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BASIC PROGRAM DATA
Agriculture Program Loan [Loan No. 994-SRI(SF)]

As per Bank :
KEY PROGRAM DATA ($ million): Loan Documents Actual
Bank Loan Amount/Utilization 80.0' 83.9'
Bank Loan Amount/Cancellation - -
KEY DATES: ' Expected Actual
Identification/Fact-finding 28 Mar-12 Apr 1989

Appraisal

Loan Negotiations

Board Approval

lLLoan Agreement

Loan Effectiveness 12 Mar 1990
First Disbursement

rinal Disbursement

Loan Closing 30 Jun 1992
Program Completion 31 Dec 1991
BORROWER: Democratic Socialist Republic of Sri Lanka

EXECUTING AGENCY: Ministry of Finance and Planning
MISSION DATA:
Type of Mission No. of Missions

Identification/Fact-finding 1
Appraisal
Program Administration

—  Review

- TA Review

- Program Completion
Postevaluation

was the result of a realignment of the SDR against the US dollar.

7-25 Aug 1989
23-26 Oct 1983
28 Nov 1989

12 Dec 1989

22 Dec 1989
28 Dec 1989
14 Aug 1991

14 Aug 1991
Nov 19922

Person-days

66
181

65

4
24
24

Equivalent to SDR 63.59 million. The increase in equivalent dollar amount at the time of Program completion

Refers to the date of accompiishment of the latest policy reform implemented. Some pelicy
recommendations from the Program--sponscred studies made on crop production incentives and extension

service have teen carried over for impiementation under APL2,



I. HIGHLIGHTS

1. Objectives and Scope. The main objective of the first Agricultural Program Loan
(APL1)' was to revitalize the agriculture sector through improving overall productivity and growth
in agriculture, achieving a high degree of self-reliance in rice, enhancing export earnings from
tree and minor export crops, and promoting agro-industries. Major policy and institutional reform
measures aimed at rationalizing the fertilizer sector, the plantation sector and the Paddy
Marketing Board (PMB}, improving production incentive through reducing tree crop taxation,
developing rural credit markets, ensuring sustainability of irrigation facilities and recovering
irrigation costs, improving agricultural extension services, and raising agricultural investment.

2. Cost, Financing, and Schedule. Bank assistance to the Government with a loan
of Special Drawing Rights (SDR) 63.59 million ($80 million equivalent) from its Special Fund
resources was released in two equal tranches: the first tranche, on 28 December 1989: the
second, on 27 June 1991, The second disbursement was delayed due to legislative difficulties
in processing amendments to the Agrarian Services Act (ASA) and the Irrigation Ordinance (I0)
to enable Farmers Organizations (FOs) to collect irrigation service fees (ISF). Nevertheless, the
Program loan was closed four months earlier than originally envisaged.

3. Implementation. All the policy measures were implemented during the Program
period except for the enhanced collection of ISF. However, efforts aimed at encouraging
participatory irrigation management instead were sustained. Additional irrigation areas were
brought under the Integrated Management of Major Irrigation Scheme (INMAS). The role of FQs
in irrigation maintenance was legally established though their responsibilities remained to be
clarified. The most notable success achieved was in the reduction of tree crop export taxes,
though measures aimed at reducing the losses of the State plantation companies were largely
ineffective. These companies, however, were later split-up and progressively divested. Two major
policy items, the removal of fertilizer subsidies and containment of PMB lesses, were reversed in
1994. The policy of increasing rural interest rates remained ineffective due to the persistence of
subsidized term lending and other inconsistent policy changes. Measures to strengthen rural
financial market development and agricuitural extension were not fully implemented.

4. Institutional Aspects. Years of detailed, preparatory policy analysis and
consensus-building, led by the Ministry of Finance and Planning (MOF), the Executing Agency
(EA), in the reform process, contributed to the relative success of APL1 despite the country’s
difficult conditions. While APL1 did not specifically provide for training, the agencies involved
gained much experience in coordinating and keeping reforms cn track. Notwithstanding severe
staffing constraints, and limited familiarity with the Bank s disbursement procedures, the EA and
implementing agencies were able to secure compliance with most of the reforms identified in the
Development Policy Letter (DPL, see Appendix 1), and to secure disbursement and utjlization of
the loan proceeds within the Program period. That there were policy reversals, incomplete and
ineffective reforms, can be attributed partly to design deficiency but more so to changes in the

Second Agricuitural Program Loan (APL2) for $60 million approved in October 1991 was under
implementaticn at the time of the Postevaluation Mission. The objectives of APL2 were to (i) support
Government's programs to increase agricuitural productivity, (i) help Government in introducing extensive
agricultural reforms and sustain policy reforms and institutional strengthening implemented under APL1, and
(i} assist Government in mesting the continued need for impaorts of agricultural inputs. The second tranche
of APLZ was recently cancelled as certain policy conditions were not fulfilled, amongst them was the
withdrawal of fertilizer subsidies that were reintroduced.
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external environment and the need of the Government to make mid—-course corrections to the
reform effort.

5. Environmental Aspects. Environmental impact of APL1 was positive. it
discouraged overuse of chemical fertilizers, inspired the Government to promote the use of
organic fertilizers, contributed to more participatory management of irrigation systems and
complemented the Government’s efforts to increase public investment in rural environmental
management.

6. Program Impact. Overall impact had been mixed. Positive resuits were realized
in those reforms that were sustained such as lowering the tax burden on the tree crops sector
and developing a program to break-up and then privatize the public sector estates. Where
measures were reversed or were generally ineffective, such as eliminating fertilizer subsidies,
reducing PMB losses, strengthening agricultural extension, and deepening rural financial markets,
negative impacts on the budget and the efficient use of agricultural resource resuited. The
Program did pursue a broad and ambitious range of reforms.

7. Overall Performance and Sustainability. Overall, the Program is considered
partly successful because of the mixed results achieved in the implementation of both policy and
institutional reforms and the nonsustainability of some reforms. Nevertheless, the Government
made significant progress in some areas of agricultural policy reform, particularly in the reduction
of export taxes. Political and security developments had hampered full completion of APL1 reform
efforts.

B. Feedback. Program lending can be an extremely effective instrument to introduce
policy and institutional reforms provided that certain requirements are met; such as, having clear
and focused objectives and performance indicators, adequate emphasis on credibility and
consensus building, a proper balance between expenditure-reducing and growth-enhancing
reforms and ensuring that the number and type of reforms pursued do not overwhelm limited
policy-change capacity of the country.

il. BACKGROUND
A. Rationale

9. The Government began liberalizing the economy, including agriculture, in 1977
after years of interventionist policy. But progress in trade liberalization was slow and agricultural
reforms were modest. In the mid-1980s, despite record commodity prices, agricultural production
stagnated. Distortions in the economy persisted with strong implications for the budget. As public
expenditures shifted to meet growing security requirements, the budget deficit grew and
Government sought ways to contain public expenditure pressures. In September 1989, Sri
Lanka's balance of payments deteriorated and the fiscal position eroded. The Government
requested the support of the multilateral community for a set of macroeconomic and sectoral
reform programs that would stabilize the macroeconomic environment while increasing the
economy’s capacity for efficient, export-oriented growth. The Bank responded with a program
lcan which would be the most suitable vehicle for pursuing the policy reforms in the agriculture
sector given the sector's importance in the economy. APL1 was to support the implementation
of policy and’ institutional reforms in agriculture aimed at expanding the influence of
market-signals and improving the enabling environment for private sector participation. This was
in kKeeping with the rieed to address broad-based policy and institutional constraints to
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agricultural development as highlighted in the Bank's 1988 Country Operational Program Paper.
The ultimate goal of the Program was to develop a competitive and sustainable agriculture sector.

B. Formulation

10. APL1 built upon the strategy for restoring high and sustained rates of agricultural
growth laid out in the National Agriculture, Food and Nutrition Strategy (NAFNS) of 1984. It also
followed on an earlier Agricultural inputs Program’' which was essentially a fertilizer import facility
with a narrow range of policy reform measures aimed at improving fertilizer and irrigation use. The
Government's commitment to further policy and institutional reform measures were outlined in
the DPL. Its invoivement in the formulation of the Program was strengthened by the various efforts
of the officials to conduct preparatory policy analysis and build up consensus. Such efforts were
further helped by the availability of various studies originating from external sources.’

11. A reasonably extensive sectoral analysis was undertaken when the Program was
formulated by the Bank. Nevertheless, while APL1 was broad-based, key macroeconomic and
sectoral policies that have a significant effect on agriculture, such as the exchange rate, fiscal
balance, administrative wage rates, agricuitural property rights, and public expenditures in
agriculture were not part of the reform agenda, reflecting the lack of a comprehensive assessment
of the policy environment surrounding the sector. Macroeconomic policies were, however,
addressed contemporaneously under an International Monetary Fund (IMF) supported
stabilization program and a World Bank (WB) economic reform and development program. These
macroeconomic programs focused heavily on reducing public expenditures to stabilize financial
markets. This emphasis on cost-saving measures was also reflected in APL1.

C. Objectives and Scope at Appraisal

12. The stated overall objective of APL1 was to revitalize the agriculture sector. It was
intended to improve overall productivity and growth of the sector, achieve a high degree of
self-reliance in rice, enhance export earnings from tree and minor export crops, and promote
agro—industries. APL1 was also intended to prepare the groundwork for further market-oriented
reforms in agricuiture by emphasizing the use of market signals for resource allocation,
encouraging a higher level of private sector participation in crop agriculture development and
irrigation improvement schemes, and stimulating private investment and efficient financial
intermediation in agriculture.

