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Executive Summary

Introduction, objectives and methodology

The Sri Lankan agricultural sector needs a transformation if it is to face numerous challenges.
A prerequisite for this is a sound policy framework and strategies. The donor community
supports the policy reform process through their programmes. This study assesses the
performance of the Asian Development Bank assistance in policy reform in the Sri Lankan
domestic agricultural sector and agriculture-related areas in the natural resource sector. The
Poverty Assessment and Information Management Project sponsored by the ADB financed
this joint study within the Poverty Assessment & Knowledge Management (PAM) Programme
of the Centre for Poverty Analysis (CEPA).

Sri Lanka has received a total of US$ 4.1 billion of financial assistance since joining the ADB in
1968 to 2005. The agricultural and natural resource sector received about 19% of this, which
was the highest share for a single sector. A significant proportion was for facilitating policy
reforms. A detailed assessment of the performance of policy revision, which is the main
objective of the study, is therefore pertinent.

The specific objectives of the study include:
¢ highlighting the type of agricultural policies that ADB has supported

e assessing the consistency and effectiveness of ADB programmes in advocating the
policies

e ascertaining whether ADB’s policy advocacy has adequately facilitated the GOSL policy-
reform process

e assessing the impacts on the poor of the policies supported by ADB in the agricultural
sector

e suggesting ways for ADB to improve its policy interventions for greater poverty reduction
and productivity growth

e assessing the influence of political economic factors and capacities of GOSL bodies to
absorb proposed policies.

The reference period of the study is from 1996 to 2006. The evaluation methodology followed
a three-stage approach. The first stage focused on the major policy thrusts of the Government
in the domestic agriculture sector while the second stage assessed the ADB involvement with
these policies. The third stage focused on the impact of policy on the performance of the
agricultural sector, the impact on poverty and the sector’s constraints in sustaining
ADB-supported polices. The analyses were based on an extensive literature review and a
series of semi-structured interviews with professionals, private-sector representatives and
other beneficiaries.

Domestic agriculture sector and development needs

The agriculture sector, including plantations, contributed about 16.8% to Sri Lanka’s GDP and
employed about 32% of the labour force in 2006. It grew at a rate of 2% per annum during
1996-2006, which was considerably lower than the industry and service sectors. The
agriculture sector’s relative contribution to national economy is gradually reducing and its basic
structure is slowly changing from a subsistence nature to a commercial nature.



Slow performance in the sector is mainly attributable to low crop-productivity, stagnating
labour-productivity (which results in a depressed wage structure and consequent labour
shortages in rural areas), lack of rural infrastructure, poor access to basic services, and
degradation of natural resources. The sector’s development is, nevertheless, important
because the sector has a high potential for contributing to poverty-reduction; it plays a
strategic role in enhancing an equitable approach to development; it contributes to reducing
food imports; it is able to absorb rural labour; and it has the potential to meet household food
security needs.

Government policies in the agriculture sector

Before the economy was liberalised in 1977, the agriculture sector was protected by food
import-substitution policies as a strategy for saving foreign exchange. As facilitative measures,
GOSL provided subsidised inputs, investment in irrigation and land-settlement, research,
extension and crop insurance services, marketing and agrarian services, and banned imports
of many food items. It was evident that protectionist policies did support the growth of staple
food crops, but subsistence agriculture systems continued where paddy was given
disproportionate advantages. The open economic regime after 1977 brought about some
policy reforms but protection continued with policies related to food self-sufficiency.

The major policy areas during 1990-2006 included liberal tariff policies with frequent changes
in the tariff structure; subsidies on fertiliser, irrigation, extension and perennial crops
cultivation; facilitating rural financing with concessionary credit arrangements; encouraging
private-sector operations in domestic agriculture in addition to the plantation sector
privatisation; and minimising state interventions in agricultural product and input marketing.
The new policy statement of 2006 shared many salient features with previous policies. The
main changes included encouraging increased private-sector participation in sector-
development and conserving the natural resource-base.

