anticipatory action on behalf of the National Society.

DONOR -FUNDED
GOODS PROVIDER

Donor Solution

The donor pays for goods needed for anticipatory action directly to the
provider, expediting the procurement process.

BANK LOAN

Bank Solutions

The National Society secures a loan from a traditional bank to cover
anticipatory action costs, repaid once other funds become available.

BANK LINE OF CREDIT
(LOC)

Bank Solutions

A pre-arranged line of credit with a bank that allows the National Society to
draw funds as needed, with interest charged only on the amount used.

FINANCIAL SERVICE
PROVIDER (FSP) LINE OF
CREDIT (LOC)

Service Provider
Solutions

The National Society and FSP agree to delay payment for cash distribution
until after early actions have taken place, allowing funds to be used in advance.

FSP Delayed terms of
payment

Service Provider
Solutions

The FSP provides cash to the beneficiaries and agrees to be paid later.

GOODS PROVIDER LINE
OF CREDIT (LOC)

Service Provider
Solutions

The National Society arranges a line of credit with a goods provider, allowing it
to receive goods in advance and pay for them at a later date.

Goods provider delayed
terms of payment

Service Provider
Solutions

The supplier provides goods to the beneficiaries and agrees to be paid later.
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BILATERAL (PARTNER) LOAN

The Red Cross Red Crescent NSs rely heavily
on each other to provide technical and finan-
cial support during times of crisis. The partner-
ships within the Red Cross network allow an NS
to request a temporary loan from another national
society. The partner NS may have discretionary
funds within its country office accounts that can
be loaned to the requesting NS. It may also have
access to funds from its headquarters or home
office. In both instances, the requesting NS is
often required to provide a short proposal, Letter
of Understanding, or official memo outlining the
activities to be implemented, the amount required,
the reporting expected, the implementation time-
frame, and the date for loan repayment.

The proposed actions and funding request
are approved by the partner NS representative
in the country unless the requested amount is
higher than the financial authority of the partner
NS representative. Then the request may go to
the partner NS headquarters, adding time to the
approval process, creating an international fund
transfer, and incurring additional costs. While
this may provide the requesting NS access to
higher amounts of money, it takes longer for the
NS to receive the funds when time is critical. Typi-
cally, a bilateral partner loan is a short-term solu-
tion with a project implementation and repayment
timeline of less than 6 months. The repayment is

14

usually made once the NS receives funds from the
IFRC as part of an Early Action Protocol (EAP)
pre-funding agreement or the NS is reimbursed
from a different donor source.

Typically, bilateral loans between NSs are easier
and faster transactions compared to other pre-fi-
nancing solutions. This is especially true when
comparing this pre-financing solution to a commer-
cial bank or financial institution’s bridge loans or
lines of credit. The commitment to the humani-

ADVANTAGES DISADVANTAGES

Easier and faster than many other pre-financing
methods; there is no formal application process,
qualification or eligibility requirements other than
the requesting NS is a Red Cross Red Crescent
organization

Short-term loan for 1-6 months; usually with little
or no interest charged

Offers access to funds already in the country;
quicker to receive funding

Few or no repayment penalties

The loan is from a partner NS, often with staff in
the same country to facilitate the agreement and
transactions

tarian mission and the relationship between the
NS sister organizations allow for a deeper trust
than found between a commercial bank and an
NS. Yet, this is balanced with the long-standing
history between the NSs which may not result
in an objective decision-making process. Loans
between NSs have little or no interest, service
fees, or late payment penalties, but they do not
come without costs. The borrowing NS may have
significant reporting requirements as well as
monitoring and oversight from partner NS staff

Relationships between the NSs may influence whether
the host NS receives the loan; not an objective process
based on financial records or documentation

A bilateral loan is taken from a partner NS reserve fund,
reducing its ability to fund other needs until repayment

Partner NS representative may not be able to approve
the full amount requested; may be sent to an NS HQ
for approval adding time/cost to the process

The partner NS may not be able to provide the full
amount requested; funds in-country are smaller
amounts (10K-50K)

Partner NS may have rigorous monitoring and report-
ing requirements for a relatively small amount of funds
being loaned
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within the country. The borrowing NS may also
be required to absorb foreign exchange gains/
losses and pay transaction fees and other service
fees required by an international banking transfer.
Further advantages and disadvantages are
summarized below.

NS Board creates an

MECHANICS OF A BILATERAL
LOAN

A bilateral loan agreement is unique to that
partnership. While there are models that can
be followed, each agreement is different as the

Bilateral Loan Fund Transfer Steps

Ve Y
V )

NS Finance creates the

loan agreement is customized to the country, the
context, the relationship, and the activities for
which the loan is given. The figure below shows
how a loan between two NSs might be set up and
used for an AA activation.

CONTEXT FOR A BILATERAL LOAN

Nonprofit organizations are generally consid-
ered high-risk borrowers to many lending institu-
tions, particularly traditional banks. This can make
seeking a loan or line of credit from a commer-
cial banking institution difficult for an NS. A
detailed application and eligibility review may
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NS leadership agree
to withdraw funds on
the bilateral loan

be required, and the bank may require the loan
to be secured with collateral. In contrast, a bilat-
eral loan does not require these elements. The
partner is already familiar with the requesting NS
and has an existing relationship. The bilateral loan
pre-financing solution is most often an agree-
ment between NSs. However, in some cases, a
non-Red Cross donor will offer this solution to
the requesting NS. In either case, a bilateral loan
is rarely set up between two parties that do not
know each other or do not have a shared history.

Emergency Response
Fund for AA and
Response expensesv

necessary document/
payment request for its
leadership to sign
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Partner transfers funds to NS
bank account and/or allows
NS to use pre-positioned loan

NS receives AA pre-funding

from original donor and repays
partner or replenishes pre-

positioned account funds

NS Finance requests funds
from partner based on loan
agreement

A bilateral loan is unique to the parties
involved, allowing it to be set up in the way that
best meets the needs of the organizations within
the agreement. This flexibility creates opportuni-
ties for an NS that other pre-financing solutions
may not allow. For example, a partner may allow
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. Blue boxes show payment request & Bilateral Loan funds transfer process.

Figure 3. Bilateral Loan Fund Transfer Steps
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the NS to pre-position the loan funds in a bank
account for an established time period or season.
The NS cannot access these funds without the
partner's approval. Once an AA forecast trigger
is reached, the NS requests these funds from
the partner. The partner provides approval, and
the NS uses the pre-positioned money. A partner
may also allow the money to be directly trans-
ferred and/or pre-positioned at the branch level,
allowing quicker access to the funds at the imple-
mentation site.

Finally, while the foundation of the bilateral loan
is a pre-existing relationship, the NS should not
assume the agreement and funds can be received
within a few hours. Like most pre-financing solu-
tions, the NS and the partner should discuss and
agree on the loan terms and conditions before a
forecast activation trigger is reached. In contexts
where the AA is for sudden-onset hazards, this
pre-agreement is critical. While a bilateral loan
may be possible in some contexts in a matter of
hours, this is not a recommended best practice.

STEPS TO SET UP A BILATERAL
LOAN

1. The NS weighs its needs and potential solu-
tions (see Anticipatory Action Pre-Financing
Practical Guide for National Societies) and
determines that a bilateral loan is necessary.
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2. The Secretary-General, or their designee,
begins discussions with existing partner NSs
that fund projects or are located within the
country.

3. NS Leadership and the partner represen-
tative reach an agreement on the amount,
terms, and conditions for a loan. The agree-
ment outlines how the loan funding will be
accessed at the time of an AA trigger acti-
vation.

4. The NS program and Finance staff prepare
the necessary documents to access the loan
as per the agreement. These documents
are pre-positioned for approval following
the agreed-upon process.Documentation
Required for a Bilateral Loan

Unlike commercial bank bridge loans, a bilat-
eral loan does not necessarily require the NS to
produce financial documents or prove a history
of repaying loans within the loan period. Instead,
bilateral loans are based on goodwill, trust, and
a positive relationship between the partners. The
partner may request to see the Anticipatory Action
plan or EAP to verify the NS has a plan for antic-
ipatory actions. The partner may also request to
see a Project Funding Agreement with a donor to
determine the amount of funds the NS will receive

following a forecast trigger activation. These
documents give the partner an understanding of
the activities that will be done, and the range of
funding that may be needed to cover the gap.

PARTNER SELECTION AND
AGREEMENTS

The NS may or may not have a choice of part-
ners to approach for a loan. The NS may only have
one funder or partner in the country. Many part-
ners are not willing to enter this type of agreement
with an NS. A bilateral loan is not a common pre-fi-
nancing solution for Anticipatory Action, though
it may be used more widely for other programs.
When an NS can choose a partner, some of the
following considerations factor into the decision:

= The partner and NS have a working relation-
ship and history that is generally positive

= The bilateral loan is provided and accessible
within hours of the activation trigger; the
partner has the liquidity to fund the loan

= The partner's reporting requirements are
appropriate for the type of loan, the time
period, and the amount requested

=  The NS and the partner can both benefit from
the loan agreement

The NS should understand the partner's
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requirements, terms, and conditions before
entering into the agreement. The terms of the
loan should be clearly stated for the NS. Some
terms to review and become familiar with in the
agreement might include:

= Loan repayment terms — a short-term loan
may have very few repayment terms

= Penalties or fees if the loan is not repaid
within the agreed-upon timeframe

* Reporting requirements for the partner -
narrative and financial

= Monitoring requirements for the loan term

The expectations should be stated during
the negotiations allowing both partners to make
informed decisions.