13. APL1 identified 22 major policy and institutional reform measures mainly in six
major areas: fertilizer sector, tree crop taxation, State plantation sector, PMB restructuring,
irrigation sector, and rural credit sector (see Appendix 2). Reforms in the fertilizer sector would
promote more efficient use of fertilizers and liberalize fertilizer distribution. Measures in reducing
tree crop taxation would improve crop production incentives. Lessening the burden on the budget
and improve economic efficiency through privatization were the expected output from reforming
public sector plantation companies and the PMB. Irrigation cost recovery and sustainability of the
irrigation facilities were expected to be achieved with reform measures in the irrigation sector

Loan No. 820 (SF)-SRi: Agriculture Inputs Program, for $29 million approved in December 1986 and closed
in November 1989,

# For axample, A Policy Framework Paper (IMF, 1988). The 1987-90 Program of Economic Reform and
Adjustment (Worid Bank, May 1988); and A Strategy for Bank Operation in Sri Lanka (ADB, March 1988).
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while development of a viable rural credit market was expected from reforms at improving rural
interest rates. Other measures in improving agricultural extension services and raising agricuitural
investment were to result in greater agriculture growth.

14. The reform measures could also be classified into three broad categories: (i) those
reforms which were expected o have a broad and immediate impact on both the Government
budget and the farm sector; such as, reductions in tree crop export taxes and fertilizer subsidies:
(i) those designed to start the process of policy and institutional reform in a given subsector;
such as, the financial restructuring of the state plantation corporations and the PMB; and (iii)
those aimed at assessing and setting the agenda for later reform efforts, such as, the technical
assistance efforts in crop incentives and agricultural extension.

D. Financing Arrangements

15. The Bank provided the Government SDRE3.59 million ($80 million equivalent) from
its Special Funds resources. As a result of currency fluctuation, the actual amount disbursed was
$83.9 million. The loan was released in two equal tranches; the first tranche, including retroactive
financing, upon loan effectiveness and the second, after some delay, with the satisfactory
fulfillment of six policy conditions. The proceeds of the loan were used to finance the foreign
exchange costs of eligible items while the counterpart funds were used to finance the local
currency cost requirements of agricuitural development projects. The Borrower was the
Democratic Socialist Republic of Sri Lanka. The Central Bank of Sri Lanka was the depository of
the loan proceeds while MOF through its External Resources Department (ERD) in cooperation
with the National Planning Department {(NPD) was the EA.

16. The Prcgram accounted for about 21 percent of total ‘program oriented" aid
disbursements (excluding food aid) to the country during the Program period. Other major
sources of Program finance were the WB (Small and Medium-Scale Enterprises Adjustment
Credit of $61.3 million and the Economic Restructuring Credit of $61.2 million), and the
Government of Japan (Economic Restructuring Credit Co-financing of $50 million).

E. Donor Coordination

17. Consultations with the IMF, the WB and the U.S. Agency for International
Cevelopment were held during Program design. Concurrently, macroeconomic stabilization
programs were mounted by IMF and WB while policy and institutional reform projects were
supported by bilateral agencies. While the Bank assumed the lead role in agriculture sector
reform, there is little evidence to suggest that coordination between the Bank and the IMF was
used to forestall macroeconomic developments adversely affecting agriculture.

F. Program Completion Report

18. A Program Completion Repert (PCR) prepared by the Bank dated 23 May 1994
discussed the design. scope, implementation and operational aspects as well as initial impacts
of the Prcgram. It did not examine the impact of changes in the external environment on
agriculture and the expected sustainability of the reform effort. (Within six months after the PCR,
two major Program-supported policy efforts were reversed.) At the time of approvai by the Board,
the Program was estimated to require 22 months, from 12 March 1980 to 31 December 1991, The
loan became effective on 22 December 1989 and was closed about 18 months thereafter, on 14
August 1991.



Q. Postevaluation

19. This Program Performance Audit Report (PPAR) focuses on key aspects of the
Program and presents the findings of a Postevaluation Mission (PEM) that visited the country from
7 to 18 October 1996. The PPAR also presents an assessment of the effectiveness of the Program
in achieving its objectives, in generating benefits, and in sustaining its impact,

20. The PPAR is based on a review of the PCR, the Report and Recommendation of
the President, materiail in Bank files, Government reports, discussions with Bank staff, the EA,
other agencies of the Borrower, and with representatives of muitilateral agencies and the private
sector. Copies of the draft PPAR were provided to the Borrower, the EA and other agencies
concerned, and Bank staff for review and comment. Comments received have been taken into
consideration in finalizing the Report.

. IMPLEMENTATION PERFORMANCE
A. Policy Reform Measures

21. Policy reforms aiming at correcting major distortions in the pricing of agricuitural
inputs and products were implemented. Export taxes on tea and rubber were significantly
lowered, interest-subsidies on rural credit significantly reduced, and fertilizer subsidies were
removed. Support was also provided for the recovery of ISF (although this was later abandoned),
the establishment of the legal framework for FOs, and the diffusion of the INMAS participatory
irrigation management system in 32 major irrigation schemes (see Appendix 3).

22. Initial steps were taken to reduce the operating losses of agricultural parastatatls,
to liberalize access to fertilizer and rice markets, and to develop institutions supportive of a
rejuvenated agricultural development effort. The number of storage and milling facilities of the
PMB was reduced, and PMB's overdraft was converted to a term loan. Overdrafts amounting
to SLRs4.7 billion of the two State plantation corporations were also converted to term loans.
Other plantation-sector cost-saving measures, the reduction in mandatory work days and
enhanced lakor mobiiity, were not implemented due to opposition from labor unions. Imports and
distribution of tertilizer were liberalized. Private sector participation in the rice market increased.
The Rurat Credit Board was not established and little tangible progress was made towards
developing rural financial market institutions. The Program also called for increased pubilic sector
suppon for agricuitural development. In the face of mounting fiscal pressures, however, public
investmeant in agriculture was sharply reduced.

28. The emphasis on reforms aimed at reducing Government's fiscal burden in
agriculture, while in line with ongoing stabilization efforts, would not be adequate in realizing the
Program s stated objective of revitalizing agricultural growth. With rising costs and lower output
prices, the net effect of reducing export taxes and removing input subsidies was to reduce
preducers’ margins. The combination of political uncertainty, deteriorating world market and
fiscal conditions constituted an external envircnment unfavorable to agricultural innovation. Given
smail and saturated domestic markets, revitalizing agriculture hinged on enhancing and
diversifying the agricultural export effort. APL1 could have paid more attention to policies
enhancing agro—export and export diversification as well as technological improvements through
agrniculiural research and development (R&D).
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24, A comprehensive assessment of the macroeconomic policy and institutional
constraints affecting agriculture as opposed to a sectoral analysis was not carried out. Key policy
constraints con efficient growth, such as import licensing, high and uneven tariffs, and ill-defined
rural property rights were not addressed. More realistic performance indicators could have been
established and the linkages between external conditions, sector reforms, and agriculturai
performance clearly analyzed. Little attention in Program design was accorded to public
awareness or education of policy makers.

25. The proper sequencing of reforms appeared to be lacking. Liberalization of fertilizer
marketing in the absence of a regulatory capacity for controlling fertiizer quality had made
product adulteration easier. Liberalizing the rice trade, before producer marketing capacities were
developed, resulted in widening trade margins. More generally, the reduction in subsidies and
increase in capital costs, while correcting distortions, lowered the overall competitiveness of the
sector. Given limited immobility of labor and shallow credit markets, the flow of agricultural
resources into more competitive endeavors was limited,

26. Limited durability of policy reforms weakened the credibility of the Government's
commitment to reform. The elimination of fertilizer subsidies and reduction in the operations of
PMB were reversed in 1994. Limited progress was made in continuing other Program measures
that were only partially implemented during the Program period, such as rural credit market
development, agricultural extension reform, increased public investment in agriculture, and
establishment of a clear legal framework for FOs in collecting ISF. Most significant progress made
after APL1 was the elimination of tree crop export taxes and the break-up and privatization of the
State plantation corporations.

B. Procurement and Disbursements

27. Procurement procedures were in accordance with the Loan Agreement and the
Bank's Guidelines for Procurement entailing the use of a positive list of eligible imports subject
to a prohibition list of harmful pesticides. As there was no single supply contract exceeding the
equivalent of $3 million, award on the basis of international competitive bidding was not enforced.
Loan proceeds were used to import goods for agriculture or agro-related industries from the
Bank's member countries. About 59 percent of the [oan proceeds were used to finance fertilizer
imports of 262,000 metric tons (mt}, equivalent to 34 percent of total fertilizer imports during the
Program perniod. Other imports financed under the lcan included petroleum {11.6 percent of total
loan preoceeds), jute bags (8.4 percent), and cement (10.6 percent).

23 The first tranche was disbursed according to schedule. Release of the second
tranche was delayed five months because of difficulties in securing legislation to enable FOs to
collest 1SF. Despite these delays. and notwithstanding the limited experience of the executing
agency in preparing withdrawal applications, implementation subsequently picked up momentum
and the locan was closed on 14 August 1991, four months ahead of the schedule loan closing
date.

