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Executive summary

In October of 2002, UNDP participated in a “Peer Review” of its microfinance
operations, inviting microfinance specialists from other agencies to comment on the
strengths and weaknesses of UNDP policy, systems, and staff in relation to effective
support for microfinance (“microfinance” refers to financial services—mainly credit at
present—for poor people). Following that review, in 2003 the Administrator requested
CGAP' to do a more intensive project-by-project evaluation of the quality of all of
UNDP’s on-the-ground microfinance operations, including active projects and those
closed in 2001 or 2002.

How was project quality evaluated? The author, a microfinance specialist on CGAP’s
core staff, graded 66 projects using a five-point scale. Most of these were microcredit
projects, providing tiny loans for poor clients. For projects where a formal, professional
microfinance institution (MFI) managed the loans, the most important determinant of the
grade was whether the project resulted in, or appeared likely to result in, “sustainable”
credit delivery. Sustainability means that the MFT collects its loans and covers all its
costs well enough so that the lending operation can continue serving its poor clients, and
reaching out to increasing numbers of them, even after it is no longer getting grants or
soft loans from donors or government. Some of UNDP’s projects are community-
managed revolving loan funds, where there is no professional management of the lending
and collection. The test applied to such revolving loan funds was less stringent: they
were judged according to how well participants repaid the loans (in other words, would
the revolving fund actually revolve for very long, or would money intended for the whole
group be rapidly siphoned off by a minority of defaulters?). Projects meeting those
standards were rated 3 or 4.

For simplicity of presentation, grades in this report have been collapsed into three
categories: Good (3 or 4), Weak but minimally acceptable (2), and Unacceptable (0 and

1.

How well is UNDP supporting microfinance? The average grade for all UNDP’s projects
is on the lower end of “Weak.” Out of 66 graded projects, only 14 projects (21 percent)
were rated “Good,” and 28 projects (42 percent) were judged “Unacceptable.” This
unhappy picture places UNDP toward the lower end of the spectrum of donor agency
effectiveness in microfinance—a finding that is consistent with the results of the peer
review process.

No trend of improvement is visible: recent projects did not score materially better than
older projects.

" The Consultative Group to Assist the Poor (CGAP) is a consortium of most of the public international
donor agencies that support microfinance. Along with UNDP, most of CGAP’s other members asked for a
Peer Review.
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But in the midst of a disappointing general picture, closer analysis shows that UNDP has
already developed—and tested widely—one microfinance support model that produces
good results. For this reason, the ultimate message of this evaluation is an optimistic one:
UNDP can make major improvements in the effectiveness of its microfinance work by
the “simple” expedient of implementing its successful model more widely, and
abandoning other approaches that have failed.

The successful model is the MicroStart programme pioneered by the microfinance unit of
the United Nations Capital Development Fund (UNCDF Microfinance). The key
elements of the MicroStart approach have been that project implementation is done, or
very closely guided by, a technical service provider from a pre-qualified list of providers
that have already demonstrated their ability to produce sustainable microfinance; there is
regular reporting to a centrally-reviewed database, including such key indicators as
number of clients, average loan size (a very rough proxy for client poverty), repayment,
and cost recovery; MFIs that do not meet performance standards are dropped from the
programme, unless the technical service provider is confident that MFI managers will
correct the problems; and UNCDF Microfinance collaborates closely with the country
office in design, implementation, and monitoring of the project.

MicroStart projects, and more generally projects where UNCDF Microfinance staff
participated substantially, scored much better other projects. The average grade of
MicroStart projects was 2.58 (on the lower end of “Good”) as compared to 1.44 for the
rest of the portfolio. MicroStart’s “hit rate” of successful projects was 69 percent, which
represents strong performance, not only compared to other donors, but also in absolute
terms. Microfinance is a risky and demanding business, where even the most skilled
donor imaginable cannot expect consistent success.

Microfinance-only projects performed better than microfinance components in larger
projects, presumably because the microfinance was likely to get more concentrated
management attention in stand-alone projects. Not a single component got a Good rating.

Performance of community-managed revolving loan funds was so consistently bad that
this model never represents a sensible gamble.

Projects where government is not actively involved were likely to perform considerably
better. UNDP’s close working relationship with host-country government turns out to be
a comparative disadvantage when supporting microcredit.

UNDP’s strongest comparative advantage for doing microfinance appears to be the
technical staff of UNCDF Microfinance and the MicroStart model.

Principal recommendations. The root problem with UNDP microfinance is not staff
incompetence or lack of commitment to doing good work for poor people. On the
contrary, the evaluation shows a picture of good people facing incentive, information,
and resource problems, most of which can be ameliorated.
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* Announce and implement a policy that UNDP will use the MicroStart model (or a
restructured equivalent) whenever it funds, or administers others’ funding for,
microcredit operations.

* Maintain the technical expertise that UNCDF Microfinance has built up, and
insure that any re-organization of UNCDF preserves this unit and keeps its
principal focus on support for UNDP operations.

* Prohibit community-managed revolving loan fund projects.

* Provide substantive training opportunities for staff that are responsible for
managing microfinance programmes.

* Consider the possibility of creating a UNCDF Microfinance-managed funds that
supports selected country office projects.

After delivering the original version of this report, the author has learned that
UNCDF may be restructured in such a way that its services will no longer be
available to a substantial portion of UNDP country offices. If this happens,
then it is strongly recommended that UNDP set up an equivalent to the
MicroStart programme, including the expert staff to administer it, within
UNDP.

Without administration by an expert core staff, a recommendation to apply the
“principles” of MicroStart is likely to fall well short of the intended effect.

The vast majority of projects reviewed were microcredit projects where UNDP directly or
indirectly funded loan delivery. However, at present donor activity in microfinance is
broadening out into other areas, including (1) non-credit services like savings, insurance,
and money transfers structured to meet poor clients’ particular needs; (2) work on the
legal and policy framework in which microfinance institutions operate; and (3) building
local microfinance support services like training, technical consultants, and auditors.

This evaluation could not develop evidence about these other approaches. But it is
important that the evaluation’s near-exclusive focus on microcredit not be taken to imply
a judgment that other avenues of microfinance support are unimportant or unpromising.
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Introduction

Along with most of the other donor members of CGAP, UNDP asked in 2002 for a “peer
review” of its microfinance operations.” In October of that year, representatives of the
Asian Development Bank, the German development agency KfW, and CGAP joined with
UNDP/UNCDEF staff in an intensive five-day diagnostic exercise. The peer review report
(Attachment 1) assessed UNDP’s strengths and weaknesses in supporting microfinance,
and recommended among other things that UNDP conduct a project-by-project
evaluation of its whole microfinance portfolio. In a spirit of transparency, UNDP
Administrator Mark Malloch Brown asked an outside agency—CGAP—to lead this
evaluation.?

The Administrator’s request was highly unusual: development agencies are very seldom
willing to submit their operations to a detailed review by another development agency.
Furthermore, UNDP agreed in advance that CGAP would be free to publish the
findings—even though there was little doubt that the evaluation would document some
significant problems. The Administrator’s action demonstrated real seriousness about
going beyond business as usual in order to make UNDP’s microfinance operations
substantially better. UNDP has positioned itself as a leader among CGAP’s member
donors in carrying forward our mutual commitment to improved aid effectiveness.

The purpose of this review is to examine the performance of UNDP projects in
microfinance, comparing UNDP’s practices with generally accepted best practices, and to
recommend practical ways the agency can improve the overall effectiveness of UNDP
microfinance programmes. Consistent with UNDP’s corporate objectives, improved
performance should increase the capacity of UNDP-supported institutions and
programmes to leverage not only additional donor funding, but more importantly private
sector resources. When microfinance is done right, it mobilizes significant private sector
resources to support the achievement of the Millenium Development Goals.” In addition
to improving the overall quality of the portfolio, this review is meant to serve key
corporate priorities in the areas of knowledge and results based management.

* The Consultative Group to Assist the Poor (CGAP) is a consortium of most of the public international
donor agencies that support microfinance.

> UNCDF staff, especially Kiendel Burrit and Marc Jacquand, made major contributions to the evaluation.
However, CGAP assumed responsibility for its design and management, avoidance of intra-agency bias,
the interpretation of its results, and the choice of recommendations. We are prepared to vouch for the
independence and objectivity of the evaluation. If there are flaws in its design and execution, we alone are
responsible.

* For a summary of evidence about whether microfinance contributes to the Millennium Development
Goals, see Littlefield, Morduch, and Hashemi, Is Microfinance an Effective Strategy to Reach the
Millenium Development Goals? CGAP Focus Note No. 24, January 2003 (http://www.cgap.org/docs/
FocusNote 24.pdf).



UNDP Microfinance Portfolio Review, page 5

I. Scope and Methodology

Identifying projects and collecting basic information

UNDP’s project operations—especially smaller projects—are highly decentralized.
Thus, headquarters has no database identifying all the microfinance projects in the
Country Offices. In September of 2003, all Country Offices received a questionnaire
(Attachment 2) asking for basic information on their microfinance projects, including
projects that were currently active and those that had been closed in 2001 or 2002.
“Microfinance” was defined as follows:

Microfinance refers to financial services for poor and vulnerable populations,
including credit, savings, insurance, and money transfers. For the purposes of this
Review, microcredit refers to loans of money or goods that are supposed to be
paid back (with or without interest) to a revolving fund, social fund, bank,
microfinance institution, NGO, project implementation unit, etc. Please consider
any loans smaller than $2,000 to be microcredit loans. If you are not sure whether
a project fits the definition of microfinance, please include it.

Information requests from headquarters can be a significant burden for Country Offices.
We kept the questionnaires as simple as possible, and told respondents that they need not
spend more than three hours filling out information for any project. We did this not only
out of respect for Programme Manager’s time, but also in order to encourage response.
Probably as a result of the Administrator’s personal endorsement of the exercise (cf.
Attachment 3), the response rate turned out to be better than we had expected: responses
from 112 country offices provided information on 86 projects. There is no way to be sure
how many projects were not reported, but knowledgeable staff thought that the exercise
captured a very high percentage of UNDP’s microfinance operations.

We told Country Offices that the purpose of the evaluation was to get a general picture of
UNDP’s overall microfinance portfolio, rather than to give a report card and
recommendations for each individual project. We promised not to disclose our ratings of
individual projects except at the request of the country office. After much discussion, we
concluded that this less-than-fully-transparent policy would improve the accuracy of the
evaluation by making it easier for Country Offices to share information about problems
with us.

Field visits

Highly respected microfinance experts conducted on-site assessments of 7 projects (cf.
terms of reference in Attachment 4). As described in the next section of this report,
CGAP developed quality grades for 66 projects. First, “desk review” grades were
assigned, excluding any information from the on-site field visits. When the on-site
results were later factored in, they did not produce substantial changes in the desk-review
grades that had been developed from the other information that had been collected. This
result increased our confidence in the desk-review grading process, and also led us to
cancel a few additional field visits that were in the pipeline.
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Grading the projects

Of the 86 projects reported, CGAP graded the quality of 66 projects.” The grading
protocol (Attachment 5) included objective indicators but also called for judgments based
on professional experience. Projects were scored as follows:

4 Exceptionally effective. A star project that deserves to
be publicized as an example of getting things really right.

3 Good. Worth extending or replicating, if the opportunity
arose.
2 Weak but minimally “acceptable”. The rater wouldn’t

support such a project, but wouldn’t veto it either if a
Country Office really wanted to do it.

1 Unacceptable. Unlikely to produce a decent
development return on the funds invested. The rater
would veto such a project.

0 Exceptionally bad. Probably does serious damage, or
represents extreme bad practice.

Attachment 5 contains details of the grading protocol. Differing criteria were applied to
two major groups of projects: formal microfinance institutions and revolving fund
projects.

Formal microfinance institutions (MFIs) have professional staff who are intimately
involved in the approval and collection of retail loans. An MFI project got a rating of
“Good” or better only if it resulted in an institution that collects its loans and covers its
costs well enough to be sustainable over the long term—or at least appears likely to have
such a result within a reasonable period after inception (5 years, up to 10 years in
exceptionally tough cases).

Revolving Fund projects set up community-managed revolving loan funds (CMRLFs)
with substantial infusions of external capital. Approval and collection of loans is handled
by the members rather than by professional staff. To get a rating of “Good” or better, a
revolving fund project only had to show loan collection that was good enough so that the
fund actually continued revolving for five or more years at least. Otherwise resources
intended for the whole community are quickly siphoned off by a minority of defaulters.