FISCAL CONTROLS

Every pre-financing solution carries a certain
level of risk. From an NS perspective, a bilat-
eral loan is relatively low risk in terms of manage-
ment. Yet, there may be high reputational risk with
a partner if the loan agreement is not followed.
When the bilateral loan is approved and received,
the partner moves the funds to the NS bank
account. The NS can apply its usual internal
controls to ensure the funding is used appropri-
ately, authorized by the correct personnel, and

17

monitored similarly as other funding. A bilateral
loan does not necessarily introduce additional
risks outside of the normal NS procedures. If
the loan is given to the NS headquarters bank
account, and accessed as per the NS’ finan-
cial procedures, there are likely no added risks
involved. However, if the bilateral loan agreement
introduces a new risk, then NS Finance may need
to implement new procedures. For example, if the
partner allows the money to be sent to the NS
branch-level office, this may introduce a different
set of risks than what the NS has prepared for.
Additional fiscal controls would need to be intro-
duced to mitigate these risks.

QUALITY ASSURANCE AND
MONITORING

The NS should carefully plan for the amount
needed and request a bilateral loan for the
necessary amount. While there may be a low or
no interest rate applied to the loan, the loan ties
up funds the partner may need elsewhere. Addi-
tionally, bilateral loans are a short-term, tempo-
rary solution. They should be paid back in full
as quickly as possible to avoid unnecessary
risks and tension between the agreement part-
ners. NSs may want to have a clearly defined
repayment plan in place to ensure the loan is
repaid promptly. Finally, the NS should carefully
consider and weigh all their pre-financing options
to determine the best solution for the amount

they are trying to cover during the gap period. A
well-thought-out pre-financing plan will allow the
NS to avoid using an inefficient tool and paying
unnecessary costs.

CONCLUSION

Traditional banking institutions have been
hesitant to provide a non-profit organization with
loans in the past. Some Red Cross partners have
stepped up and provided a way for the NSs to
meet their funding needs through the use of a
bilateral loan. While this is not a common solu-
tion for AA, it has been used in other types of
programming. The bilateral loan is more frequent
between Red Cross Red Crescent NSs, yet
non-Red Cross donors may offer this pre-fi-
nancing solution to an NS if there is a well-es-
tablished relationship in place. Regardless of who
provides the bilateral loan, the NS should care-
fully weigh the advantages and disadvantages
of a bilateral loan before entering into the agree-
ment. While the interest rates, fees, and other
costs may seem low, the reputational risks and the
cost of reporting and monitoring the loan may be
high. Overall, the bilateral loan may be the pre-fi-
nancing solution that best fits NS needs, and may
offer a viable, desirable, and feasible solution for
short-term AA pre-financing needs.
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Piv

National Society
Solution

Bilateral (Partner)
Direct Funded
Financial Service

Provider (FSP)
Detailed Guide

ANNEX IIl.

What is Pre-Financing?

The impact of anticipatory action hinges on timely
early action. Yet, donor pipelines, through default or
design, often cannot make funds immediately avail-
able to National Societies in time for early actions to
take place. When National Societies arrange tempo-
rary, in-country, immediate funding that allows them to
act before donor funds arrive in the NS account, this
is called pre-financing. Various pre-financing instru-
ments are available to National Societies including
solutions offered by partners like Bilateral (Partner)
Direct Funded Financial Service Provider (FSP).
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OPTION

TEMPORARY BUDGET
REALLOCATION

SOLUTION TYPE

National Society
Solution

DESCRIPTION

The National Society reallocates funds from existing programs or budget lines
to cover anticipatory action needs, with the understanding that these funds will
be reimbursed later by donors or other sources.

EMERGENCY RESPONSE
FUND (ERF)

National Society
Solution

An internal fund set aside by the National Society to respond to emergencies,
which can be accessed for anticipatory actions when needed.

BILATERAL GRANT

Donor Solution

A donor directly provides funding to the National Society to finance anticipatory
actions without requiring repayment.

BILATERAL LOAN

DONOR- FUNDED
FINANCIAL SERVICE
PROVIDER (FSP)

DONOR -FUNDED
GOODS PROVIDER

Donor Solution

Donor Solution

Donor Solution

A donor provides a loan to the National Society to cover the costs of
anticipatory actions, with the loan being repaid once other funding is secured.

The donor directly funds a financial service provider (FSP) to distribute cash
grants for anticipatory action on behalf of the National Society.

The donor pays for goods needed for anticipatory action directly to the
provider, expediting the procurement process.

BANK LOAN

Bank Solutions

The National Society secures a loan from a traditional bank to cover
anticipatory action costs, repaid once other funds become available.

BANK LINE OF CREDIT
(LOC)

Bank Solutions

A pre-arranged line of credit with a bank that allows the National Society to
draw funds as needed, with interest charged only on the amount used.

FINANCIAL SERVICE
PROVIDER (FSP) LINE OF
CREDIT (LOC)

Service Provider
Solutions

The National Society and FSP agree to delay payment for cash distribution
until after early actions have taken place, allowing funds to be used in advance.

FSP Delayed terms of
payment

Service Provider
Solutions

The FSP provides cash to the beneficiaries and agrees to be paid later.

GOODS PROVIDER LINE
OF CREDIT (LOC)

Service Provider
Solutions

The National Society arranges a line of credit with a goods provider, allowing it
to receive goods in advance and pay for them at a later date.

Goods provider delayed
terms of payment

Service Provider
Solutions

The supplier provides goods to the beneficiaries and agrees to be paid later.
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BILATERAL (PARTNER) DIRECT
FUNDED FINANCIAL SERVICE
PROVIDER (FSP)

The partnerships within the Red Cross Red
Crescent Movement (RCRC) allow National
Societies to work creatively to find solutions to
humanitarian issues. Red Cross partners are
working together to ensure the smooth imple-
mentation of Anticipatory Action, which is a newer
area of humanitarian intervention. An NS's Early
Action Protocol (EAP) outlines and identifies the
roles and responsibilities of each partner. Each
partner must sign the Project Funding Agreement
and commit to the actions in the EAP. The EAPs
and Project Funding Agreements are created in a
way that best supports the NS. The partnerships
are flexible, and there are many ways that part-
ners can work together in these agreements. The
three most common models are:

= Two-party agreement (IFRC Funding
only) — In EAPs and Project Funding Agree-
ments where it is just the NS and the IFRC,
the NS receives the IFRC funding for the EAP.
The NS conducts all the readiness activities,
procurement of items/stock, warehousing,
and AA implementation itself. In cases where
the EAP calls for cash to be distributed to
beneficiaries, the NS must have a complete
CVA system in place (funding on hand, FSP
contract in place, etc.). Additionally, the NS
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must request the IFRC to send the money for
the cash transfer at the time of the trigger
request. If these funds are outside of the
country, this can take a minimum of 3-5 days
to arrive at the NS bank account. Additional
days are needed to transfer funds from the
NS to the FSP bank account for distribution
to beneficiaries.

Two-party agreement (IFRC as an
implementing partner) — In these Project
Funding Agreements, the IFRC country
office may provide technical guidance, and
procure items/stock on behalf of the NS. The
IFRC country office will receive part of the
funding from the EAP budget to do these
tasks and cover the costs. As of June 2024,
no IFRC country office holds funds as part
of the EAP Project Funding Agreement for
cash transfers or sends funding to the FSP
for Anticipatory Action.

Three-party agreement - EAPs and
Project Funding Agreements may have three
partners-the NS, the IFRC, and a partner
national society. The IFRC provides funding
for the EAP activities, the partner national
society may give technical guidance during
the readiness actions, and/or conduct the
procurement process and purchase of items
or stock on behalf of the NS. The IFRC trans-
fers funds to the PNS to cover the purchase

of the items/stock and the costs involved
in storing the items until they are needed.
Currently, there are no examples of a partner
national society holding funds for cash trans-
fers at the country level or sending funds to
the FSP for Anticipatory Action.

The three types of agreements listed above
are common throughout the Red Cross network
and the procurement, storage, and distribution of
items/stock is clearly outlined in the agreements.
However, in cases where the NS EAP includes
cash transfers to beneficiaries as part of the early
actions, only the first option is currently available
to NSs. The bilateral direct-funded FSP solution
opens the door for the NS to receive support
from its partners (i.e. IFRC and/or partner national
society) in providing the upfront, in-country cash
needed for the transfers and providing that
money to the FSP for distribution. The figure
below shows how an agreement could be made
between the NS, the IFRC, and a PNS.

There are several readiness steps that would
need to be undertaken by the NS and the partner.
For example, the FSP will likely require a due dili-
gence or “know your business” (KYB) evaluation
of the partner because it will be depositing large
amounts of money into the FSP funding account.
Once the partner is cleared, they can be a “known
contributor” to the account. The IFRC AA guid-
ance states that cash transfers are part of the acti-
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IFRC DREF AA
IFRC gives money to parties in the
project agreement for the EAP.
funding includes readiness, pre-
positioning, and activation

PROCESS MAP KEY

#Z Blue boxes show NS EAP Funding role
7 Green boxes show Partner NS EAP funding role
a Purple boxes show IFRC EAP funding role
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it provides for the EAP

Partner NS EAP funding
PNS receives money for items or
services it manages on behalf of the
NS for the purpose of the EAP

NS EAP funding
NS receives money for readiness
activities, procurement of items/
services, and activation funds
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Readiness Activities
NS pays costs of
training volunteers;
costs of setting up
contracts with vendors
or FSP; insurances
costs, warehousing

costs, etc locations around the for cash transfers to period
country beneficiaries ow,
) L 5=
Figure 4. EAP Tripartite Agreement = r’: rﬁ
=35 X
Qo
8=

Pre-positioning
Activities
NS purchases items,
supplies needed for
the implementation
of the EAP; may
pre-position items in

Trigger Activation
Funds
NS pays operational
costs to implement
the EAP actions

PNS Direct-Funded
Goods
PNS uses NS supplier
contracts to purchase
goods; pays supplier
directly for goods

PNS Direct-Funded
FSP
PNS uses NS FSP
contract; approved
party on the NS/
FSP agreement;
pays FSP directly

Management and
Monitoring
IFRC Delegation
provides support,
advocacy, and
monitoring for EAF
activities over a 5 year
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vation funds sent to the NS after a trigger is acti-
vated. Once this happens, the partner can submit
a payment request to the IFRC DREF AA project
manager or delegation office that manages the
EAP for the cash transfer money. In a sudden-
onset hazard, the partner will most likely not
receive the funds from the IFRC in time to send
them to the FSP for distribution. The bilateral
direct-funded FSP solution eliminates this delay
in funding to the FSP. The NS and partner can
set up the funding account with the FSP in a few
different ways. The partner could use its money to
“pre-fund” the FSP funding account. This could
be pre-positioned based on a seasonal forecast
trigger or a pre-activation trigger. The FSP would
not access the funding until approval is received
from the partner and NS account signatories.
Another option is for the partner to keep the
amount required for the cash transfers and asso-
ciated fees in its bank account within the country,
making it available for transfer to the FSP funding
account once the pre-activation or activation trig-
gers are reached. How the funding account is set
up and managed should be part of the EAP and
the tripartite Project Funding Agreement.

