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FOREWORD

As a pioneer in the field of rural finance, IFADrisw one of the world’s largest, if not the largdender in
rural finance as a tool for reducing poverty. Beanel996 and 2005, IFAD approved 194 projects wittalr
finance components for a total loan amount of USIBon, of which USD822 (more than 27 per cent)swa
allocated to rural finance.

When IFAD’s Rural Finance Policy (RFP) was approvied the Executive Board in December 2000,
expectations were high. Rural finance operationgehlaeen a key focus of IFAD operations, and wighRRP,
IFAD wanted to provide strategic guidance to IFADrgiolio managers internally and maintain its visity
and leadership among donor agencies, practitiongaaizations, civil society groups and national idemn
makers in IFAD partner countries. Subsequently,Rbicy has been the key document for IFAD runadifice
operations, but has not been amended or updated opw.

Against this background, a corporate level evalmatdf rural finance was conducted in 2006 includb®)
projects in 20 countries from all regions assistBdIFAD. The objective of the evaluation was toeassthe
quality and effectiveness of the RFP. The evaloatantains two different but closely related pectjves. First
and foremost, the policy document itself is evadain its relevance for IFAD programme operationishw
recommendations for updates and amendments. Sett@nelyaluation team also had to take stock obthtus
of IFAD’s rural finance operations and related dgisiand management aspects of this prominent pattieof
IFAD portfolio. This was required in order to deteéne whether the RFP has been implemented and ithwh
effect and whether adequate resources, instrumemdsprocesses are in place to meet the objectifd¢beo
RFP.

The evaluation determined that the RFP constitategep in the right direction inasmuch as it pra@sda
general framework to develop IFAD’s country stragsgand project design. The evaluation has aldedthat
the RFP policy is in line with best standards inamber of important areas, such as sustainabilitfirancial
institutions and increased diversification of tieahcial sector (institutions and services/prodiicts

The report highlights a number of areas where tinigikhas advanced in the seven years since the appod
the RFP by the Board. For example, the evaluatiopleasizes the need for differentiated instrumenensure
a demand driven and client tailored delivery modehlso draws attention to simple and uniform bemarks
for sustainability of partner institutions in lin@ith current best practice; and underlines the neéechave
financial services providers that are regulated asupervised by qualified agencies, and intervestitrat
specify requirements for capacity building with hellfined entry and exit criteria.

Other recommendations of the evaluation concermiypassues where greater clarity and focus wouldeha
benefited the strategic value of the policy rigioind the outset. For example, the target clientaunexjcloser
pro-poor definition with a stronger focus on woménaddition, the concept of demand-driven servioegead

of supply-side interventions could have been deeelpand products and services encompassing mucd mo
than lust simple loan and deposit services wouldehdeserved more attention. Moreover, clear stadsi@and
targets are missing for outreach and demand driugancial services and are ambiguous at best ireptreas.

The review of the current status of IFAD rural fitt@ operations also contains important pointersareing
business processes and human financial resource®rntly dedicated to rural finance development and
technical support. The evaluation concludes thatbheeprints exist as yet for developing the rurakhce
sector with no silver bullet solution for ensurifigancial services to rural poor people on a sustdile basis.
Through this large and detailed evaluation, an imaot thrust towards a more purposeful developmeant
IFAD rural finance policies and operations has ndgen made. This is reflected in the Agreement at
Completion Point, a document that illustrates thenarete next steps and follow up recommended ® thi
evaluation. Implementation of this agreement wilhitibute to maintaining IFAD’s prominent positiamrural
finance within the U.N. family and donor agencissavhole.

%(/’
-~

Luciano Lavizzari
Director, Office of Evaluation
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IFAD’s Rural Finance Policy

Corporate-level Evaluation

Executive Summary

1. Rural Finance. The rural poor — over 800 million people — requamred use a variety of
financial services. However, in most cases thesdces are inappropriate and provided on usury
terms and not on conditions that are conducivautal poverty reduction. Microfinance has evolved
as an efficient and effective means to providerfaia services to the poor. Some of the good practi
standards of microfinance have been applied tol ramreas. However, low population densities,
remoteness of areas, and risks associated to getaliagricultural production increase the risks and
impede the extent to which financial service previdextend outreach to rural areas.

2. IFAD’s Lending, Grants and Policy for Rural Finance. Over the last ten years (1996-2005)
IFAD approved 194 projects with rural finance comeots for a total amount of US$3 billion. Of
these total loan amounts US$822 million were eakathfor rural finance with an additional US$912
million raised from co-financiers. In addition, tiheternational Fund for Agricultural Development
(IFAD) approved US$21.5 million in grants for glépaegional, and project level rural finance
activities.In 2000, IFAD adopted its Rural Finance Policy (RRE® underpin its commitment to the
sector and provide policy guidance to its operatidrine RFP was complemented by Decision Tools,
a donor peer review organized by the Consultativeu@ to Assist the Poor (CGAP), and an action
plan for rural finance.

3.  Corporate Level Evaluation of Rural Finance.The rationale for this evaluation was the size
of the rural finance portfolio, its performance eh&d by previous evaluations, and the fact that th
RFP had been in place for five years. The objeativethe evaluation was to assess the quality and
effectiveness of the RFP, and in particular to mheitee whether it meets best practice standards, has
been implemented and to which effect, and whetR&DI has the right resources, instruments and
processes to meet the RFP objectives. The evatuatialyzed corporate policy and strategy
documents, country strategies and projects of teatintries, plus selected evaluative information
for an additional eight countries. The coverage glabal and included visits to ten countries in all
regions assisted by IFAD.

4. Meeting Best Practice Standards.The RFP sets out four challenges: sustainabilitgd a
outreach, stakeholder participation, differentiated diversified) financial systems, and conducive
policy and regulatory frameworks. On the positildesthe RFP sets standards for sustainability that
exceed best practices for microfinance, and indusketor diversification and conducive regulatory
frameworks, which are sine qua norior sector development. However, the RFP doesneat best
practice standards in a number of areas: for ocitréadoes not set clear targets (rapid expansfon),
sector diversification it falls short of the mesw¢l intermediary institutions necessary to make th
sector function, and for the regulatory framewdr&duld have included a condition, namely to work
at this level only when necessary, rather than ngakian equal part of the whole. The challengé tha
stands out the most is that of stakeholder padimp, which fits more with IFAD’snodus operandi
rather than being specific to rural finance. On toatrary, making it one of the four challenges
diverted attention away from the more important aegrt of demand-driven services, which is
fundamental to providing the rural poor with appiage financial services that meet their needs.

5.  Consistency with Other IFAD Policies.The RFP is consistent with other corporate pdick
IFAD, which generally are supportive of the ruralaihce objectives set in the RFP. However, in a
couple of areas improved consistency between pslisiould enhance IFAD’s work in rural finance,
in particular: (i) the rural enterprise developmemlicy speaks of guarantee mechanisms, the



soundness of which would have to be assessed itextoof the financial sector; (ii) the gender
dimension of rural finance is insufficiently repeesed in the RFP; and (iii) environmental
sustainability and the link to rural finance is netognized as an area relevant to IFAD.

6. Providing Strategic Guidance. The RFP combined information on rural finance andhl
development together with IFAD’s policy in such aywthat description and prescription were mixed
together. While informative, this limited the extdn which policy requirements stood out clearly,
priorities were set, or norms were established. &ofmthese shortcomings were addressed through
subsequent initiatives, such as the Decision Tabésaction plan for rural finance with followedeth
donor peer review, or the learning notes on rurarce. The regional strategies, generally, did not
translate the corporate RFP into region-specifiatagies, with the exception of one division where
such strategy was articulated and resulted in beidéicy compliance and higher project design
quality. Systematic portfolio reviews in this anglother division contributed to strategic orientatio
and knowledge generation in those regions.

7. Project Performance in Meeting RFP StandardsProjects are increasingly meeting the RFP
challenges, although overall performance falls shbbeing satisfactory. The average performance
rating for the five years before adopting the RF&S .7, which improved to 3.2 for the five years
after the RFP was approved. This rating indicates positive performance characteristics only
marginally outweighed the negative. Some projectbarlied RFP principles even five years before it
was written, although the number of better perfognprojects increased after its adoption. In terms
of each of the RFP challenges, the evaluation wbdefi) on sustainability: 60 per cent of partner
finance institutions achieved operational selfisighcy, but only 24 per cent met the RFP’s
requirement of meeting financial self-sufficiendyis is comparable to the performance of financial
institutions working with the United Nations Devpinent Programme; (ii) greater diversification has
been introduced in terms of types of financial imediaries — gradually moving away from state-
owned service providers — and of types of finanpralducts — gradually introducing more off-farm
credit services, but still falling short of a gamuft new services like insurance and remittance
transfers; (iii) there was limited change in thedgmency of working on policy or regulatory
frameworks, but a slight improvement in the quatifyinteractions was noted; and (iv) there was no
change in stakeholder participation. In terms dfeach, IFAD-supported partner finance institutions
continued to reach the rural poor, although theqaage of women among clients of rural finance
services was lower than of comparators working Withpoor.

