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Executive Summary

A team comprising Gabriela Braun of GTZ, Stav Zotalis of Australian Aid, and Brigit Helms and
AlexiaLatortue of CGAP conducted a Donor Peer Review of the Norwegian Devel opment
Cooperation agencies in Oslo from 4-7 June, 2002. Thereview is part of a 21-agency initiative
launched by UK Secretary of State Clare Short and CGAP to concretely tackle aid effectiveness
by using microfinance as a test case.

The Peer Review focused on the internal procedures, practices and processes of NORAD to
identify the success factors and constraints that influence the effectiveness of the agency’s
microfinance operations. The Technical Department’s (TD) microfinance specialist provided
the team with an orientation to the Norwegian Devel opment Cooperation community and
organized meetings with over 30 staff members from throughout NORAD, the Ministry of
Foreign Affairs, Norwegian NGOs and Norfund. The team briefed State Secretary Olav Kjorven
on 6 June and NORAD management and staff on 7 June.

The Peer Review’ s visit was timely, given the current review of Norway’s overall development
cooperation structure, and NORAD’ s work to define a new policy for microfinance. The team
hopes that this letter to management will enrich the internal discussions and provide specific
ideas of how NORAD can improve the effectiveness of its microfinance operations.

This letter outlines NORAD' s strengths and challenges, and presents a number of specific
recommendations for change. A matrix at the end of the letter provides a summary of the key
findings and recommendations organized around Six strategic aress.

The recommendations assume that NORAD will choose to continue engaging in microfinance
and address the need to clarify NORAD’s role and comparative advantage in microfinance:

» Obtain Strategic Clarity. NORAD should clarify microfinance’s contribution to its
development agenda, and define its comparative advantage in supporting microfinance both
internally relative to other sectors and vis-a-vis other donor agencies.

» Improve Accountability for Results. NORAD should employ performance-based contracts
in microfinance projects and embed incentives for sound practices in the program cycle.

» Engage NGOson a Technical Level. NORAD should more actively support Norwegian
NGOs in improving the quality and effectiveness of their microfinance operations.

» Enhance Technical Capacity and Clarify Role of TD. NORAD should consider creative
ways to increase access to microfinance specialists, including hiring local and international
experts, and should reorient TD toward a more systematic, proactive service center role.

» Focus. NORAD should focus on afew areas, e.g. Norwegian NGOs, innovations in African
rura finance as well as support to global public goods and industry infrastructure.
1

Norwegian Development Cooperation Letter to Management
Edited L etter



Background

Early in 2002, CGAP and DFID’s Secretary of State Clare Short launched an initiative to
improve aid effectiveness, using microfinance as atest case. Asafirst step in thisinitiative,
more than 20 bilateral and multilateral devel opment assistance agencies have 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’ sinternal procedures, processes,
practices and systems to identify success factors and constraints to good practicesin
microfinance.

The short but intensive reviews will result in concrete recommendations for each agency and
should lead to senior management commitment to specific changes that improve the
effectiveness of 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 Gabriela Braun of GTZ currently working as a Programme
Advisor with the Financial System Development Programme in Uganda and Stav Zotalis of
AusAID’s Microfinance Unit visited NORAD in Odlo from 4-7 June, 2002. The team was
accompanied by Brigit Helms and Alexia Latortue of the CGAP Secretariat. The review team
interviewed over 30 people from the Ministry of Foreign Affairs (MFA), NORAD, Norwegian
NGOs and Norfund. Though the team took into consideration the entire Norwegian devel opment
cooperation system, it focused on NORAD where it met staff from a wide range of departments,
including regional departments, the Department for Civil Society and Private Sector
Development, the Technical Department, and held telephone interviews with embassies. In
addition, afield visit to Uganda was conducted from 29 April-3 May, 2002.

The Peer Review team’s findings for NORAD, contained in this letter to management, will be
combined with those from other agenciesin a synthesis report. The overall results and follow up
actions will be discussed in a meeting hosted by Clare Short in Rabat, Morocco on 9 September,
2002. A final meeting of Ministers and heads of agencies participating in the peer reviews will
be organized upon completion of al the reviews in 2003 to share experiences and changes made
as aresult of the exercise.