C. Crganization and Management
29 The leadership provided by the EA and the cooperation and coordination exhibited

amangst the 12 Ministries involved in implementation were excellent. Despite severe staffing
zonsiraints. the EA and impiementing agencies were able to secure compliance with many of the
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reforms identified in the DPL, and to secure disbursement and utilization of the loan proceeds
within the Program period.

30. The policy and institutional reforms supported in the Program were subjected to
extended policy dialogue between the Bank and the Borrower. Six review missions were fielded
between December 1989 and August 1891, during which time the Bank maintained regular
discussions with local counterpart staff. The close working relationship between the Bank and the
EA helped establish Government’'s Program management capacity, and ensured expeditious
resolution of reform imptementation delays.

D. Effectiveness of Technical Assistance

31. Technical assistance was provided for special studies on crop production
incentives, agricultural extension, and the impact of APL1 reforms. The studies were undertaken
by capable consultants, were well executed and fostered continuing dialogue amongst the
concerned Ministries and between the EA and the Bank. The study on crop production incentives
made a direct contribution to reforms pursued under APL2. However, many recommendations
made in the study on agricultural extension were not adopted by the Government as the
agricultural extension projects were funded by WB which adopted a different approach to
agricultural extension.

32. The level of technical assistance provided under APL1 appears to be inadequate
given the compiex nature of many institutional reforms, the need to incorporate benefit monitoring
as an ongoing part of the reform process, and the need to advance the reform agenda to
generate follow—up and complementary reforms. The emphasis in APL1 was primarily on
immediate accomplishment rather than preparing the groundwork for an extended reform
process.

E. Compliance with Loan Covenants

33. The Government generally complied with the major loan covenants as detailed in
the Loan Agreement. All conditions for loan effectiveness and for the second tranche release were
met in full prior to loan closing. There were, however, two lapses in the conditions subsequently,
namely the re-establishment of fertilizer subsidies, and the expansion of PMB's cperations. The
circumstances leading to the reversal of the policy on fertilizer subsidies in 1924 were political
as a newly elected Government endeavored to fulfill part of its populist pledges made before the
election but had its roots in the cost-price squeeze situation facing the farmers as fertilizer prices
rose and output prices declined. Similarly, PMB was directed to implement support-price
purchases of paddy when rice prices declined — a problem in part contributed by Government'’s
decision to subsidize the import of wheat which lowered the demand for rice. While FOs were
legally established and recognized as an entity to collect irrigation service fees, they did not have
the power to enforce collection. Their role was further compromised when the Government
decided not to collect the ISF. Further amendment to the ASA was under consideration during
the time of the PEM to clarify the role and responsibilities of the FOs.

F. Monitoring
34 Frequent consultation and second-tranche review were conducted to monitor

nclicies, institutional developments, and changes in the agriculture sector. Although performance
indicators were not clearly identified at appraisal, the NPD monitored the progress in the agreed
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reforms, and in its annual publication on Public Investment, reviewed the impact of major reforms
on the agriculture sector. Further monitoring was made under the study on policy impact of APL1
- in 1993. Although a Technical Assistance Performance Audit Report (TPAR)' noted that quality
of analysis in the impact assessment was mixed, study findings heiped Government better
understand the impact of reform measures on different categories of producers. This information
was also used to fine-tune reform efforts supported under the APL2.

G. Use of Counterpart Funds

35. Counterpart funds generated from the loan proceeds were used to finance an
equivalent of $83.2 million local cost requirements of Bank-financed and other agricultural
projects. An amount of SLRs200 million (equivalent to $5 million) was used to finance
cost-overruns in the Walawe Irrigation Development Project (Loan No. 895-SRI{SF]).? The
balance of the funds were used to augment general revenues. Public capital expenditures in
agriculture amounted to SLRs11.4 billion ($282 million) during 1990 and 1991, and the
counterpart funds were deemed to have been spent on agricultural projects,

IV. PROGRAM RESULTS
A. Performance Indicators

36. Separating the effects of major changes in the external environment from those of
agricuttural policy reform is difficult. Performance evaluation of APL1 would have been simpler
had there been a logicai framework specifying quantitative performance indicators such as the
changes in the effective protection rates of the commodity sector. The overall major performance
indicators implied at the time of appraisal — an increase in overall productivity and growth in
agricuiture as weli as agricultural exports, greater private sector involvement and reduction of
Government activities in marketing — could well have been appropriate if conditions prevailing
during the Program period had continued thereaiter. External conditions for agriculture were
relatively favorable when APL1 was implemented. Subsequently, Sri Lanka experienced sharp
price increases in agro-inputs and food imports, inflation and wage pressures linked to
expansionary fiscal policy, public investment cutbacks, high real interest rates, and in later years,
a modest appreciation of the real exchange rate in addition to political and security upheavals.
Changes in the external environment precipitated the slippage of some APL1 reforms.

1. Revitalization of Agricultural Sector

37. During 1989-1994, agriculture grew by 3.5 percent per annum {see Appendix 4,
Table 1). Growth accelerated the most in paddy and tea production, with coconut, rubber, and
other field crops stagnating or decreasing. But such agricultural growth was largely a reflection
of past investments such as the coming into production from new Mahaweii irrigation schemes
and smaltholder tea replanting programs in the 1880s. Agricultural export volumes, as a result,
increased by 2.4 percent per annum, and export values increased by 10.2 percent per annum
Juririg 1985-1994. But agricultural productivity changes had been mixed. Paddy yields stagnated

TPASRI 26258: Study on Policy Impact of the First Agricultural Program Lean, December 1994,

The project continued to record further cost-overruns and implementation delays after the close of APL1. The
1996 Budget allocates additional financing to the Mahaweli Deveiopment Authority to accommodate these
LOst overruns.
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at around 3,500 kg per hectare and tea, at 1.3 tons per hectare. Rubber yields fell from 850 kg
per hectare during 1983-1988 to about 740 kg per hectare during 1989-1991 but have since
recovered to 865 kg per hectare during 1993-1995.

2. Promotion of Agricultural Productivity and Growth

38. Direct policy measures to improve production incentives and contribute to
productivity and growth took the form of reduction in export taxes and the promotion of high
value added "crush, tear and curl' (CTC) tea technology. Less direct measures included fertilizer
subsidy withdrawal to promote productivity through optimal use, implementation of ISF and
measures aimed at sustainable irrigation operations and maintenance (O&M), policies to improve
agricultural support services, and Government investments in agriculture,

39, With the reduction in export taxes for tea and rubber, the export tax burden for tea
feil from 2 percent to 1.1 percent and for rubber, from 24.6 percent to 18.1 percent of their expont
prices during 1989-1991 (see Appendix 4, Table 2). By the end of 1993, expert duties and sales
taxes on tea and rubber were eliminated. The impact of lower axport taxes on supply was difficult
to estimate. A lack of competition in exporting tea appeared to have dampened the impact of the
lower export tax burden on producers, with the benefits of the export tax reduction accruing
largely to the wholesale trade. The reduction in the rubber export tax burden was more significant
but was offset by falling real rubber prices. The initial impetus provided to tea factories for
adopting CTC technology was sustained with increasing share of tea produced under this
technology. Exports of such tea as a share of total tea exports increased frem 10-15 percent in
the late 1980s to 45 percent in 1895,

40. Evidence indicated that the removal of fertilizer subsidies had little impact on
fertilizer demand after an initial fall in demand in 1990 (see Appendix 4, Table 3). Fertilizer
consumption fully recovered by 1993, with total demand reaching a historical high of 548,000 mt.
In 1994 fertilizer consumption in paddy was 8.4 percent higher than in 1989 due to a doubling
of nominal producer paddy prices between 1989 and 1993. Conversely, even after the
reintroduction of the subsidy in Cctober 1994 in response to fertilizer price increases, total
fertilizer demand fell from 532,000 mt in 1994 to 509,000 mt in 1995 as output prices declined
(see Appendix 4, Table 4}.

41. Efforts to ensure collection of ISF largely failed, due to Government’s decision not
to prosecute farmers in default. Irrigation O&M conducted through participatory farmer
management of distributory and field canals appeared to be more successful. By mid-1994,
about 7,270 field canal groups and 760 distributory canal organizations were formed and about
750 distributory canals were handed over to FOs. The INMAS program was in place in 32 major
schemes, and Government policies continued to emphasize the transfer of irrigation management
responsibilities to FOs. Nevertheless, the degree to which the handover of distributory and field
canal responsibilities had improved efficiency in water resource use and extended the economic
life of the irrigation systems was uncertain. In certain Mahaweli schemes, farmer management
had improved distribution of water and facilitated crop diversification. In other areas, O&M
continuad to be neglected, water was not well distributed amongst paddy farmers, irrigation
systems continued to detericrate, many FOs were ill-prepared to undertake necessary canal
maintenance, and the legal basis of the FOs remained uncertain.’

The Department of irrigation recently formed a task force to develop necessary amendments to the Agrarian
Zervices Act to define the rights and responsibilities of FOs as corporate bodies.