8. Explaining Performance: Process and Experiencé he continuous, but limited improvement
in project performance can be explained by a nurobéactors. Some of them are systemic — related
to the project cycle — others were generated frloenproject examples that the evaluation reviewed.
The project cycle shows weaknesses that are natucore to designing rural finance projects. The
design process is longer than that of comparatmisaatechnical appraisal of the project concept (fo
rural finance) often comes too late in the proc&sject implementation is managed by units and
cooperating institutions that do not have the taainexpertise to manage the rural finance
component with the level of competence requiredtias sector. Reporting lines mean that rural
finance components can be subjected to politicer@sts rather than professional considerations,
introducing interest rate caps or preferentialttresnt for select clients, none of which ensures the
rural poor receive professional and reliable rdiaéncial services. In the earlier projects in the
sample, rural finance projects lacked sector arsabysd, instead provided supply-led directed credit
clients and products, including terms and condgjamere so over-defined that they were impossible
to implement and of limited interest to the ruralbp More recent projects work, more and more,
through financial service providers that are prei@sal and provide an increasing range of financial
products to their clientele. However, whatever geddmprovements in design have been achieved
also mean projects get technically more sophigtitatvhich goes hand-in-hand with increasing
challenges during implementation.



9.  Corporate Arrangements — Matching RFP RequirementsBest practice experience shows
that governments are best at providing a condusdley and regulatory environment and ensuring
supervision of the sector and its actors. It is lefficient and effective in providing financialrgiees.
IFAD’s lending to governments thus is inherently imoline with best practice and will always affect
the way in its assistance to rural finance devekunis delivered. For instance, financial service
providers that do not perform according to IFADuiegd standards (in terms of sustainability and/or
outreach to the rural poor) cannot be called toemdrtheir action, unless this is specified in liben
agreement (and subsidiary loan agreement) and igoegit accepts to act together with IFAD.
Related to this issue are limitations that arisemfrIFAD’s instruments, typically a loan to
government, which makes it difficult to meet morizedse financing needs of partner finance
institutions, such as venture capital, private ggur subordinate debt. Finally, the limits of \Wiorg
through cooperating institutions and without fiplgésence apply to rural finance components as well,
although technically specialized expertise wouldhbeded in the field to have a significant impatct o
the performance and impact of IFAD-assisted paffinance institutions.

10. Human and Financial Resources.The RFP did not estimate whether human or findncia
resources would be sufficient to attain its objedi Instead, it assumed thtus quoof resource
allocations. This meant that a considerable amofitfAD lending (27 per cent of the total over the
last 10 years) was handled by one full-time staff aountry programme managers, who however, in
general, would not be able to dedicate a commeteswa@mount of time to rural finance. This is
reflected in IFAD’s administrative budget (dediahfally to rural finance), which is small compared
to that of other institutions, such as the Intéoratl Finance Corporation, the United States Agency
for International Development, or the United Nasiddevelopment Programme (UNDP). In terms of
gualifications, country programme managers neambt@r a range of sectors, of which rural finance
is but one, even if an increasingly demanding &@a the technical point of view. IFAD has tried to
address this issue through staff training, estiaipigsa network among technical regional centers tha
will provide expertise during design and impleméota and through an internal thematic working
group that serves to exchange views and distrilaitst knowledge products. IFAD also supports an
international database for performance data framarnftial service providers by aiming to have its
partner finance institutions report to the datapagdch will not replace the need for technical in-
house expertise to assess the information, but niiakeore accessible and comparable with
international, regional and country standards. [@® lbasis, country programme managers will know
whether their partner finance institutions are geriing according to expectations.

11. Conclusions.IFAD has led the work in rural finance in termsagfproved loan allocations. It
has made steps in the right direction with the RFRich meets in some areas international best
practice, while it can be improved (easily) in othéo catch up with evolving best practice. The
prescriptions of the RFP are increasingly met ojgmt designs, although unevenly so, and challenges
remain in project implementation. Many of the sfadld can be explained by systemic weaknesses, in
particular in the project cycle and in the foundagyeement of IFAD that limits through whom and
how IFAD provides loans and how it manages itssésce programme. Nonetheless, given the
amount of resources and some of the key ingredteatsiFAD has, it has the potential to become a
much needed leader in assisting the developmeniraf finance, provided a commitment exists to
making fundamental changes.

12. Recommendations.The evaluation provided two options to IFAD’s SgnManagement and
Executive Board. The first option would entail gnatland less resource intensive change, but also
mean only a gradual improvement in the programineould require clarifying the norms set out in
the RFP, ensuring compliance with policy requireteghrough an integrate quality check, provision
of technical appraisals of project proposals eaiiliethe process, and building greater in-house
capacities. The second option would require moreldmental changes, but would promise IFAD
could assume rightfully a leadership role in thet@e This option would entail deciding to become a
leader and developing strategy for doing so, wéilian-specific strategies, allocating commensurate
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resources to the rural finance portfolio; develgpand testing new instruments; and shortening the
project cycle to become more efficient and relevarihe development of rural finance services.
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IFAD’s Rural Finance Policy

Corporate-level Evaluation

Agreement at Completion Point

I. INTRODUCTION

1. This Agreement at Completion Point (ACP) was draymat the end of the Corporate-level
Evaluation (CLE) of IFAD’s Rural Finance Policy (R}and operations. The ACP represents the
IFAD Management’'s agreement on the evaluation’snnfimidings and to adopt and implement its
recommendations. The methodology of the CLE wagldeed at the end of 2005. The phases of the
evaluation (namely preparation, fieldwork, repagtimnd providing feedback) took place between
February and November 2006.

2. The CLE addressed three questions: (i) does the IRE& best practice standards of the
rural/microfinance industry and provide practicaldance to IFAD operations; (ii) has the RFP been
put into practice; and (iii) has IFAD deployed thght resources, instruments, and processes to
implement the RFP? The scope of the evaluationded the RFP and supporting documents, IFAD
corporate policies and strategies, all 6 regiotrategies, country strategic opportunities papens,

an in-depth analysis of 58 projects in the 20 coestincluded in the CLE. Projects in ten of the
countries were visited.

3. The CLE was carried out by a team of independealuators, who worked under the guidance
of the Deputy Director, Office of Evaluation. Itrefited from the interaction with International un
for Agricultural Development (IFAD) staff and marag and from the feedback of the core learning
partnership, in which all divisions of the Prograenflanagement Department (PMD) and of the
Policy Division were represented.

[I. MAIN FINDINGS OF THE EVALUATION

4.  Financial Services are Important to Rural Poverty Reduction. Still, Only 10 per cent of
the Rural Poor Have AccessFinancial systems have seen great changes in sigdgrayears that
have left most developing country national finahsigstems generally stronger, but not typically to
the benefit of the rural poor. Microfinance has eged as a potential pro-poor financial sector
counterweight to these developments, but its agidio to rural areas has neither been
straightforward nor rapid. As a result, accessirtarfcial services is extremely limited in most fura
areas, leaving millions of rural poor dependennoror inappropriate financial services, to theimow
detriment and that of rural development in genaf#hile not a panacea to poverty reduction, rural
financial services go hand in hand with promotingl development and the alleviation of poverty.

5. IFAD - Potential Leader in Rural Finance.IFAD’s pioneering rural finance work has faced
great challenges helping to establish pro-poomfifed systems. It is also a sector for which IFA&sh

a relatively comprehensive set of ingredients B¢, Rural Finance (RF) Action Plan, RF Decision
Tools, regional partnerships, monitoring tools,)etikat can make up a strategic approach to sector
development. Past experience, the impressive vawh#-AD lending, the existence of the RFP and
commitment to improved development effectivenessvds IFAD potentially the most important
global actor in rural finance. It is, certainlygetbnly one solely focused on rural areas. Howdeer,
the time being, IFAD is leading mostly in termstbé sizable level of its overall investment in this
sector.