This letter to management outlines NORAD’s strengths and challenges with respect to applying
good practices in microfinance. It then presents a number of specific recommendations for
change. Findly, asummary matrix presents the key findings and recommendations according to
six analytical areas.

Strengths

The Norwegian Development Cooperation’s deep commitment to poverty reduction and the
Millennium Development Goals (MDGs) are widely recognized. Norway’s approach to poverty
reduction has many dimensions and is clearly laid out in Fighting Poverty: The Norwegian
Government’s Action Plan for Combating Poverty in the South towards 2015.

Two aspects of Norway’ s response to the challenges of poverty reduction stand out as extremely
relevant to microfinance: rights-based development and the importance of economic growth.
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Rights-based devel opment considers economic, social and cultural rights (e.g. housing, education
and healthcare) to be fundamental human rights as important as political rights.

This approach is consistent with a new vision of microfinance as financial services that empower
poor people to make choices about enhancing their children’s education, improving health care,
obtaining adequate housing, building their asset base, and investing in businesses. Microfinance
can offer these benefits on a permanent basis with financial intermediaries offering diverse
financia services after external support has been terminated. This concern with sustainability is
acore principle in Norway’s private sector development strategy.

Building on this deep commitment to poverty reduction, the Norwegian Devel opment
Cooperation and NORAD in particular exhibit the following strengths related to microfinance:

NORAD’s 1999 Private Sector Development (PSD) strategy is excellent in content and
consistent with current thinking in microfinance. The conceptual formulation of PSD as a
cross-cutting issue that underpins numerous development areas, from health and education
to agriculture, parallels a similar view about financial sector deepening and its cross-cutting
contributions beyond the financial sector. This appreciation for microfinance’ s cross
cutting contributions, however, does not detract from the recognition that financial
intermediation is fundamentally a private sector activity that requires specialized technical
expertise. Further, NORAD is organized to incorporate PSD throughout its structure, with
PSD advisors in the regiona departments, a specialized unit within TD, and speciaistsin
the Civil Society and PSD Department.

NORAD staff demonstrate respect for and apparent adherence to operational policies. For
instance, staff repeatedly make references to the Country Strategy Papers and the
development cooperation manual. Policy coherence at the operational level offers a good
opportunity to introduce sound practices for microfinance.

The importance placed by NORAD on recipient ownership and understanding the local
context is crucial for ensuring the permanence and effectiveness of its support to
microfinance (and other areas). This approach of starting with clients' needs is consistent
with new directions in microfinance that give priority to client-responsive financial services
rather than more supply-driven models.

NORAD'’s strong emphasis on partnership, including forging close links with governments,
civil society, the private sector, international institutions, and other donors, offers
opportunities for leveraging scarce human resources, spreading sound practices throughout
the development assistance community, and increasing the significance of interventions.

TD at NORAD has been very effective in increasing knowledge of sound practice
microfinance within the Norwegian development cooperation system. This ability to
influence reflects the high quality technical advice offered by TD, and a willingness among
NORAD staff and othersto learn and seek out advice. For instance, the Civil Society and
PSD Department has proactively asked for advice in microfinance. This spirit of openness
facilitates the introduction of appropriate technical advice early in project feasibility and
design, the stages at which technical input is most important.
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The establishment of the investment fund, Norfund, in 1997 offers as-of- yet unexploited
possibilities for cooperation with NORAD in microfinance. Norfund’s ability to make
direct investments and invest in local funds combined with the international finance
expertise of the management team may present new opportunities in how Norway can
support commercia microfinance institutions and the increasing number of international
investment funds like Africap.

Challenges

Notwithstanding these strengths, NORAD faces a number of challenges to maximizing its
effectiveness in microfinance.

Asisthe case in other agencies, NORAD lacks strategic clarity about microfinance.
Questions that staff grapple with include: What is microfinance? |s there acommon
understanding of microfinance within NORAD? How doesit fit into NORAD’s larger
development goals? How doesiit fit into the Country Strategy Papers? The Private Sector
Development country reviews? What should NORAD do in microfinance, if anything?

