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The United Nations High Commissioner for Refugees (UNHCR) has contracted Global
Microenterprise Initiatives, LLC (GMI), a development consulting firm, to conduct an
assessment of two of its microfinance implementing partners in Serbia, Microfins and the
Micro Development Fund (MDF). This assessment is intended to identify weaknesses in
governance, management and financial planning and provide recommendations for
overcoming them. Overall this assessment is part of the UNHCR’s strategy to strengthen
its microfinance implementing partners prior to a transfer of revolving loan funds as the
UNHCR prepares to withdraw from direct support of this sector in the region. This
document summarizes findings from the assessment of MDF. Findings from the Microfins
assessment are presented in a separate document.

The Micro Development Fund is a local, independent microfinance organization recently
spun-off from the Danish Refugee Council (DRC) under which it operated as the
implementing arm for their micro-lending program targeted at refugees. MDF was
founded by DRC employees in 1998, but has only been formally localized and
operationally autonomous from DRC since January 2004. Funding for its programs has
been provided by UNHCR, DANIDA, ECHO and ICRC.

MDF operated under the DRC umbrella due to challenges faced by microfinance
institutions (MFI) operating in an environment lacking a microfinance legal framework. A
legal framework for microfinance in Serbia would define the National Bank’s supervisory
and licensing role over non-depository financial institutions, ease regulatory constraints,
and address operating laws for NGOs. Through lobbying and advocacy efforts, progress
has been made to educate and build government awareness on critical microfinance issues
affecting MFIs. Although as of September 2004 Serbia has yet to liberalize banking
regulation for NGO MFIs, legally acceptable partnering arrangements have been
established with commercial banks. These arrangements provide MFIs with a vehicle to
continue operations. This assurance prompted DRC to support MDF’s spin-off into a local,
autonomous MFL

The spin-off process has been gradually preparing MDF to assume full management and
ownership of DRC’s grant, micro-credit and vocational training activities and associated
assets in Serbia. The final transfer of ownership is expected to take place by December
2004.

In the past year, as MDF has prepared itself for independence from DRC, it has followed a
road map developed with input from DRC, MDF and a technical consultant.  The plan
addressed institutional changes MDF needed to make in order to build a solid foundation
from which it could continue to grow. More than a half a year after initiating MDEF’s
localization, it is well on its way to becoming a strong institution, having accomplished
most of the tasks it has set out for itself.

MDFEF’s governance structure has been redefined with revised statutes and a newly elected,
independent Board of Directors. The organizational structure has been modified to
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emphasize the separation of non-financial services from microfinance operations. Policies
and procedures have been defined and documented for most departments. Internal control
mechanisms are well integrated into all levels of operation. The management information
systems are clearly in place and generate accurate information. The staff is motivated,
dedicated and has participated in extensive capacity building seminars.

Despite this progress, MDF must continue building institutional capacity. GMI
recommends the following steps to further strengthen the organization:

X Develop a long-term strategic plan.

X Continue delegating executive authority and build up management to take on more
responsibilities overseeing financial and credit operations.

X Review and update existing policies and procedures to ensure the quality of the
documents and adherence to rules.

X Develop an internal audit function to provide reassurance on transparency, quality
and accuracy of operations.

In addition to institutional capacity building, MDF must address weaknesses on the
financial side as it moves forward. Plans for growth and decentralization can only be fully
realized once sustainability is assured. MDF has experienced setbacks in attaining
operational self-sufficiency due to higher personnel costs arising from new tax obligations
and a more conservative approach to estimating loan loss reserves. Higher personnel costs
also negatively affected its administrative efficiency ratio which rose to 24% on June 30,
2004 from 17% at December 31, 2003. MDF’s portfolio does not generate enough income
to cover expenses. Despite these problems, MDF’s portfolio quality is acceptable with
portfolio-at-risk at 4% as of June 30, 2004. More loans have been disbursed since the end
of the year in smaller amounts, reaching more clients. As MDF’s financial issues are
primarily related to cost and revenue rather than portfolio quality, as long as there is
institutional willingness to make changes, these problems should not represent a major
hurdle. GMI recommends the following steps to improve financial performance:

X MDF must identify new donor partnerships and sources of funding in order to build
up the revolving fund to a level which will allow it to cover its expenses from
operations.

X Identify and implement measures to attain operational self-sufficiency. Measures to
increase revenue, such as raising interest rates and maximizing the use of its
available cash should be examined.
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Number of active loans 1,722 2,162
Total outstanding loan balance US$ 1,624,993 US$ 1,751,325
Average loan balance (US$) US$ 943 USS$ 810
Total assets US$ 1,945911 US$ 1,974,678
Portfolio-at-risk delinquency rate (> 30 days late) 3.6% 4%
Administrative efficiency 17% 24%
Operational self-sufficiency 103.45% 93.26%
Return on assets 0.54% -%
Year-end free market exchange rate (CSD:US$) 54.47 59.15
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The purpose of this assessment is to provide the UNHCR with an opinion on its decision to
hand-over funds contributed to MDF to implement microfinance activities. The assessment
focuses on both of the UNHCR’s implementing partners, Microfins and the Micro
Development Fund (MDF). This report covers MDF and a subsequent report will cover
Microfins independently. The goal of the assessment is to address the following issues in
relation to the UNHCR’s partners:

Organizational structure

Governance structure

Internal control mechanisms and procedures
Management’s skill capacity

Staff’s skill capacity

Program implementation and management
Business plans and strategies

Donor support and alliances

Financial projections

Need for impact assessment

~ ~h ~h —~h —~h ~h ~—h —~— —h —

Recommendations made in this report are intended to assist the MDF to consolidate their
strengths and to develop and implement detailed plans that will address weaknesses

observed during the review. The Terms of Reference for this assessment are provided in
Annex [.

%OHWKRGRORJ\

The consultant spent five weeks assessing and writing recommendations on MDF from
June — July 2004. The following report is based on a slightly modified CGAP MFI
appraisal format. It is intended to provide the organization with a standardized record that
can be easily referred to by management and other stakeholders as needed. It will also
provide strong reference points for future analyses of MDF’s performance over time.

Information to support this appraisal was collected through meetings with key stakeholders
and a thorough review of relevant financial and program data. Interviews were held with
donors, management, most administrative staff members and a number of loan officers. An
extensive review of internal documentation and financial information was conducted,
together with an appraisal of external audits and reports provided by donors and MDF.

., 1(*$/ ,668(6

MDF was established in 1998, as an implementing organization for the Danish Refugee
Council’s community based self-reliance programs for refugees. As an organization
established under the auspices of DRC, it was initially registered in 2001 as a non-resident
NGO. As part of its exit strategy, DRC has been building the capacity of MDF to become
an autonomous, local NGO. On January 1, 2004, MDF was registered as a local,
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independent citizens association with the Ministry of Human Rights and Minorities at the
federal level.

In a country lacking a legal microfinance framework, many obstacles were surmounted by
DRC to continue operating legally as an international NGO MFI in Serbia. The two laws
that affected microfinance operations the most, in addition to the limitations of an
antiquated NGO law, are the following:

f Under the Laws on Foreign Credit Transactions and Foreign Exchange Transactions, a
citizen’s association is not permitted to borrow foreign currency or borrow from a
foreign organization. Furthermore, under the same law, non-residents are not permitted
to lend to residents of Serbia.

f Under the Law on Banks, only legal entities licensed by the National Bank (NB) may
engage in monetary lending activities, except under the protection of a bilateral
agreement. Citizen’s associations are not licensed to make loans.

With lobbying and research efforts made by members of the Microfinance Working Policy
Group and other microfinance stakeholders in Serbia & Montenegro, suitable solutions
were found that satisfied the National Bank and donors.

f In December 2002, a bilateral agreement was signed between the National Bank and
UNHCR permitting all UNHCR implementing partners involved in microfinance to
provide loans to local residents.

f In June 2003, MDF was advised by the National Bank to enter into a contract with a
local bank. Under this arrangement, the local bank acts as an intermediary between
MDF and the microfinance client. The bank holds MDF’s funds and processes all
financial transactions, charging a fee of 1% of the total loan amount to the client. MDF
maintains the relationship with the clients and administers the loans. This arrangement
is called the Bank Commission System.

There is much controversy and discussion about the importance of a legal microfinance
framework in Serbia. With a microfinance law in place, MFIs would be supervised by a
bank agency and donors would be more willing to fund a formal institution. However, it is
important to note that non-regulated MFIs operate and flourish in many nations without a
microfinance legal framework and provide a much needed service overlooked by the
banking sector. Donors should not be discouraged from working with local MFIs due to a
lack of a legal framework. Instead, they should determine whether supporting the provision
of credit to small entrepreneurs who lack access to the formal banking market is part of
their overall development strategy for Serbia and then devise alternative ways to serve this
market.

In the meantime, MFIs such as MDF should continue lobbying for the passage of a
microfinance law. A microfinance law, of which a draft already exists, can either be a
stand-alone law or an addendum under the Law of Banks. It is further recommended that



the National Bank, with approval from the Ministry of Finance, be responsible for licensing
and supervising non-depository NGO MFIs. The NGO law would be updated to allow
NGOs to operate as non-depository financial institutions. The National Bank would
determine financial reporting and provisioning requirements, appropriate governance
structure and set parameters necessary to ensure that MFIs operated according to
international best practices. MFI NGOs would register with the Ministry of Finance, which
would also be responsible for taxation.