6. RFP — Meeting Best Practice Standards in Some Areaot in Others. The RFP has proven

to contain a number of elements that are bestipeaa@lthough some areas of the Policy lack clarity
and need to be improved to meet latest best peactiandards. The RFP provided a general
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framework to develop regional and country strategad project design, but without setting clear
policy directions for expected norms and standaide RFP is not sufficiently normative and
prescriptive. The permissive character and ambigefitthe RFP resulted in an only limited, albeit
increasing reflection of RFP principles in regioaald country strategies and contributed to projects
that are not fully compliant with RFP requiremerftgco other main shortcomings of the RFP lie in
the absence of a costing for its implementation anelquirement to retrofit ongoing projects to meet
RFP standards.

7.  Progress towards Implementing the RFPIn meeting the four challenges of the RAFAD-
assisted projects performed moderately well acadsimensions. Partner Financial Institutions (PFI
sustainability was achieved in the case of 24 pet of partner institutions — a low percentage, but
comparable to that of some agencies that workss thallenging urban areas. The diversification of
financial products and services and financial mesliaries showed positive, but modest results.
Against the challenges of stakeholder participaiod promoting conducive regulatory frameworks,
little change in performance has been noted. IFADtal finance assistance is meeting the RFP goal
of serving rural poor (albeit not the poorest & foor, which is in line with best practice) and by
serving 60 per cent women.

8. Explaining Improvements. Modest advances made by rural finance projects ritsvgreater
RFP conformity can be ascribed to a number of factehich include (i) Decision Tools which set
out frameworks of best practice; (ii) the Consil&tGroup to Assist the Poor (CGAP) donor peer
reviews and subsequent rural finance action plahgh brought greater attention and focus to the
strategies for improving rural finance operatioasd (iii) IFAD’s increasing general knowledge of
best practice in rural finance, supported by puallims and efforts to improve capacity. The
continuous trend in improving project design andgpess made in resolving some project
implementation issues provides a good platform framich IFAD can address a number of
outstanding issues that will further improve thefgenance of its rural finance assistance.

9. Resources Limitations Account for the Slowness ofniprovements The modest positive
trend was countered by significant factors thatédexl more rapid performance improvements. These
factors include insufficient resource allocatiomns, particular from the administrative budget, to
ensure an adequate amount of technical in-housertesgin rural finance. IFAD is well below par in
this area compared to other international ageraiise in microfinance. Human resources, though
improving, still fall short of what is needed inayuitative termSto provide the necessary support to
the sizable and complex IFAD rural finance portiolMoreover, while the CLE recognizes the
collective effort to improve rural finance actigt at IFAD, by concentrating the leadership for
IFAD’s rural finance work into the responsibility a single staff (i.e., rural finance technical exp

in Technical Advisory Services division (PT)) thestitution now faces significant key person risk.
Moreover, support to rural finance activities iséa on highly personalized relationships that now
need to be institutionalized. Funding has alsoefalshort of requirements for the provision of
Technical Assistance (TA), which is a key factothia success of many microfinance projects.

10. Fundamental Changes Necessary for Significant Penfimance Improvements. Finally,
there are a number of barriers to the effectivené$5AD assistance for rural finance. These basrie
stem from IFAD’s founding agreement and enitaiér aliaz mandatory lending to government rather
than directly to PFls, structure and staffing adjpct implementation units, as well as limited IFAD
field presence and constraints on IFAD to provigtead supervision and implementation support. The
forthcoming policy on supervision and implementatgupport is likely to change the limitations on
IFAD in this respect, but whether these changes sarffficient to address the requirements of
technically qualified rural finance expertise iretheld remains to be seen. Unless these changes ar
made, IFAD’s rural finance assistance is at riskaritinuing to perform below expectation and, more

1 The four challenges are sustainability and oatieéinancial sector diversification, policy andjaéatory

framework, and participation.
2 The quality of the limited number of rural firnexperts is high.
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importantly, to endanger the meager financial resesiof the rural poor, if unsustainable financial
service providers are supported.

[ll. RECOMMENDATIONS AGREED UPON BY IFAD

11. Based on the recommendations made in the CLE, IMdhagement agrees to take the
following actions. Some of them are already re@ldcin IFAD’s rural finance action plan, the
implementation of which will be actively pursued,@er the recommendation of the CLE.

12. Action 1: Decide to Take a Leadership Role and Defe a Strategy to Get TherelFAD
Management decides to make Rural Finance an areacellence and define a strategy to do so,
through the development of effective partnershipth wural finance centers of excellence, field
practitioners and donors. IFAD is committed to mgkthe necessary investments to improve the
RFP, in-house capacity, and instruments (as ddtdikdlow) to ensure the Fund lives up to its
ambition.

13. Action 2: Clarify the RFP Standards and Supporting Instruments. IFAD [PMD] will
prepare atJpdateto the RFP, which will summarize its current pglprescriptions, clarify areas that
are insufficiently prescriptive, and add more reéceest practice standards. Thipdate will be a
stand-alone document that will incorporate the mtjousts of the present RFP, for ease of reference
and will have a maximum of ten pages and clarifpanticular financial sector analysis, participatio
social performance, performance-based contractdomer finance institutions, gender, and the
environment. TheUpdate will be presented for information to the ExecutiBeard (EB) in an
informal session during 2007. Revisions to the sujpg instruments (such as the Decision Tools)
will follow the adoption of the RFBpdateand will entail an ongoing process to continuousipture
advances in the sector.

14. Action 3: IFAD Management does not agree with this recommigmfabecause requiring the
divisions to prepare a detailed regional strategyld/ not enhance the impact of IFAD’s work in
rural finance, given that the challenges of ruiahiice are more closely linked to each national
context, and not to the wider regional environmémtaddition, Management concluded that a more
effective way to improve the design and implemeatabf IFAD projects in the field would be to
develop strategic partnerships with technical ingtins and centres of excellence.

15. Action 4: More Systematic and Earlier Provision of Technical Expertise in the Design
Process.PMD will also ensure that from mid 2007 onwardH, projects with a rural finance
component have adequate continuous rural finangergge available during the project identification
and design process. This will be achieved througttisuously improving IFAD’s in-house capacity
(see Actions 5 and 6) and through regional partmgssfor rural finance, which IFAD has started to
form as part of the RF Action Plan. The developmantechnical partnerships with regional RF
centers of excellence will therefore be pursuedeaqmhnded (in particular in Latin America and Asia,
where they are still to be defined).

16. Action 5: Ensure that Rural Finance Operations meetRFP Standards.PMD will ensure
that the standards of the RFP Update and suppartstguments are reflected and interpreted in
country context, in all new RF formulation exersisBeMD will institute a rigorous check of each new

3 Embed RFP Principles into the Work of Regionaliflons. As part of the commitment to become adead

in rural finance, each regional division of IFAD Iw(i) undertake or update sector analyses of megjio
challenges to rural finance, using the CGAP maateso, micro framework; (ii) determine prioritiestin
each region and translate the principles of the RE®Pmeaningful objectives for each of the regicasd (iii)
define a strategy for achieving the rural finanbgeotives for each region. The regional strategitisbe used
at the corporate level to position the Fund vissaether development partners, and inform the gabxt
IFAD’s Rural Finance Action Plan, which provideg tlhamework for building IFAD’s in-house and outsoed
capacities.
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project that includes rural finance (as a compowerih stand-alone rural finance projects) to easur
projects meet RFP standards. This quality check bél undertaken by PMD and result in the
Assistant President, PMD, requesting revision desgn of projects that do not meet RFP standards.
In addition, the new quality assurance mechanisimgbeeveloped by IFAD will include measures to
check on policy compliance and quality of ruralafice components. Finally, the issues paper
prepared for the OSC meetings will continue to ca@mpliance issues, but be updated to reflect
new requirements of the RRFpdate. The results of these quality checks will be regwtio the EB

in the annual Portfolio Performance Report to infdhe EB of the quality of new project proposals.
This system will be developed in 2007.

17. Action 6: Build Greater Capacity. PMD commiits itself to develop in 2007/2008 (andviie

the required funding to do so) a short 2-3 dayscbesurse on rural finance, as part of the Rural
Finance Action Plan. This course will be offeredaoregular basis (at least twice per year) and be a
requirement for all staff designing or managingjg@cts with rural finance components. It will
include, among others, modules structured arouadkdly messages of the RFP Update, RF Decision
Tools, the MIX, how to optimize the use of IFAD filing instruments, innovative product design, key
policy issues etc. The modules will be continuougtgated and expanded to keep them in line with
latest industry developments. Staff will be reqdite attend training and their participation iririnag

will be acknowledged in their annual performancaleation.