GOSL agriculture policies lacked consistency, coherence and the long-term vision to drive the
sector in a particular direction. The main reason is that policy planners are guided in policy
formulation by political and social forces rather than technical considerations; the former
varies with different political regimes which means there are frequent policy changes.

ADB policies and programmes in the agriculture sector

ADB's policy agenda in the early 1990s and 1996-2006 focused on improving productivity and
increasing competitiveness in the sector. ADB recommended that correcting market
distortions, undoing distorted incentives, minimising misallocation of resources, and reducing
high fiscal deficits could address the agenda. Accordingly, three major areas of policy thrusts
were supported:

e changing subsidy and grant-based agriculture into credit-based self-financing
enterprises;

e creating a commercialisation and business orientation;

e supporting environmental and natural resources management, including land
regularisation in the critical watershed to facilitate sustainable development of
agriculture.

GOSL and ADB policies were inconsistent and incompatible in many areas. The design and
sequencing of ADB projects showed a clear trend towards the commercialisation of
agriculture. The transient nature of GOSL policies caused a lack of focus in this direction until



recently. The differences between ADB and GOSL policies have caused inefficiencies in the
delivery of intended project inputs and hindered the commercialisation process.

A total of 15 ADB projects, six in the agriculture sector, four in the natural resource sector,
another four in the small and medium industries sectors with agriculture- based industries,
and one reform programme were reviewed.

Rural financing and credit-based production improvement

The main form of providing rural financing with GOSL assistance has been conventional credit
and micro-credit. The Central Bank provided credit guarantees for agriculture loans and that
enabled participating banks to operate credit in a virtually risk-free environment, which partly
restricted the development of a liberal credit market. With economic liberalisation, GOSL
introduced stringent credit policies, which have negatively affected credit uptake in the
agricultural sector, but with a better record of recovery. On various occasions, the risk-taking
tools of providing guarantees for loan recoveries were reintroduced.

GOSL rural financing policies were characterised by changing interest rates, credit guarantees
and credit refinancing policies, and expanding credit availability to the rural poor. In 2000 and
thereafter GOSL facilitated micro-financing, supported micro-financing institutions and
provided credit-plus services in rural areas.

With a view to bringing about a commercial orientation to rural financing culture, ADB
supported a policy framework to minimise both ad hoc interventions and direct involvements
of GOSL in providing rural financing services. The recommended reforms included, inter alia,
increasing interest rates of agricultural production loans in a phased manner to reflect market
rates, and adjusting interest rates of the Central Bank refinancing facilities with internal
sources in line with the market rates. The projects that were reviewed did not use micro-
credit institutions for credit delivery and there was no dedicated poverty-targeting system in
the credit delivery process. ADB attempted to bring prudent credit policies into rural financing
markets and maintained liberalised market features by recommending criteria such as
minimum annual collection ratio; a minimum cumulative collection ratio; maximum debt to
equity ratio; and basing the interest rate on Average Weighted Deposit Rate. Some of these
criteria prevented micro-financing institutions from becoming partners in ADB projects; if they
had not been prevented, more credit might have been channelled to the rural poor.

Performance of ADB interventions in stabilising rural credit deliveries

ADB projects have failed to create a sustainable rural financial market with the potential to
support the domestic agriculture sector. There were several reasons for this. The supply-led
approach of the projects assumed that the demand created by project activities would
continue in the market, but there was no evidence to support this assumption. The structural
problems of both demand and supply sides of the market, and erratic changes in interest
rates further constrained credit operations. Until Southern REAP was established, ADB did not
give much support to micro-financing institutions; credit delivery would have been promoted
if they had given n more support. Micro-financing could have been more useful to the rural
poor. Inadequate assistance provided in credit-related institution-building was another reason
for credit operations being unsustainable.