NORAD technical capacity in microfinance is extremely stretched. Only one full-time staff
member plus fractions of few others' timeis not sufficient to meet current and potential
demand for technical advice within NORAD. In addition, afew difficult projects have
consumed the one technical specialist’s time over the past months, further constricting her
ability to provide services throughout the agency. Further, the dependence on one person
leaves NORAD very vulnerable. This overstretched technical capacity seems even more
acute givenNORAD’ s increasing program budget without corresponding staff increases,
which could lead to pressure to develop larger projects. Like many other areas of private
sector devel opment, successful microfinance programs do not typically require large amounts
of money, but rely more on technical inputs and ground-level engagement. Finally, the
human resource allocation, where 250 of NORAD’s 325 members are in Odlo, has
implications about whether the embassies can realistically handle the increased workload
envisioned with decentralization.

The quality of NORAD’s microfinance portfolio is unclear. Although the Peer Review team
did not conduct a detailed portfolio review, anecdotal evidence, the 1999/2000 inventory and
review of microfinance, and project documents indicate that the performance of NORAD’s
microfinance portfolio is not always consistent with sound practices. Further, NORAD does
not appear to include clear exit strategies in its microfinance projects. Moreover, monitoring
is very weak and diffused, making it difficult to determine quality in a systematic way.

NORAD’s work with Norwegian NGOs is historically based on trust in their competence and
knowledge, but the NGOs do not always have the necessary skills, particularly in specialized
technical areas like microfinance.

Many of the credit components within multi-sector projects (especially projects managed by
Norwegian NGOs) are very small, and therefore have not been particularly visible to staff.
However, it is important to note that small projects can do much harm if not designed
according to sound practices. They can spoil the repayment culture in an area, distort the
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market for others trying to apply sound practices, and, in the aggregate, seriously damage the
capacity to build permanent access to financial services for poor people. Many other
agencies face similar challenges with components of larger projects.

NORAD has very little information about microfinance projects it supports, especialy in
Oslo but also at the embassy level. Asaresult, not much learning appears to take place and
there is a sense that mistakes are sometimes repeated. The embassies are supposed to keep
track of projects, feeding information back to the regional departments and elsewhere. In
reality, thisrole is difficult to fulfill given the thin resources on the ground. TD’s on-going
work to establish an inventory of the Norwegian microfinance portfolio is an important step
and shows much promise in thisregard. The Civil Society and PSD Department should take
agreater role in contributing to the inventory.

The Technical Department (TD) is set up to 1) provide advice to the embassies, other
NORAD departments, and the MFA to improve the quality and relevance of Norwegian
Development cooperation; and 2) liaise with external actors, both national and international,
to access knowledge and experience and improve NORAD’ s competence.

Asin the case with other donor agencies, the structure of the advisory technical unit raises a
few wider questions in regards to balancing various roles to maximize effective support to
microfinance. Some of the issues are:

- NORAD should consider how TD can ensure quality operations when advice is
sought and given to embassies and regional departments mainly on an ad hoc basis
and mostly according to personal relationships.

- NORAD should consider what—if any—incentives exist for program managers to
ask for expert advice.

- NORAD should consider how TD can be effective in its knowledge-sharing mission
without an overview of the portfolio.

- NORAD should determine whether TD should take a more proactive approach to
mainstreaming and spreading good practices throughout NORAD and the wider
Norwegian devel opment cooperation community. For instance, should TD play a
role in setting standards in certain technical areas like microfinance that would apply
across the board, for regions, embassies, and NGOs?

The budget alocation processis fairly rigid and does not easily allow NORAD to work at the
level of international or regional (non-Norwegian) networks and initiatives to support global
public goods and industry infrastructure. On the other hand, NORAD’s grant instrument and
flexibility could be well suited to this type of investment.

Recommendations

The Peer Review team has specific recommendations for NORAD to build on its strengths and
comparative advantages and improve its effectiveness in microfinance. The recommendations
depend on a conscious decision by NORAD to remain engaged with microfinance and commit to
improving its effectivenessin this area.