18. Action 7: Allocate Commensurate Resources to RurdFinance and Reduce Key Person
Risk. IFAD commits to ensure that the position of thaigetechnical advisor for rural finance will
be selected as soon as possible, preferably by 2p0i7* and that all necessary steps will be taken to
move the two current RF positions from temporagatust to more stable contract types and funding
sources, to ensure continuity of essential exme(gsy. for monitoring the partnership with the MIX
and maintaining essential thematic and regionatnpeships). As a second step and in order to
mobilize the means necessary to fully implementati@ons recommended by the CLE and accepted
in this agreement at completion point, PMD will iigpall hecessary means to create two additional
professional positions in 2007/2008 to provide rbguired in-house technical expertise. In parallel
and as a potential alternative support mechanidi) Rill seek to replace departing staff with new
staff with strong technical skills, including inral finance, in order to enhance the technical cigpa
within regional divisions in this area.

19. Action 8: Mainstream the Use of the MI)X® as a Reporting Platform for RF across IFAD.

As part of IFAD’s RF Action Plan, PMD will ensurkat the global partnership between IFAD and
the MIX continues at least over the next three ggarorder to mainstream the use of the MIX as the
reporting platform throughout IFAD RF program®MD will secure the required funding to that

effect.

20. Action 9: Develop More Relevant Instruments, BetteDelivery, and Stronger Supervision.

To meet the more fundamental challenges that thE @entified, which may require amending
IFAD’s founding agreements and therefore interactidth and guidance from member countries,
IFAD Management will organize opportunities forardaction with its EB on best practice for rural
finance and the implications that IFAD faces wheniag to meet them, as well as practical change
processes required to (i) optimize the use of IFADding instruments, including for increased
provision of technical assistance and (ii) imprpveject implementation mechanisms through testing
alternative modalities to the standard “project agement unit” approach. The EB may decide that

4
5

The current incumbent has taken up a positioh WICDF, starting February 2007.

Microfinance Information eXchange: a web-basettfptm enabling MFIs to report on their outreackl an
overall performance.
®  The MIX captures, among other ratios, all th&IRlindicators set up by IFAD in the area of rurahfce.
" These challenges include working more directihwartner finance institutions; placing respoiliies
for project management in institutions that ardwtécally better qualified to supervise financiattee projects;
and using larger amounts of loan money for the ision of technical assistance.
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amendments to IFAD’s founding agreements are neddedmplement those changes. IFAD

management is prepared to submit a relevant propmshe EB and the Governing Council on this
subject® Management is also ready to involve the EB in lagad-hoc seminars on relevant issues in
rural finance on the margin of scheduled sessi®u&h EB seminars are included in the PMD
departmental management plan.

21. Action 10: Gain Greater Relevance through a More Hicient and Effective ProcessTo
shorten the project cycle (including from approt@leffectiveness), IFAD will pilot, apart of the
implementation of its corporate Action PJaa shortened project cycle that will also concern a
selected number of rural finance project. The paldk aim to reduce the total time from inceptianm t
start-up to less than 24 months and to reduce girajesign documentation to 50 pages in total.
Details of the pilot process will be determine®007 and implemented over two years.

8 The evaluation had originally recommended thatDFestablish an EB working group on rural finance.

According to the evaluation, this working group ltbprovide a platform to discuss with EB memberstbe
practice for rural finance and the implicationsttBAD faces when aiming to meet them. However, levhi
management recognizes the importance of interagtitigthe EB on key issues and challenges in rimahce,
they recommended that IFAD avoid establishing &ttt working groups of the Board.
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IFAD’s Rural Finance Policy

Corporate-level Evaluation
Main Report

I. INTRODUCTION TO RURAL FINANCE AND IFAD ACTIVITI ES IN RURAL FINANCE
A. The External Context

1. The Rural Poor and Financial Services Need&very day, over one billion people around the
world cannot fulfill their most basic needs, lebrad attain their dreams or desires. Of these over
800 million poor women, children and men live iraluareas. These are subsistence farmers and
herders, fishers and migrant workers, artisansiagigenous peoples whose daily struggles seldom
capture world attention. More than half of theiilglancome is used to obtain or produce staple
caloric intake.

2. Despite their poverty, most people including theyvpoor, require and use a variety of
financial services. Stuart Rutherford’s invaluaBleancial Diaries of the Podrshow how the poor
actively manage even the smallest sums to survora flay to day and increase household financial
assets. In the virtual absence of pro-poor findragavice provision, however, the rural poor often
resort to using inappropriate and or usurious fir@nservice providers to their own detriment and
that of rural economic development. Finance isenpanacea to rural poverty, but life for the pasr,

it is for those with higher incomes, is more difficwithout access to appropriate financial sersice
Benefits reach beyond the immediate households @od, many positive economic and social
multiplier effects result from rural economies gmjm access to finance including job creation,
gender and social empowerment, to community cobasss. As recent World Bank stitly
observes, poverty falls faster in countries withllwdeveloped financial institutions than those
without.

3. Rural Finance Systems.Agricultural finance has been a prominent elemantnost rural
development strategies endorsed by developmentager®©ver the past 40 years billions of dollars
have been invested in agricultural production foegmrmostly though not uniquely, benefiting large
agri-business and large landholders. Small rurdrprise and producers have also benefited — albeit
modestly — from credit programmes.

4.  Traditionally, most rural development finance hagib made available through governments
and state banks and is characterized by poor lepayment and unsustainable subsidies. Increased
attention to fiscal responsibility emerging fromvdmping country debt crises in the late 1980g] lea
to a reciprocal decrease in the financing of urgsnable agricultural programmes. At the same time,
developing country economies were rapidly restmiotuand liberalizing, this along with decreasing
importance of agriculture to many national econanpgecipitated state withdrawal from many of its
traditional supply roles in rural areas, includfirqance.

5. Liberalization and its corollary — increased acdesglobal markets — has opened new market
opportunities for rural economies in many develgptountries, but has largely benefited rural areas
with sound infrastructure, stable macroeconomicd@@mns, and abundant access to inputs to
production. Finance has proven to be a particulatifficult input to provide as economic

®  Rutherford, Stuart, The Poor and Their Money (N&sthi: Oxford University Press, 2000).

10" Beck, Thorsten, Demigue-Kunt and Ross Levine, §2®nance, Inequality and Poverty: Cross Country
Evidence, prepared for Access to Finance: Buildimadusive Financial Systems, hosted by the WorldiBand
the Brookings Institute, Washington, DC, May 30 &g 2006.



liberalization policies have almost always provokithncial sector consolidation leading to a
withdrawal of service from rural areHs.This, combined with shrinking resources to skateks, has
contributed to a sharp decrease in access to #nanural areas that were poorly attended to begin
with. The confluence of liberalization, globalizati and withdrawal of the state from traditional
economic activities and support services in rurehs is the stage upon which the pro-poor rural
finance challenge is set.

6. Constraints to Serving the Rural Areas with Financal Services. Even if broader
development contexts favored stronger rural ecoesyriinancial service providers would still face
significant constraints to providing sustainablevees to rural populations. The main and constant
constraints are distance and low population denditansacting retail financial services in low
density population areas given current banking odghis often too costly to sustain for service
providers and clients alike. High transaction casescompounded by risk management tools not well
suited to rural environments that typically suffesm frequent exogenous economic shocks, natural
disasters, and cyclical crop failures amongst osligaificant covariant risk events. At the househol
level, service provision is challenged by a lackreliable information about borrowers, lack of
collateral, seasonal income and loan demand cyoklishamper traditional approaches to financial
service provision. Overlying these conditions ig/gically inhospitable policy, legal and regulatory
environment. As a result of all of these factosaificial services are often provided to less than 1
per cent of rural arefs Annex 1 provides more background information wrakfinance.

7.  Can Financial Institutions Serve the Rural Poor™Microfinance emerged in the late 1990s as
a means to provide sustainable financial servioethé poor. The initial microcredit approach —

offering of small working capital loans, with shagrms, high interest rates, and no or very low
collateral — has since blossomed into a wide rarigimancial products and services for poor and-low

income households from microsavings, insurancejices to transfer and receive remittances, to a
score of credit products including housing, schant] consumer loans.