10

42, A number of recommendations (for example, unification of the different services,
reduction in the administrative burden of extension officers, improvement in research-extension
linkages, and others) from the study on agricultural extension were not followed by the
Government as a different approach to extension was adopted in the Agriculture Extension
projects funded by WB. The quality of agriculturai extension suffered because of diversion of
trained extension officers to public relations and other provincial administrative tasks, inadequate
coordination between national agencies and provincial councils supervising the extension effort,
deteriorating linkages between national research institutes and provincial extension services, poor
performance incentives, and inadequate operating budgets. While budgetary constraints were
a major reason, a more fundamental reason was the demand-based extension system promoted
by WB which essentially asked what the farmer wanted to improve in their production. Such a
system did not appear to have worked well according to Government sources because extension
officers had to attend to tasks beyond their expertise.

43, The Government reduced, but did not eliminate, subsidized lending in the rurai
areas. Owing to earlier commitment, term loans under the Bank's perennial crops project,’ for
example, were provided at an interest rate of 16 percent per annum and with a six—year grace
period, while short-term commercial loan rates were in the range of 24-28 percent per annum.
Government guaranteed cultivation loans were still being provided at 18 percent per annum. The
partial increase in rural lending rates had not led to any significant increase in credit supply and
to rural financial market development. Access to rural credit provided by private institutional
sources remained limited with no specialized products or private financial intermediaries catering
specifically to rural credit requirements. Rural financial markets remained shallow, and the share
of commercial lending to agriculture had fallen to historical lows. In the wake of the 1994
agricultural debt amnesty, rural credit discigiine eroded resulting in very low collection ratios of
rurat credit. :

44, Government capital expenditures reached 14 percent of GDP in 1989 and had
fallen to an average of 6 percent of GDP during 1993-1995 (see Appendix 4, Table 5). As a
resuit of the general decline in public investment, reflecting the diversion of resources to
overcoming the security situation, the Government ' s public investment program in agriculture had
been on a declining trend since 1985 (see Appendix 4, Table 6). Mahaweli investments (in
irrigation and settlement) accounted for 40 percent of total investments in the agriculture sector
during 1991-1995, with the larger portion used to finance the administrative costs of the
institutions charged with implementing the Mahaweli development program. Subsidies and
transfer payments continue to account for a large share of public expenditures in agriculture.
During the period 1991-1995, the Government ' s expenditures on fertilizer subsidies, wheat import
subsidies, agricultural debt relief, the restructuring of the State plantations, and producer
credit-cum—subsidy schemes exceeded the total public investments in agriculture.

3. Government Cost Reduction and Privatization Measures

45, Policies aimed at greater private sector participation and reduced Government
activities included measures aimed at improving access by private fertilizer traders to information
and facilities, at lessening Government trading in fertilizers with the withdrawal of subsidies, and
at restructuring PMB, the Janatha Estates Development Board (JEDBY), and the Sri Lanka State
Plantations Corporation (SLSPC).

+

Loan No. 899-SRI(SF}: Perennial Crops Development, for $17.3 million approved in August 1988.
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46. Private sector participation in agricultural marketing increased under the Program,
The private sector accounted for almost 95 percent of all rice marketing activities during 1991-
1993. In 1994 and 1995, with the resumption of large-scale PMB procurement, private sector
activity still accounted for almost 80 percent of the market. The opening up of the fertilizer import
market, combined with the later breakup and partial privatization of the two public sector fertilizer
companies, heralded a sharp increase in private sector activities. By 1995, 16 private sector
companies accounted for more than 60 percent of total fertilizer sales. However, concomitant with
the increase in private fertilizer marketing was the prevalence of adulterated fertilizers. The
National Fertilizer Secretariat reports that approximately one quarter of ail fertilizer samples tested
during 1991-1995 were adulterated (primarily at the retailers level). The Government’s ability to
monitor and enforce quality standards in the private trade was found deficient.

47. APL1 reforms contributed toward reducing the physical capacities of the PMB,
JEDB and Sri Lanka State Plantations Corporation. PMB’ s operations were significantly reduced
as a result of asset sales and staff reductions. However, following rapid growth in PMB
procurement in 1994 and 1995, its overdraft rose to an estimated SLRs3 billion. Consequently,
while PMB's capacity was reduced, there is little evidence that its financial performance and
position improved.

48. Similarly, JEDB and SLSPC continued to incur accumulated losses of SLRs10
billicn by 1992 that the Government had to bear when the two companies were merged and their
assets hived off into 23 regional plantation companies. Although APL1 reforms did not lead to a
significant improvement in performance of the State plantation companies, these reforms did help
to identify the extent of the financial problem, the need to write—off bad debts, and introduce
private management and ownership to put the plantations on a sound financial focting.

B. Institutional Development

49. APL1 did not specifically provide for institutional capacity building. But in the
process of Program implementation, the ERD and the NPD gained much experience in
coordinating the adoption of policy reforms and improved their capability to keep the policy
reforms on track as far as possible in the face of challenging circumstances. Local counterparts
involved in the TA studies benefited from their interaction with foreign consultants. The Study on
Policy Impact of APL1, in particular, was undertaken by local consultants though the possibility
of their bias was raised in the TPAR that evaluated the study.

C. Socioeconomic Impact

50. During 1988-1993, real agricultural wages increased by 19.4 percent, suggesting
that living standards of the rural poor had been protected, if not improved. Higher rural wages
occurred iargely for reasons unrelated to agricultural policy reforms — most notably a 20 percent
administrative increase in plantation sector wages in 1989, the Janasavia and then the Samurdhi
income support schemes amongst low income families’, rapid growth in labor-intensive garment
producticn, and overseas migration of unskilled laborers. Nevertheless, the higher wages added

in 1989, 1.9 million households participated in the Janasavya scheme and received a grant of SLRs2,500 per
family per month. On 1 June 1995, the Samudhri program was extended to one third of all households and
orovided income transfers aimed at raising average incomes to between SLRs1,500-2,000.
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to higher production costs, impacting on the net returns to the producers already affected by the
withdrawal of fertilizer subsidies.

51. The price increase following the fertilizer subsidy withdrawal apparently adversely
affected middle—sized rice producers in rainfed areas. Poor producers also suffered from a lack
of access to fertilizer in the markets in 1991 and 1992 because of temporary disruptions in the
fertilizer market as Government reduced its activity.

52. Generally, because limited progress was achieved in Program components where
significant net socioeconomic benefits would have occurred (e.g., rural credit market development
and increased public sector investment in agriculture), APL1 did not have a significant
sociceconomic impact.

D. Women in Development

53, The role of women was not specifically addressed during Program formulation.
Nevertheless, the reduction and subsequent elimination of export taxes for tea and rubber could
have stimulated demand for female labor during bouts of higher commodity prices and provided
an impetus for increased wages in traditionally female dominated tasks such as tea—plucking.
Reduction of Government involvement in fertilizer and paddy marketing had widened
opportunities for female participation in agricultural input and output marketing, particularly in
village—level markets.

E. Environmental impact and Controi

54, The removal of fertilizer subsidies led to increased use of organic fertilizers and
plant residues in rice and other fieldcrop production reinforced by the recommendation of the
country’s Agriculture Depariment to farmers to apply an equal mix of straight and organic
fertilizers in field crop production. The handover of irrigation systems to farmer management
made a significant contribution to the sustainability of the irrigation system, particularly in the
Mahaweli schemes,

-

F. Gestation and Sustainability

55, While the Government remains commiited to relying on market forces for
agricultural development, the changing political environment continues to be a major constraint.
Continuing dialogue between the Government and the Bank to put the reforms in regard to
fertilizer subsidies and the PMB back on track is the best solution. But it may not be feasible to
pursue such a solution immediately. Where the necessary conditions are not in place it may be
advisable to pursue a second-best alternative and allow subsequent program assistance to
continue towards the general direction of market-oriented policy reform.

58. The Program was followed closely by APL2 which continued and broadened
reforms in the area of tree crop taxation. Pelicies under APL2 inciude reducing export crop
subsidies; rationalizing sugar pricing, agricultural extension, fertilizer marketing systems, and the
livestock subsector; privatizing public sugar, fertilizer and livestock companies; restructuring JEDB
and 3LSPC: and streamlining the agricultural seed subsector. While APL2 did deepen reforms
in APL1, some of the key lessons of APL1 were not fully reflected in the design of APL2; such as,
{i) the exclusion of irrigation O&M, irrigation and rural credit policies, from the scope of APL2
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although reforms were only parily implemented in these areas under APL1; and (ii) lack of special
studies and consensus-building activities in the privatization of the sugar and milk industries. The
opportunity to build on progress in past reforms, however limited, was therefore not fully
exploited.

V. KEY ISSUES FOR THE FUTURE
A. Program Design

57. The Bank's program loans have often been processed under conditions that
require the redressing of a country's economic imbalances. APL1 was influenced by the need to
support efforts to stabilize and solve the balance of payments crisis. Growth enhancing measures,
such as R&D, and key policy distortions in the agricuitural land market and in the import regime,
were not addressed under the Program. Pursuing cost-saving measures in advance of measures
to enhance growth and factor-mobility appears to have worked against the overall objectives and
increased the risk of reversal of some of the reforms when the farm sector was caught in a
cost-price squeeze. A comprehensive analysis of the policy and institutional barriers to improved
agricultural performance (including barriers outside the agricultural sector) would have helped
to identify the constraints and the inconsistencies likely to thwart the fulfilment of the ambitious
objective of revitalizing agriculture. While a more thorough analysis may not necessarily have
altered the set of measures that were pursued under APL1 — in fact, Government sources have
argued that those measures that were “ready” were the ones pursued — it would have helped
Government identify macroeconomic and sectoral measures complementary to Program reforms,
establish clear priorities amongst those reforms, identify key areas where further policy research
and review were required, and estabiish realistic performance criteria.