A report written by Timothy Lyman for the MicroFinance Center in Warsaw' provides a
legal overview of challenges facing MFIs in Serbia. It also includes recommendations for
appropriate vehicles for NGO MFTI transformation and legal operational options.
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Founded in 1998, by DRC employees, MDF was created to implement DRC’s self-reliance
activities targeted at refugees and in 1999, internally displaced persons (IDPs). Operating
under the DRC umbrella, the programs included in-kind grants, soft-loans and vocational
training. Initial financial support for the programs came from the UNHCR, DANIDA and
ECHO.

In 2001, MDF, still operating under DRC, registered itself as a citizen’s association and
began working toward self-sustainability and eventual autonomy. A separation was made
between MDEF’s non-financial services and its microfinance program, which began
charging market interest rates. MDF’s programs covered central and southern Serbia,
which are areas with the greatest concentration of refugees and IDPs. In 2001 MDF’s
program grew to encompass the Nis region with the merger of the Italian Consortium of
Solidarity’s soft-loan program.

By 2002, MDF moved into its own offices in continuation of the independence process.
Supervisory and financial control was maintained by DRC. 2003 heralded the beginning of
further institution-wide changes with the signing of a Memorandum of Understanding
(MoU) between MDF, DRC and DANIDA. The MoU defined the spin-off process and
requirements for establishing MDF as an independent local organization. The MoU
requirements included changes to MDF’s governance structure, election of a board, a
revised mission statement, extensive training of staff and management as well as the
preparation of organizational documentation.

On January 1, 2004, MDF revised its status and re-registered itself as a local citizens’
association. Since then, MDF has operated independently of DRC with the formal hand-
over of ownership expected by December 2004. Until that time, DRC maintains a presence
as a supervisor to MDF’s board and holds the right to full disclosure.

! This report is available at www.mfc.org.pl
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As an NGO, MDF has no owners. Instead, MDF is accountable to its Board of Directors
and its General Assembly, which are described below.
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In preparation for MDF’s spin-off from DRC, MDF made a number of changes to its
governance structure. These were meant to improve transparency, supervision and
accountability of the organization toward its stakeholders. Statutes were revised by
working-groups formed by MDF employees. New criteria were adopted for the election of
board members and statutes defined board roles and responsibilities, the process for
conducting board meetings and the role of the assembly. Membership in the General
Assembly was defined to include employees who have been with the organization for at
least six months. The General Assembly holds annual meetings during which they vote on
changes to the statutes, elect the Board of Directors and review MDF financial statements.
The Assembly was last convened on October 2003 at which time they adopted the statutes,
elected the Board of Directors and discussed organizational plans for the upcoming year.

Under the statutes, the Board of Directors is the executive body of the Assembly and
reports to the Assembly. It consists of four voting members and the non-voting Executive
Director of MDF. Board members are not remunerated for their services and can be
dismissed by the Assembly. The President of the board is elected by members of the board
and is held liable for obligations incurred by MDF. Board meetings are held at least twice
a year.

The board monitors MDF activities, reviews financial reports, proposes changes to the
statutes, advocates for MDF, selects and dismisses the Executive Director and approves the
Director’s salary.

To facilitate supervision of MDF, the board is provided with an independent advisor in the
form of a supervisor. The Supervisor offers opinions on the organization’s financial and
operational performance and has the authority to audit MDF operations. The position is
currently filled by the DRC representative, Hugh Fenton.

MDF can be dissolved by an Assembly vote if objectives are not being met. In case of
dissolution, the assets are to be transferred to an organization determined by the Board of
Directors.

& %RDUG RI 'LUHFWRUV

Since October 2003, MDF has been operating under a new, independent Board of
Directors. This is a marked change from its previous board which was solely composed of
employees.



MDF management selected Board of Directors who were familiar with the organization,
could support the institution and who were respected within their area of expertise. Further
consideration was given to people who had time and interest to devote to the board. Board
meetings are well organized, guided by an agenda and rarely run for more than an hour.
The purpose of the meeting is clear and documented. All board members strongly believe
in MDF's social mission to help the economically vulnerable. The new board has met three
times since October 2003. The board is composed of the following directors:

f Mirjana Burmazovic — President of the Board. She is the only MDF employee on the
board. She was chosen for her long-term commitment and strong vision for the MFL
She has been with MDF for 8 years, from its inception. She is currently the Kraljevo
branch coordinator.

f Dragan Markovic — Deputy President of the Board. He is a specialist in NGO
development and FRESTA program manager. FRESTA is a DRC program funded by
the Pact for Stability. He advises the MDF board on building institutional capacity. He
has been involved with NGOs, refugee issues and civil society building for over 12
years and is a member of the board of his own organization. He participated in
developing the MDF spin-off process with Hugh Fenton.

f Igor Brkanovic — Board Member. He is a Small and Medium Enterprise (SME)
development expert who currently works for the EAR developing the SME sector. He
brings experience training MFIs, writing business plans and familiarity with ministry
officials. He brought microfinance issues to the attention of the Governor of the
National Bank and is an active lobbyer for a microfinance legal framework. He serves
as a member of the board of another organization.

f Tina Pedersen — Board Member - Counselor, Deputy Head of Danish embassy. She
represents the donor community and is a lobbyist for MDF and microfinance. She
provides legal input and an international perspective to the board.

f Milena Gojkovic — Non-voting Board Member and Executive Director of MDF. She
has been with MDF since its creation. She is responsible for organizing and leading
board meetings. She votes only in case of a tie.

f Hugh Fenton — Non-voting Board Supervisor - DRC Representative for Serbia &
Montenegro. He has been an active supporter of MDF’s growth and independence. He
has a strong understanding of microfinance and financial issues.

The Board of Directors has been carefully selected by MDF. It has the potential to become
a strong board with an active role in MDF’s development. To support this development,
MDF should strengthen the board’s advisory role so that its function is not purely
administrative. The Executive Director should bring concrete issues to board meetings,
which members can discuss and arrive at solutions. Board members will develop greater
understanding of the challenges facing MDF and a stronger sense of ownership.

The quality of supporting documentation can also be improved. The writing of the board
minutes should be delegated to the secretary with clear expectations and turnaround time
(i.e. one week after a board meeting takes place). The minutes should be translated into
English, signed by appropriate signatories, sent to board members and filed.
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MDF offers four loan products. The two main loan products are individual business loans
for refugees and IDPs and the ICRC business loan targeted at extremely vulnerable IDPs.
Its third and fourth loan products are a seasonal/satellite loan and a family loan product
which are not advertised and rarely disbursed. The two main loan products are described
below:

f Individual business loans for refugees and IDPs: Loans range between 200-4,050 Euros
for terms of up to 18 months. Loans are targeted at refugees or IDPs for on-going
business projects or start-up business needs. Repayment is monthly, secured by a
promissory note with two guarantors and an administrative prohibition. For loans of
more than 500 Euros additional guarantees in the form of a pledge on moveable assets
or fixed assets is required. For initial loans, the interest rate is 1.5% per month,
calculated on a flat rate method.

f ICRC business loans: This product targets extremely poor IDPs, pre-selected by ICRC
field staff. Loan amounts are smaller, ranging from 200 — 800 Euros with terms of up
to 12 months. Collateral requirements are more relaxed and require only a promissory
note signed by friends or family. Interest rate for ICRC loans is the same as for
individual loans, 1.5% per month for initial loans, calculated on a flat rate.

7TDEOHRDQ RXWUHDFK VXPPDU\
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Number of active loans at end of period . 1,722 2.162
Percentage of clients who are women 41% 40%
Percentage of first-time clients 49% 51%
Average balance per loan (USS$) US$ 943 US$ 810
Average loan term (months) 13.5 13.8

Although MDF offers a limited number of loan products, it has developed an incentive
system to reward and retain its first-rate repeat clients. The “bonitet” system classifies
repeat clients according to their repayment history from class A for perfect repayment to
class C for payments paid more than 5 days late or not repaid in full. Class A clients are
rewarded with lower interest rates (1.1% flat), faster loan approval and more lenient
collateral requirements. All approved repeat clients may apply for loans 50% greater than
the previous loan.

Another program reward for Class A clients who have repaid more than four loans with
MDF is the “Golden Client” advantage. This category of clients has access to a
personalized loan product with 1% interest rate and terms of up to 24 months, larger loan
amounts adapted to business need and fast loan approval.



MDF has made great strides in responding to client feedback and improving its loan
products. Continued efforts should be made to keep clients satisfied, but MDF should also
look into retaining its client base by developing new loan products. New products can be
tailored to a specific clientele. For instance, clients involved in trade could be offered a
short-term working capital loan for up to 6 months processed with a minimum of
documentation.

% 1BQQDQFLDO 3URGXFWYV

In addition to microfinance, MDF implements an In-kind Grant and Vocational Training
program. These programs have been clearly separated from microfinance operations with
separate operational and financial functions supervised by a Socio-Economic Program
Manager reporting to the Executive Director. Table 3 provides a summary of socio-
economic program support by donor.

7DEOHRQRU 6XS6REUMRRQRBURJUDPYV

'RQ 3XUS 3URJL <H
UNHCR Refugee self-reliance programs Eur 140,830 2001
UNHCR Refugee self-reliance programs Eur 113,982 2002
UNHCR Refugee self-reliance programs Eur 366,344 2003
UNHCR Refugee self-reliance programs Eur 141,786 2004
DANIDA Social rehabilitation program Eur 212,593 2002
DANIDA Social rehabilitation program Eur 120,636 2003
ECHO Community services to IDPs & Eur 186,831 2001
refugees

ECHO Community services to IDPs & Eur 143,423 2002
refugees

ECHO Community services to IDPs & Eur 228,355 2003
Refugees

ICRC Vocational training for IDPs Eur 52,114 2002

ICRC Vocational training for IDPs Eur 109,347 2003

The In-kind Grant Program provides equipment to refugees that have the technical skills to
start a micro-business but who lack the financial resources to repay a loan. The goal of the
program is to increase refugee self-reliance while improving family livelihood and
facilitating refugee integration. The average grant size in 2003 was 700 Euros disbursed to
554 beneficiaries in southern Serbia.