BTl DK TR [ by

A loan giving ceremony in Lombok, Indonesia. Smaljroups are formed,

trained and then receive credit to finance theirmcome-generating activities
Photo: Lucilla Salimei, IFAD photo library

8.  Still primarily an urban phenomenon, microfinan@s hmade significant, if uneven advances
into rural areas. Khan and XAS banks in Mongdhieydem in Bolivia, Self Help Groups (SHGSs) in
India, and community-managed village savings aratlitrorganizations in West Africa and some

' De Sousa-Shields and Frankiewicz, (2005) FimancMicrofinance Institutions: The Context for

Transitions to Private Capital, USAID.
12 See the Consultative Group to Assist the Po&AR) & IFAD, (2005) “Emerging Lessons in Agriculair
Microfinance: Selected case studies,” December 2005



Central American countries all serve the rural pimovarying degrees in some of the most difficult
rural environments in the world. For all the variand success of these institutions, replicatimegrt

in different contexts or at a certain scale of eath in rural areas remains challenging. Experience
has shown that blueprints do not exist for thelrimance sector.

9.  Agricultural value chain finance is an emerging elothat attempts to tap the symbiotic
relationship between agri-business and the rurat.Jo Value chain finance has a long history in
many rural areas as food processors, input suppb@&d large commercial farms have often been the
only source of credit available to their clientslauppliers. Donor efforts in this field are promgs

but nascent and typically provide highly contex¢afic solutions and limited financial services.

Box 1. Ten Characteristics of Pro-poor Financial hstitutions Successful in Rural Areas

* Repayment not linked to loan use

» Character based lending combined solid lendinggait

» Savings mechanisms available

» Portfolio risk diversified

» Loans adjusted to household income cycles

« Contractual produce relations between farmers aiyers

e Strategies for reducing transaction costs

e Tap into membership organizations (e.g., produoeperatives)
 Employ area based index insurance where appropriate

» Insulate finance from political interference

Robert Peck Christen and Doug Pearce, Managingarsk designing products for agricultural microfinanEeatures of

an emerging modgConsultative Group to Assist the PA@GAP) and International Fund for Agricultural Develment
(IFAD), 2005.

10. Figure 1 below shows a simplified view of how prmsp rural finance in most countries
reaches rural areas up to certain population aindsinucture densities. In higher density markats,
variety of sustainable rural finance approachesehdeen developed from informal Non
Governmental Organisations (NGOs) to capital iritenstechnology driven commercial bank
models. Markets are not homogeneous, however, avg&t models must serve a range of client
income levels to achieve sustainability — very faviquely serve the poorest of the poor at any level
of population density. Beyond the sustainable foi@nservices boundaries shown in Figure 1, there
is no real certainty about how to provide finansitvices on a sustainable basis. What works well i
some areas can and often fails in others.

13 A series of actors and activities is needed togban agricultural product from production to theal

consumer. When credit or other financial servidew fthrough this chain from one actor to anotheis icalled
value chain finance. See for example, RFAI Notesué 1, A Fresh Look at Rural & Agricultural Financ
United States Agency for International Developm&8AID).



Figure 1. Serving the Rural Poor and the Rural Fincial Frontier
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11. Social and cultural considerations can also hawvesiderable influence on the viability of one
model over the other. In West Africa, for exammlepperative institutions have thrived whereas in
some Asian and European countries, traditionaletiwdder owned, private sector companies serving
individuals is more common. Other key consideraionclude regulations that permit savings
mobilization, availability of debt funding from whesale organizations, and absence of market
distorting interventions by state banks and govemtprogrammes.

12. Understanding which pro poor financial service fgmn model will work in a given market
has advanced greatly in recent years given impgobint as of yet incomplete knowledge of the
application of urban microfinance to rural arealsere are, however, some general characteristics of
success. First, to understand risk and market tiondj financial service provision must be close to
the market. Second, providers must have an dfficieay to transact financial services (such as
mobile banking, mobile phone banking, or palm pii@nsaction technologies, or self managing
models such as SHGs). Besides these general trats, are ten specific characteristics identibgd
Christen and Pearce (Box 1) variously found inansble rural finance provision efforts.

13. Development Partners and Rural FinanceUntil the mid 1980s, many development partners
focused on supporting subsidized credit programasean input to agricultural production activities.
Funds were typically managed either by a localgmtogtaff which lent directly to clients or through
relationships with government managed lending selseand state banks. This approach seldom

14 peck Christen, Robert and Douglas Pearce, (20@5aging Risk and Designing Products for Agricutur

Microfinance: Features of an Emerging Model, CGAgt&ional Paper, No 11. CGAP, 2005.



resulted in sustainable service delivery or povatlgviation, and was mostly replaced in the 1990s
by projects which channeled credit through agrigalt development banks and their retail
intermediaries to highly targeted populations wiithtly defined credit use. Most programmes
typically neither covered costs nor emphasized loacovery, leaving them unsustainable and
encouraging a culture of non-payment. More recedidyelopment partners have begun to apply best
practice urban microfinance to rural and agricaltuiinance projects, taking a financial sector
development approach. Supporting institutional cdpais an integral part of a financial sector
development approach that seeks to integrate anichkopro-poor financial services to the formal
financial sector. The strategy also calls for agendo consider a range of interventions from
institutional support to regulatory change. A virief agencies follow the sector development
approach, some with significant rural finance cotmments, though none are as specialized as the
International Fund for Agricultural Development AB)*° on serving the rural poor.

B. The Evolving Rural Finance Context within IFAD

14. IFAD has become one of the world's largest, if twe largest, lender in rural finance for
poverty reduction. Between 1996 and 26p3FAD approved 194 projects with rural finance
components. The loan amount for these projecttethtdS$3 billion, of which US$822 million (over
27 per cent) were allocated to rural finance. Thesgects generated additional co-financing of
US$912 million for rural finance. As a result US$ billion of total project funding was allocated t
rural finance over the past ten years. The largponita of projects approved since 1996 are still
ongoing with only 35 of the 194 projects complebydhe end of 2005.

15. Over the last 10 years, IFAD’s rural finance pditfchas seen a number of changes. The
number of loans decreased by 20 per cent from ppiosed prior to the RFP to 87 per cent after the
adoption of the RFP and overall rural finance lagdiecreased by about 25 per cent. Across regions,
major shifts took place. In Eastern and SouthemicAf(PF) funding for finance increased while the
total number of projects dropped from 30 to 25jdating a shift to larger standalone rural finance
projects. Lending for rural finance decreased i ltlatin America and the Caribbean (PL) region
from 22 projects and US$75 million (1996-2000) tpréjects and US$17 million (2001-2005). All
other regions saw a decline in terms of humberojepts and loan amounts, albeit less dramatically.
Annex 2 provides summary data tables.

16. In addition to loans, IFAD also finances Techniéasistance Grants (TAGSs). During the
period 19962005, US$21.5 million in grants wereraped for global, regional and project level
rural finance activities. This represents 3.3 pemt@f the approved rural finance loans during the
same timeframe. Grants ranged in size from US$D0f@0workshops to US$1.8 million to support
the CGAP.

> The Inter-American Development Bank, the Asianvéepment Bank, the International Finance

Corporation, USAID, and the United Nations Capidavelopment Fund were interviewed. CGAP, whicthés t
focal point for microfinance for the World Bank, svalso interviewed. Specific rural finance datarfrthese
agencies was not available.

®° The CLE chose a 10-year timeframe (1996-200%)bserve changes that occurred over this period and
determine whether these can be attributed to the. R¥so, the CLE aimed to assess the results oDIEA
assistance in rural finance, which necessitatetiyzing projects designed prior to the adoptionh& RFP, as
more recent projects are not sufficiently advariogtieir implementation to assess impacts.



Box 2. IFAD’s 4 Rural Finance Challenges

1) Enhancing Institutional Sustainability and Outretkhe Rural Poor
2) Stakeholder Participation

3) Differential (diversified) Rural Financial Infrasitture

4) Promoting a Conducive Policy and Regulatory Envinent

17. The desire to improve rural finance project quali®ated to these significant commitments
lead to the formulation of the Rural Finance Pol{f§FP) in 2008. The Policy’s objective is to
support rural finance system development to inersastainable access of the rural poor to financial
service$’. The RFP describes IFAD's approach to rural fiearsets standards for designing and
implementing projects, and offers guidance to IFsfaff and partner institutions on best practice
rural finance project design, implementation, arahitoring. The RFP outlines four main challenges
(Box 2) that IFAD would aim to address with itsalfinance assistance. Subsequent to the approval
of the RFP, IFAD has further formalized its commetmh to rural finance. The IFAD Strategic
Framework for 2002 — 2006 designated access tmdiakservices and markets as one of three
strategic objectives. Each of IFAD’s regional sttgags addresses rural finance with the objective of
providing region specific guidance.