> Projects were not graded if (1) the focus of the project was Business Development Assistance with only a
link to other microfinance programmes, (2) the size of the project was too small (<$25,000); or (3) there
was insufficient information to allow even a guesstimate of project quality.
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Thus, ratings were heavily based on collection and cost coverage, for reasons that will be
discussed in the next section. In projects where there was no direct performance
information, the project grade reflected compliance with generally accepted principles of
good practice.® “Good practice” refers to strategies that have been shown to produce
sustainable outcomes in the past.

Projects differed in the amount and quality of information available. So for each project
grade, a confidence level was assigned answering the question “how confident is the
grader that the grade derived from present information is the same grade that would be
assigned if full information were available?” This enabled those projects with better
information to carry more weight than those whose grades appeared more tenuous.

No. of Projects | Confidence Level

17 High: very confident in the grade assigned
24 Medium: available information yielded substantial indications
25 Low: the minimal information available supports a guess, subject to

a high possibility of error

Information on a few projects was so sparse that no grading at all was possible; these
have been excluded from the presentation.

While grades for some individual projects were subject to considerable margin for error,
the review produced enough information to create a meaningful picture of the overall
UNDP microfinance portfolio. (When project grades were weighted by confidence
level—so that the less reliable grades had less impact—the weighted average score was
1.79, which is very close to the unweighted average of 1.77.)’

Repayment and cost coverage as quality criteria

The key criteria used to evaluate projects were repayment and the potential for cost
coverage.

Almost all of UNDP’s microfinance projects focus on credit delivery. Credit projects of
all sorts have been the subject of controversy in donor agencies for decades. Some
people do not agree that self-sustaining loan collection and cost recovery should be
essential criteria in judging credit projects. This report is not the place for an extended

% Of the 66 graded projects, three were policy-only projects, involving no direct support to MFIs. These
were graded on the likelihood of a meaningful and useful policy outcome. These grades involved more
speculation—and therefore less confidence in the grade—than grading of the MFI and revolving fund
projects.

" This report is based on the author’s own grading of projects. However, as an ex-post check on
consistency, two other microfinance experts were asked to grade the projects, using the same grading
protocol. The grading proved very consistent. In most of the cases, the other two experts came up with the
same grade as the author. Where discrepancies occurred, they were single-grade discrepancies (for
instance, the author and one of the other experts graded a project as “2” while the other expert graded it as
“1”). Many of these discrepancies occurred when all three experts thought that a project fell in between two
rungs on the grading ladder. Since pluses and minuses were not recorded, two of the experts might settle
on the higher grade while the third settled on the lower, or vice versa.
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discussion of the issues involved, but readers are entitled to a concise statement of the
main reasons for giving those criteria heavy weight in this evaluation.

Loan collection and financial sustainability are certainly not ends in themselves. They
are relevant only to the extent they contribute to the welfare of the poor and near-poor
clients served by microfinance. It is notoriously difficult and expensive to quantify
household benefits resulting from financial services and to demonstrate causality, so it is
not practical for most projects to produce such impact studies. At the same time, a good
number of solid, reliable impact studies have been conducted on all sorts of microfinance
clients in every region of the world. The pattern of results from these studies supports the
proposition that access to credit can contribute to achieving the MDGs, by lowering poor
households’ vulnerability to shocks, and improving income, assets, health, education, and
housing of clients (cf. footnote 4).

Given those benefits, it would be hard to justify a categorical rejection of the possibility
of subsidizing non-self-sustaining microfinance. Rather, the argument for sustainability
rests on pragmatic circumstances, not ideological principles about subsidization or
financial systems. The analysis must begin with recognition of two practical facts:

* Credit access is not a one-time need for poor households. It should be a
continuously available resource. Impact studies tend to find that clients reap the
most significant benefits after multiple loan cycles.®

* There are hundreds of millions of poor households who lack access to good
financial services. Subsidized funds from donors and governments are severely
limited, and could never cover more than a small fraction of that demand. To
deliver anything like their full potential, microfinance providers need to be stable,
and eventually to expand their outreach beyond the narrow limits of what can be
funded with subsidies. Hundreds of experiences all around the world demonstrate
that both of these are eminently possible when microfinance is done right, even
when clients are very poor.

It is obvious how cost-recovery bears on stability: if the interest income that a
microfinance institution (MFI) receives from its customers continues to be less than its
operating costs, the resulting losses will eat away whatever subsidized capital the MFI
has been given. Slightly less obvious is the relation between loan collection and stability.
Most microcredit is uncollateralized. The borrower’s principal motivation to repay the
loan is a desire to keep access to the highly valued loan service in the future. We find
again and again that this motivation unravels quickly if repayment is not kept at very high
levels. When a client sees neighbors failing to pay, her confidence in the lender’s future

¥ For instance, Zaman, Hassan. “Assessing the Poverty and Vulnerability Impact of Micro-Credit in
Bangladesh: A Case Study of BRAC”. Commissioned by CGAP for the WDR 2000/01; Chen, Marty and
Donald Snodgrass. “Managing Resources, Activities, and Risk in Urban India: The impact of SEWA
Bank,, 2001”; Dunn, Elizabeth and J. Gordon Arbuckle. “The Impacts of Microfinance: A Case Study from
Peru”, Office of Microenterprise Development, USAID.
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viability falls, along with her incentive to repay her own loan. It turns out that if more
than about 10 percent of an MFI’s loans are not being paid on time, or if it loses more
than about 5 percent of its loan capital to default in a year, the situation can seldom be
managed stably: if the MFI does not fix the problem quickly, it is likely to spin
completely out of control. Most MFI failures result from repayment problems.’

But stability is not enough, at least if we think beyond the MFI’s present clients and
consider the much larger number of potential clients who do not yet have access to good
financial services. After a few years, when an MFI reaches the point of covering all its
costs from interest income (i.e., the point of profitability), it can begin to fund its
expansion by tapping large pools of money that were not previously available to it. It can
get loans from commercial banks. Much more powerfully, it can eventually operate with
a license from government financial authorities that allows it to collect deposits, which
can multiply its lending capital by five to ten times." These are not pipe dreams:
increasing numbers of MFIs in every region of the world are achieving such results.

As noted above, reliable studies of the impact of microfinance are challenging and costly.
But an MFT’s ability to operate sustainably conveys some important information about
impact. If the clients are willing to pay enough interest to cover all the costs of their
loans, and repeatedly repay those loans in order to keep access to the service, then they
are “voting with their feet,”—i.e., demonstrating that they judge the benefits of the loans
to be greater than the costs. Their behavior doesn’t tell us much about the quantity of net
benefit they receive, but it does prove that they see the cost-benefit relationship as a
positive one.

One of the strongest reasons to insist on sustainable repayment and cost recovery is
simply that we know that they are possible in well-run programmes, even those that serve
poorer clients. Tens of millions of very poor people are being served by sustainable
MFIs."" In a setting where cost recovery is really impossible, the benefits of
microfinance might conceivably justify a continuing subsidy. But cost recovery is

? Loan collection reports require careful interpretation. For instance, it is tempting, but completely
mistaken, to assume that a 95% “repayment rate” (i.e., amounts paid as a percentage of amounts due) is
equivalent to losing 5% of one’s loan portfolio per year—and thus represents acceptable collection
performance. Actually, in an MFI whose loans are repaid in 13 weekly installments, a 95% repayment rate
would wipe out 37% of its loan fund in one year. For an explanation of this surprising result, and more
discussion of collection measurement, see “Measuring Microcredit Delinquency,” CGAP Occasional Paper
No. 3, 1999 (http://www.cgap.org/docs/OccasionalPaper 03.pdf).

' Deposits are more than a funding source for the loan portfolio; they can also be a very valuable service to
the MFI’s base of poor clients. MFIs that offer both loans and good voluntary deposit services typically
find themselves with five savings customers for every loan customer. The notion that savings accounts are
unimportant for the poor because the poor don’t have money to save sounds like plausible common sense,
but it turns out to be untrue.

' Microcredit cannot reach all the poor. There is probably some lower boundary below which credit
interventions are neither sustainable nor appropriate. It is no service to indebt people who are so poor that
they do not have realistic business/investment opportunities or any likely income source that is reliable
enough so that they can repay the loan. Arguably, those extremely destitute people are the ones that donor
agencies ought to care most about reaching, but credit is far less effective than other interventions (e.g.,
health, education, or rural infrastructure) in meeting their needs.
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usually quite possible: the failure to achieve it is typically a function of the MFI’s vision
or competence, not the client group being served.

Finally, it is worth noting that the emphasis on loan collection and cost recovery is not
just an idiosyncratic opinion of one evaluator. Consortia of the world’s microfinance
donors have continually endorsed this approach. Even before the formation of CGAP,
the Committee of Donors for Small Enterprise Development adopted and published
consensus guidelines on microfinance (the “pink book’) which recognized that “funding
based on large, ongoing subsidies with a charity rationale has failed,” and called for
donors to insist on solid loan collection and eventual financial sustainability in the MFIs
they support.'> Over the ensuing years, the member agencies of CGAP have endorsed a
series of consensus guidelines, all of which incorporate or presuppose the same position:
sustainability is not the purpose of microfinance, but it is an essential prerequisite to
attaining that purpose in a massive way."

II. Principal Findings of the Study

In presenting results, this section will use average grades as well as tabular presentation
of data. Average grades are based on the rating scale discussed above (4 = Exceptionally
strong, 3 = Good, 2 = Weak but minimally “acceptable”, 1 = Unacceptable, 0 =
Exceptionally bad). In order to simplify tabular presentation, project grades have been
grouped into three categories:

- Good (grades 4 and 3)
- Weak (grade 2)
- Unacceptable (grades 1 and 0).

Overall quality of UNDP microfinance portfolio

The average grade for all UNDP’s projects is on the lower end of “Weak.” Out of 66
graded projects, only 14 projects (21 percent) were rated “Good,” and 28 projects (42
percent) were judged “Unacceptable.” This unhappy picture places UNDP toward the
lower end of the spectrum of donor effectiveness in microfinance—a finding that is
consistent with the results of the peer review process.

12 «“Small and Microenterprise Finance: Guiding Principles for Selecting and Supporting Intermediaries”
(1995), available at http://www.undp.org/sum/sum_reports/donor guidelines.html.
B See http://www.cgap.org/policy/consensus_guidelines.html.
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Table 1
Portfolio Grade

Project Rating Number of Projects | Percentage of Portfolio
Strong (Grade>=2.67) 14 21.2%

Weak 24 36.4%
Unacceptable (Grade<=1.33) 28 42.4%

Total 66 100%
Portfolio Weighted Average Grade 1.79

Is quality getting better?

No pattern of improvement over time can be discerned:

Table 2
Average grade per start year

Start Year Average weighted grade Number of projects
<1998 1.70 6

1998 2.62 9

1999 2.10 13

2000 0.88 5

2001 1.50 7

2002 1.63 5

2003 1.94 13

N/A* 1.37 8

* 8 projects did not report the start year

Two portfolios!

In the midst of a disappointing general picture, closer analysis shows that UNDP has
already developed—and tested widely—one microfinance support model that produces
good results. For this reason, the ultimate message of this evaluation is an optimistic one:
UNDP can make major improvements in the effectiveness of its microfinance work by
the “simple” expedient of implementing its successful model more widely, and
abandoning other approaches that have failed.

The evaluation surprised everyone by revealing a striking division. One class of projects
(“TSP” projects) involved some technical service provider who had a strong recognized
track record of delivering sustainable microfinance. The other class of projects, which
we labeled “non-TSP,” did not. The average grade of TSP projects was 2.41, as against
1.30 for non-TSP projects. Only one non-TSP project achieved a Good rating. Most of
the non-TSP projects were graded Unacceptable.
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The majority of the TSP projects were done under the MicroStart programme developed
by UNCDEF’s Microfinance Unit and/or drew on UNCDF technical help from the
beginning of project design. The UNCDF Microfinance Unit, formerly the Special Unit
for Microfinance (SUM), has provided technical support to UNDP microfinance since
1997. In 2002 the Administrator named UNCDF as the policy advisory and technical
assistance centre for microfinance in UNDP through a Memorandum of Understanding
with BDP. Under this agreement, UNCDF provides policy guidance for UNDP support to
microfinance, provides technical advisory services to UNDP on a fee-for-service basis,
moderates the global knowledge network SURF-SEMFIN, and provides microfinance
training to UNDP staff members through seminars and workshops.