The aim of the Vocational Training Program is to upgrade refugee technical skills through
education or apprenticeships to help integrate them into the local labor market. In 2003,
training for 325 individuals was financed at an average cost of US$200 per course.

Donor funding for both programs was provided by the UNHCR from 1997, by ECHO and
DANIDA from 1999 through 2003, with ICRC adding its support in 2002. A shift in donor
focus from humanitarian aid to development aid brought an end to ECHO funding for 2004
and is slated to end for UNHCR funding by 2005. In 2003 DANIDA decided to channel all
of its funding into the microfinance program. With an interest to continue providing
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vocational training and in-kind grants to the vulnerable population, MDF has submitted
proposals to EAR to compensate for other donor phase-outs.

In 2004, the vocational training and in-kind grant programs were supported by the
UNHCR. The programs employ one Program Manager based in the head office, two part-
time vocational training officers and two part-time in-kind grant officers based in Nis.
Program costs are donor funded and do not exceed original budgets.

The socio-economic programs and the microfinance programs have separate reporting
requirements, separate financial accounts and records and are under separate management.
Nevertheless, since all MDF employees share offices in Nis, clients from the socio-
economic program have been referred to the microcredit program once their businesses
grow to a level requiring microcredit.

MDF believes its socio-economic programs provide a valuable service to the poor, which it
is in a unique position to provide due to its extensive experience and established networks
in the field. It does, however, recognize that the programs are not sustainable over the
long-term and that it must continue its operational shift toward microfinance.

9,, &/,(176 $1' 0$5.(76

$ 7DUJHW &OLHQWYV

MDF has positioned itself to target clients mandated by its donors: refugees and IDPs.
This narrow client focus has pressed MDF to reach deeper into its market while retaining
its top clients. In 2002/2003, the Credit Manager and Branch Manager took the initiative
to perform an impact study and apply its results to the credit program. The study surveyed
current and former clients about the quality and delivery of the loan product, how loans
were ultimately used and what improvements should be made. Based on the results, client
dissatisfaction was addressed by creating the ‘bonitet’ system in order to reward “golden
clients”, simplifying procedures, improving loan officer delivery and providing approved
clients with exact loan disbursement dates.

In addition to client retention, MDF is also ready and interested in expanding its client base
to include the local poor population. MDF loan officers have experienced great demand
for micro-credit in their respective regions as refugees slowly assimilate into the local
population. Continuing to provide credit solely to refugees and IDPs increases friction
between them and the local population as one group is perceived to be favored over the
other. Municipalities are eager to help MDF reach the local poor.

% &RPSHWLWLRQ

There are other financial institutions which cover the same territory as MDF but MDF does
not consider them to be real competition. This can be explained by MDF’s mission to offer
its services to the economically vulnerable from which it has not deviated. While other
organizations and banks gradually shift client focus to bigger businesses and larger loans,
MDF continues to reach out to the poor, fund start-ups and require simplified back-up
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documentation. Attention is also paid to maintain low interest rates and charge no other
fees. These factors enable MDF to maintain a competitive advantage in its market niche.

MDF has created a market niche for itself by embracing its donor mandated target clientele
and delving deeper within this market. Nevertheless, UNHCR, DANIDA and MDF should
re-examine the mandate limiting outreach to refugees and IDPs. In order to continue to
grow and become sustainable, MDF will need to reach a broader portion of the population.
It is recommended that MDF conduct a market study to determine the feasibility of
expanding loans to a broader population. This study should examine demand, financing
needs, competition and possible loan products. MDF will also need to consider funding
requirements and organizational changes that will be necessary for program expansion. In
preparation for the hand-over of UNHCR funds to its local partners, UNHCR could allow a
portion of its revolving fund (50% or more) to be disbursed to the local population (after
completion of the market assessment). This would enable MDF to gain experience with a
wider client base and identify appropriate tools to service these new clients, while still
under the supervision of UNHCR. Alternatively, if this does not fit within the UNHCR’s
mandate, MDF should consider raising funding from other sources to finance this
expansion.

9,,, 25*%$1,=%$7,21%/ 6758&785(

A.21ILFH /RFDWLRQV

MDF operates its microfinance program in three areas in southern and central Serbia:
Kraljevo, Uzice and Nis. Uzice Branch has a Branch manager and two loan officers. The
Kraljevo and Nis branches employ Branch Coordinators who also work as loan officers.
Kraljevo has four and Nis has three loan officers in addition to the Branch Coordinator.
Loans at these two branches are approved locally after which they are sent to Belgrade for
final approval, processing and filing. The loan tracking system (LTS) databases are
updated in Belgrade and sent to the respective branches once a week for informational
purposes only. Payment requests are filled by Branch Coordinators and sent to the head
office for payment.

The branch structure and credit procedures adopted at the Uzice Branch, which is the first
branch to undergo a decentralization process, are discussed later in section VIII E.

Procedures are standardized and documented in operations and administration manuals.

Communication between the branches and head office takes place by e-mail, phone or
regular mail, which is registered by the Office Manager in Belgrade.
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% 2UJDQL]DWLRQDO &KDUW

MDF’s organizational chart changed over the past year as a result of its independence and the addition of new administrative
responsibilities. The Executive Director is overseen by a Board of Directors and advised by a Supervisor. All managers and
administrative staff report to the Executive Director. The Credit Manager is responsible for all three branches, Kraljevo, Uzice and
Nis. The Socio-Economic Program Manger is responsible for the in-kind grant and vocational training programs.

JLIXUH') 2UIJDQL]DWLRQDO &KDUW -XO\

Independent Board of
Directors

[ Executive Director }
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& /HDGHUVKLS

Milena Gojkovic, the Executive Director, provides overall leadership for the
organization. Ms.Gojkovic was hired by DRC to work as an income generation and
micro-loan coordinator before MDF was established. She was a member of the group
that created MDF and was instrumental to the development of the organization. She has
shown commitment and dedication to promoting microfinance in Serbia, strengthening
the organizational capacity of MDF and developing her staff. Ms.Gojkovic’s main
weakness, which is common to leaders who have built an organization from ground up, is
the need to delegate more authority and responsibilities. Nevertheless, she is open to
change and able to objectively assess problems and risks facing the organization.

' OHHWLQJV ,QIRUPDWLRQ

Staff meetings are not regular but occur at least once a month, depending on the need to
introduce information or explain new procedures. All staff attends meetings. According
to employees, the meetings are participatory in nature and the source of ideas and
feedback on operations, performance and organizational growth. Regional branch
meetings and credit committees are held once a week on Fridays. The administrative
staff meets every other week to discuss organizational responsibilities and performance.
The Executive Director has direct daily contact with the Credit Manager and the
Financial Manager. The staff is also kept informed by memorandums distributed by e-
mail and verbally through their supervisors.

( ' HFHQWUDOL]DWLRQ

In response to branch needs for more autonomy and decision-making authority as well as
MDEF’s long-term plans for growth, MDF decided to begin a pilot decentralization
process. The process began in June 2004 with the decentralization of the LTS database
and is being piloted in the Uzice branch. The Uzice branch is managed by a Branch
Manager and employs two loan officers. The Branch Manager is the former MDF Credit
Manager and has extensive experience with databases and the KREDITS LTS in
particular. She is not responsible for her own portfolio but manages the loan officers and
keeps the Uzice database updated. The database is sent to the head office once a week
for back-up and is consolidated with the other databases once a month. Final loan
approval and paperwork are still processed and filed at the head office.

MDF employs a capable, hard-working staff and has seen many employees rise through
the ranks. The staff has been encouraged to excel through increases in responsibilities,
exposure to training, and rewarded by promotions. Along these lines, the Executive
Director should continue to support the training of the Financial and Credit Managers so
that they can relieve her of operational responsibilities and allow her to focus more on
high level issues. This would entail formalized delegation of authority and the hiring of
additional support staff to fill gaps left by management promotions.

In support of this, MDF should consider re-organizing its organizational chart to limit the
Executive Director’s responsibilities to management and strategic oversight. The
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Database Operator should report to the Finance Manager and the Loan Contracts Officer
should report to the Credit Manager. Annex II provides a depiction of this
recommendation.

Once the decentralization process is tested, external or internal candidates for the position
of Branch Mangers in Kraljevo and Nis should be identified. =~ Procedures and job
descriptions related to decentralization should be documented and introduced in the other
two branches. The Credit Manager should take on a more supervisory role, delegating
loan approval and loan processing to the branches.

;. +80%1 5(6285&(6

$ +XPDQ 5HVRXUFH 3ROLFLHV DQG 3URFHGXUHV

MDF has clearly defined personnel policies written in a personnel manual. New positions
are advertised in local newspapers, which is the favored method for recruiting loan
officers. Administrative staff is usually hired from DRC offices. Candidates are
interviewed by supervisors, the Credit Manager and the Executive Director. A collective
decision is made.