The FSP can make the cash transfers to the
beneficiaries once it has received money from the
partner and the NS has submitted the beneficiary
“know your customer” required data points. The
FSP gives the NS a payout report in regular inter-
vals (e.g. daily, weekly, monthly, etc.) to allow the

21

NS to reconcile the payout report with the benefi-
ciary list. Problems are likely to happen during the
process, includingpayments not going through
to the beneficiary account, payments made to
the wrong beneficiary, or a beneficiary receiving
payment twice. These problems are often
resolved between the NS and the FSP throughout
the implementation of the cash transfers. In the

ADVANTAGES DISADVANTAGES

The early actions include cash transfers to
affected populations, making it a relevant
solution

The partner ensures money is available to
immediately transfer to the FSP at the time of
a pre-activation or forecast trigger. The NS
does not need to be responsible for this large
amount of funding

The partner may be in a better position to
accept the risks of prepositioning money with
an FSP

The partner may have access to pre-financing
solutions, which the NS does not have

The NS has a contract with the FSP in place
during the readiness phase that can be used
for the EAP

is an appropriate solution.

If the early actions do not include cash transfers to
beneficiaries, this solution would not add value to the
prefinancing strategy

This solution could potentially undermine the National
Society's management of the contract with the FSP

The partner may not be willing to accept the risk of
providing funds to an FSP for a specified time period

The partner may rely on its back donors or headquar-
ters for pre-financing which may increase reporting
requirements

The NS FSP contract must be reviewed and verified
by the IFRC Regional Supply Chain Unit before IFRC
funds can be used; this review can take several months

end, the NS and FSP reach a final reconciliation
report. This is submitted along with the service
fees to the partner for the final payment. Like many
pre-financing solutions, there are advantages and
disadvantages to using the bilateral direct-funded
FSP solution. The table below summarizes a few
of these issues that may help the NS decide if this
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MECHANICS OF A BILATERAL
DIRECT-FUNDED FSP

The bilateral direct-funded FSP solution is an
untested solution within the Red Cross Red Cres-
cent network for Anticipatory Action. The idea
is drawn from a few examples of the IFRC and
NS using the bilateral direct funding of the FSP

during emergency relief operations. For example,
the Philippines Red Cross had contracts with two
FSPs during Typhoon Haiyan. The IFRC directly
funded the FSP accounts for cash transfers sent
to beneficiaries. In the Ukraine operation, the
IFRC and Ukraine Red Cross Society negoti-
ated a contract with an FSP, and the IFRC regu-
larly funds the FSP funding account. However, no

examples exist for this solution in AA. Furthermore,
only the IFRC has used bilateral direct funding of
the FSP with an NS. There is no evidence that the
bilateral direct funding to FSP solution has been
used between two national societies, or the IFRC
and two national societies. Because it is a new
idea for Anticipatory Action, the solution must be
customized to the country, the context, the rela-

Bilateral Direct Funded FSP Transfer Steps

NS and FSP reach agreement & sign
contract for transfers to program
participants; Partner is added as a

funding partner in the agreement Activated

Partner spot checks NS sends final
reconciled documents;
makes final payment to

FSP Partner for payment

AA Trigger

reconciled document and
FSP service fees invoice to

NS notifies FSP of activation
and to prepare for transfers;

NS begins L participant

identification/ & verification

NS Finance and
emergency department work
together with FSP to reconcile
the payout and beneficiary lists

PROCESS MAP KEY

. Blue boxes show the NS roles/responsibilities in the process.
() Orange boxes show the bilateral partner role/responsibility in the process.

. Purple boxes show the Financial Service Provider (FSP) role/responsibility in the process.
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NS Finance creates
the request por iment
leadership to sign

FSP sends payout
report to NS for
reconciliation purposes

Partner receives NS payment
request to fund FSP account

Partner initiates fund transfer
to FSP

FSP receives partner deposited
funds; FSP receives NS participant
name list, FSP prepares & sends

transfer to program participants

Figure 5: Bilateral Direct Funded FSP Transfer Steps
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tionship, and the cash transfer activities. The
solution should be designed specifically for the
partnership between the NSs. Figure 5 shows
how this solution might work between two part-
ners following a forecast trigger activation.

The FSP contract must be in place before an
AA trigger is reached. Once the AA trigger is
reached, the NS will notify the FSP of the acti-
vation, allowing the FSP to begin its internal
processes. At the same time, the NS is identi-
fying and verifying the beneficiaries for the cash
transfers. The NS confirms the list of beneficia-
ries and sends one copy to the FSP. The other
copy is attached to a payment request for the
partner. The payment request notifies the partner
regarding the amount of money that should be
transferred to the FSP or released to the FSP
from the funding account. The partner receives
the payment request and moves the required
amount for the cash transfers to the FSP funding
account within hours of the trigger activation. If
the NS uses a pre-activation trigger, the partner
can transfer money to the FSP ahead of the formal
forecast trigger.

The FSP receives or withdraws the money
from the funding account to send to the benefi-
ciaries. The beneficiaries receive cash transfers
in their mobile wallet, online account, or a code
to cash out at the FSP kiosk, post office, or other
method. The NS Finance and Emergency Depart-

23

ment staff work together to monitor the payments
as they happen, solving problems as they arise
during the payment period. The FSP completes
all the transfers to the beneficiaries. Often trans-
fers fail to go through, go to the wrong person
or account, or beneficiaries do not have the
account set up in time to receive the transfer.
The FSP reports these problems to the NS. The
NS Finance staff, the NS CVA focal point, and
the FSP representative work together to identify
discrepancies between the original beneficiary
list and the FSP payout report. Once these prob-
lems have been fixed, the NS and FSP finalize
the reconciliation and agree on a final invoice.
Occasionally the reconciliation results in the NS
having a remaining balance. In this case, the FSP
may deduct its service fees from the remaining
balance in the funding account before returning
the remainder to the Partner who contributed the
money. However, if the funding account does not
have enough money to pay the service fees, the
FSP will invoice the NS for the outstanding cash
transfer amounts or the service fees. The NS will
likely send this final FSP invoice to the Partner
with a payment request. The partner Finance
staff may review or spot-check the reconciliation
report with the invoice to ensure the proper costs
and fees are calculated correctly. The partner
Finance will then pay the FSP according to the
final invoice.

CONTEXT FOR PARTNER DIRECT-
FUNDED FSP SOLUTIONS

There have been examples of the IFRC acting
as the “partner” to the NS particularly in emer-
gency relief operations when the NS was new to
using cash transfers. The bilateral direct-funded
FSP solution has been used when the following
factors were evident:

= The NS is new to providing cash transfers
to beneficiaries. The IFRC supports the NS
throughout the process including managing
the payments and reconciling the transfers.

= The FSP contract is in place, but the NS does
not have the money upfront to fund the cash
transfers. The IFRC can provide the money
to fund the cash transfers until other funding
from the Red Cross network arrives.

= The NS does not have an FSP contract and
uses the IFRC’s FSP contract to provide the
cash transfers. In this case, the IFRC may
provide additional support, particularly in
Finance duties, to protect its contract and
avoid penalties.

The bilateral direct-funded FSP solution
differs slightly from the above examples because
it happens during the AA window of opportunity
before a hazard occurs, and it is a pre-agreed
solution with a partner Red Cross entity.
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Other pre-financing solutions, such as bank
bridge loans, are more broadly available and
can be used in more contexts. The bilateral
direct-funded FSP solution is context specific.
For example, the NS must have partners in the
country willing to engage with the NS in this way.
The partner must have registration with the appro-
priate ministry to act or hold a bank account within
the country. The partner agrees to be responsible
for the payments to the FSP as part of their role in
the EAP. The partner may incur costs to support
this commitment. It may need to train its staff to
manage the FSP payment, conduct monitoring of
the cash transfers, and reconcile payments with
FSP bank statements or payout reports. Addition-
ally, the partner will be required to have a certain
amount of financial liquidity in the country to cover
the amount they commit to funding. It is possible
the money can be available on a seasonal basis,
yet the partner must be able to step in with the
money as soon as the forecast trigger is reached.
This may increase the risk within the partner’s
country office. The partner should consider these
aspects when they discuss their role in the EAP
and taking on the responsibility to pay the FSP.