The key elements of UNCDF’s MicroStart approach are that project implementation is
done, or very closely guided by, a_technical service provider from a pre-qualified list of
providers that have already demonstrated their ability to produce sustainable
microfinance; there is regular reporting, including such key indicators as number of
clients, average loan size (a very rough proxy for client poverty), repayment, and cost
recovery; MFIs that do not meet performance standards are dropped from the
programme, unless the technical service provider is confident that MFI managers will
correct the problems; and UNCDF Microfinance collaborates closely with the country
office in design, implementation, and monitoring of the project.

Table 3
TSP vs. Non-TSP Project Performance
Non-TSP projects TSP Projects
n=41 n=25
TSP-- TSP--
MicroStart | non-MicroStart Total TSP
n=16 n=9 n=25
Good 1 (2%) 11 (69%) |2 (22%) 13 (52%)
Weak 17 (42%) 2 (12%) 5 (56%) 7 (28%)
Unacceptable | 23 (56%) 3 (19%) 2 (22%) 5 (20%)
Weighted
Avg. Grade | 1.30 2.58 2.03 2.41

The technical service provider’s recognized track record of producing sustainable
microfinance turns out to be very important. Projects that had technical service providers
without such a track record scored no better on average than projects that had no
technical service provider at all.

The conclusion about the traditional, non-TSP portfolio is clear. If this kind of project
were the best UNDP could do, the agency’s wisest course would be simply to leave
microfinance to others.

The TSP portfolio is much better. But is it good? Does a 52 percent “hit rate” of good
results represent donor effectiveness? Based on our experience looking at donor
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microfinance work over two decades, we would probably answer “yes.” Building
microfinance in new markets is hard, and it is risky. Microfinance support is like venture
capital: even the smartest donor can’t pick winners consistently. But the winners
produce such good results that they compensate for the costs of some reasonable number
of failed or mediocre investments. Even if one weren’t satisfied with the success rate of
the TSP model, it has performed so much better than the rest of UNDP’s microfinance
projects that it ought to become the agency’s standard approach to supporting
microfinance retailers.

But closer analysis suggests that the strongest predictor of success is not just the presence
of a TSP with a track record, but rather the project’s participation in the MicroStart
programme, which entails not only a TSP with a track record but also close collaboration
with UNCDF Microfinance and rigorous reporting of results to a central database. The
table above shows that of the 25 TSP projects, 16 were MicroStart projects and 9 did not
use MicroStart. The average grade of the non-MicroStart TSP projects was 2.02, which
is moderately better than the grade of the non-TSP projects; however, only two out of the
9 non-MicroStart Projects received a Good grade.

Among the 16 MicroStart projects, 11 were rated Good, for a highly satisfactory “hit
rate” of 69%. The average grade of the MicroStart projects was 2.58 (on the lower end of
Good), compared to 1.44 for all the rest of the UNDP portfolio.

Establishing MicroStart took a great deal of time and work, not least of all because it
involved a significant departure from normal UNDP procurement patterns. In its early
years, the programme drew criticism from quite a few outside stakeholders, mainly
because of implementation and disbursement delays. Having heard some of that
criticism, the author of this report anticipated low MicroStart quality and was quite
surprised to find that actual outcomes have been so strong. But the results of this study
speak for themselves, and underscore the contribution of Henry Jackelen, John Tucker,
and their colleagues'*—the people who designed MicroStart, won approval for it, and
made it work. Without MicroStart, the UNDP microfinance portfolio would look dismal
indeed.

UNCDF Microfinance involvement

UNCDF Microfinance is the unit that manages UNCDF’s own microfinance portfolio but
also provides technical support to some UNDP country offices during design and
implementation. In terms of technical competence, UNCDF Microfinance is recognized
as one of the strongest central microfinance units among CGAP’s 28 member agencies.

" Koen Toonen, Maigee Chang, Casper Sonesson, Mila Co, Paula Drakes, Jim Provenzano, Richard
Kerby, Feisal Hussein, Anne Marie Chidzero, Pancho Otero, Maria Paula Carvajal, Kristin Bogart, Shaheen
Mohamed, Juan Mendoza, Yuri Afanasiev, Jerzy Szeremeta, Ali Al-Za’Tari, Margaret Chi, Susan Gibson,
Deena Burjorjee, Ian Beattie, Belinda Gutierrez, Kiendel Burritt, Cecilia Dugos, Rajesh Shresta, Annette
Krauss, Jo Woodfin, Concepcion Cole, Heather Clark, Marc Jacquand, and Peter Kooi all contributed to the
global MicroStart Programme.
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As discussed above, UNCDF Microfinance is heavily involved in MicroStart projects,
but also supports other UNDP projects. The study found a robust correlation between
heavy UNCDF Microfinance involvement and project effectiveness. The average grade
of projects with heavy UNCDF Microfinance involvement was 2.33, compared to 1.44
for projects with less or no UNCDF Microfinance participation. However, non-TSP
projects produced poor results regardless of input from UNCDF Microfinance.

Table 4
Project Performance and UNCDF involvement

UNCDF | Number |Weighted | Good | Weak | UA
Involvement of Avg.
Projects | Grade
Total UNDP Portfolio Heavy 21 2.33 11 5 5
Medium 7 1.43 0 3 4
Low (=none)|38 1.45 3 16 19
66 1.79 14 24 28
Non-TSP Projects Heavy 2 1.25 0 1 1
Medium 5 1.44 0 2 3
Low (=none) |34 1.28 1 14 19
41 1.30 1 17 23
TSP Projects Heavy 19 2.43 11 4 4
Medium 2 1.40 0 1 1
Low (=none)4 2.78 2 2 0
25 2.41 13 7 5

Reporting of project performance

The questionnaire asked for key performance indicators—mainly number/volume of
active loans, collection performance, and cost recovery—for each project. The average
grade of projects with good reporting was 2.20, as against 1.49 for projects with bad
reporting. This squares with years of microfinance experience around the world:
projects tlllsat report well on key performance indicators are much more likely to be
effective.

'S Trying to correlate reporting with the raters’ quality grades involves a degree of circularity. In some of
the projects, poor reporting was a factor that entered into the grade. To that extent, the apparent correlation
between reporting and quality could be just an artifact of the grading protocol. However, the importance
of strong information systems and reporting is a widely recognized canon of good practice in microfinance.
CGAP evaluated the World Bank’s microcredit lines at the same time as it was evaluating UNDP’s
microfinance projects. In the World Bank study, quality of reporting was carefully excluded from the
grading criteria, but the result was the same: projects with weak reporting were less effective.
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Of the 17 projects whose reporting was rated “High,” 9 were MicroStart projects.

Table 5
Reporting Quality and Project Performance

Quality of Performance / Weighted

Reporting Avg. Grade | Total Good | Weak | UA
High (reasonably filled out

indicators) 2.20 17 7 4 6

100.0%  41% 24% 35%

Med (filled out half of the

indicators or reported numbers  |1.67 17 3 7 7
seem unreasonable on their face) 100.0% |18% 41% 41%
Low (performance indicators not
filled out or unintelligible) 1.36 23 3 6 14
100.0% |13% 26% 61%
NA*
2.14 9 1 7 1
100.0% |11% 78% 11%
Total 1.79 66 14 24 28

* Reporting could not be rated for policy projects or pipeline/new projects.

Government involvement

UNDP works more closely with host governments than do some other development
agencies. Of the 66 graded projects, 25 had substantial government involvement in their
design and implementation, including direct delivery of the microcredit in one case.

Development agencies generally regard active government participation in, and
“ownership” of, our projects as a good thing. Unfortunately, microcredit is different.
When government involvement in microcredit—indeed, in credit of any kind—goes
much beyond providing security, macroeconomic stability, and a suitable legal
framework, the results tend to be bad. There have certainly been some important
counter-examples, but decades of experience in development finance confirm the general
pattern. Governments have strong incentives to have credit programmes disburse large
amounts of money quickly to win political favor, even though sound microfinance
institutions are built on prudent disbursement of loans: borrowers need to be screened,
and loan activity shouldn’t outpace the development of operating systems to manage that
activity. In the same vein, MFIs need higher-than-normal interest rates in order to cover
the costs of administering thousands of tiny loans, and they need to maintain stringent
loan collection if they are to survive, but neither of these things are politically popular.'®

16 . . . . . . .
The conflict between government incentives and good credit practice does not necessarily apply in the
case of other financial services, such as loans or insurance. For instance, government savings banks may
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Hence, credit programmes where government is significantly involved in design (interest
rates, loans sizes) or implementation (disbursement and collection) tend to perform
poorly.

The results of this evaluation correspond to the general pattern of experience with
government involvement in credit. Of the 14 projects with Good results, 13 did not
involve government in the design and implementation of programmes. In the MicroStart
model, an advisory investment committee is formed that vets proposed investments and
monitors the performance of Technical Service Providers and institutions supported by
MicroStart against performance-based contracts. This Committee is comprised of
individuals from the private sector, including banks and non-profits, as well as donors,
and individuals from relevant government bodies. The Committee provides a forum for
educating government and other members about microfinance and constitutes positive,
but relatively low levels of engagement of government in direct project administration.
Investment Committee members are not involved in the direct operations of MFTIs.

[In 2003, UNCDF moved toward a “sector development approach” for its own new
investments in microfinance. UNDP Country Offices are engaged in sector programmes
through co-investments with UNCDF. The sector approach incorporates elements of
MicroStart with respect to developing the capacity of retail MFIs. But it has a broader
scope, including policy development and work with industry support institutions such as
training companies or audit firms. Sector development programmes seek to develop a
shared vision among stakeholders including a national microfinance policy, strategy and
action plan. Sector programmes include support for the development of Central Bank
microfinance units to work on the legal and regulatory framework. (Obviously,
government involvement is essential when it comes to issues of policy and financial
regulation.) Given that this approach has only been very recently applied in UNDP, there
is little evidence yet that speaks to its relative success or failure, and this evaluation
developed no conclusions with respect to it.]

Revolving Loan Funds

Of the 66 graded projects, 14 involved community-managed revolving loan funds
(CMRLFs). In general, these projects

* Identify or organize community groups that are to lend to their members,
* Inject external grant or loan capital to fund the lending, and

* Leave credit decisions and collection in the hands of the group members, rather
than professional staff."”

be subject to the same problems that beset all public bureaucracies, but they frequently do a respectable job
of providing deposit services, including deposit services for poor people. The political implications of
savings are much lower, and it is unaffected by the perverse incentives that surround credit.

"7 The community-managed revolving loan fund category does not include most “village banking”
programmes. In the prevalent village banking models, a professional microfinance institution exercises
close supervision over the operations of every group. An MFI loan officer is typically present at all group
meetings.
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In the grading process, a less rigorous standard was set for revolving fund projects than
for projects involving a professional MFI. Nevertheless, not a single revolving fund
project could be rated Good. Over two-thirds of these projects were rated Unacceptable.

The common problem with such revolving funds is that they don’t revolve for very long:
the fund is siphoned off into the hands of members who default on their loans, leaving the
rest of the members without the continuing credit access the project was supposed to give
them.

Table 6
Revolving Fund and Project Performance
Weighted
Project Type Avg. Grade| Total | Good | Weak UA
Revolving Fund 1.37 14 0 4 10
Non-Revolving Fund 1.87 52 14 20 18
Total 1.79 66 14 24 28

These results are consistent with a recent CGAP review of dozens of revolving fund
evaluations from a range of agencies. CMRLFs where the lending is funded by large
early injections of external capital (i.e., the kind of revolving fund encountered in the
UNDP portfolio) practically never work well. The few successes were virtually all in
projects where the community groups are savings-based, and where external capital is
never injected, or injected in moderate amounts late in the process. Such projects tend to
be less attractive to donors because they don’t provide a vehicle for disbursing large
amounts of funds.

Difficult environments

Twenty of the projects were attempting to do microfinance in circumstances where
microfinance is particularly difficult, mainly (1) conflict and post-conflict situations
affected by weak public security, client instability, or restricted economic opportunities;
and (2) very remote or sparsely populated rural areas, where the cost of service delivery
becomes much higher. We were able to give a Good rating to only one of these projects,
and half of them were graded Unacceptable.