A new database to keep track of personnel issues such as vacation and benefits is being
developed. The Office Manger should become the main contact person for all human
resource issues and should keep the database updated. A monthly summary report can be
provided to the Executive Director. The Office Manager should be trained to take on
greater responsibility as a Human Resource Officer. Organizing an exchange with
another MFI, large enough to have its own HR department, would be a potential source
of on-the-job training for the Office Manager.

% 6WDII

Over the years, MDF has built a strong team of employees who are capable of meeting
current needs and are expected to grow along with the organization. Most employees
either worked directly with MDF from its inception or worked for the DRC and were
hired by MDF after its registration.

Staff appears motivated, with a strong sense of ownership and identification with the
organization’s social mission. The participatory management style practiced by the
Executive Director is a key to this achievement. Staff complaints are either addressed
directly by the appropriate supervisor or at staff meetings.

7TDEOHXPDQ UHVRXUFHV VWDWLVWLFDO VXPPDU\

Number of total staff, end of period 18 19
Number of staff hired during period 2 1
Number of staff who left during period 0 0
Turnover rate 0% 0%
(staff who left as a percentage of average number of staff)

Number of loan officers, end of period 11 13
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Loan officers as a percentage of total staff 61% 68%
Number of administrative staff, end of period” 7 6

Average monthly loan officer compensation (US$) 650 650
Typical monthly compensation for veteran loan officers (US$) 700 700

& 7UDLQLQJ

Various forms of training are offered to staff. On-the-job training is common for new
employees but all staff members participate in seminars or attend external training
depending on interest and need. In preparation for MDF’s independence, DRC and
MDEF’s donors funded extensive staff training. Seminars have included team building,
portfolio analysis, loan documentation requirements, LTS database use and an anti-stress
workshop for loan officers dealing with clients in difficult situations. Internal seminars
and staff workshops were developed to improve loan officer delivery methodology and to
analyze operational efficiency and costs. MDF also participates in loan officer exchanges
with other MFIs in the Balkans.

Loan officers come from different educational backgrounds such as economics and
engineering but with a predilection for sociology as a result of the program’s targeted
population. Loan officers are trained in the field by fellow loan officers. Only one new
loan officer has been hired in the last two years. Four out of the current 10 loan officers
are women.

At the management level, the Executive Director has attended microfinance training in
Boulder, Colorado. The Finance Manager has been trained in MFI accounting at the
MFC in Warsaw and has attended classes in cash-flow and business plan analysis. The
Finance Manager, a chartered accountant with extensive work experience, began working
at DRC as a database operator and gradually moved into the position of financial
manager at MDF. The Credit Manager was promoted to her position a year ago after
working as a loan officer for 2 years.

Training is considered a strong staff motivator and a benefit for working at MDF.

' 6DODULHYV

As a registered local organization, MDF has begun paying salary taxes, pension and
medical benefits to the government. This has increased their personnel costs by 73% and
has taken its toll on the organization’s revenue.

Staff salaries range from net US$600 per month for the database operator to US$700 for
loan officers to US$850 for managers and US$1,100 for the Executive Director. Loan
officers do not receive performance based bonuses.

2 Administrative staff includes management, finance, bookkeeping, internal control, and MIS staff; it does
not include loan officers, and others who spend most of their time dealing with clients.
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Staff compensation appears to be satisfactory (average net salary in Serbia is
US$250/month). The primary staff concern is whether programs and their positions will
continue to be funded.

Management is working on developing a financial bonus system for loan officers, but
they are having difficulties developing an approach that would be fair for all regions with
the current target population. While it may be difficult to reduce salaries of staff, MDF
needs to institute a compensation package that is realistic given its existing financial
situation and provides a sufficient incentive system for the institution and for staff.
Bonus systems are generally considered a positive form of compensation and often MFIs
base the bulk of the loan officer’s compensation from bonuses rather than from base pay.

" S5HFUXLWMPEH@WDII '"HYHORSPHQW

The organization is poised for growth once it secures additional capital funding. To
prepare for expansion, MDF should:

f Identify staffing needs to continue the decentralization process.

f Identify staff for management and administrative positions.

f Continue providing training to staff by identifying and planning training semi-
annually.

f Develop in-house standardized trainings and workshops for future use

f Consider training a loan officer to be a trainer for future loan officers.

The Finance Manager should be trained to assume a greater supervisory role over
financial operations. Her role could emphasize strategic organizational responsibilities
such as business planning and financial modeling with Microfin. The need for additional
finance support staff to help with bookkeeping and processing of financial transactions
should be addressed in the upcoming year. While it will be important for MDF to make
strategic investments in staffing as it grows, it is critical that all staffing increases are
considered in terms of the budget and potential impact on operational self-sufficiency.

. 23(5$7,21$/ 6<67(06 $1' 352&('85(6

$ /RDQVEXUVHPHQW DQG &ROOHFWLRQ

Loans are administered through MDF’s three branches in Nis, Kraljevo and Uzice but
disbursed through their partner bank’s local network of retail outlets. Potential clients
must complete an application form after which a loan officer arranges a site visit,
appraises the business, reviews collateral documentation and determines whether the
applicant is credit-worthy. A regional credit committee meets every week to approve
clients. Turn around for a loan can be as short as one week, depending on client credit
history and MDEF’s liquidity. Disbursements are made on three pre-set days of the month,
the 5™, 15™, and 25" allowing the client to know the loan disbursement date in advance.
The bank charges an upfront fee of 1% of the total loan amount. Loans are repaid on the
5™ and 20" of the month at commission bank retail outlets.
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%' HOLQT XOHIQUDJHPHQW

MDF has clear procedures on delinquency management as documented in its credit
manual and practiced by its loan officers. A late client is contacted immediately by the
loan officer and if a payment is not forthcoming, a visit is paid to the client’s business
and home. Delinquencies are discussed by branch staff at regional credit committees and
reported to the Branch Manager. The Branch Manager supervises the loan officer and
will contact head office to request a warning letter be sent, threatening the client with
legal procedures. If there is still no resolution, guarantors are contacted and the contract
is forwarded to an attorney who prepares the case for court.

& /RDQ /RVV 5HVHUYH

During 2004, MDF modified its method for measuring loan loss reserve from the flat 2%
of gross portfolio to the more conservative ageing portfolio method. This caused a
perceptible rise in its loan loss provision, which substantially affected MDF’s operating
performance in the first six months of the year.

Loans are written off either after non-payment of over 180 days or due to force majeure.
Effort is still made to recover the loan after a write-off and if realized, noted as additional
income. This is a new policy for MDF, which was instituted at the beginning of 2004.

" ILTXL@®DWMWDIHPHQW

MDF manages its liquidity using informal estimates. Information on cash availability is
transmitted to the Credit Manager verbally. This is made easier by MDF’s fixed
disbursements and collection dates. This system of cash management, however, is
insufficient. As of June 30, 2004, 14% of MDEF’s assets remained idle in its cash account
which suggests the organization is not fully maximizing its earning potential.

The Financial Manager has indicated that a cash-flow management system will be
developed in the near future. This should be a priority. A formal cash-flow system
ensures efficient use of assets and that an MFI is able to balance its cash inflow against
its loan disbursements and bill payments. A formal cash-flow system should include:

Establishing a policy for minimum and maximum cash levels.
Developing and continuously revising cash budgets and cash forecasts.
Tracking loan approvals against loan disbursements.

Tracking loan repayments.

Monitoring bank balances.

~ —~h ~h ~h —

A sample cash-flow template has been added as Annex V as a guide for developing a
cash-flow system. The template itemizes all cash transactions necessary to estimate cash
availability and where the information can be found.
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&DSLWDO ODQDJHPHQW

6 RXUFHVXR W\

MDEF’s current equity is derived from previous years’ retained earnings and
donated equity from UNHCR’s original soft loan program. Until 2005, MDF’s
operating costs have been covered by UNHCR and DANIDA, which resulted in
the accumulation of considerable retained earnings while MDF still operated
under DRC’s umbrella. The retained earnings provide MDF with a solid cushion
for covering operating losses as it moves towards independence.

Donor contributions to MDF’s revolving fund are conditional with right-of-use
granted to MDF based on criteria specific to each donor. These criteria mainly
include target clientele and geographic coverage.

As part of its exit strategy, the UNHCR is planning to legally transfer revolving
loan funds to MDF. The transfer of fund ownership will permit the organization
to record UNHCR contributions as equity. DANIDA will be approached by MDF
regarding permanent hand over of funds once the spin-off from DRC is finalized,
toward the end of 2004.

Table 5 provides a summary of donor support for MDF’s microfinance program.