18. As a part of its commitment to quality rural finanprojects, IFAD underwent a Donor Peer
Review (DPR) under the auspice of CGAP in 2003t of CGAP members assessed IFAD’s rural
finance activities and policy. Using standard cidtdéo compare IFAD with other donors active in
microfinance, the DPR found IFAD’s performance tiekely strong in the areas of staff capacity and
knowledge management. Weaknesses were uncoverstraitegic clarity and accountability for
results. IFAD was found to be weakest in its useappropriate financial instruments. The DPR
recommended IFAD achieve a stronger agency-widerviand operational plan for rural finance,
obtain better knowledge and results of its runahfice portfolio, and enhance technical capacity of
Country Programme Managers (CPMs) and partneralstt recommended for IFAD to promote
learning and innovation within and across regidetween the field and its headquarters in Rome,
and with other development partners. In responSADI developed an Action Plan (adopted in
January 2003 and continuously updated since 2008¢hwhas the objective of supporting the
effectiveness of rural finance operations at IFAD.

19. Also in 2003, IFAD developed the Decision ToolsRiural Financé® which have the objective

of guiding rural finance project design, implemeiota, and monitoring. A variety of other documents
including the Rural Finance Learning Notes and mtlaeldressing more specific rural finance themes
have since been published to support the implerientaf the RFP. Twenty-one formal and informal
international and regional partnerships have bemmdd to support IFAD’'s Partner Financial
Institutions (PFI) and IFAD’s capacity and devela@nnneeds. A portfolio monitoring system using
the Market Information Exchange (MIX), an onlinecnaifinance performance monitoring system, is
under development.

20. A follow-up DPR was completed in April 2006. It @ped improvements in strategic clarity
and staff capacity, and some changes in the acaoilitt for results area, but no changes in the use
of appropriate instruments.

" IFAD. 2000. Rural Finance Policy. EB 2000/69/R.12
18 |FAD. 2000. Rural Finance Policy. EB 2000/69/R.fidge 2.
19 IFAD. 2002. Decision Tools in Rural Finance (E@02/77/R.10).



C. The Rural Finance Evaluation: Objectives and M¢&hodology

21. The rationale for undertaking this Corporate Leehluation (CLE) was threefold: (i) the size
of the rural finance portfolio; (ii) the adoptiofthe RFP five years prior (i.e. sufficient timedassess
first results); and (iii) the findings of other dwations that indicate poor performance ratings toal
finance components. The objective of the CLE waassess the quality and effectiveness of the RFP
in guiding IFAD’s rural finance assistance. Theleation addressed the following three questions:

(i) Does the RFP meet best practice standards of ta#microfinance industry and provide
practical guidance to operations? In other worslthé RFP relevant to its external and
internal context?

(i) Has the RFP been put into practice? That is, apgeqs designed and implemented
following the prescriptions of the RFP?

(i) Does IFAD have the right resources, instrumentd, @iocesses for implementing the
RFP and meeting its objectives?

22. The timeframe of the CLE covered operations thaevegpproved between 1996 and 2005, i.e.
five years prior to and after the approval of tHePRThis timeframe allows sufficient time for the
Policy to have had a demonstrable effect on IFARPgramming, including design and
implementation of projects, and redesign whereiegiple.

23. To determine the quality of the RFP (question fl)was analyzed in comparison with best
practice standards, checked for internal consigtenith other IFAD policies and strategies, and
assessed for the extent to which it provided pratguidance to operations.

24. To assess the operationalization of the RFP (aqure&)i, four countries were selected from each
of IFAD’s five regional divisions. A total of 58 pjects in the selected 20 countries were reviewed i
depth, including visits to 23 projects in 10 coiedr Field work was conducted between April and
June 2006. A structured data collection method eyiipd a variety of primary and secondary sources
was used, including an assessment of country spéicincial sector and economic conditions. Key
internal and external stakeholders were interviewelighter desk review was undertaken of projects
in eight additional countries.

25. Finally, to determine whether IFAD had the righstitutional arrangements to support rural

finance activities (question 3), an organizaticasadlysis was undertaken. It included desk review of
IFAD documents and secondary sources, interviewth wey external stakeholders, and semi-
structured interviews and structured focus grouipis approximately 30 IFAD staff.

26. The findings of the evaluation were presented ta aliscussed with IFAD’s Senior
Management Team, the management team of the Progrdvtanagement Department (PMD), and
with members of the core learning partnership.



Il. IFAD’S RURAL FINANCE POLICY

27. To assess the quality of the RFP and the tooldfi#dd designed to ensure its implementation,
the evaluation chose three criteria: (i) how dbesRFP compare to international best practicess(ii
the RFP in line with other operational policiestsas IFAD’s Strategic Framework; and (iii) does the
RFP provide a guiding framework balancing progratmnehoice and flexibility against normative
prescriptions. In comparing the RFP with today’'sthgractice standards, the evaluation recognized
that some best practice standards have evolvedtbegelast five years. The assessment was done,
nonetheless, to determine whether the RFP remaliengant in today’s context.

A. The RFP and Best Practice

28. A central tenant to best practice support for nfinemce and rural microfinance is the sector
development approach. It is based on the undeiisgniat more poor people will benefit more
rapidly if development focuses on the financialtsecather than on isolated institutions that may n
be able to operate effectively or become sustagndiné to the context in which they function.

Box 3. Pro-poor Financial Sector Development: Maar, Meso, Micro Best Practice
Framework

A macro, meso micro framework assesses a finarsgator holistically, seeking to understand the
challenges, constraints, and opportunities at @idhese levels. Donors use this approach to utaiets|
how best to support pro-poor financial sector dewelent by identifying strategic interventions sdite
their resource capacity.

Macro level considerations include macro economic conditiggma/ernment policy affecting private and
public sector business development. Regulatorysapervisory regimes affecting finance are of paldic
interest, as are general economic and legal pslicie

Meso levelconsiderations focus on a range of actors thatufffie health of a financial sector. They inclugde
capital providers, credit bureaus, information saxhnology companies, payment clearing systems gshg
sector associations etc, or those organizatiortshiflp facilitate and or support retail level ficéal sector
activities.

5

Micro level considerations include a range of retail finandiam banks and cooperatives, to self heg
groups. They also include insurance companies financial private lenders and leasing companiesaiRe
level market conditions and trends are also impbntgicro considerations.

p

Building Inclusive Financial Systems: Donor Guidet on Good Practices in Microfinance, CGAP, Decergdbé4.

29. A financial sector approach calls for interventiatsmicro, meso, or macro level (Box 3),
depending on the current status of existing bat&s in the financial sector. The sector approach i
used to varying degrees by a host of developmeehags, such as the British Department for
International Development (DFID), German Agency Tarchnical Cooperation (GTZ) and United
States Agency for International Development (USAlbijateral agencies, and some of the
multilateral agencies (Asian Development Bank (A3DBInter-American Development Bank
(IADB), and the United Nations Capital Developmé&iind (UNCDF). It involves using a rigorous
analytical framework, such as the CGAP model shawBox 3, to determine where the financial
sector needs to be developed before deciding ofipiat of entry” for providing assistance. The
sector development approach goes hand in handanitiimber of best practice standards — at each
level — as detailed in the following paragraphs.



30. The micro level comprises households and indivislelients) and the principle tenet of best
practice is that their financial needs should bé ihentails providing them with appropriate segs,
including a choice of different products, at aroedfible price. Best practice also includes a pastic
focus on women, because experience has shown wiaméno reinvest gains from their investments
into the family: financing expenditure for schogiiand health care or improved nutrition. These are
positive development effects that development agsnaim to achieve through the provision of
financial services to the (rural) poor.