The NS should also have knowledge, skills,
abilities, and experience using CVA in its
programs. Anticipatory actions may be imple-
mented over weeks or months in a slow-onset
hazard, yet the lead time in sudden-onset hazards
can be hours or a few days. The NS needs suffi-
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cient CVA readiness to conduct AA in both slow
and sudden-onset hazards. It is critical the NS
has an FSP contract in place and verified by the
IFRC Regional Supply Chain Unit before the AA
trigger is reached. If the NS does not have this
FSP contract in place before the EAP, it can use
the readiness funding and time to put the contract
in place. However, these contracts can take
several months to finish, which should be consid-
ered in the timeline. The NSs with experience in
CVA have learned their capacity to provide cash
transfers, the number of staff needed, the number
of FSP sites required, the time to deliver the cash
transfers, and other factors. This data figures into
the EAP, allowing the NS to decide if cash trans-
fers are a feasible option for the type of hazard.
Some NSs have decided CVA is appropriate for
one hazard, but not for another. National soci-
eties that have little or no experience in CVA are
not able to provide this level of detailed planning,
which is critically important to the successful use
of cash transfers in anticipatory actions.

The country should have a relatively stable
economic and financial environment. The
currency should be generally stable, without large
fluctuations happening daily, allowing for the cash
transfers to be effective. The country should also
have the infrastructure to support cash transfers
to beneficiaries. This includes internet connec-
tivity, banking networks, FSP coverage, or
cash-out sites that allow beneficiaries to access

the cash transfers. Cash transfers for anticipatory
actions are more successful when people receive
payments or remittances regularly through mobile
companies, remittance agencies, bank accounts,
or other financial service providers. The NS and
partner should carefully consider the delivery
mechanism commonly used throughout the
country to provide cash transfers to the benefi-
ciaries.
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STEPS TO SET UP A PARTNER
DIRECT-FUNDED FSP SOLUTION

1. NS weighs its needs and potential solutions
(see Anticipatory Action Pre-Financing Prac-
tical Guide for National Societies) and deter-
mines that working with a Red Cross partner
to directly fund the FSP is the best solution.

2. The Secretary-General, or their designee,
begins discussions with the Red Cross part-
ners located in the country to discover if any
are willing to take on this role and responsi-
bility for the EAP.

3. NS Leadership and the Red Cross partner
representative negotiate an agreement on the
amount required, the set-up of the funding
account with the FSP, and other terms. This
is outlined in the EAP, and likely in the Project
Funding Agreement.

4. The NS requests the FSP to add the partner
as a contributor to the FSP funding account.

5. The FSP conducts the required due diligence
checks on the partner providing the funding.

6. The Partner follows through with either
pre-positioning funds in the FSP funding
account, and/or establishing the necessary
in-country bank account that allows money
to move quickly to the FSP funding account.

25

The partner ensures it has money available
when required.

DOCUMENTATION REQUIRED FOR
A PARTNER DIRECT-FUNDED FSP
SOLUTION

The bilateral direct-funded FSP solution does
not necessarily require the NS to produce finan-
cial documents to establish the agreement with
the partner. This is an agreement made between
two Red Cross Red Crescent organizations and
is built on the goodwill, trust, and positive rela-
tionship between the two partners. The partner
is part of the NS Anticipatory Action Plan or
EAP and is therefore included in the discussions
around those plans and protocols. The tripar-
tite Project Funding Agreement with the IFRC,
NS, and partner will outline how the funds are
disbursed between the parties. It also identifies
how the partner will use the funds for the benefit
of the NS during the EAP activation.

The FSP will likely require the partner NS to
provide documents as part of the FSP KYB
due diligence process and requirements. In
most countries, the FSP is required to:

= \Verify the organization’s identity and registra-
tion to work within the country,

= |dentify and verify the organization's Ultimate

Beneficial Owner(s),

= Understand the nature and purpose of
the organization’s relationships with the
customer/beneficiary and develop a benefi-
ciary risk profile, and

=  Ensure the organization has legitimate bank
accounts and funds that are not laundering
money or funding terrorism.

To verify these points, the FSP will ask to see
the partner’s registration as a nonprofit organiza-
tion in the country, checking various documents
that show how the organization is structured and
operating in the country, and possibly the struc-
ture of the organization in its home country. It
will also request financial documents such as
current banking statements to verify the organi-
zation is compliant with international and national
anti-terrorism/anti-money laundering laws. This
KYB process is similar to what the partner would
go through when opening a bank account in the
country.
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PARTNER SELECTION AND
AGREEMENTS

The NS may or may not have a choice on
which partners to approach as part of the
bilateral direct-funded FSP solution. The
NS may only have one option in the country.
Many partners are not willing to enter this
type of agreement with an NS. When an NS
can choose a partner, some of the following
considerations factor into the decision:

=  The partner and NS have a working relation-
ship and history that is generally positive.

=  The partner can provide funds to the FSP at
the time of the activation trigger; the partner
has the liquidity in the country to meet the
required amount.

= The partner reporting requirements are
appropriate for the solution and amount that
is being used.

= The partner has the staff to manage the FSP
payments, monitoring of the cash transfers (if
required), and reconciliation of documents (if
required)

The NS begins discussions with the partner in
the readiness phase of the EAP. The NSs should
understand and agree on the solution before

26

entering into a formal agreement together with the
FSP. The expectations should be stated during
the negotiations allowing both the partner and the
NS to make informed decisions.

FISCAL CONTROLS

Every pre-financing solution carries a certain
level of risk. From an NS perspective, the bilateral
direct-funded FSP solution is relatively low risk
in terms of management. The NS has transferred
the responsibility of funding the FSP account to
the partner. However, there remains some repu-
tational risk for the NS if the partner is unable to
fund the cash transfers or the transfers are signifi-
cantly delayed in reaching beneficiaries. The NS
continues to manage the FSP contract and the
relationship with the FSP. The NS also manages
the relationship with the partner. Some of the NS
fiscal controls may continue to exist within these
relationships. For example, the NS must create a
payment request and attach the beneficiary list
for the cash transfers to the payment request.
Most NSs require these documents to be signed
by at least two different leadership staff before
the documents are sent to the FSP for the cash
transfers, and the funds are deposited into the
FSP funding account. These types of controls
remain in the bilateral direct funding of the FSP
solution as well.

QUALITY ASSURANCE AND
MONITORING

The NS manages the FSP contract and rela-
tionship as well as the relationship with the
communities they serve.

The NS is actively involved in monitoring the
cash transfer payments. This includes reviewing
the FSP payment report. The report can be
customized to the NS monitoring needs to some
extent. The types of data collected on the trans-
fers can also be specific to that FSP. A typical
FSP report may show the following types of data:

= transfers have been completed successfully

= transfers that have been interrupted or did
not go through to the number given (e.g.
bank account number, mobile phone number,
email address, etc.)

= transfers that may have incorrect amounts

= transfers that have been sent to the same
beneficiary more than once (e.g. it may be the
beneficiary’'s name was duplicated, or it may
be two beneficiaries with the same name)

The NS establishes a monitoring system that
compares the payment report with the beneficiary
list and identifies discrepancies between the lists.
The payment report can also indicate unusual
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payment amounts or other anomalies in the
transfers that help the NS monitor for incorrect
payments, fraud, or misuse. The NS is respon-
sible for troubleshooting and mitigating these
types of problems in the cash transfers. This
monitoring can be labor-intensive and time-con-
suming, depending on the FSP reporting systems
and the ability of the NS to regularly monitor the
payments. With some beneficiary database plat-
forms, the monitoring is easier as the database
can be programmed to look for certain types of
mistakes or problems.

The partner may choose to conduct monitoring
during the program. However, given the time and
effort required, it is more likely the partner will wait
until the NS and FSP have completed their moni-
toring and reconciliation. The partner may choose
to review a sampling of the payments to verify the
NS monitoring is being done correctly. Finally,
the partner may review other reporting and finan-
cial statements from the EAP activation to verify
the money in the FSP funding account has been
correctly used.

27

CONCLUSION

The bilateral direct funding of an FSP is a solu-
tion that is used for specific contexts and EAPs.
It is not a solution that can be applied broadly
across the globe, with any NS. The NS must
have an EAP that includes cash transfers as part
of the early actions. The NS must have partners
who are registered entities within the country and
able to have functioning bank accounts. They
must be partners who are willing to support the
NS in this type of partnership. Additionally, the
NS must have an FSP contract that it uses regu-
larly to conduct cash transfers in other programs.
The partner must be able to pass the FSP due
diligence and KYB process to set up or become
a contributor to the FSP funding account. These
requirements make the bilateral direct funding of
an FSP a specific solution to be considered care-
fully between National Societies and the IFRC.
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ANNEX 1. ANNEX Il ANNEX III. ANNEX IV. ANNEX V.
Emergency Response Bilateral Bilateral (Partner) Direct Funded Bank Bridge Bank Line of
Fund (ERF) (Partner) Loan Financial Service Provider (FSP) Loans Credit (LOC)

know-your-business-kyb-identity-verifi-

cation-explained

tion explained. Jennifer Dunn. 2022.
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ANNEX IV.

Bank Bridge

Loans
Detailed Guide

National Society

Solution

What is Pre-Financing?

The impact of anticipatory action hinges on timely
early action, however, donor pipelines through default
or design often are not able to make funds instantly
available to National Societies supporting them to act
in time. When National Societies arrange their own
temporary, immediate funding that supports them to act
before donor funds arrive in their account, this is called
pre-financing. There are a variety of pre-financing instru-
ments available to National Societies including National
Society Emergency Response Funds. This detailed
guide focused on developing an Emergency
Response Fund (ERF).
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L

OPTION

TEMPORARY BUDGET
REALLOCATION

SOLUTION TYPE

National Society
Solution

DESCRIPTION

The National Society reallocates funds from existing programs or budget lines
to cover anticipatory action needs, with the understanding that these funds will
be reimbursed later by donors or other sources.