7TDEOHRQRU 6 X®8RURILQDQFH

'RQ /IRDQ )> 2SHILQJ %. 6 WL
UNHCR Eur 328,839 Eur 265,937 2001
UNHCR Eur 226,011 Eur 179,308 2002
UNHCR Eur 188,774 2003
DANIDA Eur 107,933 Eur 12,095 2001
DANIDA Eur 155,044 Eur 29,270 2002
DANIDA Eur 220,409 Eur 33,800 2003
DANIDA Eur 154,272 2004
ICRC Eur 50,000 Eur 1,000 2003
ICRC Eur 38,850 Eur 10,267 Partially transferred 2004
UNHCR - Eur 11,678 Partially transferred 2004

JXWXUH )XQGLQJ

MDEF is actively pursuing potential donors by way of proposals and personal
contacts. The Executive Director is in talks with Mercy Corp about future
collaboration. Blue Orchard and KfW have been approached as future, potential
low-cost financiers. Members of MDF’s management have attended conferences
organized by MFC in Warsaw, as well as conferences held by the ILO, CHF in
Sarajevo and a local SME conference with the Governor of the National Bank in
April 2004. In 2004, MDF submitted the following proposals:
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7DEOH 2XWVWDQGLQJ SURSRVDOV

'RQ 3HU 3URJ BURSRVDO
DFID Late 2004 Revolving Fund GBP 60,000
Dutch Embassy Late 2004 Revolving Fund Eur 240,000

Operating Cost Eur 13,800
SDC 2005 Revolving Fund Eur 750,000
Capacity Building Eur 50,000
EAR’ 2005 Support to Sustainable Eur 796,247
Livelihoods — In-Kind
Grants Program
Danish Embassy4 Late 2004 Job Access Program Eur 80,000
Dutch Embassy’ Late 2004 Vocational Training Eur 91,314

b, ),1$1&,%/ $1' 23(5%$7,21%/ 3(5)25081&(
$ ,QFRBWDWH P H@\W DaRFEHH W

MDF’s “audited” financial statements for the year 2003 were not used in this report
because they only pertain to the UNHCR’s portion of the microfinance program. An
income statement and balance sheet was reconstructed for the organization’s entire
microfinance operation for the full 12 month period ending December 31, 2003 and the
most recent six month period ending June 30, 2004. In 2003, the organization operated
under the umbrella of DRC. The financial statements covering the last six months
represent the organization’s operations as a fully independent local organization.

In an environment where formal supervision in the form of a regulatory agency is
lacking, an annual external audit is an important reassurance to donors and stakeholders
that the organization’s financial statements reflect accurate and reliable data. It is
recommended that MDF undergoes an external audit every year by a certified audit firm
experienced with auditing MFIs and CGAP reporting standards.

MDEF can facilitate the process by ensuring that the flow and reconciliation of financial
information is smooth, well organized and that its reports are up to date on CGAP
definitions. The auditors should review the following information:

f Financial reconciliation of bank statements with LTS in local currency (performed on
a monthly basis).

f Trial balance with itemized expenses from the accounting system.

f Chart of accounts for the accounting system and for creating reconciled financial
statements.

f Consensus on exchange rates used for each year end period, if an exchange rate is
needed.

f Handbook on accounting policies and procedures, reflecting actual practice.

3 Not for the microfinance program.
* Not for the microfinance program.
> Not for the microfinance program.
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f Financial statements for which a standard approach to building the statements should
include:
R Closing of the books on December 31 and having audits performed for 12
month periods on the entire microfinance operations.
R Consensus on financial data and verification that data on donor reports matches
data on financial statements.
R Verification of standards and methodology used to calculate portfolio
indicators and ratios (CGAP standards).
R Clear policy and understanding of what should be included as an operating
expense and what is non-operational.
Clearly listing all non-operational income.
Accounting for in-kind donations such as fuel coupons.
Accounting for donated fixed assets and using depreciated book values.
Relying on LTS reports for the amounts associated with outstanding loan
portfolio, write-offs, loan loss reserves and provision.
R Classifying conditional donor funds as liabilities until donor fund hand-over
occurs.

0 XUV OV XD

% 3HUIRUPDQFH ,QGLFDWRUYV

SURWDELOLW\

MDF’s operational independence has had an expected negative effect on its profitability
due to new obligations toward its staff. An additional 73% of net staff costs must be paid
to the government in the form of taxes and benefits (42% of total personnel expense is
diverted to taxes and benefits). A quarterly tax on interest income also contributed to
MDEF’s June operating loss. The loan portfolio of approximately US$1.7 million is still
not large enough to generate adequate income to cover all of its operating expenses.

MDF needs additional operating income not only to cover operating costs but to allow
MDF to continue with its decentralization process and build a solid institutional base.
While relying on donor support has been a sound strategy in the past, the current market
conditions in Serbia and Montenegro require that MDF re-evaluate both its income and
expense structures and make adjustments accordingly. MDF’s cost structure at June 30,
2004 is relatively low and is under firm control with limited extraneous expenses. Non-
operational expenses include donor funded staff capacity training and account differences
with its original Bank Commission partner. MDF’s income earning potential, however, is
not fully exploited and the organization needs to consider changing its pricing structure
so that it can afford its basic operations given its current portfolio size.

7DEOBURILWDELOLW\

Returnonassets— 2SHUDWLQJ SURILW W 0.54% -%
Return on equity— 2SHUDWLQJ SUFDQQXI 1.50% - %
Operational self-sufficiency— 2SHUDWLQJ |

RSHUDWLQJ H[SHQVH 103.45% 93.26%
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The rise in personnel expenses worsened MDF’s operational and administrative
efficiency as operating expenses grew, relative to the size of its portfolio. The addition of
a new loan officer added to the organization’s operating burden but also helped increase
the number of clients. It is anticipated that MDF’s efficiency will improve with the
growth of its portfolio.

7DEOHIILFLHQF\

RU 86

Administrative efficiency— 3HUVRQQHO ([S $GPLQ

DQQXDOL]HG 17% 24%
Operational efficiency— 2SHUDWLQJ ([S 1HW 3R 19% 28%
Personnel costs as a percentage of total administrative costs 55% 78%
Number of active loan clients per loan officer, end of period 156.5 166.3
Outstanding portfolio per loan officer, end of period $ 147,726 $ 134,717
Number of clients per branch office, end of period 574 721

6XPPDU\ RI BRUWIROLR 'DWD

The loan portfolio appears healthy, with a PAR of 4% at June 30, 2004. Nevertheless,
this is a slight rise from its PAR of 3.6% at the end of 2003. This should be closely
watched by management. Delinquency procedures may need to be tightened by branch
coordinators.

7TDEOBRUWIROLR GDWD

R36
Total principal balance outstanding, end of period - USD $1,624,993 $1,751,325
Number of active loans (clients), end of period 1,722 2,162
Average principal balance per client $944 $810
Loan losses written off over the period $16,581 $29,635
Increase in loan loss reserve over the period - $21,138
Total outstanding balance associated with loans that are: Amt % Amt %
On time (and never refinanced) 1,482,479 91% 1,590,143 | 91%
Late (at least 1 payment) 142,514 8.77% 161,182 9%
> 1-30 days 83,646 5.15% 88,699 5%
> 31-60 days 34,078 2.10% 38,739 2.2%
) 61-90 days 9,956 0.61% 13,220 0.7%
> 91-180 days 12,260 0.75% 20,524 1.2%
> 181-360 days 2,573 0.16% 29,635 1.7%
Portfolio-at-risk delinquency rate (>30 days late) 3.62% 4%

& ,QWHEDMERYD O\V LV

MDF charges a flat rate of 1.5% per month on first loans and loans to clients in the “C”
category. “A” and “B” category repeat clients are charged between 1.1% - 1.3% per
month or 1% per month for “golden clients”. The effective interest rate for first time
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loans with an average term of 12 months is approximately 35%. The rate decreases for
repeat clients. The effective interest rate is clearly lower than MDF needs to generate to
cover its costs.

MDF should re-examine its interest rate policy. Interest rates for repeat clients are low
and could be raised to improve MDEF’s operational sustainability. MDF’s rates were
lowered for repeat clients based on results of an impact study performed in 2003. The
results of the impact study revealed that some clients thought the interest rates were too
high. At the same time, clients also remarked that knowing the exact disbursement date
for loans and a simple application procedure is more important to them than a lower
interest rate. Clients with MDF, currently pay a 1% up-front fee to the bank and no fee to
MDF. Microfins and Alter-Modus, MFIs operating in Serbia & Montenegro, charge
1.5% per month for all clients and 1% loan fee payable by the client to the bank and/or
the organization. Pro-Credit Bank charges 1.6 — 2% per month for micro-loans with bank
fees of up to 2%. MDF’s rates for repeat clients are well below these other providers and
it should consider raising its rates to reflect its cost structure and prevailing market
conditions.

In addition to reexamining pricing, MDF needs to increase the size of its portfolio in
order to cover operational costs with income. MDF has made efforts to approach
additional donors and investors. MDF should continue and expand this effort. The legal
framework currently in place may hinder some potential investors from entering the
market, given the restrictions on lending and equity investments by foreign companies.
Nevertheless, MDF should continue to form alliances as some donors may be able to
facilitate a change in the law and /or a change in MDF’s legal status to allow for such
investments. MDF should also explore the idea of approaching the National Bank to
negotiate an exemption from foreign lending restrictions.

7y, 0$1$*(0(17 ,1)250%721 6<67(06

$ +DUGZDUH DQG 6RIWZDUH

The organization is well equipped with computers, printers and necessary hardware for
operations at the head office and at the branches. It does not have an MIS manager or IT
department, but relies on employees with software experience and local consultants.

%/RDQ 7TUDFNLQJ 6\VWHP

The loan tracking system is an Access-based software called KREDITS developed in the
United States and purchased by the UNHCR for all of its microfinance partners. It is
widely used by other MFIs in the region and has not been problematic at MDF. The
staff finds it easy to use, comprehensive and compatible with other software. A general
weakness of the database is that as it grows in size, it becomes slower at generating
information. The division of the LTS into three databases has markedly improved its
processing time.
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In June 2004, the KREDITS developers came to the offices to upgrade the system with
new security features and decentralize the database into three units. The Nis and
Kraljevo databases are located at the head office’s main server and the Uzice database is
stored at the branch with back-up and consolidation taking place in Belgrade. KREDITS
databases are backed-up on the server automatically every day and manually every week
in addition to being transferred to CD-ROMs. Server access is password protected.