Norwegian Development Cooperation Letter to Management
Edited L etter



1

2)

NORAD needs to obtain strategic clarity about microfinance as a cross-cutting contribution
to the agency’ s overall development goals. This clarity could be achieved through three
inter-related activities:

Elaborate a NORAD Position Paper. Building on the draft discussion paper written by TD,
NORAD should develop a Position Paper that outlines what microfinance is, how it relates to
NORAD'’s larger development agenda, and how it fits into NORAD’ s various policy-level
instruments (Country Strategy Papers, Private Sector Development Strategy, PRSPs, etc.).
The Position Paper should clearly define NORAD’ s comparative advantage in microfinance
both internally relative to other sectors, and vis-a-vis other donor agencies. NORAD should
also clarify its role vis-a-vis the other Norwegian stakeholders, including Norwegian NGOs,
Norfund, and MFA. An element of NORAD’ s comparative advantage might be its flexible
grant funding that can be used to finance innovative pilot projects. Finaly the Position Paper
should take into consideration the larger review of the Norwegian Development Cooperation
to be completed later this year (2002).

Communicate commitment at high level. The clarity gained in the Position Paper needs to be
reinforced by aclear statement of commitment at the Minister and Director General level.
This high-level commitment is particularly important for Norway given the strong influence
top-level management has on NORAD priorities.

Develop and socialize “ how to” guides. Very concrete, operational tools and a process for
operationalizing the strategy should underpin the Position Paper and high-level commitment.
A series of “how to” notes on specific topics of relevance to NORAD staff and Norwegian
NGOs (i.e. “How to follow or adapt good practice microfinance principlesin rura areas’)
should be combined with an active campaign to help staff at al levels internalize them:
management, embassies, extended country teams, Civil Society and Private Sector
Department, NGOs, Norfund and MFA.

NORAD could strengthen its microfinance operations by improving accountability for
results.

Clarify staff roles. Within the country teams, NORAD should make more effort to clarify
which staff members hold primary responsibility for key elements of the quality control
process, specifically decisions about when project appraisals are done, when and whether to
obtain technical advice, and how individual contracts are structured.
Introduce incentives for sound practices. NORAD should embed positive incentives in the
program cycle for staff to seek appropriate technical advice at the early stages of project
preparation. For instance, NORAD could introduce a few questions that Directors could ask
about programs with financial services components. These questions could address issues of
the appropriateness and professionalism of the implementing partners and/or trends toward
greater efficiency and sustainability. Incentives should be reinforced by ensuring that
embassy and regional department staff performance is evaluated by those who know their
work and recognize whether they have applied sound practices.
Incor por ate performance-based contracts with clear exit strategies. NORAD should more
systematically introduce performance-based contracts, as was recently done in a project in
Uganda, into microfinance projects or financial services components of projects. These
contracts would allow the release of funding only upon achievement of clearly-defined
targets developed in consultation with the financial intermediary or implementing agency.
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Since good microfinance services should eventually become a permanent part of the financial
landscape and completely free from subsidies, NORAD should build an exit strategy into
each project design.

Monitor performance against targets. Performance-based contracts must be accompanied by
rigorous monitoring of performance against expectations.

While recognizing the arms- length approach to working with Norwegian NGOs, NORAD
should engage the NGOs at a technical level to enhance the effectiveness of their
microfinance portfolio. The Peer Review team identified an openness and willingness
among the NGOs to work with NORAD in thisarea. This engagement could take three
forms:

Develop criteria for credit components NORAD should develop smple criteriato guide its
review of applications of NGO projects with credit components. This up-front sieve would
likely result in a smaller number of higher-quality proposals to consider, and facilitate the
consolidation of the sector with fewer, more serious NGOs remaining in microfinance.
Complete work on application and reporting formats The work NORAD and the reference
group of microfinance NGOs have already begun on improving application and reporting
formats is very encouraging. NORAD should ensure the timely completion of this project.
Once finalized, NORAD should support training for NGOs to ensure that the formats are
consistently and correctly used. NORAD should also coordinate technical assistance to help
NGOs improve their information systems so that they can furnish the requested information.
Provide more technical assistance opportunities. NORAD should provide technical
assistance to NGOs through the Norwegian Development Network. The NGOs have
expressed an interest in more nitty-gritty, hands-on advice that goes beyond the very well-
received seminars and workshops that NORAD has sponsored in the past. NORAD could
fund a dedicated specialist to work for the Network’ s Secretariat and/or to rotate among the
larger NGOs. NORAD might also consider launching a special capacity building fund
specifically for those high potential NGOs that want to improve their own microfinance
operations.