Table 7
Environment and Project Performance

# of Weighted Good Weak UA
projects | Average Grade
Difficult 20 1.26 1 8 11
circumstances
Normal 46 2.01 13 16 17
circumstances
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Since 2003, UNCDF has begun to partner with Country Offices in the funding and/or
implementation of programmes in post-conflict countries (Sierra Leone, Liberia, Angola,
and Congo). It is possible to do sound microfinance in post-conflict environments where
some minimum criteria exist: low intensity of conflict, reasonable safety for the clients
and microfinance providers, and some stability of movement among returnees and
refugees. Beyond minimum criteria, however, these initiatives generally require
especially high donor funding to build institutions from (or nearly from) scratch, as well
as sometimes-scarce financial expertise.

Project size

A number of projects in the UNDP portfolio are smaller than is normal in microfinance:
total budget, including UNDP and other contributions, was below $500,000 in 17
projects, and below $1,000,000 in 14 others. UNDP contribution is often quite low, in
absolute terms (17 projects had UNDP funding of less than $500,000) and also in relative
terms (UNDP funded half or less of the project in at least 27 cases)'®. Is there a
correlation between size and effectiveness? The average grades reveal a mixed pattern.

However, a clearer message seems to emerge when one focuses on the 14 projects rated
Good. Where the total project budget was below $1,000,000, only a single project had a
Good grade. The same is true where the UN contribution was below $500,000. We
speculate that the main reason for this pattern is that smaller projects tend to get less
serious attention from the Country Office staff. It is probably more difficult to bring in
high-quality technical assistance for smaller investments, especially since the present
demand for microfinance consultants is stronger than the supply of good ones, with the
result that the good ones command high fees. (On the other hand, bigger is not always
better. Projects with very large budgets may experience pressure to disburse large sums
of money rapidly even where there is not adequate absorptive capacity in the
microfinance institutions. This happens because donors are anxious to see funds in the
hands of the poor but sometimes unaware of the systematic and sometimes slow process
of institutional capacity building required first.)

'® This number does not take into account projects for which UNDP’s contribution was not reported (13
projects)
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Table 8
Project Budget and Project Performance
Total Microfinance Budget" Average Total | Good |Weak| UA
(&) Weighted Grade
< $100,000 1.50 2 0 1 1
100% | 0% | 50% | 50%
$ 100,000 - $ 500,000 1.28 15 0 7 8
100% | 0% | 47% | 53%
$ 500,000 - $1,000,000 1.67 14 1 8 5
100% | 7% | 57% | 35%
>=$1,000,000 2.11 31 12 8 11
100% | 39% | 26% | 35%
NA 1.25 4 1 0 3
100% | 25% | 0% | 75%
Grand Total 1.79 66 14 24 28
Table 9
UNDP Contribution and Project Performance
UNDP Contribution to Weighted | Total | Good | Weak UA
Project Budget (USS) Average
Grade
< $100,000 1.85 14 1 8 5
100% | 7% 57% 36%
$ 100,000 - $ 500,000 1.17 13 0 7 6
100% | 0% 54% 46%
$ 500,000 - $1,000,000 1.86 10 2 3 5
100% | 20% 30% 50%
>=$1,000,000 2.03 16 6 3 7
100% | 37% 19% 44%
NA 1.94 13 5 3 5
100% |38.5%| 23% 38.5%
Total 1.79 66 14 24 28

Stand-alone microfinance projects vs. microfinance components

Most of UNDP’s microfinance work is done through projects that are focused exclusively
on financial services. In some cases, however, microfinance appears as one component
in a larger project such as a community development project. The pattern found in this
evaluation is striking: not a single component achieved a Good rating. Here again, the

"% Budget refers to authorized/committed resources
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probable explanation is that microfinance components get less attention that stand-alone
projects, and perhaps that their financial-service objectives are distorted by the objectives
of the rest of the project.

Table 10
Stand Alone / Component and Project Performance

Stand Alone / Component Average Total [Strong/Weak| UA
Weighted Grade

Stand alone 1.97 50 14 20 16

Component 0.95 16 0 4 12

Total 1.79 66 14 24 28

Technical input for project design

In 48 of the projects it was possible to determine whether or not the country office had
help from a technical specialist in microfinance when designing the project. This factor
was strongly associated with project success. No project without such specialist input
achieved a Good rating.

Table 11
Technical input and Project Performance

Average Total |Strong/Weak| UA
Weighted
Grade
Projects in TA in design 2.27 33 13 13 7
Projects without TA in design 1.00 15 0 3 12

Relative size of microfinance operations in UNDP

Over the years covered in this evaluation, UNDP committed to microfinance an average
of $5.1 million of its own funds per year.” According to the agency’s Multi-Year
Funding Framework for 2000-2003, total UNDP commitments averaged $662.5 million
during those years. In other words, microfinance has accounted for a little less than 1%
of UNDP’s operations in recent years.

However, UNDP is managing more than its own resources. Many microfinance projects
involved contributions from other agencies as well, averaging an additional $12.4 million
per year, some of which was managed by UNDP.

" We were unable to determine the start year for eight projects. In computing annual averages, we
allocated funds for those projects equally among the years 1998-2003.
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Table 12
Project Budget

# of UNDP Budget for Total Budget for
Projects Microfinance (us$) Microfinance (us$)
Initial Year of

Project Total Average Total Average
<1998 6 3,140,000 523,333 8,216,102 | 1,369,350
1998 9 5,916,887 657,432 36,742,422 4,082,491
1999 13 10,018,149 770,627 43,096,243 3,315,096
2000 10 4,891,500 489,150 8,462,500 846,250
2001 2 20,000 10,000 220,000 110,000
2002 5 3,994,860 798,972 5,664,860 1,132,972
2003 13 4,630,218 356,171 14,524,364 1,117,259
NC 8 6,824,000 853,000 16,102,724 2,012,840
Total 66 39,435,614 597,509 133,029,214 | 2,015,594

UNDP’s comparative advantage in microfinance

UNDP’s close relationship with host governments can be an advantage for many areas of
development programming. But for the reasons noted above, this relationship is often a
distinct disadvantage when it comes to microcredit. The results of this evaluation
strongly suggest that UNDP’s comparative advantage in microfinance is not some
institutional characteristic of the agency, but rather the expertise of the staff in the
UNCDF Microfinance unit, which is recognized as one of the strongest headquarters
technical units among CGAP’s donor members.

UNCDF Microfinance’s greatest potential value lies in mainstreaming sound
microfinance practice into the operations of UNDP country offices. This potential is
underutilized at present, for a number of reasons. The unit prefers to support UNDP
Country Offices that have funds to co-invest with UNCDF, and increasingly, Country
Offices in LDCs, which are UNCDEF’s primary target group. This means that Country
Offices without new funding to coinvest or in higher income countries are less likely to
receive UNCDF advisory services. Additionally, UNCDF has to charge COs for its
services, based on fully-loaded costs. On this basis, direct-hire employees of
development agencies tend to be more expensive than outside contractors. At any rate,
the charges seem prohibitive to some COs. Based on budgetary constraints or HR
policies, Country Offices often decide to hire cheaper consultants whose quality turns out
to have been uneven at best.

Why has UNDP had problems with microfinance?

With the notable exception of MicroStart and a few of the other TSP projects, UNDP has
not been very successful with microfinance. It is important to understand the reasons.
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The root problem is not staff incompetence or lack of commitment to doing good work
for poor people. On the contrary, this evaluation shows a picture of good people facing
incentive, information, and resource problems.

As to incentives, the main issue is that people in the field are rewarded for mobilizing and
moving money. The result is that too many microfinance projects are done in
circumstances where success is unlikely. Since people rotate so frequently within the
agency, it is difficult to hold staff accountable for project results—results that may not be
clear until years after the people who were responsible for the decisions have moved
elsewhere.

This incentive structure is not likely to change radically. Most or all development
funding agencies face a similar problem, to a greater or lesser extent. The problem is
recognized and deplored. Occasionally someone tries to fix it, but no one seems to have
had a lot of success in eliminating it. Perhaps the problem is inherent in such institutions,
so that the best that we can expect to do is to control it, helping people make better
decisions by providing them with information about good practices, developing sound
corporate guidelines, or creating countervailing incentives such as mandatory
performance reporting. During interviews, much mention was made of UNDP’s
transformation into a knowledge-based organization. Finding effective ways to use
knowledge networks and in-house technical expertise to spread information and
accumulated knowledge about microfinance remains a key challenge, but significant
opportunity.

Another incentive problem has to do with UNDP’s relation to host governments. We
have already discussed the tensions between government incentives and good
microcredit. The issue here is not just the government’s formal role in the process of
programming funds, but also the fact that a close and supportive relationship with the
host government looms large in UNDP’s institutional self-image. When the government
is anxious to do a credit project in a particular place, or wants to exercise its authority
over the operation, it is hard to say no. And any refusal to cooperate with the government
entails costs of several kinds.

UNDP staff are often handicapped because they haven’t had a chance to acquire basic
information about microfinance. As in many other agencies, field staff are beset by a
multitude of responsibilities, and their daily schedules don’t allow the opportunity or
incentive for a lot of self-education in new programming areas. But microfinance is a
complex business with some important characteristics that are far from obvious. Donor
agencies all have to call on external expertise in most of their microfinance operations.
However, experience shows that unless the responsible direct-hire donor staff have a
basic literacy in microfinance issues, and have contacts with microfinance specialists
inside their own agency, they are not likely to identify and recruit high-quality external
experts, or to use them effectively.

These constraints are serious—serious enough to produce bad projects even when smart
and committed staff are involved. The good news is that UNDP has at its disposal
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approaches that have proven able to compensate for these constraints and produce a high
percentage of successful microfinance projects.

Case studies

Attachment 7 contains four brief cases studies of UNDP microfinance projects—two
successes and two failures—that illustrate some typical problems and opportunities.

III. Recommendations for management action

UNDP’s Peer Review of its microfinance operations in October 2002 produced a range of
useful recommendations (see Attachment 1). The Peer Review recommendations deserve
serious attention: indeed, some of them are being implemented already. Rather than
reiterating those recommendations, this section will focus on a few crucial lines of action
that emerged distinctly and strongly from the new evidence developed in the present
project-by-project evaluation. It will be limited to actions for UNDP management.
(Recommendations for the line staff who design and manage microfinance projects are
laid out in the following section on norms of sound practice.)

A. Announce and implement a policy that UNDP will use the MicroStart
model whenever it funds, or administer others’ funding for, retail
microcredit operations.”’

The rationale for this action is simple: the success rate on projects not using MicroStart
is unacceptably low. Out of 50 non-MicroStart projects in the portfolio, only two were
graded as Good or better.

The policy needs to be precise about what the “MicroStart model” entails. It is probably
not practical to require that all UNDP microcredit support participate in the full formal
MicroStart programme managed by UNCDF Microfinance. Such a requirement would
probably meet with heavy resistance in the decentralized and independent culture of
UNDP country offices.

However, the core elements of the MicroStart model can and should be mandated:

* Project implementation is done, or very closely guided by, a technical service
provider (TSP) from a pre-qualified list of providers that have already
demonstrated their ability to produce sustainable microfinance. UNCDF
Microfinance maintains a roster of TSPs with such a track record. Country

*! This recommendation is not meant to apply to projects that do not fund retail microfinance
operations—for instance, projects focusing on policy advice, technical assistance, or market infrastructure
like credit bureaus, auditors, etc. It does apply, however, to UNDP support of “apex” or wholesale funds
that loan or grant money for the operations of retail MFIs.
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offices that wish to use a TSP not on UNCDF Microfinance roster should review
that TSP’s qualifications with UNCDF Microfinance.

* There is regular reporting of core performance indicators for microfinance
institutions being funded. In practice, the way to insure that such indicators are
being meaningfully reported would be to require that semiannual updates of this
information in the database that UNCDF Microfinance maintains on MicroStart
projects” In comparison with present non-MicroStart practice, such a
requirement would entail a higher degree of management by UNDP staff and the
investment of more time and resources in information systems. In some
circumstances this degree of oversight may not be practical for the country office.
The solution in those cases is to refrain from doing a microcredit project, rather
than to do a microcredit project without the monitoring systems that have proven
crucial to good performance.

* MFIs that do not meet performance standards are dropped from the programme,
unless the technical service provider is confident that MFI managers will correct
the problems.