In June, the LTS was also upgraded to enable MDF to restrict database entry access to
select individuals by usernames and passwords. It has the complementary capability of
generating a user audit trail.

Most employees seem comfortable using the database and have attended LTS training
seminars. The Branch Manager from Uzice is the point-person for any problems
associated with the database. The developers in the United States are easily contacted by
e-mail and respond promptly to queries. A manual is built into the system.

& SFFRXQWLQJ

MDF has a solid accounting system in place, set-up by the financial manager who has
made considerable effort to increase her knowledge of MFI accounting and apply it to the
organization. Bookkeeping of payments is outsourced to a local agency. Turnaround on
the transactions is every 15 days. The arrangement is cost-effective at only 120 Euros per
month and eliminates the need to stay updated on changes to Serbian accounting policies.
Management intends to hire an in-house accountant once funding is available.

Accounting and loan tracking information is reconciled in an Access-based double-entry
database. A simplified Serbian chart of accounts is used for reconciliation. The database
was created by a local consultant with guidance provided by the Financial Manager. The
consultant has helped MDF with other software needs and provides general IT support
for the organization.

" SHSRQW

The LTS is capable of generating numerous clear, simple reports based on a broad range
of user-defined parameters. Reports can be accessed and compiled by loan officers as
well as administrative staff and management depending on their needs.

Loan officers check the database to keep abreast of upcoming client repayments. Since
actual repayment amounts are still processed by the head office after a one to two day
delay from the bank, there is a short wait to receive accurate computerized repayment
information. Loan officers must stay in touch with their clients and/or contact the head
office for timely information. Loan officers also make use of the detailed ageing reports
to monitor their portfolios.

Branch managers compile weekly reports on branch and loan officer performance,

delinquency and portfolio quality. Weekly and monthly summaries are submitted to the
head office for review by the Credit Manager.
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The Credit Manager and the Executive Director review branch results and consolidated
organizational information including ageing and write-off reports by branch, portfolio
quality by donor and branch, rescheduled loans and branch performance. Non-financial
information is also reviewed to monitor client outreach. The Credit Manager
consolidates branch reports and is responsible for providing portfolio related information
and narrative for quarterly donor reports.

The Finance Manager reconciles MDF’s accounting and LTS information to produce
financial statements on a quarterly and annual basis. Financial statements and financial
ratios are submitted to the Executive Director who compiles quarterly donor reports. The
organization monitors efficiency and profitability ratios.

The accounting database has the capability to generate general ledgers and trial balances.
Financial statements and donor budgets are created with excel spreadsheets.

An organizational review of MDF’s performance is held annually for the staff during its
General Assembly meeting. Future organizational objectives are discussed as are
potential operational threats or challenges.

MDF takes advantage of the reporting capability of its LTS to monitor branch operations,
portfolio quality, client and business targeting and staff performance. Weak results are
addressed by the Credit Manager at regional branch meetings to identify causes and
provide solutions.

A condensed monthly report, summarizing MDF’s credit and financial results as well as
other key non-financial information, would help focus and guide monthly management
meetings. MDF should assess which indicators it finds most useful and review the
information used to calculate the ratios. Issues addressed and decisions made should be
documented and followed-up at subsequent management meetings.

The Financial Manager should investigate the possibility of generating organizational
financial statements automatically through its reconciliation database. The LTS should
be modified to provide ageing reports rounding up to 5 Euros.

vvys L 17(51%/7 $1 (;7(51%/ &21752/6
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MDF has well integrated systems of internal control, largely based on segregation of
responsibilities and approval from management. Procedures are adhered to and
documented in operational manuals and integrated into the running of operations.

The Bank Commission System which requires MDF to use a bank as an intermediary
ensures that loan officers are not directly involved in cash transactions. Disbursals and
repayments are made at bank branches according to a repayment schedule in the indexed
currency provided to the bank by the loan officer. The bank processes and records all
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transactions in CSD and provides daily account statements to the Database Operator with
a two day delay. The Database Operator reconciles the statements. Inconsistencies are
flagged immediately and brought to the appropriate party’s attention.

Loan documentation is verified for accuracy and completion by the Branch Manager and
checked again by the Credit Manager. Once the loan is approved, the Loan Contract
Officer reviews the documentation once more when entering client information into the
LTS. The Loan Contract Officer generates loan agreements, bank orders and repayment
schedules sent back to the branch. Repaid loans are entered into the database by the
Database Operator and archived. The decentralized branch still requires loan approval
from the head office, but is responsible for generating its own loan documentation. Bank
information received by the head office is sent to the decentralized branch for data entry.

Loan officers are trusted to find clients that fit MDF’s target profile and analyze client
risk on their own. Client applications are discussed at regional meetings with final
approval from the Credit Manager in Belgrade. Clients are rated based on a review of
their business, their reputation and repayment history for repeat clients.

Inter-office financial transactions are processed by the completion of a purchase order
attached to an invoice. Purchase order details are recorded by the Office Manager in a
log book and approved by the Executive Director and Financial Manager. Payments are
made through the bank and never in cash aside from minor petty cash transactions.
Salaries are approved by the appropriate supervisor and the Executive Director before
being processed by the Financial Manager. Bookkeeping is performed by an out-sourced
agency and verified by the Financial Manager, providing further internal control over the
recording of financial transactions.

Content of mail exchanged between the head office and branches, such as loan
documentation, are recorded in a log kept by the Office Manager.

% ([W H USXTEQ W

An external audit of the organization’s financial statements was performed by MGI, a
local auditing firm. The review was commissioned by UNHCR and completed in early
2004. This audit was only performed on microfinance operations pertaining to the
UNHCR loan fund. The auditor’s report claims the reports were prepared in accordance
with CGAP guidelines and that they give a fair view of the state of the organization’s
affairs and results.

This assessment has found the audit to be adequate but not comprehensive with regards to
the verification of financial information and the methodology used to create financial
statements. It is not clear that the auditors had a full understanding of accounting
principles for MFIs. Notes to the audits describing procedures, project funding and
certain policies are relatively thorough.

MDF should look into finding other external auditors who have practical experience
auditing MFIs. If none are available, an effort should be made to provide the auditors

26



with clear instructions and CGAP guidelines. Specifically, an audit should be performed
on a full 12 month period matching the organization’s fiscal year and covering the
organization’s entire microfinance operation.

& , QWH BXQ®LON

MDF does not have an internal audit function, but recognizes the need for one. In
preparation, it has begun to develop an internal audit handbook. While operating under
DRC, DRC was responsible for MDEF’s financial systems and supervised it accordingly.
MDF is planning to conduct internal audits three times a year on the credit program by
the Credit Manager. The audit is intended to include random client visits, a review of
documentation and reports, as well as a verification of financial information.

MDF needs to integrate internal audits into its operations. Instead of the Credit Manager
performing such audits, it is recommended that another non-credit related employee be
trained in that function until an independent full-time auditor can be hired. A staff
member who is familiar with loan documentation, such as the Loan Contract Officer,
would be an appropriate candidate for this role.

Nevertheless, the Credit Manager should be responsible for developing an audit plan
describing what is to be audited, how the information is gathered, what standards should
be used for comparison and how it should be reported. The Financial Manager could be
responsible for developing a similar audit plan on financial operations.

This process can lay the foundation for creating an independent audit department in the
future. If an internal auditor is hired from outside the organization, he/she should be a
certified accountant with experience in banking, microfinance or auditing.

9 67587(*, & $1' ),1$1&,%/ 3/%11,1*
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MDF defines itself as a non-profit, NGO microfinance organization established to
support the improvement of living standards of the economically active poor population
of Serbia. Its four main organizational objectives as defined in its statutes are:

X Reducing poverty levels by supporting the development of income generating
activities.

X Supporting job creation by improving the population’s business and technical skills.

X Supporting the growth of small businesses by providing loans and related services.

X Promoting the development of a thriving small business environment in Serbia.

The organization’s mission is not just a written statement meant to appease donors. It is
apparent that there is a strong sense of the organization’s social mission at all levels of
MDF, from loan officers to administrative staff to management. The staff believes that
the organization is providing clients with tools to help them build their businesses and
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improve livelihoods. The challenge for MDF is to translate the social mission into an
operationally sustainable effort independent of the need for donor funding.

%2EMHFWLYHWDRUVMBK RIRU P

MDF’s one year plan is a cursory framework divided into six month periods listing
objectives, activities and responsible staff. The focus is on strengthening institutional and
staff capacities, external relations and sustainability. For the year 2004, MDF recognized
that the following areas are critical to its development: internal control, human resource
development and staffing needs, documentation of procedures, decentralization and
donor funding.

A concerted effort should be made to ensure that the advances realized in developing
systems and procedures are not lost to poor enforcement and careless output.
Specifically, meetings, reports and reporting schedules should be fixed and adhered to;
information concerning operations needs to be transparent and disseminated to staff
through formalized channels; and documentation and reports should be reviewed and
updated to ensure the quality of workmanship.

& %XVLQHVV 30DQQLQJ DQG )LQDQFLDO ORGHOLQJ

A medium term business plan is being developed by the Executive Director using the
Microfin financial modeling tool. Objectives for the next three years will focus on
strengthening institutional capacity, locating funding sources and working towards
operational sustainability.

Currently the organization does not have budgets or financial projections beyond the
upcoming year. It is expected that upon completion of Microfin, MDF will have
generated financial projections to correspond to its business plan. It is in MDF’s interest
to involve management in the planning process and keep staff updated at monthly
meetings.  Budgets and strategic plans should be an integral part of management
meetings, comparing actual results with expected performance.