EMERGENCY RESPONSE
FUND (ERF)

National Society
Solution

An internal fund set aside by the National Society to respond to emergencies,
which can be accessed for anticipatory actions when needed.

BILATERAL GRANT

Donor Solution

A donor directly provides funding to the National Society to finance anticipatory
actions without requiring repayment.

BILATERAL LOAN

Donor Solution

A donor provides a loan to the National Society to cover the costs of
anticipatory actions, with the loan being repaid once other funding is secured.

DONOR- FUNDED
FINANCIAL SERVICE
PROVIDER (FSP)

Donor Solution

The donor directly funds a financial service provider (FSP) to distribute cash
grants for anticipatory action on behalf of the National Society.

DONOR -FUNDED
GOODS PROVIDER

BANK LOAN

BANK LINE OF CREDIT
(LOC)

Donor Solution

Bank Solutions

Bank Solutions

The donor pays for goods needed for anticipatory action directly to the
provider, expediting the procurement process.

The National Society secures a loan from a traditional bank to cover
anticipatory action costs, repaid once other funds become available.

A pre-arranged line of credit with a bank that allows the National Society to
draw funds as needed, with interest charged only on the amount used.

FINANCIAL SERVICE
PROVIDER (FSP) LINE OF
CREDIT (LOC)

Service Provider
Solutions

The National Society and FSP agree to delay payment for cash distribution
until after early actions have taken place, allowing funds to be used in advance.

FSP Delayed terms of
payment

Service Provider
Solutions

The FSP provides cash to the beneficiaries and agrees to be paid later.

GOODS PROVIDER LINE
OF CREDIT (LOC)

Service Provider
Solutions

The National Society arranges a line of credit with a goods provider, allowing it
to receive goods in advance and pay for them at a later date.

Goods provider delayed
terms of payment

Service Provider
Solutions

The supplier provides goods to the beneficiaries and agrees to be paid later.
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BRIDGE LOANS

Banks and other financial institutions provide
hundreds of different loan products and services
to individuals and businesses each year. Many
banks will customize a loan for a specific indi-
vidual or business’'s needs. A commonly used
loan product is a bridge loan. Bridge loans
are typically interim financing products from a
bank or financial institution that provides money
to the borrower for a period of time less than
12 months. Bridge loans are generally paid off
once the borrower receives or secures funding.
These types of loans typically have a higher
interest rate and/or fees and often require a form
of collateral to secure the loan. As with all loans,
the full borrowed amount (principal) is provided
to the individual or business on approval of the
application. The interest begins to accumulate
based on the principal regardless of whether
the individual or business uses the full amount
of the funds. Bridge loans are created for high-
er-risk borrowers, making them a good match for
nonprofit organizations needing an injection of
funding for a short period of time.

Nonprofit organizations typically have a more
difficult time applying for and receiving a loan than
for-profit businesses or even individuals. Lenders
providing loans to a small business will generally
evaluate the business on a few key areas such as
the length of time the business has been oper-
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ating, the owner's personal credit history, the
business’s credit score, the business's revenue,
and its growth projections. Lenders ultimately
want to see if the borrower can repay the loan.
However, nonprofit organizations are inherently
different than small businesses. Nonprofits do
not show or earn revenue to be “profitable”. These
funds are cycled back into the programs and
operating expenses of the nonprofit. Nonprofits
depend on donations, grants, or fundraising
events to generate income. These are irregular
and unpredictable sources of income. This unpre-
dictability can make lenders hesitant to fund a
nonprofit as they are uncertain if the organization
will be able to repay the loan. Lenders consider
nonprofits a higher risk than other businesses
with defined plans for earning profit. Some banks
or financial institutions have corporate rules that
exclude nonprofits from eligibility requirements.
All these factors make it difficult for a nonprofit
organization to receive a traditional loan from a
bank or financial institution'. Another barrier to a
nonprofit organization receiving a traditional loan
is the length of time required to repay the loan.
Typical loans are between 2-5+ years, and this
longevity allows the interest rates and other fees
to be lower than short-term loans. However, orga-

1 Nonprofit Business Loans: Top Funding
Options for Charities. https://www.nerdwallet.com/
article/small-business/nonprofit-business-loans

nizations often need funds for only a short period
of time and do not have the collateral to secure
a longer-term loan. This makes the bridge loan a
more attractive option for nonprofit organizations.

Bridge loans typically can be easier and faster
to receive. However, this convenience is balanced
by the higher interest rates, application or origina-
tion fees?, and the short-term nature of the loan.
An organization may be willing to pay these costs
in return for fast, convenient access to funds. The
costs may be seen as minimal since the bridge
loan is expected to be paid off quickly. Addition-
ally, bridge loans don'’t have repayment penalties
as the term is shorter than 12 months.

2 Origination Fee: Definition, Average Cost,
and Ways to Save. https://www.investopedia.com/
terms/o/origination-fee.asp
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ADVANTAGES DISADVANTAGES

Easier and faster applica-
tion process

Short-term loan for less
than 12 months, offering
quick access to funds

Often available to non-
profit organizations which
may struggle to get other
types of traditional loan
products

No repayment penalties
for short-term bridge
loans

Full amount of the bridge
loan is available when the
application process is

completed and approved

A fixed period loan may
have more monitoring
which can reduce the
opportunity for misuse
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The origination fee for the bridge
loan is between 0.5% and 1% of
the principal amount. The fee is
compensation for executing the
loan.

The term is less than 12 months
resulting in higher interest rates;
usually 1-2 percentage points
more than a traditional loan per-
centage

Often a secured loan requires
collateral, typically real estate or
assets. Some lenders may waive
this and allow a bridge loan to be
unsecured.

A bridge loan may be offered for
a smaller principal amount than
required by the organization to
cover its operating costs

Interest is charged on the full
amount of the principal regardless
of whether the full amount is used

MECHANICS OF A BRIDGE LOAN

The organization can access its bridge loan according to the services outlined in the service
agreement. The graphic below shows how an NS might theoretically use a bridge loan after a
forecast trigger activation. The blue boxes indicate a possible NS payment request to access
the bridge loan, the NS receiving the loan funds, and the reconciliation and repayment steps that
may be required.

Bridge Loan Fund Transfer Steps

\/7\\ /

NS leadership
negotiate a Bridge

NS Finance review the
Bridge Loan

NS leadership
agree to withdraw
full amount of
Bridge loan

EAP Trigger
Activated

Loan Agreement
with local bank

Agreement, confirm
interest rates and fees

V ~ (@ - (@ T
( [ ) [ \
NS Finance does the

Bank transfers full principal of paperwork to activate the

bridge loan to NS business
account; NS withdraws funds
per normal procedure.

NS reconciles transactions;
determines repayment
amount with interest and
fees makes repayment

bridge loan with the bank;
NS approvers sign
documents

PROCESS MAP KEY

. Blue boxes show payment request & Bridge Loan funds transfer process.

Figure 6: Bridge Loan Fund Transfer Steps
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CONTEXT FOR A BRIDGE LOAN

Nonprofit organizations are generally consid-
ered high-risk borrowers to many lending insti-
tutions, particularly traditional bank institutions.
However, there are many alternatives to a tradi-
tional banking institution that may be more willing
to provide a bridge loan to an NS. Local banks
or credit unions are often more likely to provide
a bridge loan to a well-established nonprofit like
the Red Cross. The reputation and relationship
between the local Red Cross and the community
may influence how likely the NS is to receive a
bridge loan or other pre-financing product from a
financial institution.

Secondly, an organization with consistent posi-
tive cash flow will also likely be considered for a
bridge loan. This means the NS generally can pay
its bills and other expenses regularly. Fundraising
and donations, along with contracts and grants,
are regularly part of NS financing, and this can
be verified through income statements and other
financial records. Project Funding Agreements
with donors like the IFRC or a partner National
Society also help to show the NS can pay back
a short-term bridge loan. NSs with complete
and thorough financial records are more likely to
negotiate better rates and terms with a banking
institution.

Finally, bridge loans in the nonprofit context
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are appropriate for short-term prefinancing for
immediate funding needs. They are not recom-
mended for asset purchase or replacement,
or long-term solutions to cash flow problems.
Bridge loans, with their higher interest rates, fees,
and short repayment timelines, can quickly accu-
mulate costs. They should be considered only as
a contingency or emergency funding source. The
NS should have a clear plan for the repayment of
the bridge loan that will not leave them with unex-
pected costs or expenses.

STEPS TO SET UP A BRIDGE LOAN

1. The NS Board of Directors weighs its needs
and potential solutions (see NS guide to
Pre-financing Strategy & Planning) and
determines whether a bridge loan is neces-
sary.

2. The Secretary-General directs the Finance
Department to research banks and institu-
tions that can provide a bridge loan to the
NS.

3. The Finance Department conducts neces-
sary research to identify banks or financial
institutions that best fit the NS needs.

4. The Secretary-General and Board of Direc-
tors decide on the financial institution most
favorable to the NS (this may be done through
a procurement process).