Bureaucratic inefficiencies disrupted the continuity of the credit policies supported by ADB.
The continuity of revolving funds established by ADB has been ineffective in some cases. One
of the reasons provided by the Central Bank was lack of resources and inadequate

iii



infrastructure to implement the revolving funds. Political economic conditions and policies was
another reason. The market was affected by political lobbying for writing-off agricultural loans
and lowering interest rates. Unfavourable general economic conditions such as high inflation,
high budget deficits, and a negative trade balance limited the performance of the credit
market.

The conclusion was that ADB interventions during the period of analysis could not reform
GOSL policies such as changing interest rates, application of interest rates lower than market
rates and credit guarantees that distorted rural financial markets, and this prevented a
sustainable growth of credit institutions. The analyses also showed that the ADB interventions
were ineffective in developing the rural credit market in the domestic agriculture sector and
did not disburse credit with a view to targeting poverty.

Creating a commercialisation and business orientation in agriculture

Crop diversification and commercialisation has been recognised as an important strategy for
the development of the sector. The National Agriculture and Food and Nutrition Strategy of
1984 initially provided policy support for the commercialisation process followed by the waga
lanka food drive in 1996. Private-sector institutions such as National Agribusiness Council and
Fruits and Vegetable Exporters Association were set up by the GOSL to support private-sector
participation in the process. In addition, the GOSL provided institutional support such as
establishing a commodity forward-contact system under the Govi sahanaya scheme of the
CBSL, abolishing the state monopoly in agricultural insurance, and investing in private-sector
marketing. There were supporting regulatory structures such as favourable revision of import-
duty schemes for various intermediary goods in the agricultural and livestock industries.

Facilitation of commercialisation process through ADB programmes

Many ADB projects supported the commercialisation process. Among the important supports
were privatisation of extension, enterprise service provisions, and research and product-
development. The commercialisation process was however constrained by a poor facilitative
environment, failure of the privatised extension system, ineffective information dissemination,
disorganised marketing systems and lack of proper sequencing of overall policy-reform
process. There was no evidence that the poor had been directly targeted as beneficiaries of
the commercialisation policies or processes of the ADB.

Fertiliser subsidy policy

The fertiliser subsidy has been an excessive burden on treasury financing. ADB recommended
its abolition on several occasions and encouraged private-sector participation in the fertiliser
market. GOSL removed all subsidies on fertiliser in 1990, but re-introduced them in 1994.
During the non-subsidy period, there was a reduction in the use of fertiliser, but usage quickly
increased about two years after, even before the re-introduction of the fertiliser subsidy. Since
1994, the subsidy continued mainly for political and electoral reasons. Decisions on fertiliser
subsidy policy were not based on evidence. Mahinda Chintana: Vision for a new Sri Lanka
includes provision of fertiliser subsidy in its ten-year plan.

Privatisation of extension

ADB promoted privatised agricultural extension on a pilot basis in 1988. GOSL had accepted
an extension privatisation policy in the belief that the private sector would be able to deliver a
demand-driven service and recoup part of the service-cost from the beneficiaries. In most



cases the service-providers supported obtaining credit which was available from the same
project that promoted private extension services, rather than providing advice. The fact that
continued linkages between the private companies and the farmers only existed during the
project period indicated that the system was not sustainable.

Research and research policy supports

In a commercialisation environment, priorities on research and extension should largely be
demand-driven. GOSL's institutional focus has been less demand-driven. ADB encouraged
through CARP the initiation of demand-driven agricultural research to meet the needs of
commercialising agriculture. This push in the research system has had an impact on the long-
term outlook of the CARP policy. There has been a change of emphasis in the research and
extension focus from being supply-driven to being more market-driven and the emphasis is on
increasing profitability rather than increasing productivity.

Business development

Three ADB projects initiated and heavily supported agri-business development activities
through facilitating business-plan preparation, making credit available and providing the
necessary training. Involvement of the private sector and the line-departments in the
business-planning process that was supported by the perennial crop project was minimal. The
National Agribusiness Council was identified by ADB as a co-ordinating body to harness the
private sector to support business-development activities. Logistical, administrative and
monitoring difficulties and NAC involvement contributed to a failure to initiate agribusiness
activities on a sustainable basis. There were no outreach programmes to serve the rural sector.
This programme could be expected to have only a marginal impact on poverty.