9 $//,$1&(6
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MDF has a solid reputation in the donor community and maintains good relations with its
current donors, including UNHCR, DANIDA, ECHO and ICRC. The UNHCR has been
funding MDF programs since 1994 through the DRC. DANIDA, the Danish
government’s development assistance program, became a donor in 2001 and originally
funded in-kind grant programs as well as microfinance. Its current focus is on building
MDF’s revolving fund and partially covering microfinance related program costs.

ECHO is the European community’s humanitarian aid office and was MDF’s primary

provider of funding for its in-kind grant program. ECHO phased out its aid programs in
Serbia in 2003 which consequently reduced the size of MDF’s socio-economic programs.
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ICRC has supported MDEF’s vocational training programs for IDPs since 2002. In 2003,
it decided to end funding for vocational training and shifted its focus to microcredit. In
2003, it provided MDF with 50,000 Euros for a micro-credit revolving fund targeted at
the most vulnerable IDPs, pre-selected by ICRC. The program was previously
implemented by Microfins but after an unsatisfactory assessment, the funds were
retracted and awarded to MDF.

The Executive Director is currently fostering relationships with other potential donors
such as KfW, SDC and EAR.

% *RYHUQPBIQWNULHYV

Board members were chosen to help advance MDF’s microfinance goals and MDF has
profited from these relationships. For example, in April 2004, it was invited to present an
overview of microfinance at an SME Conference attended by the Governor of the
National Bank.

Establishing links and contacts with the ministries is a valuable long-term strategy for
MDF even if under the shifting political climate it is a challenge to know who is in
power. MDF currently has good relations with the National Bank, the Ministry of
Economy and its SME Agency, the Ministry of Social Affairs and the Ministry of
International Economic Relations. MDF has found that the Ministry of Finance has been
the most difficult to approach.

& OLFURILQDQFH :RUNLQJ 3ROLF\ *URXS

The working policy group is an informal group of microfinance practitioners and donors,
which was established with the assistance of MFC representative Lisa Wilson Schrader to
improve the microfinance operating environment in Serbia by promoting the
establishment of a microfinance legal framework. Members include representatives of
UNHCR, DRC, DANIDA, Agro-Invest, MDF, Microfins, Opportunity International,
CHF and other interested parties. The group has made considerable advances, such as the
drafting of a microfinance law, but since the discovery of the legal, operational
alternative provided by the Bank Commission Contract System, the meetings have been
less frequent. MDF’s Executive Director is a dedicated member of the group and a
committed advocate for microfinance.

' OXQLFLSDOLWLHV /RFDO *RYHUQPHQW $JHQFLHYV

Because of its donor mandate to target the refugee and IDP population, MDF has
developed strong links with 55 local municipalities in the areas it covers. Loan officers
share office space in municipality buildings and are directed to potential clients through
the local refugee assistance programs or labor agencies.  Collaboration with
municipalities has been exemplary and will be instrumental to MDF when it expands its
credit services to the local population.
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MDF is an active member of the MFC network in Warsaw. MDF management and a
loan officer recently attended the May conference in Warsaw and MDF regularly relies
on MFC as a source of technical assistance.
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The former Federal Republic of Yugoslavia has gone through the process of creating the new State Union
of Serbia and Montenegro as prescribed by the Constitutional Charter adopted by the republican and federal
parliaments in February 2003. The President of Serbia and Montenegro, Svetozar Marovic, who at the same
time chairs the Council of Ministers, was inducted and the Council of Ministers formed. This has occurred
despite the great challenge posed by the assassination of Serbian Prime Minister Zoran Djindjic in March
2003 who was so instrumental in forging this crucial agreement.

The third presidential elections within one year, held in Serbia on 16 November 2003, failed again, due to
low turnout. The final outcome, although irrelevant, indicated the ultra-right wing Serb Radical Party as the
single strongest political party in Serbia. At the same time the failure of the presidential elections was no
surprise due to the boycott by the two major political parties. The parliamentary elections, called for 28
December 2003, after prolonged parliamentary crisis, reconfirmed the Radicals, again, as the strongest and
most disciplined force, although it is clear, through ongoing negotiations on the composition of the new
government, that the Radicals will not take part in the executive branch.

The State Union continues its efforts towards stability and economic growth, paying the price of economic
transition with an increased number of unemployed and a rise in the number of social welfare cases. The
national social welfare system, already under great strain, is incapable of taking on an additional burden.
Economic progress in the country has been slower than expected. An increase in average salaries has been
accompanied by an increase in the number of unemployed. Humanitarian aid is waning as development
assistance increases with Serbia’s emergence from international isolation. To date, development assistance
has focused predominantly on the energy and infrastructure sectors and not on poverty alleviation and
social welfare.

In spite of numerous endeavours of the government to reform the banking and fiscal system, significant
changes of the economic legislation and liberalisation of the foreign trade system, the local economy still
remains fragile. Foreign investments have not materialised in the expected volume, while funds obtained
from privatisation of state enterprises are largely used to cover the budget deficit. With unemployment still
remaining high and GDP reduced from 5% in 2002 to 3.6% in 2003, the state budget still depends largely
on foreign donations and soft loans regardless of the numerous changes in the fiscal policy. There is a
tremendous burden on social security system in the country due to the increasing number of pensioners and
the large number of internally displaced persons (IDPs) in the country.

A stable monetary policy decreased inflation from 116% in 2000 to 9% in 2003. Changes in the banking
system and in the National Bank itself created stable national and international transfers. However, credits
remain a major problem, especially for entrepreneurs and farmers. High interest rates and guarantees
imposed by local banks make the credits equally unattractive for both local population and refugees.

The National Strategy for Resolving the Problems of Refugees and IDPs has an important task of merging
the projects of activities related to refugees and IDPs together with all the overall development plans of the
country. The recently adopted Poverty Reduction Strategy Paper puts additional tasks to the Serbian
government on the national level in the next five years.

The social costs of economic transition are high. The national social welfare scheme is over stretched and
under resourced and it is not capable of taking on an additional burden. Republic of Serbia hosts the largest
number of refugees in the region. Presently there are over 275,000 refugees (from Croatia and Bosnia and
Hercegovina) and over 206,000 IDPs (from Kosovo). Unemployment remains a major problem among the
general refugee and IDP population.
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In such an environment Income Generation Programs in Serbia provide the instruments to assist the most
vulnerable groups. One of the ways to assist the vulnerable groups is to provide them with the micro loans,
further training and technical assistance.

81+&5 6HBGIOLDQFH ,QFRPH *HQHUDWLRQ 3URJUDPPH LQ 6HUELD DQG OR

UNHCR Self-Reliance Programme is divided into three main activities: non-commercial micro loans, in-
kind grants and vocational training.

During 2004, Loan Programme is implemented through two local IPs MDF (spin off from DRC) and
Microfins (spin off from Oxfam). While DRC will continue covering Central and South Serbia, Microfins
will expand its activities into Vojvodina as they have taken over the IRC’s portfolio and staff as of January
2004. So far UNHCR’s IPs have distributed over 13,000 loans to micro businesses in Serbia. Last year
alone they have distributed over 3,730 loans creating and sustaining almost 5,660 jobs. The existing
Revolving Fund’s total net worth has reached the amount of approximately US$ 4 million at the end of last
year. Since April 2003, IPs are allowed to disburse loans to IDPs up to 25% of the active portfolio.
Delinquency rates and write-offs remained at less than 5% while the repayment rate was 95.22%. The
intention of UNHCR is to phase out from the programme and hand it over to local structures during the
course of 2004.

During 2003 the available funds from the Revolving Fund were disbursed to the extend possible, only
keeping the cash balance on level of liquidity, allowing disbursal of high number of loans, while
operational costs were fully covered by ECHO earmarked donation. In 2004 IPs will fully depend on the
income earned in order to cover their operational expenses. This will place additional burden to the RF and
will require maximum efficiency.

The other components of the Self-Reliance programme will be reduced as well. In 2003 some 700 families
benefited from the In-kind grant programme and 256 refugees have attended the vocational training. The
programme this year will be focusing more on vocational training for IDPs and it is expected that 350
beneficiaries will attend courses provided through Microfins and MDF. The In-kind grant component will
suffer the most and will be reduced to only 70 beneficiary families in the MDF’s programme.

81+&5 OLFUR FUHGLW SURJUDPPH LQ )5<

UNHCR had been distributing “soft loans” in NY Dinars (no interest charged) to refugees only from

1996 till the end 0f 2000

In this period UNHCR has invested USD 6 million only in capital for its 7 partners (netted out of

operational costs).

At the end of this period, due to inflation and non-repayment, only 2 USD million were accounted for

by IPs and large part of the portfolio at risk (without a chance ever to be repaid).

In 2001, UNHCR shifted to interest bearing loans — non depository/credit only microfinance

programme to protect the revolving fund and create possibilities for exit strategy. Only 4 IPs were

selected to continue with implementation: Alter Modus in Montenegro; IRC, DRC and Oxfam in

Serbia.

f In Montenegro, legal framework for operation of MFIs was finally created by the amendments of the
Law on the Central Bank of Montenegro which is provided for registration and supervision of MFIs
(end 0f 2002).

f UNHCR phased out its loan programme in Montenegro by handing over the portfolio to the former
partner Alter Modus in January 2003 .

f 1In Serbia, in early 2003 a shift from International IPS to their local spin offs started. Mikrofins came

out of Oxfam and signed their first direct Sub-Agreement with UNCHR.