5. NS Leadership submits an application for a
bridge loan at the chosen financial institution.

6. The financial institution/bank evaluates the
NS based on financial history and submitted
records.

7. NS Leadership and bank/financial institution
negotiate an agreement for the terms of the
bridge loan.

8. The bank/financial institution sets up the
bridge loan account

9. NS receives bridge loan funds in their identi-
fied account.

10. NS Finance and Leadership create any
required policies and SOPs to manage and
use the bridge loan.

DOCUMENTATION REQUIRED FOR
A BANK LOAN

When an organization applies for a bridge
loan, the bank or financial institution will evaluate
the organization in key areas which include collat-
eral, credit history, revenue generation, and debt-
to-income ratio. Bridge loans may require collat-
eral for a secured loan, which is generally larger
than an unsecured loan. If collateral is required,
the bank will review the assets the nonprofit
owns or an asset that a donor pledges. Collat-
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eral is one of the key stumbling blocks that have
stopped nonprofits from getting a traditional bank
loan, since many non-profits may not have signifi-
cant assets or properties to use as collateral. The
NS seeking a bridge loan has to show it has a
good credit history — paying regular expenses
like rent, utilities, insurance, and suppliers on time
and in the amount required. Banks and finan-
cial institutions will also look at the NS's revenue
generation. This is how regularly and how much
revenue the NS receives through its activities
such as fundraising, donations, contracts, and
grant agreements. The bank will assess whether
there is a history of continual revenue indicating
the NS will have the ability to repay the bridge
loan. Finally, the bank may look at the organiza-
tion's debt-to-income ratio. If the NS is continu-
ally operating at a loss for months or years, the
bank will likely hesitate or reject its application for
a bridge loan. To verify each of these areas, the
bank or financial institution will require the organi-
zation's financial bank statements, income state-
ments, balance sheets, tax filings, audit reports,
and other financial documents. If the organization
and the banking institution have a long-standing,
generally positive relationship, the bank will likely
look for ways to assist the organization in finding
a solution. For example, the bank may adjust its
criteria if an organization’s bank balances and
transactions show stability over a longer period of
time, especially if the organization has been able
to repay previous debts or loans.
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FINANCIAL INSTITUTION
SELECTION AND AGREEMENTS

Traditional banking institutions often decline
non-profit organizations for several reasons,
including the different set of laws and regula-
tions governing them compared to for-profit busi-
nesses. However, non-traditional financial insti-
tutions have expanded their products, allowing
organizations to choose them for their financing
needs. Financial institutions providing bridge
loans to organizations are likely using private
funds, freeing them from some government
laws and regulations. While this allows broader
choices for lenders, it increases the potential
for illegal or disreputable financial institutions
providing services. Regardless of whether the
lender is a traditional bank or a non-traditional
financial institution, an organization will need to
spend significant time researching the lender. It
is best to engage the Finance department and
staff when conducting this due diligence. The
table below provides some of the criteria that an
organization should consider when researching a
lending institution.

Once the organization is satisfied it has found
the best bank or financial institution to provide the
bridge loan, it can apply for the loan. The bank
will also reach its assessment conclusions and
approve a loan application. The negotiations on
the details are worked out between the two enti-

ties until an agreement is reached. For most local
Red Cross Red Crescent partners, this negoti-
ation is led by the Finance Department or staff.
If a procurement office or personnel are avail-
able, they may also be included depending on the
organization’s processes.

FISCAL CONTROLS

Every pre-financing solution carries a certain
level of risk. From an NS perspective, using funds
from a bridge loan provides a solution that is rela-
tively low risk in terms of management. When the
bridge loan is approved and received, the NS
moves the funds to its own bank account. There
is no difference in how or where the bridge loan
funds are kept. The NS can apply its usual internal
controls to ensure the funding is used appro-
priately, authorized by the correct personnel,
and monitored similarly to other funding. Bridge
loan funding does not introduce additional risks
outside of the normal NS procedures. As with any
financial instrument with monetary value, an orga-
nization must have its internal controls in place to
manage who has access to the funds and who
has authority to approve the use of those funds.
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FINANCIAL INSTITUTION DUE DILIGENCE

Institutional

Operational

Financial

Security/Risk

Customer Service

Service Fees &
Interest Rates
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Governance: Clear Management structure; Strong Internal Controls and Standard Operating Procedures
Legal registration status: Appropriate registration in a country where the rule of law is effective
Legal compliance: The company abides by anti-money laundering and anti-terrorist legislation

Support Services: Strong Administrative and Human Resources capacity

Capacity to scale-up or provide additional financial products for larger amounts

Flexibility: Adaptability to dynamic needs of the organization

Audit Compliant: Good financial standing

Financial Statements: Adequate levels of cash flows

Tax filing of the company: Review for financial risk associated with institution
Reputation: Financial institution has a solid reputation in the country

Reliability: Financial institution has a proven track record of providing money when requested/required (Positive Customer reviews)

Insurance: Accountability for any cash loss

Conflict of Interest: Review for the Financial institution or its employees having a conflict of interest doing business with organization

Troubleshooting: Willingness to address issues professionally and promptly

Service Fees: Origination fees are reasonable compared to other institutions
Interest Rates: Usually fixed, are reasonable and comparable to other institutions providing bridge loan products

Monthly/annual maintenance fees: Reasonable and competitive
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QUALITY ASSURANCE AND
MONITORING

The NS may want to introduce additional moni-
toring practices on a bridge loan because it is a
significant amount of money, is of short dura-
tion, and accumulates higher interest rates. The
NS should carefully plan for the amount they
need and only apply for a bridge loan to cover
the amount required. Otherwise, a high interest
rate will be paid on funds that remain unused.
Secondly, bridge loans are a short-term, tempo-
rary solution. They should be paid back in full as
quickly as possible to avoid unnecessary costs.
NSs may want to have a clearly defined repay-
ment plan in place to ensure the bridge loan is
repaid promptly. Finally, the NS should carefully
consider and weigh all its pre-financing options,
including a bridge loan, to determine the best
solution for the amount they are trying to cover
during the gap period. A well-thought-out pre-fi-
nancing plan will allow NS to avoid using an inef-
ficient tool and paying unnecessary costs.
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CONCLUSION

While traditional banking institutions have been
hesitant in the past to provide non-profit organi-
zations with loans , non-traditional financial insti-
tutions are answering the market demand. More
financial services are available to nonprofit orga-
nizations now than in previous years. Nonprofit
organizations are also becoming adept at using
financial services and products previously
reserved for businesses. As this trend continues,
more opportunities for pre-financing solutions will
become available. A bridge loan should be care-
fully weighed by an organization. Nevertheless, a
bridge loan has proven to be an effective solu-
tion for many non-profits in need of a quick injec-
tion of cash or operating funds to get through an
emergency or to simply bridge a short-term gap in
funding. A bridge loan seems a viable, desirable,
and feasible solution for an organization to meet
its short-term Anticipatory Action pre-financing
needs.
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Lesotho
Red Cross —
Using Bank
Solutions to
Pre-finance

Anticipatory
Action

Case Study

The Lesotho Red Cross Society (LRCS)
began working on Anticipatory Action (AA) for
droughts in 2019. Since then, they have achieved
the validation of an Early Action Protocol (EAP)
for droughts, and an EAP for Cold waves/Snow-
fall that is in the process of validation. In April
2024, the drought EAP was activated along with
the IFRC pre-funding mechanism. As droughts
are slow onset hazards, having up to a 3-month
lead time, International Federation of Red Cross
Red Crescent (IFRC) funds generally arrive
in time to fund the early actions outlined in the
EAP. However, the LRCS' experience with
IFRC Disaster Relief Emergency Fund funding in
previous sudden-onset hazards is that the money
arrives more than 10 days after the event. In these
DREF operations, the LRCS used its funds or
a pre-financing solution, to begin the response
activities. The LRCS expects it will need to use
a pre-financing solution for the cold wave/snow-
fall EAP since it has a lead time of 7 days or less.

The LRCS does not host an IFRC delegation
office or partner NS offices in its small country.
Therefore, pre-financing solutions dependent on
in-country Red Cross partners are not options
for the LRCS. Instead, it has chosen to capi-

talize on its positive, long-standing relationship
with its bank to create a pre-financing solution.
“We opted as a National Society to visit one of
our banks, the Standard Lesotho Bank, where
we have the Red Cross accounts hosted. We
negotiated with them for a good interest rate.” (S.
Hlubi, personal communication, May 27, 2024).
The bank has worked with LRCS for many years
and is familiar with the types of international trans-
fers that LRCS receives from the IFRC offices in
Africa and Europe. When LRCS approached the
bank about pre-financing solutions, the bank did
not have difficulty approving a solution that LRCS
has used in the past. The bank requested docu-
ments from LRCS such as the NS annual finan-
cial report and audit reports for 2023, along with
the signed IFRC/LRCS Project Funding Agree-
ment for the EAP that shows the details of the
amount and timing of the payment from the IFRC
to the NS.

The LRCS holds its general funding account
in the Standard Bank Lesotho. When the fore-
cast AA trigger is reached, the LRCS can with-
draw the funds they need from their account. If
they withdraw more than the available balance
in the account, or “overdraw” the account, the
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Lesotho
Red Cross —
Using Bank
Solutions to
Pre-finance

Anticipatory
Action

Case Study

bank extends the LRCS a loan for the overdrawn
amount. The LRCS is not charged a penalty or
fees for overdrawing the account. Instead, the
bank records the overdrawn amount as a loan
given to the LRCS. The bank charges interest on
the amount that is overdrawn until it is repaid to
the account. When the IFRC DREF AA activation
funds arrive in the bank account, Standard Bank
Lesotho withdraws the amount of the interest
they are owed from the amount. The negotiated
pre-financing solution is documented by a signed
Memorandum of Understanding (MoU) between
the Standard Bank of Lesotho and the LRCS
Secretary General. This pre-financing solution
includes aspects of a line of credit and a loan.
It has been customized to best meet the LRCS
needs. It is a proven method of pre-financing that
is now common practice for the LRCS to use for
projects that are short-term and have to be acti-
vated quickly. The LRCS has found and negoti-
ated a pre-financing solution outside of the Red
Cross network that has worked well for them in
the past and is now part of their future as well.
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® 0 0
National Society
Solution

ANNEX V.

Bank Line of
Credit (LOC)

Detailed Guide

What is Pre-Financing?