Southern REAP used a different approach with extensive and direct involvement of the private
sector through Enterprise Development Service providers who were well-integrated into the
local business community. EDS providers pre-identified viable activities, including agri-
businesses, and made contacts with potential future clients and provided investment
assistance. The policy contributions of this model included accepting private-sector
organisations with government funding to facilitate agri-business promotion; providing
operational modalities; accepting technical business proposals of EDS providers by both state
and private banks; enlisting the support of the pradeshiya sabha and provincial politicians for
the public-private partnership; and maintaining a mandatory share of rent from public
infrastructure facilities for their maintenance.

Market rationalisation

ADB encouraged market rationalisation to promote commercialisation. Rationalisation of PMB
operations was one of the main policy recommendations and was a sound one. During the
policy implementation period of 1985-90 the volume of paddy purchased by PMB had declined.
Other influences on the rationalisation were a liberalisation drive and a structural adjustment
process. Political influences brought a policy reversal in 1995 leading to an increase in PMB
operations. However, PMB was disbanded in 2000 because of increased losses.

Overall impact on the government policy of commercialisation

ADB programmes helped GOSL policies to bring about a commercial orientation in agriculture.
These programmes included establishing an enterprise development division in the Agriculture
Ministry, increased budgetary allocation for commercial activities over the next ten years, the
private-public partnership in conducting research, accepting the involvement of community-
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based organisations as partners in agricultural extension, and encouraging private-sector
participation in extension.

Supporting environmental and natural resources management

Major polices, policy guidelines and strategies in the natural resource and environment sector
are stable and coherent in comparison to policies in the agricultural sector. However, three key
constraints limited implementation of some policies. The first constraint was undervaluing the
potential contribution of environmental services to development and poverty-reduction. Other
constraints were inadequate financing for environmental management and institutional
weakness. ADB assisted the sector substantially to overcome these limitations.

Three policies in the environmental sector had direct impacts on domestic agriculture: the
National Water Resources Policy, the National Watershed Management Policy and the National
Land Use Policy. ADB provided institutional support to formulate the first two and the World
Bank supported the third. Reform of water policy came under much public criticism because
of: lack of public consultation; the top-down nature of the process; failure to draft the policy
document in the local language; insensitivity to the cultural aspects of water; and favouring
donors’ interests. Left-wing political forces were very powerful in opposing the policy. There
was no progress in policy-formulation, which led to eventual closure of the ADB loan which
had been facilitating the process. The watershed management policy received adequate
support from concerned stakeholders and the formulation process was highly participatory. It
is an example of a win-win situation where technical, socio-political and administrative
concerns were in harmony when formulating the policy. Currently the institutional
arrangements for implementation are deficient.

Main conclusions

GOSL policies were less coherent, were mutually unsupportive and frequently changing in
terms of the nature and the focus, and have not facilitated the emerging market trends and
opportunities in the sector. The formulation process has been less evidence-based or theory-
based. Socio-political reasons rather than economic or market factors have often influenced
the policy-formulation process.

While the economy was liberalised, agricultural policies did not change at the same pace to
respond to emerging liberalised market opportunities. However, an emerging trend is visible in
the policy-formulation process for supporting the commercialisation trend in the sector. The
commercialisation process faces several impediments, such as: underdeveloped infrastructural
facilities, poor rural financing, trade-liberalisation policies, external globalisation factors and
poor market access for many exportable agricultural products.

Participation of donors is all the more important in such an environment in order to drive
policies in the desired direction when the policy-making process is not adequately harmonised
because of various realistic limitations. Has the ADB adequately taken note of such underlying
themes in supporting policy reform? There are no simple answers. Together with the success
stories, there were several reversals and failures of the ADB policies in the agriculture sector
and several inconsistencies between GOSL and ADB policies. In such cases, GOSL policies
prevailed, even with the risk of policies not having ‘ideal” development directions. Policies in
the natural resource sector were driven by socio-political and technocratic forces even at the
risk of implementation difficulties.