~ ~ o~ o~
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In mid 2003, IRC has informed UNHCR that they are pulling out of the microfinance programmes
globally and were about to close their office by the end of 2003. As a consequence UNCHR had to
hand over IRC’s portfolio to another partner. Local partner MicroFinS was selected and they took over
IRC’s portfolio and (part of the) staff as of January 2004.

By the end of 2003, Micro Development Fund came out of DRC as the result of the UNHCR shift
towards local partnerships. MDF signed their first direct Sub-Agreement with UNHCR in 2004.

In 2004, UNHCR is implementing this programme through 2 remaining local implementing partners in
Serbia (Micro Development Fund and MicroFinS) who are disbursing loans from a USD 4 million
(loans are disbursed in local currency) Revolving Fund. Attached are tables with basic information on
the Self-Reliance projects and micro credit portfolio with some impact indicators.

In order to provide for a responsible phase down from its income generation activities (micro credit
programme) UNHCR in Serbia will need to make sure that the local structures that would be left
behind will be well established, self sustainable and well managed.

/HIDO )UDPHZRUN
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According a separate Agreement signed with all IPs, UNHCR is the owner of the revolving fund.

In September 2001, following a workshop on Legal and Regulatory Framework, organized by UNHCR
and Ministry for Economy and Privatization a draft Decree, based on the one at the time in force in
Montenegro, was forwarded to National Bank as a possible legal vehicle for credit-only MFIs.
Unfortunately it was refused at that time.

Legal expert, Mr. Timothy Lyman, performed a Survey in April 2002 financed by DIFID, UNHCR
and MFC in which he presented the current situation in Serbia re MFIs indicating that UNHCR credit
programme is “tolerated” due to bilateral treaty with the gvt.

UNHCR'’s international partners were blocked in October-November 2002 by their bank -
Komercijalna Banka (KB) due to the letter by Director of Foreign Exchange Affairs in National Bank
of Yugoslavia, in which she informs KB that IRC is distributing loans to residents and as a non-
resident, which is forbidden by the provisions of the Foreign Exchange Law.

After the intervention of our Legal Department and through kind mediation of the Ministry of Foreign
Affairs, UNHCR was excluded (for a period of six months) from the provisions of the a/m Law by the
Decision of the NB as of December 2002 and the loan programme is currently running smoothly. (It
has been subsequently extended until the end of 2003). UNHCR contracted local IPs only in 2004, thus
eliminating the problem with NBS.

Changes in the Foreign Exchange Law were made to prevent foreign companies and banks taking the
profit earned out of Yugoslavia and were not targeting primarily UNHCR loan programme.

As of August 2003 UNHCR IPs are using Bank Commission Contract to bridge the gap/use it as a
legal vehicle for disbursal/collection of loans from other donor funds.

It is expected that Microfins will continue with the implementation of its regular micro credit activities
within the projects funded by SIDA, CWS, European Prospective, American Jewish Joint Distribution
Committee and International Aid Network.

It is expected that Micro Development Fund (MDF) will continue implementing the micro credit
projects funded by DANIDA and ICRC. They have also established links with the CRDA (USAID)
implementing partners, UN HABITAT, ICMC, CIDA and SIDA.

UNHCR has been lobbying for the legal framework for MFIs, together with the other members in the
Microfinance Policy Working group (in Serbia) for almost 2 years now. The Group even drafted the
Law on Microfinance Institutions and Justification paper for its adoption distributing it widely.
Although it got the attention of several relevant ministries, there has been a lack of concrete action to
resolve the issue of the legal framework for the operation of micro finance institution in Serbia.
UNHCR s in close contact with all donors funding its two micro credit IPs as well as other relevant
players in the country, i.e. government ministries and agencies, the National Bank, development
agencies, and international NGOs. UNHCR regularly co-ordinates activities related to the
microfinance sector through the Microfinance Policy Working Group which was established as a
forum for exchange of information and lobbying for a better legal framework for MFIs.
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Both UNHCR's implementing partners in the microfinance programme are local NGOs with limited
experience in the sector. They require guidance on identifying the gaps/problems in the governance,
management, financial planning and possible ways of overcoming them. The establishment of a legal
framework for MFIs is still an ongoing issue, but no longer overwhelming as alternative operational
methods have been found. However, other operational problems need to be tackled during 2004. This is of
particular importance as UNHCR is planning to phase out from these activities and hand over the portfolios
to the IPs in 2004.

The incumbent should play a significant advisory role in the process of the institutional capacity building of
two UNHCR's Implementing Partners for the micro credit programme.

In order to prepare the implementing partners and UNHCR for further programming their joint efforts in
reaching the moment of independently running microfinance programmes, a thorough assessment of the
status of the microfinance programme is needed.

6&23( 2) 7+( &2175%$&7(' &2168/7$1&<

In order to assist UNHCR IPs to increase their capacity and allow a smooth phase out and hand over of the
revolving fund to the sustainable micro credit institutions is Serbia, the incumbent should perform the
following tasks to assess the capacity of the implementing partners:

Assessment of (1-8)
1. Status of the UNHCR Implementing Partners in terms of organizational set up. How the current
organizational structure functions and how it fits UNHCR’s and IP’s plans for the future.

2. Current status of the IP governance structure.

3. Internal procedures and control mechanisms.

4. Management capacities to perform their daily tasks. To overview current dynamics on work

5. IPs’ level of experience to successfully implement and manage the programs with special
emphasis on the levels of operational sustainability.

6. Internal capacities of IP staff: past experiences, how they developed their skills and what are
the plans.

7. Existing business plans and strategies.

8. IPs’ external position and support (other donors, financial institutions).

9. To identify the needs in area of financial projections.

10. To indicate the feasibility of impact assessment by the IPs and recommend on the needs for

systems and other mechanisms to be developed
(;3(&7( 2873876
In order to provide assistance to improvement of its IPs capacity, UNHCR office will receive expert
assistance within the ILO-UNHCR Partnership through Technical Cooperation. Through this joint project,
the respective expertise of UNHCR and the ILO will create synergies and serve as a model partnership

between relief and development agencies.

The consultant shall produce a report on the actual status of the implementing partners of UNHCR in
Serbia. The report will address the areas as mentioned in the section on scope of the consultancy.
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CSD:USD  CSD:USD
544725 59.1470

0') ,QFRPHNGW B BN
XQDXGLWHG 12 mos 6 mos

2SHUDWLQJ ,QFRPH

Interest on Current & Late Loans 290,640 201,150
Penalties 27,045 17,784
Loan Recovery 1,181
Income from Investments/Deposits 0 581

7RWDO 2SHUDWLQJ ,QFRPH
2SHUDWLQJ ([SHQVH

7D[HV SDLG RQ ,QWHUHVW

,QWHUHVW DQG )HH ([SHQVH

/RDQ /RVV 3URYLVLRQ

3HUVRQQHO &RVWYV

$GPLOQLVWUDWLRQ &RVWYV

Office Supplies 2,065 3,703
Office Equip & Furniture 19,951

Telephone 6,707 3,670
Rent 13,168 7,263
Utilities 1,938 1,426
Travel 34,285 9,237
Vehicle Maintenance 3,422 5,230
Advertisement 2,615 -
staff training/seminars 14,795 5,481
other - DANIDA fee & admin exp. 21,723

727$/ $GPLEGHRVHV
727%$/ 2SHUDWLQJ ([SHQVHV
23(5$7,1* 352),7 /1266

NON-OPERATING INCOME

Other 10,069 203
Contributions ag. Op/Exp 278,284 19,611
727%/ QRREHUDWLQJ ,QFRPH

NON-OPERATING EXPENSE

Consulting Services/audit 10,971
Other 1,954 15,772
Cap Bldg & Training 9,638

727$/ QRRBEHUDWLQJ ([SHQVH

727%/ 352),7 /266
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$11(; ,9+%$/$1&( 6+ ((7

CSD:USD CSD:USD

544725 59.1470

0') %DODQF4186

XQDX 12 mos 6 mos
$66 (7

&XUUHQ)

Cash & Bank Current Accounts 358,743 282,032

Loans Outstanding 1,624,993 1,751,325

(less Loan Loss Reserve) -37,825 -58,679

Net Loans Outstanding 1,587,168 1,692,646

7TRWDO &XUL 1,945911 1,974,678

/IRCWHUP

Property & Equip

(less Accumulated Depreciation)

7TRWDO /RQJ 7 0 0

727%/ $66(
/,$%,/,7,(6 (48,

Loans

Revolving Fund:UNHCR,DANIDA &

ICRC 1,241,213 1,347,209

72781 1,$%,/,7

Revolving Fund (UN soft loan) 247,585 228,018

Donated equity - current year

Donated equity - prior years

Retained Earnings/Deficit - current year 286,272 -21,535

Retained Earnings/Deficit - prior years 170,841 420,986

727%/ (48,7

727%1 1,$%,/,7,(6 (48
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&DVWIORZ )RUHFDVW

$11(; 9+6$03/( &$6+ )/2: )25(&$67

Opening Loan On-time Expected | Expected Expected Expected loan | Expected | Expected
cash payments | repayment | loan delinquent | loan fees disbursement fixed costs | variable
1HW &DVK
balance due rate (%) payments | loan costs
recovery
(A) (B) ©) D) (E) (F) (&) (H) @ -
Bank LTS 70% =(B)*(C) |[LTS Bank Credit Budget Financial $ ' ()
Statement Statement | Manager Manager S

38