31. Still at the micro level, immediately linked to tleients, are the financial service providers.
Sustainability is an overriding principles for sees/providers, which combines the necessity to meet
the financial needs of the poor while being (or dming) financially sustainable. Best practice
standards concerning service providers is the ddnthat they providedlemand-driven services
meaning they have to understand who their clierdsaad what they need. In the case of the rural
poor, financial service providers would have to enstend the income cycles of the rural poor and
their financial needs, and design specific prodtmimeet them, such as credit and savings schemes,
insurance, leasing, housing, and transfer senfizesemittance®. Services should not be tied to
particular clients or types of use and be providegrices and with terms appropriate to the incomes
and financial goals of the rural poor — individydisuseholds, and enterprises. A further tendids t
need for rapid outreach to serve increasingly lang@ber of clients, which serves both development
goals (providing an increasing number of poor ausie with access to financial services) and
sustainability requirements as a larger, and
more varied clientele ensures that financial
service providers can become viable and
operate in a sustainable manner. Best
practice standards require financial services
providers to be — or have the potential to
become - Operationally Self-sustainable
(OSS), meaning covering their operating
costs. A more stringent sustainability
indicator is Financial Self-sustainability
(FSS), which measures the degree to which
financial institutions cover operating and
capital costs. Both of these measures are best
practice standards in the microfinance
industry and have withstood over a decade of
testing by financial institutions and
development partners around the world.

A money saving co-operative receiving a deposit fro
one of it's members, Coéte d' Ivoire
Photo: Christine Nesbitt, IFAD Photo Library

32. Best practice also urges development partners ssuane the impact of financial services at the
household level. This includes how services affemisehold income, food security, and numerous
social capital assets such as education, housimghaalth. Social performance measurement best
practice has two approaches. The first stressegrating impact measures in the management and
market development information systems of finanaiakitutions. The second relies on rigorously
defined social impact studies that are longitudieradl observe whether individuals, households, or
enterprises move out of poverty and reduce thgiraf falling back into it.

20 Pro-poor appropriate is defined by products ardises that provide utility to the poor or thokatthelp to

increase household income or asset value. Carebrausken to ensure that credit products, for exango not
unnecessarily overburden the poor with debt antdstineings products provide positive interest etc.



33. At the meso level, best practice requires a rarfgestitutions that help the sector develop,
while undertaking supervisory functions. Meso-lewddtitutions are, for instance, apex institutions,
credit bureaus, or supervision agencies. At thigl|lebest practice prescribes that financial servic
providers — regardless of their ownership (pubpidyate, or community-owned) — come under the
supervision of a qualified agency and agree tosparent reporting on key performance indicators.
This standard is vital to ensuring the performantehe financial sector as a whole and that of
financial service providers in particular and sert@ protect the financial assets of clients, iditig

the rural poor.

34. At the macro level, policy and regulatory framewsrghould ensure that financial service
providers operate in an environment that enables tto provide appropriate financial services to the
poor and become sustainable. Interest caps, direceslit, and other similar policies that distdn t
financial sector are not in line with internatiobaist practice.

35. These guiding principles have led development d@gerio make specific choices before giving
assistance for microfinance or rural finance. Tlencern most prominently the demands on the
financial service providers, selecting those with potential and commitment to become sustainable
while expanding outreach to poor clients. To enshia¢ sustainability and outreach requirements are
met, best practice requires frequent monitoringaofew indicators, such as those adopted and
published by CGAP. In addition to selection andigrenance monitoring, best practice dictates that
the type of assistance provided to the financiavise provider should depend on their existing
capacities. Many times, service providers requeehnical assistance to build their capacity rather
than a credit line to increase their resourcegptotfolio lending, or require funding that allowsetn

to take risks for venturing into new markets (sashthe rural sector, lending to the rural ptor
thorough sector analysis (including existing ligtyidn the market and its location) and institubn
diagnostic (strengths and weaknesses of the fiaheervice provider) would indicate what kind of
assistance is most relevant. Under any circumssariiceancial service providers — whether public,
private, or community-owned — are required to niegtsparency and accountability standards.

36. Due to the dynamic nature of financial market depeients and because of its private sector
orientation, best practice interventions recogniee need to ensure that projects be designed and
started in the shortest time possible, typicallyhimi a year. This aim is challenging, particularly
because the main microfinance development partakss recognize the importance of working
together to ensure that sector development progmagms consistent and coordinated, often a
difficult task given different mandates and operatpolicies.

37. The RFP’s four main challenges to developing prorparal finance services reflects a number
of these best practice tenets, though in some @aglesardly so. Each challenge is assessed in turn
below, though separating the discussion of the dmallenge that combines sustainability and
outreach.

2L This view argues that financial institutions dwough a life cycle from youth, growth to maturigach

requiring specific types of capital which in turave potential impacts an institution’s growth andtainability
prospects. Young and growth institutions requimgerisk capital. Young and growth stage institasicmeed a
good deal of capital which can withstand high rigk. the institution this means patient capital, le/hio the
investor it means good financial (and in the cated@selopment partners) social returns to investmen
Development partners, for their part, must accegh hevels of risk, particularly in innovative oiiffitult
markets (including most rural markets), which meainsing for a few highly successful investmentsetfby a
good number of equally spectacular failures. Sutlingestments approach can only be successfullirer
takes well calculated risks. To date, most devekmgnpartners have neither invested the majorityhefr
capital in the highest risk financial institutionsr have they adopted strong investment risk calmr systems.
For more information, see de Sousa-Shields andkieaitz (2005), Financing Microfinance InstitutionBhe
Context for Transitions to Private Capital, USAID.
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38. Sustainability of Financial Service Providers.The RFP clearly insists that projects will have
sustainable outcomes, referring specifically to grevision of pro-poor financial products and
services through financial institutidhsSustainability is defined as PFI FSS including #bility to
raise portfolio funding to sustain lending and s&¥woperations. This test is more demanding than
that employed by most development partners who rgépeapply OSS. While FSS is the main
sustainability criteria, the RFP also provides aenextensive list of sustainability and performance
indicators than required from a policy oversightgpective (as opposed to a project management
perspective). Some indicators suchYagson’'s subsidy dependency ind#xviability is — today — not
widely used; it has not become industry standartraoy to what the RFP anticipated at the time
when it was drafted. A much shorter list of indarat such as that presented for performance
benchmarks is more in line with current best pcactind effective management oversight

39. The RFP struggles to define how to support sudbéenastitutions given the instruments to
IFAD. Best practice suggests using grant funding duoilding the capacities of financial service
providers, which is more often required than crédés or debt for portfolio funding (i.e., on-lend

to clients). The RFP recognizes the limitationsiedit lines but is not entirely clear on altermati
options. It advises that credit lines can be usesituations where liquidity is a problem and right
points out that they should not displace local ueses where available. Funding capacity building is
mentioned only in the context of grants, of whictlydlew were country-based at the time of writing
the RFP, and currently the amounts are not commateswith the needs of PFls. Co-financing and
equity participation are the only other instrumemisntioned in the RFP, both of which are difficult
for IFAD to employ — the former because of the effequired to align different donor priorities
(among other reasons) and the later due to a laekmerience in equity investing. No mention is
made of the best practice strategy of using paatfidhancing only in proportion to an institution’s
ability to absorb it on a sustainable basis.

40. An important consideration for sustainability i® thbility to identify and enforce compliance.
The RFP performance measures and benchmarks préngdgers to enforce standards, but no
mechanism for doing so is spelt out (e.g., any m¥tlmeeting sustainability within a certain time
period will be dropped from programming). This lasfkdirection is compounded by the delegation of
implementation responsibility to Cooperating Ingtiins (Cls) and national governm&ntwhich
impedes the extent to which IFAD can insist on snifg performance standards. Direct lending to
PFls would allow for more straightforward controloans and grant support can be cancelled for not
meeting project performance standards — as sonee dtivelopment partners have demonstrated. The
United Nations Development Programme (UNDP) micrafice polic§” states, for example, that
Microfinance Institutions (MFIS) not meeting perfmance standards within a reasonable time period
should be dropped from programmes. In this regaelRFP and IFAD’snodus operandill behind
best practice standards.

41. The combination of oversight and enforcement wary if there is intensive monitoring on a
guarterly — if not monthly basis. The RFP is nadfic about monitoring requirements except to say
implementation will be closely monitored at the jpod level. The RFP does not delegate
responsibility for monitoring; though in practidefalls to IFAD which is awkward as the Fund does
not have authority over project implementation. ldac line of authority and accountability is a
hallmark of effective policy, particularly where nitoring should be intensive and meet technical
standards.

22 This prescription is somewhat misleading as th€ Recognizes very informal services agents suciels

help groups, tandas, and roscas, which are ndtLitiehs per se.

% |FAD, Rural Finance Policy, page 63.