The impact of anticipatory action hinges on timely
early action, however, donor pipelines through default
or design often are not able to make funds instantly
available to National Societies supporting them to act
in time. When National Societies arrange their own
temporary, immediate funding that supports them to act
before donor funds arrive in their account, this is called
pre-financing. There are a variety of pre-financing instru-
ments available to National Societies including National
Society Emergency Response Funds. This detailed
guide focused on developing an Emergency
Response Fund (ERF).
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OPTION

TEMPORARY BUDGET
REALLOCATION

SOLUTION TYPE

National Society
Solution

DESCRIPTION

The National Society reallocates funds from existing programs or budget lines
to cover anticipatory action needs, with the understanding that these funds will
be reimbursed later by donors or other sources.

EMERGENCY RESPONSE
FUND (ERF)

National Society
Solution

An internal fund set aside by the National Society to respond to emergencies,
which can be accessed for anticipatory actions when needed.

BILATERAL GRANT

Donor Solution

A donor directly provides funding to the National Society to finance anticipatory
actions without requiring repayment.

BILATERAL LOAN

Donor Solution

A donor provides a loan to the National Society to cover the costs of
anticipatory actions, with the loan being repaid once other funding is secured.

DONOR- FUNDED
FINANCIAL SERVICE
PROVIDER (FSP)

Donor Solution

The donor directly funds a financial service provider (FSP) to distribute cash
grants for anticipatory action on behalf of the National Society.

DONOR -FUNDED
GOODS PROVIDER

Donor Solution

The donor pays for goods needed for anticipatory action directly to the
provider, expediting the procurement process.

BANK LOAN

BANK LINE OF CREDIT
(LoC)

FINANCIAL SERVICE
PROVIDER (FSP) LINE OF
CREDIT (LOC)

Bank Solutions

Bank Solutions

Service Provider
Solutions

The National Society secures a loan from a traditional bank to cover
anticipatory action costs, repaid once other funds become available.

A pre-arranged line of credit with a bank that allows the National Society to
draw funds as needed, with interest charged only on the amount used.

The National Society and FSP agree to delay payment for cash distribution
until after early actions have taken place, allowing funds to be used in advance.

FSP Delayed terms of
payment

Service Provider
Solutions

The FSP provides cash to the beneficiaries and agrees to be paid later.

GOODS PROVIDER LINE
OF CREDIT (LOC)

Service Provider
Solutions

The National Society arranges a line of credit with a goods provider, allowing it
to receive goods in advance and pay for them at a later date.

Goods provider delayed
terms of payment

Service Provider
Solutions

The supplier provides goods to the beneficiaries and agrees to be paid later.
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LINE OF CREDIT (LOC)

A Line of Credit (LOC) is a pre-financing
product from a banking institution, financial
service provider, or community development
financial institution. It is a pre-approved fixed
amount of money that a National Society (NS) can
have access to at any time and for any reason.
Any amount of money can be withdrawn in a
single transaction or in multiple transactions, if it
does not go over a fixed amount. The money can
be repaid immediately or over a period of time.
The LOC often stays in place for 12 months and
is renewed yearly. The NS is only charged once
they use the credit line; however, some financing
institutions will charge a setup and maintenance
fee. Interest begins to accumulate once money is
withdrawn from the line of credit. Unlike a loan,
the interest accumulates only on the amount that
is withdrawn and not on the full amount approved
for the line of credit. This interest rate is generally
variable and can change as the broader interest
rates change. This can make it difficult to plan for
the costs of the line of credit. The final amount
the NS will need to pay back may change over
time. The money becomes available to be with-
drawn again once the NS pays back a portion
or all the money it withdrew. No further fees or
interest accumulate once the amount is paid off.

The NS must be approved by the bank for an
LOC. An LOC can be either secured or unse-
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cured. A secured LOC requires an asset that can
be used as collateral. This may lower the rate of
the fees or interest, yet the lender can potentially
take the asset in the case of a default on the line
of credit. An unsecured LOC is more common
and does not require collateral. In these cases,
the LOC fees may be higher, and the fixed funding
amount is likely lower. The NS’s funding stability
and history, its relationship with the bank, the
financial statements and audits, assets, and/or
personal signatories inform the bank’s decision
on whether to offer the NS an LOC and the fixed
amount to offer.

ADVANTAGES DISADVANTAGES

Access to instant, ongoing funds

Potentially a way to finance projects that have
unclear costs

Similar flexibility in drawing money, but with lower
interest rates than credit cards or loans

Can be secured or unsecured LoC

Interest is only charged on the amount with-
drawn, not on the total amount of the LoC

Often harder to qualify for than loans

Variable rates of interest make it harder to predict
overall costs

Lines of credit can carry many fees including trans-
action fees for drawdowns, annual maintenance fees,
and/or monthly fees when the LoC is active

Collateral may be required for more competitive rates

LoC may be renegotiated frequently by the bank,
changing the interest rates and service fees
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sl (S5 017 L= el ACCESSING FUNDS FROM A LINE OF CREDIT ’%E f%
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The NS can access its LOC money according The bank may allow a cash draw from the LOC account depending on the 2
to the services agreed upon during the negoti- Cash draw agreement. The appropriate signatories from the NS are required to conduct the
ation period and outlined in the service agree- cash draw.
ment. A few of the most common services are as
follows:

The LOC account transfers funds to an identified NS's account; payments to
suppliers can also be made directly from the LOC account. Fund transfers require
approval from the signatories on the LOC.

ueo] (Jauped)
[eloiellg
11 XaANNV

Bank Account
Transfer

Some LOC services include the ability to write a check on the LOC account

w

Check Books number. The check requires the signatories on the LOC to sign the checks. 3
Q

T

2

Some LOC services include the ability to have a debit card for the organization g

Debit Card associated with the LOC account. The debit card is issued to the signatories on the =
LOC. T

[eloueUl papun4 10811 (Jauped) [elale|ig
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The LOC may provide a SWIFT code for the account if there is anticipated sending/

SWIFT Code receiving of international funds directly to the account. .
So%
LOC services can include an overdraft service. The NS has a checking account with 7 &z
Overdraft the bank. The LOC is activated when the checking account is overdrawn and covers ’
Service the amount, which can be done until the LOC limit is reached. NSs may use this to

access additional funds for projects or expenses.
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The graphic below shows how an NS might use an LOC after a forecast trigger activation. The blue
boxes indicate a possible NS payment request for the LOC funds, while the boxes in other colors repre-
sent the various ways the funds might be transferred from the bank to the NS.
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Line of Credit Fund Transfer Steps
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NS Finance review the LoC NS leadership decide on NS has approvers'
; Agreement for interest rates, NS Finance checks amount to withdraw, Finance signatures on
EAP Trigger withdrawal limits and fees for available Loc balance creates the necessary request for the LoC

Activated cash withdrawal payment request. withdrawal

Bank transfers to NS business
account; NS withdraws funds
per normal procedure i.e. AP
checks, cash, etc
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NS reconciles NS records transaction

transactions with bank and the subsequent

LoC; determines transactions from the [l NS Withdra"‘{s funcjs using a
check; pays bills using a check

from the LoC account

NS LoC signatories

initiate withdrawal of
repayment amount; LoC account or from the funds from Loc

makes repayment business account.
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PROCESS MAP KEY s

. Blue boxes show payment request & LoC unds transfer process. S

N Color boxes show LoC options for payment Figure 7: Line of Credit Fund Transfer Steps
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CONTEXTS FOR LOC IN
ANTICIPATORY ACTION

Line of Credit solutions are generally best for
short-term funding coverage. While the LOC may
be approved for 12 months, the funding source is
usually used for costs and expenses that can be
repaid more quickly. The LOC offers a solution
to a temporary cash-flow problem where certain
bills or expenses must be paid quickly. It is also a
common solution for organizations with inconsis-
tent revenue streams, where funding comes from
end-of-the-year donations or government appro-
priations. A Line of Credit is not used to purchase
a high-value asset like a vehicle or building. While
an LOC may help with the purchase of an unusual
item that cannot be covered by a loan, it is not
usually used for this purpose. Rather, it is used for
operational expenses like staff salaries, tempo-
rary warehouse rental costs, transportation fees,
training events, and other smaller costs.

Though traditional banks may hesitate to
provide an LOC to a nonprofit organization, the
Red Cross Red Crescent NS is often a well-
known and respected nonprofit organization in
the country. If the economic situation and legal
structure in the country are relatively stable, banks
and financial institutions are likely to provide an
LOC to an NS. Further, if the NS has well-orga-
nized financial management policies with regular
reporting requirements, financial institutions are

43

more likely to approve an LOC.

Anticipatory action funds are required for
immediate readiness activities and early actions.
These usually occur within a timeframe of a few
hours to 90 days. In cases where the NS holds an
approved or validated Early Action Protocol (EAP)
or Anticipatory Action Plan (AAP), pre-funding
can be received by the NS within a month of
the event occurring. If the NS is using an LOC,
the draw down of funds from the bank or finan-
cial institution can happen within a few hours of
a forecast trigger being reached. The funds can
be paid back as soon as the pre-funding from
the IFRC or another donor reaches the NS. This
could be as soon as 10-14 days after withdrawing
the funds from the LOC. The likelihood and risk
of high costs associated with high interest rates
or fees is reduced because the funding time-
line is short. An LoC can also be withdrawn in
the amount needed. If some funds are available
from other sources like local fundraising or donor
funding availability, the full amount does not need
to be withdrawn. It can act as a supplementary
funding source. This makes the LOC a valuable
solution for an NS to have in place.

STEPS TO SET UP A LINE OF
CREDIT

1. NS Board of Directors weighs its needs and
potential solutions (see Anticipatory Action

Pre-Financing Practical Guide for National
Societies) and determines whether a Line of
Credit is necessary.