58. Acknowledging the importance of factoring in the broader macrceconcmic policies
in the pursuit of agricultural reforms poses the challenge of responding to the changes in the
external environment. Where such changes do occur, the suitability of different agricultural reform
measures may change as well. Provisions may have to be made for mid-course revisions in the
Program and the phasing of conditions over a number of years.

B. Maintaining Reform Momentum

59, A balance-of-payments crisis provides a timely opportunity to introduce policy
reforms. But the process of policy and institutional reform may take many years to complete.
While balance-of-payments conditions may change, the need for agricultural policy reform
continues. Policy and institutional reform measures must continue to be pursued both during
periods of external imbalances and of more favorable balance—of-payments conditions.

60, An external payments crisis helps focus attention and speed-up reform approvai.
But the degree to which policy and institutional reform momentum will be maintained depends
also on underlying processes of policy analysis, monitoring and consensus-building. Policy
reforms under APL1 had their origin in many years of special studies, consultation and
censensus-building exercises at the technocrat level, and had contributed to the speedy
implementation of the reforms. Adequate attention to the institutional mechanisms for generating
and managing agricultural policy and institutional reforms, particularty when the reforms need to
be phased-in over many years, would help the development of Government's institutional
capacity to effectively manage the reform process.
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C. Policy Reversals

61. Policy reversals may occur and cannot be insured against. Such reversals should
be carefully reviewed, and in some cases, may well be unavoidable under extenuating conditions
as evidenced in the case of fertilizer subsidy reintroduction and reactivation of support-price
purchases of paddy by PMB. These reversals, however, should not halt efforts toward achieving
policy and institutional progress on the other fronts. Under the circumstances, it may be best for
program assistance to pursue second-best solutions. When conditions are reversed, time-bound
plans for the renewed elimination of the distortion may then be considered.

62. Other measures that were reversed, such as the collection of ISF, may no longer
need to be pursued. The switch to a system of participatory management of distributory and field
canals appeared to be appropriate, although further improvements in the legal framework for
farmer organizations, strengthening the institutional capacity of FOs and providing farmer
organizations with adequate incentives to maintain canals (e.g., why should they maintain canals
if the Government will rehabilitate them), will be needed to advance reforms initiated under APL1.

D. Ineffectual Policy Results

63. Relatively few of the recommendations made under the Program-financed
extension study were implemented. The World Bank’'s Second Agricuiturai Extension Project
made oniy a minimal use of the study's findings and had limited success because of the
difference in the basic orientation of extension services. More generally, the poor performance
of agricuiturai research and extension services continues to be a major cause of low growth in
agricultural productivity. As major externally sourced investments in agricultural R&D are coming
to a close, it may be timely for the Bank to assist the Government in reviewing policy and
institutional options in this area.

64. Few improvements had been made in terms of access to rural credit. Tight
monetary policy, continued lack of speciafized products and institutions to serve the agriculture
sector, continued directed credit, and erosion of credit discipline in the wake of the 1994 debt
- fergiveness program, hindered rural financial market development. Raising rural lending rates
aiona has proved to be insufficient to inspire rural financial market development, particularly when
most agricultural investments are long-gestating. The Government's efforts to inspire private
sector investment in agriculture, o diversify, and to restructure the agriculture sector continue to
be constrained by weaknesses in rural financial markets. A more thorough review of constraints
and options for improvement in rural financial market development appears to be warranted.

E. Program Monitoring

65, Program monitoring was conducted in an ad-hoc manner, but the excellent
cemmunication between the Bank and the EA ensured that adequate information was assembied.
This was helped with the Stuay on Policy Impact of APL1. However, a period of five years after
the Pragram’s ciosure was needed to obtain the country’s Auditor General's qualified approval
cf Program expenditures, largely because of a lack of qualified accountants and book—keeping
experience in ERD. It might have been more appropriate to delegate the Program's financial
acsounting responsibilities to a division of the MCF that was better qualified in these matters.
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VL. CONCLUSIONS

A. Overall Asséssment

66. The Government demonstrated its commitment to undertake a series of policy and
institutional reform measures by establishing the necessary legislation, rules and guidelines, and
by undertaking the studies and restructuring called for under APL1. Only a few, though important,
measures were not fully implemented. Certain reforms have improved opportunities for private
sector participation in the sector (fertilizer and paddy marketing), enhanced incentives for expornt
agriculture and reduced the fiscal burden. On the other hand, the macroeconomic environment
had become unfavorable to agriculture, aggravated by the need to devote greater resources to
overcoming the security problems; major reforms were reversed, program measures were
generally ineffective in improving extension, rural credit and irrigation O&M, and the Program was
unable to revitalize agricultural investment, Overall, the Program is considered partly successful
at this time in view of the mixed results achieved in policy and institutional reforms, and the
nonsustainability of some of the reforms.

B. Lessons Learned

67. Program experience suggests that program lending can be an effective instrument
to induce policy and institutionat reforms provided that (i) the program is based on a locally
defined and broadly supported set of reforms; (ii) the objectives of the program are clearly
defined and the reforms are prioritized and limited to manageable proportions; (iii) intermediate
and final performance indicators of policy and institutional reforms are clearly defined; (iv)
adequate flexibility is provided for corrections to the program warranted by changes in the
external environment; (v) policy and institutional reform is understood to be a lengthy and
on-going process to be nurtured through continuous review of reform options and
consensus—-building amongst decision—-makers; (vi) the political leadership and the population at
large are educated on the purpose and expected impact of reforms; and (vi) a sound
macroeconomic envircnment and supportive macroeconomic policies are recognized as an
essential complement to sectorai reform efforts.

68. Striking the right balance among the three broad categories of reforms, namely,
those having broad and immediate impact, those starting the process of reform, and those setting
the agenda for later reforms, is a challenge. With limits to the Government’s economic
management capacity, this involves trade—offs between immediate actions and future initiatives,
and underscores the need to carefully set priorities in Program design, to limit prior conditions
to the major, immediate reforms, and to establish clearly the rationale and expected impact of
each of the measures to be pursued. Measures that are of secondary importance should be
pursued through policy dialogue, but not necessarily within a program framework. Special
attention should be given to ensuring that policy conditions do not proliferate beyond the
Government’'s administrative capacity to manage reforms, monitor change and prepare the
groundwork for future efforts. Government sources did mention that the policy measures under
APL1 were too many and unfocused.

69. Reforms that involve changes to major Parliamentary laws, such as the Agrarian
Services Act, may take considerably more time to accomplish than is provided for in a Program
period. The amount of time needed to introduce legislative changes was not fully appreciated
in the design of APL1. Program covenants should not be made contingent on legal amendments
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which may exceed the duration of the Program. The time required to effect changes to the legal
environment in a functioning democracy characterized by political instability should be taken into
consideration.

C. Follow-up Actions

70. The most immediate follow—up actions should apply to the policy reversals and the
need for an ongoing process of policy and institutional reforms. The Government appeared to be
well aware that there was little economic justification for continued fertilizer subsidies, and was
all too well aware of the eventual budgetary implications of mounting PMB financial losses. Both
reversals had been subject to policy dialogue with other multilateral donors and with the Bank
under APL2. At this juncture, an immediate and swift resolution of these policy reversals by the
Bank and the Government is required. The costs of inaction are very high, particularly at a time
when pressures on the budget are severe. However, the Government and the Bank had agreed
to cancel the release of the second tranche under APL2 as, among others, the issue of fertilizer
subsidy cannot be resolved currently. But the Bank still needs to assess whether these policy
reversals should be allowed to deflect either Government s or the Bank ' s attention from the more
urgent need to restore sustainable rates of agricultural growth and development.

71. Sri Lanka’s agriculture sector requires substantial investment and policy reforms.
These reforms are likely to imply large financial, fiscal and social costs.! An appropriate means
for promating both policy reform and sound investment lending is a sector deveiopment program
(SDP) financed by the Bank, in which large sale funding of sectoral investment is linked to the
adoption of high priority policy and institutional reforms. A program lending component of such
an SDP could help defray the adjustment costs associated with the reforms, finance
compensatory social measures, and help overcome possible political resistance of adversely
affected groups. Sri Lanka's economic vuinerability to external developments should be taken
into censideration through adoption of an extended time frame and flexible implementation
procedures.

72. APL1 demonstrated the importance of local ownership, sound golicy analysis, and
consensus building to underpin an agricultural reform effort. A reassessment by the Bank and
the Government of agricultural strategy, poticy reform requirements and institutional needs is
warranted in the light of changing external conditions and progress made in implementing policy
reform. Local ownership {and leadership) of such an assessment is essential. Extending
participatory policy analysis and consensus-building processes beyond the confines of
concerned Government departments, to include representatives of both the private sector and
the farm community, would enhance both the soundness and acceptability of the reform effort.
As noted above, one of the shortcomings of the APL1 effort was the failure to conduct a
comprehensive analysis of macroeconomic policy and institutional constraints and reform options,
to clarify the sequence and expected impact of reforms, and to educate political leaders and the
general public on the purposes and expected results of such reforms. If a sector development
program is pursued, these should be addressed.