The Peer Review team recommends that NORAD look for creative ways to enhance its
technical capacity in microfinance and clarify therole of TD in supporting the Norwegian
Development Cooperation’s efforts in microfinance in a more systematic and proactive
manner.

Increase technical staff capacity. The Peer Review team understands the limitations of
increasing staff numbers at NORAD. Nonetheless, the team clearly identified the severely
over-stretched capacity of TD to carry out its mission as a constraint to improving
effectiveness. Severa options exist: expand the technical staff in Odo to two full-time
equivalent staffers; increase capacity of the embassies by hiring more specialized local staff
asisthe case in Bangladesh and Nicaragua; and outsource management of more intensive
projects to free up existing resources. A combination of all these three options would be
ideal, but exercising even one of the options would improve on the current situation.
Maintain and strengthen TD’s service center role. TD’srole as providing demand-driven
services is very strong and should be offered more evenly across regions, since some projects
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and regions seem to take up a disproportionate amount of specialist resources. NORAD
should build in incentives to stimulate demand for TD’s services.

Include a proactive mainstreaming element. In addition to its reactive role, TD should add
more mainstreaming functions to its work plan and take a more proactive approach to
disseminating sound practices, and training and sensitizing staff. The purpose of this
awareness raising would be to educate NORAD staff on the questions that need to be asked
about financial services so that they can be “intelligent consumers’ of technical information
and know when to seek specialist advice. Management should be included in the
mainstreaming agenda. Modules on microfinance could be added to the course curriculum of
NORAD'’s internal training ingtitute.

Keep track of the microfinance portfolio. To maximize its ability to ensure quality control
within the Norwegian Development Cooperation, TD should have a better understanding of
the overall microfinance portfolio. The inventory project underway is a positive initiative
and it should be supported, maintained and updated every year.

Visit projects moreregularly. Embassy staff and NGOs highly value visits from TD experts.
TD staff should visit embassies and NGOs with significant microfinance portfolios on a more
regular basis to increase learning opportunities and provide more direct technical assistance.
Ensure better knowledge management. TD should actively pursue learning, both from
NORAD operations and international experience. Knowledge management entails not only
receiving information but also processing, packaging, and sending out that information on a
“need to know” rather than a“nice to know” basis. This function should be valued by top
management, with time included for it in job descriptions for TD (around 20%), and through
annual staff evaluation processes that validate knowledge management. Current knowledge
management efforts are successful in collecting information. The challenge is to transform
this vast amount of raw information into tailored, condensed operational material.

NORAD should consider maximizing its comparative advantage in microfinance—flexible
grant instrument and access to interretional microfinance expertise—through increased focus
in its activities over the short term.

Improve current portfolio. NORAD should improve the quality of its current portfolio
through working intensively with Norwegian NGOs (recommendation #3) and ensuring early
technical inputs in any NORAD credit components that might emerge.

Promote innovation in rural finance. Given its renewed interest in agriculture and rural
development, its track record in Africa, and the experience of many of the Norwegian NGOs
in rura areas, the Peer Review team recommends that NORAD focus on improving the state
of the practice in rural and agricultural finance in Africa. The Private Sector Devel opment
strategy, which views agriculture as a small business, is particularly conducive to this
approach. NORAD should aso coordinate with the Advisory Working Group on Agriculture
in Norwegian Development Assistance to ensure that the challenges of rural finance and
agriculture finance are addressed head-on and to propose basic principles about sound
practices. One possibility might include working with the African departments to launch an
Innovation Fund for rural finance. NORAD might wish to work on this topic with other
donors that struggle with the same issues (examples include Sida, DFID).

Achieve higher leverage. No matter where it decides to focus, NORAD should look for every
opportunity to increase its leverage with other donors, national and international networks,
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and expertise. Using its grants, NORAD can co-finance projects with donors, support
industry development initiatives such as MicroSave, and contribute to global public goods.