* The country office takes advantage of UNCDF Microfinance technical expertise
in the design, implementation, and monitoring of the project. At present, one
obstacle that prevents country offices from involving UNCDF Microfinance in
their projects is that they have to pay UNDP’s fully-loaded costs for UNCDF
Microfinance staff time, which makes UNCDF Microfinance staff uncompetitive
with external consultants. There are no doubt substantial reasons behind
UNDP’s overall pricing policy for services of in-house staff. One option might be
to make some kind of arrangements, for example a technical assistance fund, for
UNCDF Microfinance staff, given the level of problems in the microfinance
portfolio. Alternatively, country offices could be asked at least to get input from
UNCDF Microfinance in the selection of external consultants.

We recognize that imposing such a policy on country offices’ microcredit projects could
be seen by some as “headquarters imperialism” that is inconsistent with the general
pattern of country office independence in UNDP. The author of this report spent much of
his career in donor agency field missions, and as a result sympathizes strongly with
skepticism about micromanagement from headquarters, as well as the imposition of
endless reporting requirements that do not always lead to more effective interventions.
Hence, it is with considerable reluctance that he endorses this recommendation, which
would substantially limit country offices’ freedom of action. However, the dramatic
pattern of past results would seem to call for a determined response.

* Interviews with people responsible for the development of UNDP’s new systems for reporting of
strategic-level results left us with the impression that the performance of individual microfinance
institutions would be hard to fit into that reporting matrix. Thus, we suggest the UNCDF Microfinance
database as an alternative. However, UNDP management is in a better position than we are to judge which
reporting options are most practical. The important thing is that meaningful performance reporting of core
indicators take place. It is not likely to do so across the agency unless the reports are “pasted up on the
window”—that is, loaded into a database where everyone can see them.
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After delivering the original version of this report, the author has learned that
UNCDF may be restructured in such a way that its services will no longer be
available to a substantial portion of UNDP country offices. If this happens,
then it is strongly recommended that UNDP set up an equivalent to the
MicroStart programme, including the expert staff to administer it, within
UNDP (perhaps drawing on some of the present UNCDF Microfinance staff)..

The “MicroStart model” includes administration by an expert core staff who
have a role in
*  Assessing quality of technical service providers,
* Reviewing performance reporting to insure that it is meaningful, and
* Offering technical advice to the country office.

Without a programme administered by an expert core staff, any
recommendation to apply the MicroStart “model” or the “principles”of
MicroStart is likely to fall well short of the intended effect.

B. Maintain the technical expertise that UNCDF Microfinance has built up.

The evidence is that UNCDF Microfinance involvement substantially increases the
chances of project success. The support available from this unit appears to have been
UNDP’s most important comparative advantage in delivering microfinance. This
capability should be maintained.

We do not recommend hiring more microfinance specialists. Microfinance amounts to
only about 1% of UNDP operations. The present number of specialists should be
adequate if country offices have efficient access to their advice, especially if the number
of new UNDP microfinance projects year is reduced by screening out the ones where
circumstances make success unlikely.

In addition to supporting UNDP operations, UNCDF Microfinance specialists manage
UNCDF’s own microfinance projects. If the previous recommendation is implemented,
this balance will have to be altered, since UNDP’s demands on UNCDF Microfinance
staff time will increase. In the general discussions about the future of UNCDF, one of
the options being discussed is to reduce or eliminate the Microfinance unit’s support
function to UNDP country offices. If this outcome occurs, and UNDP does not
create its own unit that can provide microfinance expertise to all its country offices,
it is hard to see how the agency can expect substantial improvement in the
effectiveness of its microfinance work.
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Should the available microfinance specialists be located in a single unit in New York, or
deployed out to regional locations where they are closer to field operations, both
geographically and psychologically? Questions like this about location of specialists are
argued perennially in many development funding agencies. The factors that argue in
each direction are pretty much the same for microfinance as for other specialties. In any
event, the evaluation developed no new evidence that bears on this question.

However, the previous recommendation implies the centralization of certain functions. It
would probably be hard to implement if most or all of the small UNCDF Microfinance
staff were located in individual regions.

UNCDF Microfinance identity and organizational niche may well be altered by decisions
about the future of UNCDF. The discussions now underway involve issues far beyond
the scope of this evaluation. Thus, our only recommendation on the subject is that the
new organizational chart ought to maintain the UNCDF microfinance team or create an
equivalent, and locate in a place where it can continue to operate with agility, and
replenish its ranks with high-quality people who are selected on the basis of their ability
to bring microfinance expertise to bear on the operations of UNDP.

C. Prohibit community-managed revolving loan fund projects.

This revolving loan fund model involves external funding of community-based groups
where a credit fund for members operates without substantial oversight and management
from the professional staff of a specialized financial institution. The experience of
UNDP—and other agencies as well—with this model has been so bad as to justify
requiring its abandonment.

D. Consider the possibility of creating a fund, managed by a central
technical unit, that supports selected country office projects.

As discussed earlier, implementation of sound practice norms, and more particularly the
use of the MicroStart model for all UNDP retail microcredit funding, may well reduce the
number of UNDP’s microcredit projects. On the other hand, average project size should
probably be larger than at present, in order to justify the staff attention, technical support,
and information systems that are key to good microfinance. Thus, UNDP could be more
selective about project quality without reducing its total resource flow to microfinance.

In this connection, creating a central microfinance fund—yprobably a trust fund—might
have some advantages. Country offices would submit very brief concept papers; the
central technical unit would decide which proposals to co-finance, and would be an active
partner in the design, implementation, and monitoring of co-financed operations.
Selection of proposals to fund would be an ongoing informal process based on
discussions between the country offices and the technical unit, rather than a once-a-year
formal competition. This should reduce transaction costs and delays.



UNDP Microfinance Portfolio Review, page 27

Such a fund would move resources to stronger projects, and would improve country
offices’ incentives to take advantage of the technical unit’s expertise. On the other hand,
there is some sentiment that tying up resources in such central funds just adds more
bureaucracy to the funding process. Further, we did not explore whether feasible sources
for such a fund exist. Therefore, we do not make a definitive recommendation on this
subject, but we think that the idea merits further consideration.

E. Provide substantive training opportunities for staff that are responsible
for managing microfinance programmes.

All projects rated Good had programme managers with substantive training in
microfinance. One of the primary reasons for UNDP’s weak performance in
microfinance is that staff often haven’t had a chance to acquire basic information about
microfinance. This makes it hard for them to monitor programmes effectively and to
recruit good consultants. Many potential recommendations from this Review were
floated on the SEMFIN (Small Enterprise and Microfinance Network). UNDP field staff
evaluated various recommendations in terms of practicality to implement and likelihood
to lead to improvement. The highest score on both counts went to the recommendation to
invest in building the capacity of direct-hire staff. While training does not guarantee good
projects, good projects almost always have programme managers with basic literacy in
microfinance.

IV. Sound practice in microfinance: a brief summary

The purpose of this evaluation was not to develop norms of good practice for
microfinance donors. Those norms already exist, having accumulated over several
decades of experience with successes and failures in many agencies. Not everyone
agrees with all of them, but there is a surprising degree of consensus on them among
people with specialized knowledge of microfinance operations. They are documented in
many places, only a few of which are cited below.”

Almost all of UNDP’s projects have involved direct or indirect funding of retail
microlending to end-borrowers. The good practice guidelines summarized in this section
of the report focus on that type of project, and thus do not cover projects that support
savings initiatives, policy development, or market infrastructure (such as credit reference
bureaus), or projects that provide technical assistance only. There has been less
experience to date with this latter group of projects, and UNDP has done few of them so
far. Even within these limitations, the guidelines here are far from a complete list, and

DIRECT Donor Information Resource Centre (http://www.cgap‘org/direct/); Ledgerwood, J.
Microfinance Handbook: An Institutional and Financial Perspective, Sustainable Banking for the Poor
1998, available at_http://www.microfinancegateway.org/content/article/detail/1455; Building Inclusive
Financial Systems: Guidelines on Good Donor Practice in Microfinance (CGAP Consensus Guidelines,
2004, available at http://www.cgap.org/docs/donorquidelines.pdf).
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occasional over-simplification has been necessary. Some but not all of these guidelines
were tested and further validated in this evaluation; in those cases the relevant findings
are footnoted. But all these guidelines draw from a base of experience much broader than
the set of projects reviewed in this report.

1. Support to retail microfinance should concentrate on developing service delivery
that is sustainable over the long term and able eventually to tap unsubsidized
funds to finance its outreach to very large numbers of poor and near-poor
customers. To accomplish this, microfinance providers need to be as efficient as
possible, charge interest rates that are high enough to cover all their costs, and
maintain very good loan collection.

2. Both microfinance and donor support to microfinance are complex and
challenging. The pioneers learned the business on their own, but it is wasteful to
repeat their learning curve. Good microfinance is much more likely if there is
specialized expertise both on the donor side and the implementers’ side.

3. There is no substitute for knowledgeable direct-hire donor staff. Donor staff
don’t need to be experts. But those who aren’t at least literate about microfinance
seldom hire strong external consultants. It is important for an agency to have (and
use) a strong central technical unit, and to provide appropriate microfinance
training to staff who will be working on microfinance. Projects that are designed
without input from qualified specialists seldom succeed.*

4. Microfinance institutions need to have someone who knows the business,
either someone within their organization, or an experienced external technical
adviser who provides in-depth on-the-ground support (i.e., more than an
occasional week here and there).”

5. Donors do not create good microfinance—implementing organizations do. Most
MFTIs do not have the potential to reach sustainability, principally because of
management limitations. Donors are mainly bettors, not jockeys or trainers.
Their assistance seldom turns weak management into strong management. A
donor’s most important function is to recognize and support capable
managers and institutions. Selecting promising MFIs and weeding out poor

2 Of the 12 projects with Good results, all 12 had Country Office staff with some minimum level of
training in microfinance. Of the 47 projects where involvement of technical expertise could be assessed,
none received a Good rating that did not have specialized expertise involved in project implementation and
monitoring, At the same time, the involvement of technical expertise does not necessarily guarantee a
good project, especially where implementation is being guided by a technical advisor that does not have a
track record of having produced sustainable microfinance, or where meaningful regular reporting is not in
place.

%> The best projects in the UNDP portfolio were paired local organizations with technical service providers
who had a strong, internationally recognized track record in producing sustainable microfinance with local
institutions. In the UNDP portfolio, projects that paired TSPs without track records did no better than
projects with no TSP at all.
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performers requires a combination of expertise and clearly-defined performance
benchmarks.

6. Monitoring should focus heavily on loan collection. Collection tends to be a
useful proxy for broader areas of management competence. Most loan
delinquency is caused by management problems rather than client problems.
MFTs that don’t collect well usually have other serious problems as well, and are
seldom successful in fulfilling their social mission.

7. Microfinance will not work in all settings. Many projects fail because they
were implemented in unsuitable conditions, for instance:

* There are no capable local MFIs/managers available

* No capable technical service provider is available. (The good ones usually
have more business than they can handle.).

* The target region is too unsafe or sparsely populated to permit stable and
efficient operations.

* The intended clients are unlikely to have a stable repayment capacity.
(Indebting destitute people with few or no economic opportunities open to
them is not a service to them. )™

8. Microcredit is only one way to help poor people. In many cases, other tools
may be more cost-effective—for instance, direct grants, food-for-work, health
and education, etc.

9. Microfinance is much more likely to work well when it is delivered through
institutions that specialize in financial services.

10. Donors should give the MFIs they support as much flexibility as possible,
while holding the MFIs accountable for performance. Donors should not build
interest rate caps into their projects. They should leave the choice of regions and
types of clients to the MFI, if at all possible.

11. Donor agreements with MFIs, including reporting requirements, should focus as
much as possible on achievement of performance targets by the MFI as a
whole, rather than on controlling specific uses of the donor’s own funding. Good
reporting takes serious planning and work. If setting up a reliable reporting
system is impractical, the better option would be to use some other tool rather
than microfinance.

12. An MFI’s reporting to the donor, as well as the donor’s reporting within its
agency, needs to include reliable information on key performance

26 Of the 20 projects implemented in difficult environments, including conflict or post-conflict settings or
remote or very sparsely populated areas, only 1 was rated Good. 10 of the projects were rated unacceptable.
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indicators—at a minimum, outreach, loan collection, and cost coverage.27 These
variables would usually be the most important targets in a performance-based
loan or grant agreement with an MFI. Attachment 6 is a guide to calculating and
interpreting these indicators.”® Attachment 7 describes how to calculate and
interpret the key performance indicators in microcredit.

13. Donors should usually avoid government involvement in design or
implementation of credit projects. It greatly lowers the odds of success.”