Particularly if the reforms involve, inter alia, measures such as harmonization and reduction in import duties,
miral financial market cevelopment, establishment of an effective rural land market, consclidation and
revitaiization of key support services, and privatization of the remaining, more commercial agricuitural
parastatals.
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APPENDIXES
Number Title Page Cited on
(page,para.)
1 Development Policy Letter 18 1,4
2 Qverview: Loan Policy Base 28 3,13
3 Policy Matrix ~ Status of Implementation 29 5,21
4 Statistical Tables 35 8,37
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d. Macro-accnomic Stabilisation and Adiustnent Proz—aomme

To counter declining 2comomic perforamance, in mid - 1987
the Govermment ocegan to formulata a comprenensive atabilisation
and adjustaent programme. This programme w23 formalised with
the agaistance of the LIF and World Bank in the Policy Framawork
Paper 1988-1990 and focuses on (i) setting quantitativae targets
for key performance indicators (principally GDP growth, inflation,
fizeal deficit and balance of payments current account deficit)
and (ii) a commitament to restructur: key arsas of the economy
to remove the constraints on sustainable development. The
principal structural reforms raelate to reorgzanisation of the
public sector to improve its administrative gtructure and %o
raduca overstaffing; to restricture public expenditurs with a
viam te eliminating waasteful programmes and inersasing the
afficiancy of the remaining prozrammes; and to establish
industrial policies aimed at accelerating growth in the sector,
reducing the role and incre=asing the efficiency of public
entarprises, and increasing the export orientation of manufac—
turing, :

Both the IMF and World Banlt hawe supported this prcgramme.
In #March 1988 the IMF disbursed an SDR 109 million Compensatory
Finance PFacility and released thae first tranche (SDR 45 million)
of a3 thras-year SIR 142 million Structural Adjustment Facility.
A% thae same time, the World Bank bhegan processing several
ad jugtment programmes fer public enterprises restructuring,
accncmic regstructuring, and public sector ragtructuring programmas
gchadulad for implementation during 1950-1892.

Pue to 2 combination of circumstances, the Govarnment
w2z unable to me=% its sconcmic performance targets for 1988,
2nd results for 1989 alsoc ars likaly to be less favourzble thzn
2xpaciad at the time the gstabilisation and adjustment prozrammse
"®2g formulated. The Govzrmment negotiated with the IMF and
Yorld Bank apd finalised the medium—tarm Policy Framework Paper
(1989:1394 ; allowing raltaagae of the second tranche from the
SA? in October, 1989

c. Azriculture Sector

Agriculiture is a k2y gector of the economy contritufing
about 24 par cent of GOP, accounting for 43 per cent of ths
t0%al merchandise export earnings and providing employment for
2kout 50 percent of thelabecur force, With a view to addressing
policy and institutional wealmesses, and improving the sector’'s
productivity and diversification, the Govzroment preparsd in
1984 the NationalAgriculture, Pood and Nutrition Strat.gy (NAPNS).
3 stratazy, among othar things, ealls for: (1) accelaratsd -
icalturs development outside the ma jor irrigation zchemes
the Nahaweli areas; (ii) adjustments to pricing policy
neiuding fertilizer subsidy, export duty, ad valorem salszg
%, irrizazion service fea, and rural eredit intsrest races);

h

e
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(1ii) improved marksting, including dersgulation of prices
for agriculturs aqutput; ti'r) increased participation of the
prirate sector in import and trade of agriculture inputs and
outputs; (v) improved rssearch and axtension services;

(vi) improvad credit delivery and racovery; {vii) imcroved
aoperations of public sector estates; and (viii) emphasiz on
repnabilitation of existing irrization scnemes as w~ell asa
improvad irrizaction manazzment.

The major goals for the agriculbture sector set out in
the NAFUS are: ?i) optimising the production of bvasic food
items, namely rics, milk, sugar, fish and pulses s¢ as to
achieve a higher degr2e of gelf-~reliance in thege commoditias;
(ii) increasing productivity in tree crops 2gpecially in tea,
.rubber and coconut to expand and diversify agricultura

axport sarnings and thus improve the balance of payments;
(i1ii) incrsasing rural inceme lavels and employmant opportuni-
tiag; and (iv) improving the nutritional status of ths

pacpla.

The main policy measures to support above develeopment
opjectives include; (i) policy adjustments and strzngthaening
of such suppor% sarvices auch ag pricing policizs, marxating,
axport promotion, Tessarch, extension and ftraining as w=ll
as improved operations of public sector estates; Tii) a
puhlic sector invastment programme in irrigation with
amphagis on the rehabilitation and/or axpansion of existing
small and medium irrigztion schemes as well a3 improved
irrigation manazszment; and (iii) improved credit delivery
and racovary; and (ivs ingtitutional strsngthsning of thse
Paddy Mariketing Board.

D. Racent Policy Rafrrms in the Asriculturs Sactor

Tha Government has introduced the fellowing reforms in
accordance with the NAFNS and consistent with the policy
dialogus conductad with the ADB: (i) reduction of fertilizer
subgidy, axport Jduty and ad valoresm gales tax on tree
crops; (ii) improvement of marketing of agriculture input
and output (deregulation of sugar import, incrzaged privata
3achor participaticn in impor%t and trades; (iii) consclidation
nf axtansion services for crcps under two ministriass inastzad
of sevaral ministries; (iv) establishment of integratad
managsment of major irriga%ion schemes (INMAS) and establishment
and upgrading of firmars' organisations to increass their
par<icipation in irrizgztion management with a visw %o
racovaring operation and management costs more effactively;

() adoption of ramedial measuress to improve the commercial
viability of public sector estates; and (vi) improvement
of rural eradit delivery and recovery.

o Tha Provosed A—iculture Pros-zmme Loan

The proposed Azriculiure Programme Loan (APL) will be
an integral part of the Govearnment's azdium-tarm development
programme and will assist the Govermment to implement its
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agriculturs sector development stratagr by supporting further
polizy Teforms, institutional strengthening and investmenta needed
to improve the growth potantial of the ssctor. The main

objactiva af the APL, i3 to supvort agricultural devalopment

ovar the medium %tarm with a visw to improving ths overall
produc+ivity aind growth of ‘ths sector, achiaving a nizher

dez=2a of self-raliznce in rice production, ennancing axpor+%
earnings from tree and other cruops, promoting agro-industries,

and ancouraging a higher lavel of private gector participation

in devalopment schemes.

F. Soecific Policy and Institutional Mezsur=2s fo be

. Implemented Under tine Azriculturs Programme Loan

1« Policy Changss

Fertilizer Subsidieg

The Goverrment ahall compla2taly reamove ail fertilizer
subgidies by 313t December 1989,

Irrization Cogt Recaovarr
X .

Given the financizl constraintg® facing Sri Lanlka,

the Zorernment i3 continuing, as a mattar of urzencyr,

to r=habilitate existing irrigation schemesg, %o improve
watar management, to achieve mora efficient irrizationm
mathods, and %0 encourzg= more active participation of
farmers in the meanagement of irrigation 3schemes to maks

it possivla to optimige preductivity, achisve greatar
financial self-gufficiency and to recovar a higher leval
of operation and maintesnance ceata. A study of Procaduras for
th2 Collaection of Opera%icn and Maintanance fees, financad
urdar an IDA-zssistad Majer Irrigation BRehabilitation Project
{1284), was complaetad in April 1989, A major finding of
the study is that irrigation service—fee raccvery is a
TAry narTow concept tcecauge it raprasents only ons aspact
of ths gperavion and mazintananca ayatem of the irrigation
3chames. Tha gtudy reccmmends a more activa participation
by farmers in the O & ¥ system through the developmant of
lazzlly constituted farmer organisations and provision of
2ducation and traininzs to farmers and office bearers.

The sgtudy's r2comzendations are in line with ths inisiatives
alraady ta«en by ths Govaroment when it adopted the
Intazratad Manaseaent of Major Irrization Gchemes {INHAS)
in 1984. In this respect, the Government conducted a
#orizanop in Septambar 1989 to review the findings and
r2ccmmendations of the IDA study, and hag azrsed to the
following: (i) to conduct a2 policy dialogue with the
Bank by 313% January 1950 regerding the findings and
racommendations of the study. Baged on the ragulfs of
thiz diatogus, an azdministrative system for racovary of
oparation and maintsnance costa, and implesmentabla
procadures #ill be establizned by the Govermment on or
bafora JOth Septembar 19390; and (ii) to amend the
Irrigation Ordinance Chap. 45] and any othar lagislation
necesgsary (the Legislation) %0 esnable the Govermmen:t to
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quickly prosecute wilful defaultar3z on operation and maintenancae:
fag payment throuzhn eiril courta rather than through magistratas
caurts as currently stipulated in the Legislation. These
amendments snall be complated by 3Joth Septembar 15S0.