For some of these activities, it would be important to introduce greater flexibility in the
budget structure.
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AID EFFECTIVESS AND MICROFINANCE MATRIX —Norwegian Development Cooperation

Analysis Recommendations
1. | Strategic Clarity Deep commitment to poverty reduction and clear Build on TD’ s draft discussion paper to
and Organizational strategy on how private sector development fitsin elaborate clear Position Paper that defines what
Culture High staff coherence on operational-level policies microfinance means to NORAD, how to support
Commitment to recipient ownership and emphasis it, and NORAD’s comparative advantage.
on partnership consistent with emerging trendsin Reinforce strategy in Position Paper with a
microfinance clear commitment at the Minister or DG level
Lack of clarity about what microfinance is and how Develop “how to” tools/notes and a process of
it fitsinto NORAD’s godls -- no explicit microfinance socialization to help management, staff in
strategy, policy or standards embassies, regional department, NGOs, MFA and
Lack of internalization of PSD policy and principles | Norfund to internalize
2. | Technical Expertise One full time staff member in TD insufficient to Increase technical staff capacity by some
& Resour ces provide advisory servicesto NGO and regional combination of increased Oslo-based staff, more
department portfolio; dependence on this one full-time local embassy-level expertise and outsourcing
person leaves NORAD vulnerable more time- intensive projects
Access to limited but competent outsourced Specialist staff should visit projects more
expertise (Nordic Consulting Group, among others) regularly to increase learning opportunities and
No plans for expansion of staff, although increasing | provide more direct technical assistance
devel opment assistance budget
Overstretched staff capacity at embassy-level,
where staff manages a diverse portfolio, liaise with the
government, does policy work, monitors projects and
keeps track of the NGOs
Leverage scarce technical resources through
partnerships with other donors and international
3. | Organizational TD very effective in updating the mindset of staff Clarify staff roles on country teams with respect

Structure and Flows

Culture of openness to dialogue and technical advice
Focus and responsibility with embassies
(decentralization) yet more than 75% of staff in Oso

to the quality control process
Strengthen TD’ s service center role
Increase TD’ s proactive mainstreaming
functions, especially regarding training and
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Explicit trust in NGOs leads to arms-length
management and little quality control

sensitization of NORAD management and staff
Keep track of the overall microfinance portfolio
and its quality; complete and maintain inventory
Outsource management of more time-
consuming projects
Improve knowledge management to feed back
information about internal and external experiences
Provide more tailored and condensed materials

Instrumentsand
Incentives

Questions about the quality of NORAD’ s portfalio,
especially credit components of larger projects

Unclear if incentives exist to apply sound practices

Grant instrument not always appropriately used,
unsystematic inclusion of exit strategy in design and use
of performance-based contracts

Norfund offers possibility of equity investmentsin
institutions and international funds

Budget structure too rigid, lack of global budget lines
does not alow for funding of international capacity
building structures, funds, etc.

Prioritize improvements in current portfolio,
both working with NGOs and internally

Introduce incentives for sound practices into the
program cycle, specifically by posing afew
guestions at the Director level

Reinforce incentives by ensuring that embassy
and regional department staff performanceis
evauated by those who know their work

Incorporate performance-based contracts with
clear exit strategies as a standard

Explore more close cooperation with Norfund

Project Cycle

Civil Society department portfolio completely
delegated to NGOs

Technical inputs are not given to all projects
systematically

Embassies responsible for overseeing implementation
generally overstretched and staffed by generalists

Insufficient performance-based monitoring

Provide technical assistance to NGOs, including
potentially funding a dedicated specialist and/or
introducing a capacity-building fund

Develop criteriafor the review of applications
from NGO projects with credit components

Complete application and reporting formats for
NGO projects

Monitor performance against performance
targets

Future
Microfinance
Operations

Questions about NORAD’ s comparative advantage in
microfinance exist. Isit though working with NGOs? In
supporting global public goods? In supporting small
retail institutions? Innovations?

Consider using flexible grant instrument to
promote innovation in rura finance in Africa.

Increase leverage working with other donors,
national and international networks, and expertise
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