The Secretary-General directs the Finance
Department to research banks and institu-
tions that can provide an LOC to the NS.

The Finance Department conducts neces-
sary research to identify banks or financial
institutions that best fit the NS needs.

The Secretary-General and Board of Direc-
tors decide on the financial institution most
favorable to the NS. This may be done
through a procurement process.

NS Leadership submits an application for a
Line of Credit at the chosen financial insti-
tution.

The financial institution evaluates the NS
based on financial history and submitted
records.

NS Leadership and financial institution nego-
tiate an agreement for the terms of the LOC.

LOC is set up according to the agreed-on
requirements, generating an LOC account.

NS receives financial instruments (l.e. cards,
checks, etc.) associated with the LOC
account.
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10. NS Finance and Leadership create any
required policies and SOPs to manage and
use the LOC.

DOCUMENTATION REQUIRED FOR
A LINE OF CREDIT

When an NS applies for an LOC, the bank
or financial institution will evaluate it in four key
areas: collateral, personal guarantees, credit
scores, and financials. Banks will often require a
review of collateral for a secured LOC. Collateral
can be an asset the NS owns or an asset that
a donor pledges. Collateral is one of the stum-
bling blocks that have stopped organizations from
getting a traditional bank line of credit, since many
non-profits may not have significant assets or
properties to use as collateral. The second area
is that of a personal guarantee. Most banks will
require the signatory to have established credi-
bility or a personal credit score. The signer for the
LOC often becomes personally responsible for
paying the LOC back if the NS fails its obligation.
Both these requirements may be waived if the NS
has been a customer of the bank or financial insti-
tution for a significant amount of time. However,
the bank or financial institution will rarely waive the
required due diligence that it conducts on the NS
applying for an LOC. The bank will often require
the NS's financial bank statements, income state-
ments, balance sheets, tax filings, audit reports,
and other financial documents. If the NS and the
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banking institution have a long-standing, gener-
ally positive relationship, the bank will likely look
for ways to assist the NS in finding a solution that
works best for the situation. The bank may adjust
its criteria if an NS's bank balances and transac-
tions show stability over a longer period, espe-
cially if the NS has been able to repay previous
debts or loans.

FINANCIAL INSTITUTION
SELECTION AND AGREEMENTS

Traditional banking institutions often decline
non-profit organizations for a Line of Credit.
Banks follow national laws and regulations along
with rules within their corporation. Many banks
may use a mix of government and private funds
to provide financial products to their customers.
These standards may be difficult for non-tradi-
tional borrowers, like a NS, to achieve or prove.
For example, banks prefer a secured LOC that
requires assets for collateral, which smaller
National Societies do not have. Additionally, a
bank institution may require the organization's
senior leadership to apply for a personal LOC,
requiring the employee to pay it back if the NS
cannot. Finally, banking institutions may adjust
interest rates based on the economic environ-
ment in a country’s town, region, or province.
In recent years, more financial institutions have
expanded their products, allowing organiza-
tions to choose non-traditional financial institu-

tions for their financing needs. Financial institu-
tions providing an LOC to nonprofit organizations
are likely using private funds, freeing them from
some government laws and regulations. While
this allows for broader choices in lenders, it
increases the potential for illegal or disreputable
financial institutions to provide services. Regard-
less of whether the lender is a traditional bank or
a non-traditional financial institution, an NS will
need to spend significant time researching the
lender. It is best to engage the Finance depart-
ment and staff when conducting due diligence on
finance institutions.

The NS can apply for an LOC once it is satis-
fied that it has found the best bank or financial
institution for its situation. The bank will also reach
its assessment conclusions and provide an offer
letter to the NS. The negotiations on the details
are worked out between the two entities until an
agreement is reached. For most NSs, this nego-
tiation is led by the Finance Department or staff.
If a procurement office or personnel are available,
they may also be included depending on the NS's
processes and procedures.

FISCAL CONTROLS

Every pre-financing solution carries a certain
level of risk. An LOC presents a low risk from
the perspective that it is a common service
offered by banks and financial institutions. The
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FINANCIAL INSTITUTION DUE DILIGENCE

Institutional * Governance: Clear Management structure; Strong Internal Controls and Standard Operating Procedures
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* Legal registration status: Appropriate registration in a country where the rule of law is effective
* Legal compliance: The company abides by anti-money laundering and anti-terrorist legislation

e Support Services: Strong Administrative and Human Resources capacity

ueo] (Jauped)
[elsle|g
11 XaANNV

Operational » Capacity to scale-up or provide additional financial products for larger amounts

* Flexibility: Adaptability to dynamic needs of the organization

@
o
Financial * Audit Compliant: Good financial standing g
* Financial Statements: Adequate levels of cash flows »'D
* Tax filing of the company: Review for financial risk associated with institution § % .
-z
* Reputation: Financial institution has a solid reputation in the country 3 % &
<. & X
* Reliability: Financial institution has a proven track record of providing money when requested/required (Positive Custom- & 5 E
er reviews) e
T o
~ Q
-
Security/Risk * Insurance: Accountability for any cash loss 3
(]
2.

* Conflict of Interest: Review for the Financial institution or its employees having a conflict of interest doing business with
organization

Customer Service * Troubleshooting: Willingness to address issues professionally and promptly
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Service Fees & Interest Rates * Service Fees: Origination fees are reasonable compared to other institutions
* Interest Rates: Usually fixed, are reasonable and comparable to other institutions providing bridge loan products

* Monthly/annual maintenance fees: Reasonable and competitive
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funds are secured by the bank or financial insti-
tution's own policies, procedures, and insur-
ance. Additionally, traditional banks may have a
layer of added protection from a national govern-
ment insurance program for accounts up to a
certain amount of money. Banks also have signif-
icant internal controls and monitoring that ensure
money kept in the account remains secure from
external tampering or theft. Banks and financial
institutions may offer further protections to iden-
tify fraudulent purchases or payments or offer a
stop-payment service.

However, bank and financial institution protec-
tions do not take the place of an NS's responsi-
bility. The NS must have strong internal controls
to manage who has access to the financial instru-
ments (i.e. checks, cards, etc.) linked to the LOC
account. Since an LOC is a bank service, the
NS will likely use the same internal controls that
apply to other financial instruments. An LOC does
not have built-in deterrents against fraud, waste,
abuse, or theft. The only deterrent is the limit on
the amount of funds that can be withdrawn. Once
funds are removed from the bank or financial insti-
tution safeguards, it is up to the NS to secure the
funds or the financial instruments to access the
LOC.

Some controls that may be in place foran LOC
are a required minimum balance and a maximum
withdrawal amount. One of the risks associated
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with an LOC is the desire to withdraw a larger
amount than needed because it is readily avail-
able. To keep this desire in check, the NS may
decide to keep a minimum amount of funds in the
LOC at all times. This is money that is not with-
drawn or used, allowing the LOC to be available
for future emergencies. This minimum balance
may be based on a monetary sum or a percentage
of the total LOC amount. This is within the discre-
tion of the NS's leadership. Leadership may also
choose to put a limit on the amount of funds that
can be withdrawn at a time. While the bank or
financial institution will allow the full LOC amount
to be withdrawn in one transaction, the NS may
put an internal control which limits the amount of
funds per transactionor limit the number of trans-
actions that can be made in a certain period.

QUALITY ASSURANCE AND
MONITORING

An LOC pre-financing solution would likely
have similar monitoring to other bank accounts
and associated financial instruments. However,
additional monitoring may be needed in terms
of the amount of funds withdrawn, the ongoing
interest rate, and the service fees associated with
the LOC. Unlike other pre-financing solutions, an
LOC only accumulates interest once it is with-
drawn. The interest is not paid on the full amount
of the LOC, only on the amount that is used.
However, the interest rate is likely variable for an

LOC. This can be different than a bank loan with
a fixed interest rate, a predictable percentage
that is added each month to the principal of
the loan. An LOC may have a changing interest
rate which means there is a level of unpredict-
ability in the associated cost. This will require NS
Finance personnel to monitor the bank notices of
changing interest rates. The LOC may become a
costly pre-financing solution due to this variable
interest rate.

An LOC is only useful when there are funds
immediately available to be used for an urgent
need. If the funds in the LOC have been with-
drawn to the maximum limit, they will not be avail-
able for emergencies until the LOC is repaid to
a certain level. Finance staff should regularly
monitor the LOC account fund balance to ensure
there is a balance for future emergency needs.
Linked to the fund balance is the repayment plan.
The NS should have a clearly defined payment
plan to replenish its LOC. Finance staff may need
to ensure the payment plan is in place and being
followed on time. A monthly or quarterly report of
the LOC may be required by senior leadership
or an NS's board. This report generally shows
the total LOC amount, the amount withdrawn,
the amount that has been repaid, the associ-
ated interest and fees to date, and any delinquent
payments according to the payment plan estab-
lished by the organization.
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CONCLUSION

While traditional banking institutions have
been hesitant in the past to provide non-profit
organizations with a Line of Credit, non-traditional
financial institutions are answering the market
demand. More financial services are available
to non-profit organizations now than in previous
years. Non-profit organizations are also becoming
adept at using financial services and products
previously reserved for businesses. As this trend
continues, more opportunities for pre-financing
solutions will become available to NSs. A Line
of Credit should be carefully weighed by an NS.
However, an LOC has proven an effective solu-
tion for many non-profits in need of a quick injec-
tion of cash or operating funds to get through an
emergency or to simply bridge a short-term gap
in funding. Because of the nature of the LoC, it
seems a viable, desirable, and feasible solution
an NS can use to meet its short-term Anticipatory
Action pre-financing needs.
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