Overall recommendations

The study strongly recommends that donors, including ADB, should support and be active
partners in the policy-formulation process. There are several reasons. Donors have advantages
which help them to recommend more inclusive policies: they are active in a cross-section of
sectors of the country; they can use experiences from other countries; they can provide grant-
assistance for the policy-dialogue processes; they can finance follow-up investments to
improve institutional capacities and infrastructure development to kick-start policy
implementation; and they can help to develop evidence-based methods of formulating policy.

The direction of donors’ policy needs to take account of the economic, social and political
realities of the country and of the capabilities of programme implementers and beneficiaries.
Continuous sound and inclusive socio-economic evaluations are necessary to support the
policy-formulation process. Unless donors apply a holistic view of the sector and understand
its dynamics in their policy-formulation, their involvement will risk being unsustainable or even
being rejected.
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1. Background, Objectives and Scope

1.1. Introduction

Agriculture in many developing countries is facing ever-increasing challenges related to
productivity improvement, efficient resource-allocation, enhancing competitiveness and
providing adequate livelihood for producers. Economic globalisation, encompassing closer
integration of countries through an increased flow of capital, goods and services, and trade
liberalisation, including reduction of tariffs and restrictions to markets, make it difficult for
developing countries to meet these challenges. They have to reform their agricultural sectors
vigorously to meet the challenges. Formulating proper policies and strategies in this sector is
a prerequisite for the whole reform process.

Policy-formulation is a complex process. There are many players such as politicians,
bureaucrats, academics, and ordinary citizens. Policy-makers have to balance the needs of all
these players to make a policy sustainable. The donor community supports the policy-
formulation or reform process by incorporating and recommending certain policy guidelines
through their projects and programmes, and directly suggesting certain policies that should
be followed. The main purpose of this study is to assess the performance of the donor
community in the policy-reform process in the Sri Lankan agricultural sector, focusing on the
Asian Development Bank (ADB). The study will examine government policies and the reform
process in the non-plantation agricultural sector, and assess what type of policies have been
encouraged by the projects and programmes of the ADB. The study will also look at how
effectively these projects and programmes supported such policies and the reform process.
Both the government and ADB have poverty-reduction as the overarching goal of their
development programmes. The study also assesses the poverty impacts of agriculture policies
that were supported by the ADB.

The Poverty Assessment and Information Management Project sponsored by the ADB financed
this joint evaluation within the Poverty Assessment & Knowledge Management (PAM)
Programme of the Centre for Poverty Analysis (CEPA).

The rest of this chapter summarises ADB assistance in Sri Lanka; outlines the objectives and
the scope of the study; outlines the methodology and approach; and lists the limitations of
the study.

1.2. ADB partnership in development

Sri Lanka has received total assistance of US$410 million from the ADB since joining the ADB
in 1968 to 2005, including US$370 million for 128 public-sector loans and US$91.59 million for
220 technical-assistance projects.! From these resources, the agriculture and natural resource
(ANR) sector received about 19% of loans in 23 projects and 21 loans amounting to US$607
million. In addition, 46 Technical Assistance (TA) projects have been supported with US$22.3
million of funds, which is 26% of the total allocation for TAs. The ANR sector has received the
highest percentage allocation in both programme loans and TAs which indicates the
importance of the sector in the ADB lending portfolio. The especially high allocation of TAs
implies the ADB’s commitment to improve the ANR sector capacity and its policy aspects.

! A Fact Sheet: Sri Lanka and ADB - as of 31 July 2006.