14. Over-ambitious budgets or schedules create disbursement pressure that often
damages MFIs by interfering with the orderly development of their business and
systems.

15. Microfinance should be lodged in stand-alone projects wherever possible.
Credit components in broader projects tend to receive insufficient attention, and
their financial-service objectives can be distorted by other goals in the broader

. 30
project.

16. Community-managed revolving loan funds, where the community group
receives a substantial infusion of external funds early in its life, and lending and
collection are not professionally managed/supervised, have such a dismal track
record that such projects are practically never a wise gamble.’'

17. Donors should avoeid injecting funds for targeted lending into member-owned,
savings-based institutions such as credit unions or other savings and loan
cooperatives. The experience with such projects is that they discourage savings
mobilization, they tend to create an unhealthy borrower domination of the
institution, and they often get the institution into kinds of credit that it does not
know how to manage.

18. Donors should aveid projects that are too small to command sufficient attention
from donor staff and to allow for recruitment of competent technical advisers.>

*7 Breadth of outreach is measured in terms of number of active clients with loans (or savings accounts,
etc.) in force at a specific point in time. In projects that are focused on particularly poor clients, depth of
outreach should also be reported. Average loan size (or average outstanding balance) is a very rough proxy
for client poverty; other techniques are available that produce a more reliable picture of client poverty.

*» UNDP projects that reported well performed significantly better than those that did not.

* Of the 12 projects rated good, 11 had no government participation in design or implementation.

%% Not a single microfinance component in a larger UNDP community development project got a Good
grade.

*' Even though the 14 revolving loan fund projects reviewed were held to lower standards, not a single one
was rated Good.

3 Of UNDP’s 66 projects, 17 had budgets below $500,000. Only a single project with a budget of less
than $1 million received a Good grade. On the other hand, very large budgets may created damaging
disbursement pressures.
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19. Implementing good-practice principles will probably reduce the number of
microfinance projects an agency does, as projects that don’t meet appropriate
criteria are screened out.

V. Conclusion

This evaluation and its recommendations deal almost exclusively with direct support to
retail microcredit operations, because this has been the predominant focus of UNDP’s
microfinance work so far. The same has been true for most donors. However, the field
of microfinance today is broadening its horizons along several dimensions. More
attention is being paid to other financial services that poor people need and use, including
savings, remittances, and insurance. As the industry develops, donors are increasingly
active in supporting legal and regulatory regimes that favor microfinance development.
There is more stress on the importance of market infrastructure such as credit bureaus,
audit services, and information technology, and mechanisms for transparent disclosure of
financial condition and performance. More basically, there is increasing optimism that
many microfinance services can be integrated into the main-line financial system, rather
than remaining the preserve of an isolated set of not-quite-banks. These are all good
developments.

The future of microfinance in UNDP will be broader than just funding credit operations
of individual microfinance institutions. But the credit-focused findings of this evaluation
are not quite passé--yet, at least. In the first place, most of UNDP’s projects for the next
five years or so will probably continue to involve funding of retail microlending, even if
the proportion of such projects declines. Secondly, the general experience has been that
policy and infrastructure initiatives are much more likely to bear fruit when a solid base
of successful retail operations has been established. The same is true of efforts to get
main-line institutions like commercial banks to “downscale” into microfinance.

CGAP is very conscious of—and grateful for—the trust that UNDP has reposed in us by
asking for this evaluation. We have tried hard to execute it in a way that justified that
trust. We hope that our colleagues at UNDP will find it useful.
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Attachment 1: Peer Review Report

United Nations Development Programme (UNDP) and United Nations Capital
Development Fund (UNCDF) Letter to Management

Executive Summary

A team comprising Nimal Fernando of AsDB, Arlina Tarigan-Sibero of KfW, and Brigit
Helms and Alexia Latortue of CGAP, conducted a Donor Peer Review of the United Nations
Development Programme (UNDP) and the United Nations Capital Development Fund
(UNCDEF) in New York from 21-25 October, 2002. The review is part of a 20-agency initiative
launched by UK Secretary of State Clare Short and CGAP to tackle aid effectiveness by using
microfinance as a test case.

The Peer Review focused on the internal procedures, practices and processes of UNDP to
identify success factors and constraints that influence the effectiveness of the agency’s
microfinance operations. The review also looked at how UNCDF/Special Unit for Microfinance
(UNCDF/SUM), the lead technical unit for microfinance in the UNDP group, can best support
UNDP’s Country Offices and relevant units based in New York. SUM organized meetings with
over 60 people from UNDP’s Country Offices, including numerous Resident Representatives
(RRs) and Deputy Resident Representatives (DRRs), the Sub-regional Resources Facilities
(SURFs), Regional Bureaus, the Bureaus for Development Policy (BDP), Management (BOM),
and Crisis Prevention and Recovery (BCPR). In addition, meetings were held with the
Evaluation Office, Operations Support Group (OSG), Office of Audit and Performance Review
(OAPR), the Office of the Administrator, and UNCDF. The team shared initial findings with
UNCDF Executive Secretary Normand Lauzon, and UNDP and UNCDF staff on 25 October.

The Peer Review team considered its visit timely, given the on-going UNDP transformation to
become a network organization. The review also coincided with the arrival of Peter Kooi as the
new SUM Director. The team hopes that this letter to management will contribute specific ideas
on how UNDP can improve the quality of its microfinance operations, and how UNCDF/SUM
can spread microfinance good practices throughout the UNDP group.

This letter outlines UNDP and UNCDF/SUM’s strengths and challenges, and presents a number
of specific recommendations for improving quality and effectiveness. A matrix at the end of the
letter provides a summary of the key findings and recommendations organized around six
strategic areas. The Peer Review team’s recommendations fall into five main categories:

» Achieve a shared agency-wide understanding of pro-poor financial services. UNDP and
UNCDEF/SUM should develop, and top management should endorse, a common definition of
pro-poor financial services and their contributions to poverty reduction and the MDGs.

» Improve Accountability. UNDP should undergo a portfolio review and integrate transparent
mechanisms to improve accountability, as a pre-requisite for results-based management.

» Improve Quality. As a top priority, UNDP should take concrete actions and provide
incentives to improve and consolidate its microfinance portfolio. Uneven quality of
operations could threaten the agency’s brand name as a whole, not just in microfinance.
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» Retain and strengthen SUM. The vast majority of SUM’s time should be spent on spreading
good practices by providing technical assistance to Country Offices.

» Leverage. UNDP should leverage its limited resources, experience on the ground, and
knowledge infrastructure to become more effective.

Background

Early in 2002, CGAP and DFID’s Secretary of State Clare Short launched an initiative to
improve aid effectiveness, using microfinance as a test case. As a first step in this initiative, 20
bilateral and multilateral development agencies, including UNDP and UNCDF, volunteered to
participate in a series of Donor Peer Reviews. These Peer Reviews are not evaluations or
detailed portfolio reviews, but rather focus on each agency’s internal procedures, practices, and
processes in order to identify success factors and constraints to good practices in microfinance.

The short but intensive reviews result in concrete recommendations for each agency and should
lead to commitments by senior management to specific changes that improve the effectiveness of
their agency’s microfinance operations. It is expected that the analysis and recommendations
may also apply to other areas of development assistance pursued by each agency.

A Peer Review team including Nimal Fernando, Lead Rural Finance Specialist of the Asian
Development Bank (AsDB), Arlina Tarigan-Sibero, Senior Sector Economist of Kreditanstalt fiir
Wiederaufbau (KfW), Brigit Helms, Lead Microfinance Specialist of the Consultative Group to
Assist to Poor (CGAP), and Alexia Latortue, Microfinance Specialist of CGAP, visited UNDP
and UNCDF in New York from 21-25, October 2002. The review team interviewed over 60
people. About half the interviews were conducted by telephone to UNDP’s Country Offices
(including eleven RRs and five DRRs), SURFs and technical partners. In headquarters, the team
met with the Regional Bureaus, the Evaluation Office, BDP, BOM, OSG, OAPR, and BCPR.
The team also met with Z¢éphirin Diabré in the Office of the Administrator. Subsequent to the
peer review on 20 November, CGAP staff briefed Mark Malloch Brown on the review findings
and recommendations.

Follow-up to the Peer Reviews is envisioned both at the agency-specific level and across all
agencies participating in the exercise. The review team and CGAP are available to discuss the
recommendations contained in this letter in more detail and to support their implementation. The
team’s findings for UNDP and UNCDF will also be combined with those from other agencies in
a synthesis report. Overall results and issues for agencies to tackle jointly will be discussed in
various fora involving technical staff and senior management. A final meeting of Ministers and
heads of agencies participating in the Peer Reviews will be organized upon completion of all the
reviews in 2003 to share experiences and reforms made as a result of the exercise.

This letter outlines UNDP and UNCDF/SUM’s strengths and challenges in applying good
practice in microfinance. It then presents a number of specific recommendations. Finally, a
summary matrix presents key findings and recommendations according to six analytical areas.

Strengths and Implications of UNDP’s Transformation

UNDP exhibits a clear commitment to helping developing countries reduce poverty.
Internationally lauded for its “Human Development Report,” UNDP espouses a holistic concept
of poverty that encompasses many dimensions of human development. These dimensions
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include income poverty, but also emphasize the need for women’s empowerment, equity, social
inclusion, and respect for human rights. Moreover, UNDP has joined the international pledge to
reach the Millennium Development Goals (MDGs) and to cut poverty in half by 2015.
UNCDF/SUM possesses an equally clear commitment to helping build sustainable financial
institutions that serve the poor and those without access to formal, banking services in
developing countries.

The visions of UNDP and UNCDF/SUM are compatible when it comes to microfinance. The
emerging global vision of microfinance is about ensuring poor people’s continued access to a
broad range of financial services--savings, credit, insurance, payment systems--thus empowering
them to make their own choices about purchasing healthcare, improving shelter, sending children
to school, protecting against risks, and building physical and social assets. Adopting a business-
like approach centered on achieving sustainability is the only way to ensure that financial
services will be available on a permanent basis. Sustainability ensures the on-going social
returns of financial services projects.

Strengths

Drawing on this deep commitment to poverty reduction and building sustainable financial
institutions, UNDP and UNCDF exhibit the following strengths:

* As a UN organization with international staff and presence in 166 countries, UNDP is
considered a neutral, trusted development partner of governments. Resident Representatives
(RRs) invest heavily in building close relationships with government officials and generally
have good access to them. UNDP is also considered a long-term partner, often staying in
countries in turbulent times when other development agencies opt for evacuation. Many
UNDP staff believe that the bond of trust it has with governments is the agency’s main
comparative advantage, especially given the current emphasis on upstream, policy work.

* UNDP’s highly decentralized structure reflects the agency’s commitment to promoting
nationally-owned development solutions. Among the most decentralized of all donor
agencies, UNDP values local knowledge and participatory processes that gather inputs from
government and civil society at the community levels. UNDP staff often work throughout
the countries in which they operate, not only in the capital city. The majority of projects are
conceived, designed and approved locally. Because microfinance is an information-intensive
activity, being close to the ground helps ensure the development of client-responsive
financial services.

* The “UNCDF Working Paper on Microfinance” of 1999 lays out a major shift in the
agency’s microfinance policy that fully reflects internationally accepted good practices, and
provides operational guidelines to identify and build sustainable financial institutions that
serve the poor. The microfinance policy includes clear criteria for how and when UNCDF
should support financial services for the poor. In addition, UNDP’s Operational Policy for
microfinance (programme manual) reflects internationally accepted good practices.

* UNDP has privileged access to the excellent technical services of the internationally
recognized, dedicated microfinance unit of UNCDF. UNDP staff that have worked with
UNCDF/SUM uniformly praise its technical competence and exceptional service. Country
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Offices appreciate the proximity and field knowledge of the roving SUM regional advisors as
well the unit’s vast network of international and local consultants.

* SUM’s commitment to development effectiveness and technical rigor is evidenced by the
bold step it has taken to close down several poorly performing projects that were present in
the UNCDF portfolio before SUM was merged with UNCDF, and to assist UNDP to
terminate similar projects. Very few other instances of donors shutting down projects exist.
Typically, donors wait out projects’ natural end, even when they are ineffective, rather than
take the unpopular and difficult decision to close a project early. SUM’s actions create a
positive precedent and are to be commended.