Bural Credit

Despita the efforts of the Govermment %o develop rural
cradit through refinancinz and guarantae gchemes as well as
promotion. of the Regional Rural Develcnaent gtanks, the prasent
rural credit situation is characterised by a low volums of
institutional lendinz, a backlog of past due loans (over the
last tan years, the recovery rate of cultivation loans for
Bank of Ceylon (BCC), Paople's Bank (PB) and Hatton National
Bank (HNB) has besen about 72 per cent), low intsrast raftes and
a raluctance on the part of the cosmercial banks %o engags
in thig activity beyond a limited lavel,

Tn view of thsse circumstances, interssh rates for
short-tarm agriculbure production lcang under the New Compra—
hensive Rural Credi: Scheme shall be adjusted in a phased
manner 5o reflact market ratea. The Government shall increase
khe and user intarast rata to a minimum of 12 per cent per
anmm. This will be done in two stages: the first adjustment
shall be made on or vefors 30th April 1990 and the second on
or befora 30th April 1991. Ths interest rate spr=ad givenm to
the participating benxs skall resmain at the prevailing rate of
7.5 par cent. In addition, intarest rates on medium and long—
tarm loans refinanced by the Central Bank of Sri Lanka (CBSL
fecm intarmzl sources, currantly at 12 per cent per anoum, shall
ha adjusted toward market rates in two stages to a minimum of
14 per cent per annum. The two adjustments in interesat rafes
for medium and long—-term loans ghall take effzct on or befora
30th April 1990 and 30th April 1991, reapectively, =and shall
bring these ratag on loansg financed intermally by CB3L in line
with loans of 3similar terms funded extarmally. The interesst
ra%a spread provided to the participating banks #ill be 7 per
cant for term loans.

Crav Production Incentiveg

The Govermment rescognises that adequate producer marzgins
i3 2n important factor in sustaining the long-term viability
of tha tresa crop subsachtor. As part of the Medium-Term Invegt-
man* Progzramme for the state-owned plantations, the Government
astanlished in July 15984 a 12-member Working Group on Trese
Crop Taxes and Producer Margins. The primery objectivae of the
Joriing Group is to monitor tax levels in relation to the
axgport prices cf tre=e crops. (tea, rubber and coconut) and to
racomaend tax adjustments that will ensure adequate marging
for the producers. In 1380, tree crop taxation contributed
about 26 per cent of the total Government revenue with tea,
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Tubter and coconut being the principal contributorz. As 3
rasult of reductions in tax rates, in 1984 tha axpor* dutiass

and other taxes as 2 percentage of Government ravenue daclined
£o 13 per cent and in 1988 they further decraased %0 4 per cent..

Recoznising the importance of crop production incentives,
the Government has undertaken a study supporsad by the ADB
(an Advisery Technical Assistanca, Nao. 962: Review of Crop
Production Incentives, approved on 10th March 1988) with the
following objectives: (i) to undertalks a systematic and
ccordinatad review of the entirs erop production incentive
ayatem; and (ii) to prepare a comprehensive repert and
recommendations on the crop-related gubsidy schemes, including
2 policy framework for the futurs and identifying action~
orizntad programmes to rationalise and improve the schemes.
The gtudy, wnich will provide analytical matarial fer poliey
dialogue betw2en the Government and the Bank, is axpectad %o
be complztad in Junz 1990. The agrsed raccumendations shall
ba implesgented commencing in the first half of 1991,

2. Institutional Emhancsment

Fartilizer

Fertilizers are currenily being importad by both public and
privata companias. The public sector dominatasg fersilizer importa,
and accounts for about 85 -~ 90 per cant of the markst. To
ircraase tha participation of the private companiag in the impor-
tation a2nd wheolesaling of far%tilizers, the Govarmment will
adcpt the following measurass, (1) befora 31 December 1989,
ensura quariarly puoplication by the Nationzl Fer+tilizer Secrao
Gariat of up-to-date target prices for fertilizer to keap the
privata companies informed of ths impor® price rangs and of
oprortunitisg for the import of fertilizer fimznced undar
23slatance from multilateral financial institutions, bilataral
granta, trade agreementg and the Govermment's own forzign .
axcnzn ragourcz2s; (ii) przavide for aqual treatmant of privats
and public gector companiss with regard to the terms of payment

Y

for fartilizer imports. This equzlity of tr2atment ~ill rsquirs,
infar-alia, liguidation of the outstandins zccounts relating s
both private amd public s=ctor companies in raspect of receip%

0T gubsidy payments from tha Government and paymant for imporis
by the private and public gector companies, and egtablishment

of bank guarantaes by both private and public sector companies
prior fo clearance of future ghipments of fertilizer imports
{with regard to thia, on 24th Qctober 1989 tha Govermment .
grovided to the ADB a programme for liquidation of these arrsars);.
and (iii} encouragezment of the privats sector to further
incraase its share of retail trade from the currant 60 per cent
o 20 per cent through provision of credit by the banking system
for finanecing of gtorags facilities and inventory as appro-
priate, '
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Irrization Manazement

dish regard Yo irrigation management, the Goverrmen%h
has adopt2d a2 new policy initiative, namely, participatory
mznagement, which is based on the following principles:
farmar participation in irrigation system mznagement will
ba further developed through village level institutions:
the pr2gent systam of committses and farmer orzanisations
to be found within the irrigation schemes wil) be strengthaped
fo provide for active farmer involvement and to give greater
ragponsivility for decision making to farmers with a viaw
0 nanding over the management of distributicn canals and
fiald channels to farmer organisations om a pilot basisg;
farmers ~ill be encouraged to contribute their labour and
chbar rescurces teward defraying operation and manazsment
Charges rather than simply paying a caah service fee to
the central authority. A Paper submittad to ths Cabinet
and approved on 11th January 1989 set out the legal froma-
#ork needed %o formalise the rights and obligations of
f2rmer orzanisations through amendments to the Legislation.
The nacessary amendments to the Agrarian Services Act, 1979
5hzll be amade tefore 30th Septamber 1950. Training
orogrzmmes for farmers and strengthening of institutions
within the dinistry of Landg, Irrigation and Mahaweli
Jevelopment w#ill commencs before 31st August 1990, and
23tablisbmen® af IIMIAS in three additional irrigated arsas
will be completad before 313t December 1990, and L7MAS
w1ll alszo be established in seven additional irrigated
araas bafors }1st December 1991,

Rurzl Cradit

Tha Govermment 3hall upgrade the existing Rural Cradist
Advigory Board te Bural Cradit Board (RCB) and strengthen
tle authority of the existing RCB by providing it with
3tatutory status to formulate pnational rural credit policy
2nd priority as well as igsue directions to ensurs that rural
cradi® provided Wy the banidng system ig congistent with
nz2tional objectiveg. A przliminary draft Act for this
statutory atatus was completed in August 1989, Approval of
ta2 draft by the Cabinet #ill be undertakan befora 10th
June 199G, ZAnactment by the Parlisment ahall he befora
J1st Marsh 1391,

Agriculture Zxtension Ser-rices

The Govermment bas ragquegtad the Bank to provide an
v130ry Technical Assigtance for an agzriculturs extension
tinonalization project. The objectives of the Technical
sistance are to: (1) formulate a suitable approach to
rzngthen, modernise and congolidate the agricultural

a
r
A
g
axtangion services; (ii) design a stratagic plan to

d
t
pd
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modernise the axtension function; ard (iii) formulate a
projact which will implement priority area identified in

the gtratagic plan. The findings and recommendationg of

the proposed study, which is axpected to be completed by
December 1990, will be discussed. between the BJank and the
Joverrment, Implementation of the mutually agreed rscommen~
dationa snall commence oy July 1991,

‘Plantation Sector

~

yith regzrd %o the plantation subsector, under ths
Bank-financed Plantation Sector Project {Loan Wo. 712-3RI
(SP), approved in 1984), the Govarnment is taking measursgs
to improve the operating performance and firnancial conditions
of the Sri Lanlka State Plantation Corporation (SPC) and the
Janatha 3statas Development Board (J3DB). easures already
takan included: (i) appointment of Dirsctora of Financa for
JIDB and SPC in May 1983; (ii) revocation of ad valorem
salaq tax on tea affective 13th August 1989; and (iii) effac-
tiva 30th Septamber 1989 implementation of a more flexible
six-day week policy o that remunerztion raflacts the time
worked, '

In addition, measur=2g to be talken will include:
(1) a change in export duty structurs for natural rubber
30 th=z% the producers rsceive 6Q per cent cf the excess of
the FOB price over the base price of As. 1/kg before 3ist
Dacember 1990; and reduction of axport duty on tea from
Ra. 1.50/kz. to Ha. 1.00/%z befors 31st December 1950);
{(1i) commencing 313t Octoker 1989, tranafar of labourers
from one astate to ancthzsr in accordance with actual reaguire-
manta for labour on each estate; (iii) appeintment (on Jist
July 1989) by the Hinistry of Plantation Induatries of a
tazk ferca to agsess and recommend appropriate use of
mzrzinal egtates omed and operatad by J=ZDB and SPC.
Compleation of the report of the task force ag well as
commencement of the implementation of recommendationg shall
be berfors, 31st December 1989; (iv) befors 3ist December
1989, cempletion of an action plan by the tagk force
appeinted by the ¥PI for convarsion of orthodox tea factories
to Crush, Tzar and Curl tea factories, and commencezent of
implementation of the action plan; and (v) affective 31st
July 1990, converaion of R3 400 million each of the existing
ovardrafts of JZDB and SPC with BOC and P3 raspactively to
term loans rapayable within'S yaars and each carrjing intersast
ratag at 2 per cent less than the pravailing inter=ast rate
on ovardrafts or arrange for repayment of these overdrafts
aacn by JIDB and SPC respectively.