A notable part of programme assistance has been for facilitating policy-reform or policy-
formulation processes. There were several independent evaluations of ADB interventions in its
member countries in the past?, but the ADB’s interventions in the policy-reform process has
not been a subject of previous studies. This study aims to fill that gap with a broad scope of
assessing the performance of the policy-reform process. The lessons of the assessment could
be an input to the country-assistance programme strategy.

ADB’s country-strategy and programme update 2006-2008 included plans to direct a
significant amount of resources to areas with a high incidence of poverty and conflict and to
areas affected by the tsunami.? At the same time, ADB'’s assistance to Sri Lanka has gradually
moved away from mainly agricultural support to assisting the power sector, roads, and
improving education.* However, the agricultural sector will still be an important area of interest
for the ADB because a high incidence of poverty is found in areas where agriculture
predominates.> From a poverty-alleviation perspective, an agricultural policy-analysis of past
ADB interventions will be useful for formulating future country-strategies.

ADB supported three main policy thrusts in the agricultural sector during the evaluation period
of 1996 to 2006. These include:

1. Changing agriculture from a subsidy- and grant-based culture into credit-based self-
financing enterprises;

2. Creating a commercialisation and business orientation in the agricultural sector; and
3. Supporting environmental and natural resources management.

There is more detail on these policy areas in Chapter 3.

1.3. Objective and scope of the evaluation

The agricultural sector comprising domestic agriculture, plantations, forestry and fisheries
sectors has hardly expanded during the last ten years. The growth rate averaged around 1%
per year, and poverty in the rural areas where agriculture is the mainstay remained high and
persistent. Some districts, such as Badulla and Monaragala, experienced increased poverty
levels during the period 1992-2002.6 Labour productivity in agriculture has fallen during the
last decade, and yields of key crops are substantially lower than in comparable Asian
countries. Throughout the last decade, various governments have attempted to improve
agricultural output and productivity, while ensuring food self-sufficiency and affordable food
prices. Progress has not been impressive.’

A transition in several areas of the agriculture sector in Sri Lanka is necessary to achieve
progress. A shift from import-substitution to export-promotion, a change from subsistence to
commercial farming, and a drop in government interventions in production and marketing are
some of the key transitions that have been highlighted in the past® and in the recent ten-year
development plan of Mahinda Chinthana®. ADB has intervened in promoting such transitions

ADB (2001) and ADB (2002)

A Fact Sheet (op.cit.)

A Fact Sheet (op.cit.)

World Bank (2007), Sri Lanka Poverty Assessment — Engendering Growth with Equity: Opportunities and Challenges.

World Bank (2007) (op.cit.)

Kelegama, S (2006).

Department of National Planning (1992), Public Investment (1992-1996) — Chapter II clearly mentioned these changes in the agriculture sector.

Available at: http://www.mahindarajapaksa.com/MahindaChinthanaEnglish.pdf. Sections of the election manifesto of the government are very relevant to this study. The
government promised to foster rural development and to address regional inequalities. The strategy of the government stresses the need for an efficient private sector with
the public sector playing a facilitative role. The strategy calls for infrastructure development, investment in human capital, technology improvements, nationwide invest-
ment promotion by ensuring policy consistency and stability, and institutional support and incentives for research and development.
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through facilitating policy reforms in the past two decades. Policy is a compelling instrument
for effecting transitions in an economy. With the premise that policy could influence the
performance of the agricultural sector, the general objective of this study is to assess the
contribution to the policy-reform process in the Sri Lankan agricultural sector of ADB-financed
projects and programmes.

The study has the following specific objectives:

a. To examine the type of agricultural policies that ADB has supported through its
projects and programmes in Sri Lanka over the last ten-years (1996-2006);

b. To assess the consistency and effectiveness of the ADB-funded projects and
programmes in advocating the policies in the agriculture sector;

c. To ascertain whether or not the ADB's policy advocacy has adequately facilitated the
government’s policy-reform or formulation process;

d. To asses the impact on the poor of policies supported by ADB in the agricultural sector;

e. To suggest how ADB can improve its policy interventions in the agricultural sector to
bring about greater poverty-reduction and productivity-growth; and

f. To assess the influence of political-economic factors and capacities of GOSL bodies to
absorb proposed policies in the agricultural sector with a view to making the ADB
aware of such forces in the policy-formulation process.