* SUM'’s menu of services lay the groundwork for spreading microfinance good practices
throughout UNDP. The services run the gamut from supporting a learning agenda (e.g.
SEMFIN) and running a capacity building programme to offering technical advisory services
(TAS). Through its substantial investment in classroom and distance learning training
products, SUM has become one of the few sources of first-rate microfinance training for
donors. Numerous donor agencies send their staff to SUM training sessions. MicroStart is
an effective vehicle to introduce good practices to countries, foster dialogue among financial
intermediaries and to help accelerate the emergence of promising microfinance institutions.
MicroStart has incorporated the recommendations of the global mid-term evaluation and is
demonstrating more flexibility to support different types of institutions that can reach both
sustainability and scale. Through co-investing with UNDP and the TAS, SUM offers highly-
valued, hands-on technical assistance.

* UNDP’s main instrument, grants, are very flexible and conducive to supporting financial
services for the poor, especially in the important area of capacity building. The ability to
support relatively small projects (under 5 million USD) is critical for microfinance, and other
private sector activities, where technical inputs, not a lot of money is needed. In addition to
grants, UNDCF/SUM can also give loans.

* UNCDF/SUM has identified young and emerging markets without a lot of microfinance
activity as its niche. Many donors shy from working in emerging markets and with young
institutions. Supporting this market niche both builds on the strengths of UNCDF and
UNDP, and paves the way for other donors to come in at a later time when the market and/or
institutions are more mature.

Implications of UNDP’s Transformation

UNDP is in the midst of an operational transformation introduced by the current Administrator
with the full backing and commitment of resources on the part of top management. The purpose
of the transformation is to improve UNDP’s overall effectiveness and flexibility. The vision of a
new UNDP focused on information-brokering and systemic results promises significant
opportunities to improve the agency’s effectiveness in microfinance.

Staff find many of the ideals of UNDP’s transformation positive and hope they will materialize.
There is a lag, however, between the implementation of the transformation at the policy level and
changes in practices at the operational level. The transformation will disappoint if the
organizational culture, mindset and incentives are not aligned to match the new philosophy,
structure and systems.
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Promising... ...but should consider
Network * information infrastructure in * staff feel bombarded by too much, sometimes
Organization place (networks) irrelevant and low-quality information
* opportunity for headquartersto | ®* lack of clarity on how headquarters can
add value by providing support transition from a hub and spoke structure to a
services to Country Offices demand-driven service center (this would require
* trend towards more technical a new service orientation on the part of staff)
know-how (SURFs, T system) * institutional culture of distrust and Country
Office reluctance to engage with headquarters
* how to share uniform standards across 166
UNDPs?
* uneven perception of quality of advice from
SURFs
* weak technical capacity of RR and DRRs and
lack of technical career track
Upstream * moving from isolated projects » credibility and effectiveness at the policy
Approach to more systemic, policy approach level requires solid, grounded, hands-on
experience at the retail and meso levels
* no clear comparative advantage in working at
policy level in the financial sector
Results-based * focus shifting from inputs to * incentives for good programming and results
Management development results and outcomes are weak or non-existent
Challenges

Some aspects of UNDP’s organizational culture and incentive structure pose challenges for its
ability to effectively deliver quality development assistance in general.

There is a mismatch of incentives for staff, especially RRs and DRRs, to mobilize resources
and develop close relationships with governments on the one hand, and to ensure the quality
of operations on the other. Numerous staff indicate that the incentive for RRs to satisfy
requests from governments is stronger than the incentive to heed sound technical advice.
The resource mobilization strategy could pose risks if divergent priorities and/or
disbursement pressures weaken quality standards.

The cultural focus and highly-valued RR career track that emphasizes process and
partnerships can lead to a neglect of results and development impact. The lack of incentive
or career track for staff to specialize in a technical area means that the largely generalist staff
are unable to provide technical inputs to projects and adequately supervise consultants.
Appropriate technical expertise, however, is necessary to ensure effective microfinance
operations. While other donors can learn from UNDP’s participatory approaches, process
cannot replace the delivery of demonstrable results.

Insufficient knowledge is created, shared and used for decision-making. The agency faces
several challenges in this regard. How can staff be spared from information overload while
having access to quality, “just-in-time” information? How can network managers strike a
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balance between creating a welcoming platform for all views while preventing the spread of
misinformation or ill-conceived advice?

More specifically, UNDP and UNCDF/SUM face a number of challenges to maximizing their
effectiveness in supporting pro-poor financial services.

* Staff at UNDP approach microfinance from multiple perspectives which often leads to the
inconsistent application of good practices. Some see microfinance as an input for
environment projects or a tool for social mobilization. Others view it as a resource transfer
to vulnerable communities, e.g. in post-conflict situations. Few espouse financial systems
approach centered on building sustainable financial institutions. It is not uncommon for
country missions to have several microfinance projects or components of multi-sector
programmes simultaneously, all deploying divergent strategies. These numerous, and often
narrow, perspectives are not necessarily negative in and of themselves, but they often result
in poor performance and lack of sustainability because of conflicting and mixed objectives.

* This multiplicity of views means that there is no clear articulation of how microfinance can
help UNDP achieve its goal of poverty reduction, or how it relates to the Millennium
Development Goals (MDGs). Further, in the highly decentralized UNDP, it is unclear how
such a vision, were it to be developed, would be disseminated and internalized by staff.

* UNDP’s limited private sector experience poses challenges to working in microfinance
which is an inherently private sector activity. Traditionally, UNDP works very closely with
governments and often uses ministries for national execution of projects. Experience has
shown that in order to have effective microfinance, governments should not be directly
involved in the delivery of financial services. This activity is best taken on by private sector
actors. The more appropriate role for governments is to help create a supportive enabling
environment that allows the private sector to function properly. Donors should support
improvements in the enabling environment and/or private entities that provide microfinance.
With respect to funding private entities, donors should think and behave more like investors,
clearly defining their expected social and financial return on investment.

* Microfinance does not appear anywhere in UNDP’s management structure (ROAR, current
information systems, internal audit system, etc.). Pro-poor financial services are neither a
practice area nor a service line. Microfinance’s invisibility means that projects with financial
services are “tagged” under different names and often do not receive microfinance specialist
attention. Yet, microfinance is proliferating in many countries and projects. The ROAR
indicates that 77 countries are active in “access to productive resources and assets” and it can
be assumed that a large number of these interventions include credit lines or revolving funds.

* Knowledge about the microfinance portfolio is inadequate throughout UNDP. To meet the
challenge of results-based management, the agency must have transparent mechanisms to
hold itself accountable. Accountability without knowledge of the performance of the
portfolio is not possible. The challenge of getting portfolio information has three
dimensions. The first is linked to defining microfinance and identifying which projects have
microfinance in them. The second dimension has to do with the existing management results
framework and its inability to track microfinance-specific relevant portfolio information.
Finally, it appears that institutional incentives for staff to collect portfolio information on a
regular and timely basis do not exist.
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* UNDP’s highly decentralized structure, though very positive in many respects, presents a
challenge for quality assurance. Staff repeatedly mentioned that there are virtually no
incentives, positive or negative, for individual Country Offices to follow agreed-upon
standards. The uneven application of standards within UNDP leads to the substandard
quality of microfinance projects and financial components of multi-sector projects. Large
credit lines directed at target groups for specific purposes with highly subsidized interest
rates persist, as does a culture of low expectation of full reimbursement. Impact is often not
achieved, or is time-bound to the duration of a project, i.e. not sustainable.

* Uneven quality of operations threaten the agency’s brand name as a whole, not just in
microfinance. A poorly performing credit component or revolving loan fund (even a small
one) can distort local markets and make it difficult for other donors to support sustainable
microfinance programmes, thus undermining support for UNDP from its core donors.

* Safeguards or systematic mechanisms to ensure that microfinance projects or components
receive adequate technical inputs do not exist. Country Offices that design and manage
microfinance projects and/or components often do not consult appropriate expertise such as
qualified technical resources in-country or SUM. When this expertise is tapped, it is often
too late in the process. Especially in the case of finance components of multi-sector projects,
UNDP staff may not even know that they need microfinance specialist input to avoid creating
unsustainable structures and distorting markets. It is very difficult and time-consuming to
correct bad practices that are built into project designs.

* Not all Country Offices are familiar with SUM and therefore often choose sub-optimal or no
microfinance specialist advice at all. Conversely, SUM does not know the full extent of the
UNDP microfinance portfolio. The unit’s strong point--its technical skills and rigor--can
make it appear unapproachable to some staff, especially those without a financial background
and/or knowledge of sound microfinance principles. SUM has not done enough to dispel this
perception. There are also questions of how the still largely centralized, small SUM can best
serve the highly decentralized UNDP. When Country Office staff consult resources other
than SUM, for example the SURFs and locally available consultants, they may be prioritizing
proximity, availability for travel on short notice, and local knowledge over quality.

* The potential demand from UNDP for SUM’s services is huge and risks overwhelming the
unit, especially if SUM reaches out more proactively to Country Offices. A few Country
Offices have already been frustrated by the difficulty of getting a SUM staff to their country,
although responses to phone calls and emails are always rapid. SUM does not have a clear
strategy that defines the manner in which it prioritizes its work (geographically, type of
project, etc.) or criteria for how to respond to demands from Country Offices.

* SUM operates within an uncertain budgetary environment. SUM’s management does not
know its annual budget from year to year. Although SUM is a global service unit that serves
all of UNDP, it is constrained to using its own resources in LDCs due to UNCDF’s mandate.

Recommendations

The Peer Review team has the following recommendations to build on UNDP and
UNCDEF/SUM’s strengths, and to improve the effectiveness of microfinance operations.
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1) UNDP and UNCDF need to achieve a shared, agency-wide understanding of
microfinance, its contributions to poverty reduction and the achievement of the MDGs, and how
best to support sustainable financial services for the poor.

Develop Vision Statement that defines and links pro-poor financial services to UNDP and
UNCDF'’s core priorities. The gap between UNCDF/SUM’s clear vision of sustainable
financial services and the panoply of views on microfinance within UNDP should be bridged.
SUM should take the lead, drawing from UNCDEF’s microfinance policy, to draft a short Pro-
Poor Financial Services Vision Statement. The Vision Statement should make the case for
how building financial systems that serve the poor is important for reaching the MDGs. The
statement should be developed in an inclusive manner with full participation from staff in
other sectors (e.g. post conflict).

Re-affirm commitment from the top. The Vision Statement should be circulated to all
Country Offices, SURFs and Headquarters staff with a note of endorsement from the
Administrator. This message from the top will help ensure that that the statement is viewed
and embraced as a UNDP-wide vision.

Integrate into practice areas. The Administrator’s commitment to microfinance should be
translated into concrete action by ensuring that pro-poor financial services appear in UNDP’s
management structure. Pro-poor financial services should be integrated as a service line,
possibly under poverty reduction where it currently resides informally. Should a PSD
practice area be created in the future, that would be an even more appropriate institutional
home given that microfinance is inherently a private sector activity and requires a business-
like approach. Embedding microfinance within a PSD approach would by no means
diminish its cross-cutting contributions to many sectors such as education, environment,
health, and agriculture.

Engage RRs and DRRs. Because RRs and DRRs are the strategy setters and operational
leaders with great influence on Country Office operations, a concerted effort should be made
to get them to buy-in to the Vision Statement. The cluster meetings may be an appropriate
mechanism to disseminate the statement. Additionally, a short (approximately, two hour)
presentation on the links between pro-poor financial services and poverty reduction should be
developed specifically for RRs and DRRs. Additional sessions to expose DRRs with more
detailed information on basic good practices, SUM’s services, performance indicators and
consultant selection may also be appropriate.

2) UNDP should back its commitment to results-based management by integrating transparent
mechanisms to improve accountability.

Conduct UNDP-wide microfinance portfolio review. The review team congratulates and
endorses the Administrator’s decision to undertake a portfolio review of UNDP’s
microfinance operations in 2003. The review should be conducted by an independent third
party, with SUM playing a facilitating and supporting role by handling the preparation and
data collection process at the direction of the independent party. A prerequisite for a
meaningful review is to define criteria for identifying the portfolio, given that many projects
with microfinance components are not readily recognizable. It would also be important that
the review compares the actual on-the-ground performance of UNDP microfinance projects
both to internationally accepted microfinance standards and to the new vision of
microfinance to be developed within UNDP. All relevant staff should be briefed on the
purpose of the review as a learning opportunity upon which future decisions on microfinance
can be taken. The results should be disseminated widely in the spirit of improving
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accountability and planning future steps in line with UNDP’s objective to increase aid
effectiveness and sustainability of development efforts in light of the MDGs. Given UNDP’s
transformation stage, care should be taken that findings are not misinterpreted by some as a
means to assign blame. Significant time and resources should be dedicated to define and
implement a post-review action plan.