Paddy darksting Board

~ lith regard to the Paddy iarkating Bozxrd (P¥B), the
Tovernment ig reviewing the constraints and foroulating an
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action plan %o strengthen the orgzanisational capabilisy

and operational performance of the PME. The rationalisation
Yo be undertaken will, among othar things, include staff
raduction, leasing or sales of radundant rice amills, selling
paddy dirsct to private millers instead of having it milled
on contract and afficient use of storess. The rationalisa-
tion will comzmance by 1st April 1990.

3. The Azriculturs Ssctor Investaent Programms

Jithin the agriculturs gector, the Govarmment w#ill
malte investoents in irrigation outside the Mahaweli area,
anmual crops, treze crops and minor export crope. Ths Govarn-—
ment will substantially increase its investment in agricul-
ture research and =xtensgion activities,

meggures takean or to be taken to deregulate the
far%ilizer market will facilitate private secter invest-
ment in thes fertilizer subsector. These investments will
include: mechanical bulk handling and bagging facilities
in the por%t of Colembto, modernisation of blending machines;
upgrading of processing technology and mechanigsation of
in=warshouse handling and transport,

Jaa of Counterpart Punds

Tha local counterpart funds to be generated from the
Loan proceads #ill be used for financing the local cost
raguirement of ADB assisted agricultural development
projects (including the equivalent of 8 5 million for
Walawe Irriga®ion Projact, Loan No. 695-~SRI/SF), azricul-
tural development projects asgiatad by other donors and
otner azricultural development activities,

G. Conclusion

In conclugion, Mr. Prasident, may I say that the
Govermment haz already taken significant sataps, and
proposss to take other measures as outlined abova, to
improve and sustain growth in the azriculturs sector.

I w#iah to re2cord that the rzcent policy dialogue with
ADB gtaff during formulation of the Agriculture Programmse
Loan hag been harmonious, fruitful, and constructive.
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T trust, therafors, that you will conzider the proposed:
Agricul tures Programme Loan favourably and I look forward to
continuad assistance from, and co-operation with, the ADB as
our country vigorously pursues its development objectives.

Acting Minister of Pinanca
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STATISTICAL TABLES
" Table 1: Sri Lanka - Performance of the Agricultural Sector Before and After Reform
' (percent)
Before After
Reforms  Reforms
{tem 1984-94 1984-38 1989-94 1995
Growth
Real GDP at factor cost 2.3 1.8 3.5 5.5
Tea 3.7 1.7 2.4 5.2
Rubber -1.9 -1.2 -0.1 0.3
Coconut 3.2 2.7 2.2 0.5
Paddy 1.3 0.3 54 4.6
Other 3.5 3.8 3.4 n.a.
Export vaiue® 7.0 9.6 10.2 11.9
Traditional 6.1 9.6 9.2 12.2
Other 16.8 131 17.7 -2.4
Export volume 0.6 -1.3 24 8.9
Role in Economy
Share in GDP 19.7 21.1 18.5 20.0
Tea 11.4 i1.7 1141 11.3
Rubber 3.0 3.5 2.7 2.4
Coconut 12.5 13.2 12.0 12.4
Paddy 24.9 26.4 23.7 24.7
Other 48.1 453 50.5 49.2
Share in export vaiue®
Traditional 34.2 44.6 25.5 21.8
Tea 24.4 30.9 18.9 12.6
Rubber 53 7.7 3.3 n.a.
Coconut 45 5.9 3.3 n.a.
Other 4.3 4.3 42 35
Share of agricuitural export duties in total trade taxes 9.7° 15.4 4.0°

? in 3DR terms.

b

Covers the period 1989-82; export duties were eliminated in December 1992,

Source: IMF, Sri Lanka - Selected Issues, 1996 and Central Bank of Sri Lanka, Annual Report, 1995.
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Table 2: Tree Crop Export Taxation, 1989-1984

(SLRs per kg uniess indicated otherwise)

Appendix 4, page 2

Year

Item 1989 1990 1991 1992 1993 1994

Tea Export Taxes 4.58 8.91 3.81 3.87 2.00 2.00
{as % of fob export price) 6.80 9.70 4.50 4.80 2.10 2.20
Export duty 3.08 7.41 2.31 1.97 -
Specific 1.34 1.34 0.91 0.74 - .

Ad valorem 1.74 6.07 1.40 1.24 - -
Cass 1.50 1.50 1.50 2.00 2.00 2.00
FOB Export Price 66.90 91.80 84.10 81.90 91.60 91.30
in constant 1989 terms 66.90 75.50 61.70 53.90 54,00 49.60
Tea Supply (‘000 MT) 207.00 233.00 241.00 179.00 232.00 242.00
Rubber Export Taxes 10.36 10.05 7.68 5.81 2.21 2.21
(as % of fob export price) 28.60 28.30 22.20 15.40 4.90 4.30
Export duty 8.91 8.60 6.23 410 -
Cess 1.45 1.45 1.45 1.71 2.21 2.21
FOB Expart Price 36.20  35.50 34.50 37.60 44.30 51.80
in constant 1989 terms 36.20 29.20 2530 2470 2620 2810
Rubber Supply {'000 MT) 111.00 113.00 104.00 106.00 104.00 105.00

Source: IMF {1996) and Central Bank of Sri Lanka.

Table 3: Fertllizer Consumption by Crop: 1987-1995

{metric tons)

Crop 1987 1988 1989 1990 1991 1992 1993 1994 1995
Paddy 217,120 226,196 238,105 161,230 179,306 207,793 247973 269,738 256,756
Tea 136,653 138,006 127,902 134,125 118,633 110,254 147,195 126,404 120,288
Rubber 23,249 25,056 22,598 22,2468 13,686 13,106 17,883 17,160 14,947
Cocanut 42,173 41,983 38,842 23,581 28,842 34,270 35,094 31,218 33,607
Other Food Crops 22,201 26,123 28,690 46,246 50,702 49,522 44,300 40,611 39,736
Minor Export Crops 3,190 4,658 5,559 7.622 11,092 7,117 7.021 5610 5163
Tobacco 7,735 6,125 6,484 6,243 5,310 2,162 9,824 4,331 4,714
Others* 52,048 57014 354,452 35,638 45,899 51,598 38,830 36,588 34,191
Total 595,269 525,170 522,272 436,948 453,770 475882 548,120 532,660 509,402
* Includes unspecified sales.

Source: National Fertilizer Secretariat
Table 4: Average Retail Price of Major Fertilizers
(SLARs per metric ton)

Fertilizer Jun89 Jan90 Jan91 FebsS2 Feb93 Oct94 Feb95 Dec 95 Jun 96
Urea 3,650 8,000 8,600 9,850 9,850 6,850 11,800 9,600 11,000
SA . 3,300 5,900 6,300 6,300 7,100 5,440 9,920 5,000 7.500
NPK 3,550 8,000 10,000 10,400 10.400 7,300 10,400 12,500 12,500

Sourca: Nationai Fertilizer Secretariat
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Table 5: Central Government Revenues and Expenditures
(percent of GDP) )

Item 1985-89° 1990 1991 1992 1993 1994 1995* 199¢'
Total Revenue 209 214 204 203 197 19.0 205 198
Total Expenditures and
net lending 33.3 31.0 32.3 28.3 283 ~ 295 30.8 30.4
Current Expenditures 205 223 225 212 205 220 233 233
of which: Wages and salaries® 3.9 4.1 3.6 3.1 3.3 3.3 35 3.3
Pensions 1.7 1.4 2.4 1.9 2.1 2.3 2.3 23
Defence 2.4 2.0 28 3.7 4.1 4.7 6.4 6.3
Interest payments 5.2 6.4 59 6.1 6.0 6.6 5.8 59
Social Transfer 2.7 2.7 2.1 1.9 1.8 2.2 3.3 5.5
Programs Capital Expenditures® 12.8 8.8 9.8 74 7.9 7.5 6.3 5.4
Qverall budget deficit
{(excluding grants)® -12.4 -89 -11.9 -8.0 -86 -105 -10.3 -106
Primary Deficit before grants -7.2 -3.5 -6.0 -1.9 -2.6 -3.9 -4.5 -4.6
Grants 2.4 21 2.0 2.0 1.6 1.4 1.3 1.2
Primary Deficit after grants -4.8 -1.4.  -4.0 0.1 -0.1 -2.5 -3.2 3.2
Financing in domestic
barrowing 6.4 6.3 4.1 30 49 6.5 5.6 7.8
* Estimate.

Annual average.

These numbers include expenditure on defe

¢ jnciuding wheat and fertilizer subsidy.

Exciuding privatization proceeds.

Including net-lending and excluding privatization proceeds.

Frojected out-turn for the year based on IMF estimates.

nce until 1892 oniy.

Source:  Waorid Bank, Sri Lanka - Public Expenditure Report, 1996

Table 6: Public Investment in Agricuiture, 1985-1994

(percent of GDF)

Year Public Investment Public investment in Agriculture
1985 12.5 4.9
1986 14.2 4.3
1987 14.0 4.1
1988 12.9 3.1
1989 10.6 29
1990 8.8 2.0
1991 9.8 1.8
1692 7.1 1.2
1993 7.8 1.2
1994 7.6 1.1

Scurce: Department of National Planning, Public Investment, (various issues).
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