24 Ultimate responsibility for the design and impkswtation of a project rests with IFAD’s government
partner, or, in the case of grants, with the berafy NGO or research institution. IFAD, Rural Fica Policy,
page 22.

% UNDP Microfinance Policy: http://www.uncdf.orgglish/microfinance/undp_policy.php.
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42. Outreach. The RFP treatment of sustainability overshadowas ofi outreach. There is no clear
policy objective fordepthor level of poverty IFAD programming should reastcept that it should
reach the poor. What poor means is not definedoamhds generally interpreted at IFAD to mean the
poor as defined by the Millennium Development Gealsr those living on less than US$2 a day in
Latin America and less than US$1 in other regidiss is not problematic as a policy objectper

se but experience suggests that providing finansgavices uniquely to the poor&sof the poor in
rural areas on a sustainable basis is difficulbedt. The best practice standard of working with a
cross-section of client is not anticipated in tHePRThis omission could be interpreted to exclute a
but the poorest of the poor, a feature that shguietly complicate PFI sustainability expectations.
The RFP mentions the best practice of expandingeaci, noting the positive correlation between
scale of operations and sustainability. Howevedpits not specifically state an objective of sepan
rapidly growing number of poor. The absence ofecHje target allows IFAD to support projects that
reach very few poor through volunteer-managed aseble SHGs, which is an RFP compliant but
entirely inefficient use of resources, contrarybest practice use of donor funding. The RFP takes
note of impact studies, but does not emphasize itheiortance in line with best practice. As a resul
impact assessments have assumed low priority.

43. Stakeholder Participation. The focus on the RFP with respect to participatielates to
IFAD’s approach to project development. It cally fthe active participation of a range of
stakeholders in the identification, design, implaetagon, and supervision of projects. These
stakeholders normally include government, the @oat other development partners. Such approach
is consistent with IFAD’s participatory approachdevelopment, but is somewhat at odds with best
practice standards for microfinance and rural faearwhich focus omlemand-driven serviceslhe
latter require an understanding of the financiadseof the poor, which can be determined through
professional market surveys and research rathen thaough consultative multi-stakeholder
processes, which may distract from the needs amdsvof the poor. The RFP embeds the need to
provide demand-driven services under one of the éhallenges, namely that of sustainability and
outreach, where it receives less attention thanmbee generic concept of participation, which is
elevated to the level of one of the four challendé® problem that arises from the RFP’s treatment
of stakeholder participation is the interpretattbat all stakeholders, including the poor, neethé¢o
involved in the ownership or management of rurakfice institutions. In some cases, such as
cooperatives or village banks, this is appropribté,in other, more commercially operated financial
service providers, such participation would notdesirable from the perspective of the poor or the
PFI. The main general distinction is that the RiRpleasizes stakeholder participation in project
development, whereas best practice focuses on dednasen project outputs.

44. Differentiated Financial Systems. A clear understanding of demand leads to a clear
understanding of the kinds of institution and pratduthat are best suited to meet the financialicerv
needs of the poor. The RFP is clear that IFAD nwesbpen to a range of institutions and products.
This is consistent with best practice view of sufipg a context-driven diversification of the (rQra
financial system. The RFP rightly points out that best pro-poor institutions in some areas may be
commercial service providers, while in others apmyative or SHGs owned by the rural poor is more
appropriate. The RFP does not offer similar dimecit the “meso” level, where there is often a need
to support actors offering risk pooling mechanispayment systems, banking technology, credit
rating services and other elements of a diversifiehcial infrastructure.

45. Promoting a Conducive Policy and Regulatory Enviroment. The RFP provides a strong
best practice emphasis on policy environments stigpaf pro-poor financial systems. This includes
sound macro economic conditions as well as busiaedsfinancial regulations such as interest rate
deregulation, financial institution autonomy, arddl systems protecting the property and land-use
rights. The RFP also emphasizes prudential regmathd supervision, a central tenet of sustainable,

% The same experience also shows that the poosssnot need financial services but rather otheesypf

assistance and are further impoverished, if theypaovided with unsuitable micro credits that indiem for a
long time.
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best practice pro-poor financial services. The Réffects that the role of governments is most often
best suited to regulatory development and superyiir in some cases, wholesaling funds to retail
financial institutions (assuming it is not distogithe market). The RFP designates IFAD’s role to
advocate with, and on behalf of, the poor for soshducive policy environment. While the RFP’s
treatment of policy and regulatory issues is caestswith best practice views, the need for such
interventions varies greatly by country. As a redadst practice policy considerations are oftest ca
as an element to consider, rather than a mainestg@l The difference between emerging pro-poor
financial activity in China, for example, demandseatirely different approach than in countrieshsuc
as Benin where legislation is being developed, therocountries like Uganda and Peru where a
system of laws are already in place.

46. Other Best Practice ConsiderationsThe RFP recognizes the importance of strategkages
among organizations engaged in rural finance amd ‘ttionor coordination” is part of effective
stakeholder participation. The RFP also placesevaiuknowledge generation and sharing and the use
of innovation as befits best practice.

B. The RFP and IFAD’s Policies

47. Normative policies seem to be held back at IFADthyy inertia of its current and previous
business modei§ In the absences of norms, strategies remain i@mpoguiding mechanisms or
“policy proxies” at various levels of the institoti. The CLE compared the RFP against major
policies and strategies of IFAD to test whether Rffiaciples were reflected in these documents,
when necessary, to understand whether there imalteonsistency between policy directions.

48. Strategic Framework 2002-2006The Strategic Framework is fully in line with thé-R goal

of developing programmes that lead to “sustainabéess of the rural poor to financial servicefeo
enhanced by institutional diversity and a suppertivural financial infrastructure.” It asserts that
assistance should focus on developing professamhresponsive financial institutions, with a styon
emphasis not just on providing credit, but alsocoemnaging savingé. While clearly supportive of the
spirit of the RFP, the Strategic Framework’s rafieeeto working with PFls that are “professional
institutions” introduces an unnecessary ambiguity. example, what constitutes professional is hard
to define and more complexly, an institution may lix@h “professional” and unsustainable. In
addition, the Strategic Framework implies a limifedus on credit and savings products, rather than
the wider perspective of the RFP on a range ofgoa-financial services, including such products as
transfer services for remittances, insurance, aictopeasing.

49. Sector Wide Approaches for Agricultural and Rural Development Policy and the Rural
Enterprise Policy. The policy forSector Wide Approaches for Agricultural and Ruravielopment
and theRural Enterprise Policydirectly and indirectly support the RFP. Bothipies were adopted
after the RFP. Nonetheless, they espouse the iamatof an appropriate enabling environment that
allows private sector producers and market interanex$ to expand economic activities and market
relations in rural are&s These policies also recognize the increasinglitifaceted and segmented
nature of rural economies consistent with the R0 supporting the financial needs of the full
range of enterprise found in rural areas (e.g.amuoh off-farm enterprise). Both policies also dras
sector development approach of locally adaptedesfies, where the poor are engaged in design and
implementation. They call on a variety of finanaalutions including venture capital, micro leasing
and other innovations. However, tRaural Enterprise Policyinappropriately promotes the idea of
“funds for medium term credit and or guarantee raa@ms aimed at limiting the risk borne by

27 |EE, page 7.

% |FAD Strategic Framework 2002 - 2006, page 11.
2 Sector Wide Approaches for Agricultural and Rubavelopment Policy, IFAD, page 8.
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financial institutions that deal directly with sthatale rural entrepreneuf&”Such funds are difficult
to establish on terms consistent with the RFP ¢ibjes of sustainability.

50. Mainstreaming a Gender Perspective in IFAD’s Operabns. The Gender Plan of Action
provides an explicit guide to incorporating theopties and needs of women and men in rural
developmenf. This sentiment is found in the RFP but in no mederms. The focus on women in
development, presented in the Gender Plan of Act#oa critical element for equity in development.
For the RFP it is essential, because women are ritemtomanagers and consumers of financial
products and services and contribute to the educatnd health of their families. As such, rural
finance offers important points of entry exposingmen to financial literacy and household financial
planning. Some best practice microfinance initiedivoffer proactive services to this end (i.e.,
integrated into the operations), while others hdeeeloped time-limited services (e.g., one time
budgeting and investment advice courses). The R&&s dot recognize opportunities for the
advancement of women in the rural financial seatoan important element to gender equity in rural
development or an important part of IFAD’s approdchassisting the development of the rural
finance sector.

51. Environmental Sustainability.
Managing and conserving the world’s
natural resources includi