Define and introduce a few, carefully selected performance standards in the management
results framework. UNDP should select a few standards against which to continuously
monitor the portfolio’s performance, including indicators on portfolio quality, financial
sustainability, efficiency, and client outreach. Internationally developed performance
standards for microfinance exist, and SUM already has a good microfinance reporting
system. These indicators should then be included in the ROAR and ERP. All projects with
financial services, whether component or stand-alone, should regularly report the
information. SUM should work with Country Offices to make sure that DRRs, project focal
points (ARRs, NPOs, JPOs), and advisers understand the rationale behind the chosen
indicators. Targeted training for technical implementers and executing agencies on the
reporting system may also be required. Finally, the Evaluation Office and Office of Audit
and Performance Review should also understand how to check compliance with the chosen
targets.

3) Building a framework for accountability is an important step, but UNDP also needs to take
concrete actions, including providing incentives, to improve quality.

Incorporate microfinance expertise early on and often in the project cycle. All RRs and
DRRs should be made aware that high quality microfinance expertise is needed in all
microfinance projects or components. Expertise should be involved as early as possible,
even before project design. For example, Country Offices should consult with SUM before
entering into discussions or negotiations with government officials on microfinance. When
SUM is not available, Country Offices should seek its advice on good consultants. In many
countries, qualified local consultants are available. Country Offices should use SUM’s vast
network to identify the best resources. It is better to delay programming than to go without
the appropriate technical inputs, despite the fact that this course of action presents risks for
RRs who have the often difficult responsibility of mobilizing resources and developing close
relationships with governments.

Clean up and consolidate the portfolio. Following the portfolio review, a strategy should be
defined to improve the portfolio. In some cases, it may be necessary to close down projects.
Closing projects is a difficult and time-consuming task that SUM has already undertaken in
several countries. During the consolidation period, the pipeline of new microfinance projects
could slow down significantly. UNDP should prioritize the consolidation and learn from
mistakes and ineffective projects

Encourage stand-alone microfinance projects whenever possible. Finance components of
multi-sector projects have historically performed poorly across all agencies. Microfinance
specialists should collaborate with colleagues in other sectors to understand the needs of
populations in specific circumstances, i.e. rural, post-conflict, high HIV/AID prevalence
areas. However, the design, implementation and supervision of financial services projects
must be done by staff with the proper knowledge and experience of microfinance. For this,
financial services should be either stand-alone projects or well-defined and separately
managed components.

Build on the “T” approach. The “T” approach to developing deep technical skills in one
specific area of the next generation of managers is very positive. Recruiting and training
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RRs and DRRs interested in specialist knowledge should be continued and accelerated.
While managers cannot all become experts in the many UNDP practice areas and service
lines, they can become “intelligent consumers” aware of their limitations and armed with
questions to ask of specialists.

Offer incentives for good practices. Incentives to encourage staff to seek specialist advice
and to increase their own knowledge should be created. For example, Country Offices using
the new reporting system or showing the best performance in microfinance could be
rewarded with scholarships to international training sessions or their successes could be
written up in widely-read UNDP publications.

4) Retain and strengthen UNCDF/SUM’s role as a cohesive global unit with the primary task
of providing technical services to UNDP’s Country Offices.

Retain SUM as a cohesive, global unit with adequate resources to be the microfinance
reference point for the UNDP group. In partnership with UNDP Country Offices, SUM has
a critical role to play in improving the quality of microfinance and protecting UNDP’s brand
name. Given how quickly the microfinance field is evolving and the need for more work at
the vision and strategy level on microfinance within UNDP, it makes sense to keep a critical
mass of professionals together in New York.
SUM should focus on supporting UNDP in a strategic manner. Over the medium term (one
to two years), the urgent need for improvement is with the UNDP portfolio. SUM should
spend the bulk of its time providing services to UNDP Country Offices. SUM should further
develop a clear strategy for how it will organize its offer of services to the vast network of
UNDP Country Offices. There is likely to be a lot of work following the portfolio review.
SUM staff should build on existing services and develop new services and approaches to
develop constructive relationships with UNDP staff. Examples include:
- continue to offer and refine TAS, training and MicroStart products
- develop a specific strategy to work more effectively with the SURFs, including the
maintenance of a regional microfinance expert database
- segment the market of potential clients within UNDP and craft messages to reach all
levels, with a special focus on senior management, RRs and DRRs
- develop short, operational “how to” notes that are easy to understand on subjects
related to financial services for the poor; pay particular attention to areas which
UNDP prioritizes, for example, post-conflict, environment, and empowerment
- establish clear criteria for how Country Offices can access each type of service
offered and how resource allocation decisions will be made
publicize SUM’s menu of services via existing mainstream UNDP media
SUM staff should keep their operational edge by maintaining some strategic direct
investments. It is important that SUM staff have direct control over a pool of their own
money for investments, while ensuring that managing them does not consume too much time
and does not distract from the priority task of spreading good microfinance practices in
UNDP. First, the UNCDF budget for this purpose must be fully clarified to facilitate
planning. In addition, UNDP Senior Management should create and mobilize resources for a
Microfinance Trust Fund for UNCDF/SUM to manage, enabling them to work in a more
agile way in all countries, including the LDCs. The funds (both UNCDF and the trust fund)
would provide SUM with the flexibility to seize opportunities to invest in, for instance,
potential “show-how” institutions or to co-invest with Country Offices, providing incentives
for adherence to good practices.
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SUM should increase the number of regional advisors in strategic regions. The regional
advisors should be used to provide decentralized support to Country Offices. They should be
recruited and located in a manner that supports the strategy SUM will establish for how best
to support UNDP’s Country Offices.

Assess feasibility of UNCDF becoming an executing agency. SUM may be able to support
UNDP more directly, quickly and with fewer bureaucratic hurdles if UNCDF were to
become an executing agent. A quick cost/benefit analysis should be completed (not a long,
complex and drawn out feasibility study) for decision making.

5) UNDP should seek leverage of its limited resources, experiences on the ground and
knowledge infrastructure to become more effective.

Seek technical as well as financial leverage. UNDP should develop constructive
partnerships with other donors to share technical staff in-country, jointly develop
microfinance support strategies for countries, and to exchange lessons learned from various
experiences. Other donors should not be seen only as a potential source of funds.

Enhance quality and application of knowledge for decision-making. Tools such as the
Semfin newsletters and technical replies, short, operational notes, and moderated virtual
conferences on specific topics help to transform raw information into useful knowledge.
Programme managers should have time built into their terms of reference (TORs) to engage
in knowledge management. Moreover, the regional bureaus should ensure that mechanisms
are found to exchange lessons learnt across regions.
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Analysis Recommendations
1. Strategic Clarity | * UNDP’s vision: poverty reduction and the MDGs; *  Develop Vision Statement that defines and links
& Organizational | UNCDF/SUM’s vision: building sustainable financial institutions pro-poor financial services to UNDP and UNCDF’s core
Culture - visions are compatible with the emerging global vision of priorities

microfinance * Administrator should endorse the Vision Statement
* UNDP’s transformation into a network organization focused and circulate it to all New York and Country Offices
on results-based management is positive, but organizational * Integrate pro-poor financial services as a service
culture, mindset and incentives lag behind line possibly under poverty reduction or, should a
* UNDP is a neutral, trusted, long-term development partner to Private Sector Development (PSD) practice area be
developing countries and enjoys good access to governments created in the future, under PSD
* “UNCDF Working Paper on Microfinance” and UNDP * Engage RRs and DRRs to ensure that they fully
operational policy reflects internationally accepted good practices | buy-into the vision statement through specially crafted
* SUM’s niche: young & emerging microfinance markets presentations and messages
e UNDP staff approach microfinance from multiple perspectives
leading to the inconsistent application of good practices
* No clear articulation of how microfinance can help UNDP
achieve its goal of poverty reduction and meeting the MDGs
e UNDP’s limited private sector experience poses challenges to
working on microfinance, an inherently private sector activity
*  Microfinance does not appear anywhere in UNDP’s
management structure (ROAR, current MIS, internal audit system)
* Institutional culture that emphasizes process and partnerships
can lead to a neglect of results

2. Technical * UNDP and UNCDF have privileged access to an e Retain SUM as a cohesive, global unit with

Expertise & internationally-recognized, dedicated microfinance unit, SUM adequate resources and a critical mass of professionals
Resources * UNDP Country Offices that have worked with SUM highly in New York

value the technical competence of its staff, roving regional e SUM’s priority should be to support UNDP in a
advisors, and vast network of consultants strategic manner to help improve its portfolio; SUM
* SUM offers a varied menu of services for spreading good should develop a more clear strategy for how it will
practices throughout UNDP, including a learning agenda, capacity | organize its offer of services to the vast network of
building programme, and technical advisory services UNDP Country Offices; specifically, it should find out
* Not all Country Offices know about SUM and some find the how best to work with the SURFs
unit too technocratic and somewhat unapproachable * SUM staff should keep their operational edge by
* Potential demand for SUM’s services risks surpassing maintaining some strategic direct investments
capacity; SUM lacks a clear strategy, understandable by all e UNDP Management should create and mobilize
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Country Offices, to prioritize its work

* SUM operates within an uncertain budgetary environment

* RRsand DRRs are often technically weak

* SURFs are a means to increase technical expertise, but there is
an uneven perception of the quality of advice from SURF advisors

resources for a Microfinance Trust Fund for SUM to
manage, gaining the flexibility to work in non-LDCs
* Continue to build on “T” approach

*  Conduct a quick cost/benefit analysis to study the
feasibility of UNCDF becoming an executing agency

Organizational
Structure & Flows

* Highly de-centralized UNDP values local knowledge which is
useful for developing client-responsive financial services

* UNDP’s decentralized structure presents challenges for
quality assurance across 166 UNDPs

*  Uncertain how the small, largely centralized SUM can best
serve the highly decentralized UNDP

*  Culture of distrust and Country Office reluctance to engage
with headquarters

* Information infrastructure exists (networks), but UNDP faces
challenges in ensuring that appropriate knowledge is created,
shared and used for decision-making

*  SUM should increase the number of regional
advisors in strategic regions to provide decentralized
services to Country Offices

* SUM should segment the market of potential clients
within UNDP and craft messages to reach all levels,
focusing on senior management, RRs, and DRRs

* Establish clear criteria for how Country Offices can
access each type of service offered

e SUM should publicize its menu of services via
existing mainstream UNDP media

* Build in tine for knowledge management in UNDP
staff’s TORs
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Instruments and
Incentives

* UNDP’s main instrument, grants, are very flexible and
conducive to supporting financial services for the poor

* UNDP has the ability to support relatively small projects

* Mismatch of incentives for staff to mobilize resources and
develop close relationships with governments on the one hand, and
to ensure the quality of operations on the other

* Highly-valued RR career track that emphasizes process and
partnerships serves as a disincentive for staff to specialize

* Incentives for good programming are weak or non-existent

* Encourage stand-alone microfinance projects
whenever possible

* Offer incentives to encourage staff to seek specialist
advice and to increase their microfinance knowledge
such as offering scholarships and highlighting good
performance in UNDP publications

*  SUM should co-invest with Country Offices,
providing incentives for adherence to good practices

Project Cycle

e Uneven application of standards across UNDP microfinance
projects

* Inadequate knowledge of the portfolio makes it difficult for
UNDP to meet the challenge of results-based management

* systematic mechanisms to ensure that microfinance projects or
components receive technical inputs do not exist

* SUM has helped closed down poorly performing projects in
the UNCDF and UNDP portfolios

*  Conduct a UNDP-wide microfinance portfolio
review; prepare for the review by defining criteria to
identify the portfolio

* Define and implement a post portfolio review action
plan to clean up and consolidate the portfolio

* Define and introduce a few, carefully selected
microfinance performance standards in the management
results framework (ROAR, ERP)

* Incorporate microfinance expertise early on & often

Future
Microfinance
Operations

* Uneven quality of operations threaten brand name of UNDP
* UNDP has no clear comparative advantage in working at the
policy level in the financial sector

* Seek technical as well as financial leverage from
partnerships with other donors