1.4. Scope of the study

The scope of this evaluation is limited to the policies and their impacts on the agricultural
sector, which includes domestic food crops, agricultural export crops (EAC)!°, other perennial
crops and livestock.!* Fisheries and forestry are not included. The agriculture and natural
resource sectors are considered as one sector in ADB programmes. However, the policies,
programmes and projects that were exclusive in their targeting the natural resource and
environment sector are not addressed in this study. Nevertheless, a few policies in the natural
resource sector have direct relevance for agricultural production. ADB projects have assisted
in formulating some of these policies. A short review of them is included in this study.

Policy formulation in the agricultural sector has a long history. ADB projects had close
involvements on many occasions in the policy formulation process. For reasons of
manageability, this study limits the period of analysis to ten years from 1996 to 2006. The
policy changes in the agriculture sector during this period were examined. The assessment
generated lessons and recommendations that would be useful for all donors who intend
developing projects and supporting the policy-reform process in the agricultural sector in Sri
Lanka.

1.5. Methodology and approach

The terms ‘policy influence’ or ‘policy reform’ were used in this assessment to cover three
interrelated factors. The first was the government commitment to accept certain policies
because of social, economic or political forces. Generally, these forces are internally generated
within the country. They can even be external on certain occasions, such as structural

10 This included spices, beverage crops (coffee and cocoa) and essential oil crops (citronella and lemongrass).
1t The CBSL adopt this definition for the domestic agriculture sector.



adjustment requirements proposed by the IMF and the World Bank.!? The second factor was
the implementation procedures adopted by government and non-government institutions in
reacting to policy proposals. The third was the formulation of programmes based on proposed
policy and procedures that affect the sector. Development of institutions was also an integral
part of the policy-reform process.

Within this broad focus, the study took a three-stage approach to the evaluation. In the first
stage, major policy thrusts of the Government of Sri Lanka (GOSL) in the domestic agriculture
sector over a period of ten years were identified and summarised. ADB involvement with these
policies was assessed in the second stage. In this analysis polices that were supported by ADB
through the projects in the agriculture and natural resources sectors were examined. The
third stage examined policy impacts on the performance of the agriculture sector and on the
rural poor, and the limitations of the sector to sustain the ADB-supported polices.

The third step in the analysis looked at the impacts of policies. Evaluation of impacts needs to
focus on the broad objectives of ADB lending and non-lending programmes. Contributing to
the overarching objective of poverty-reduction, ADB programme interventions concentrated
on:

e pro-poor sustainable economic growth
e inclusive social development and
e good governance

as three pillars.’* The impact analysis concentrated on these three areas. However, impacts of
policies on any sector in general and the agricultural sector in particular are felt in the long
run. An analysis of the short term will not capture the effects. Therefore, a detailed policy-
impact analysis was beyond the scope of this study. However, efforts were made in the study
at least to indicate observable trends.

The research tools adopted were: (a) perception analysis and (b) assessment of various
documents and data (mainly published and unpublished secondary information - see
references). The perception analysis was based on (i) face-to-face and telephone interviews
with private-sector representatives and professionals associated with or knowledgeable about
general changes in agriculture policies; and (ii) key informant interviews with beneficiaries
and a range of people influenced by ADB-supported agricultural policies.

The study will propose, on the basis of these results, ways in which the ADB can improve its
policy intervention in the agricultural sector to bring about faster poverty-reduction and
productivity-growth. Information for the first and the second steps was collected from an
extensive literature review, which included (i) literature on general country context and
economic development process; and (ii) published and unpublished reports, research papers,
interim reports, and other references that were available from CEPA, ADB, the government, or
other independent sources.

1.6. Issue of attribution

Evaluation of project operations in influencing policy reform is a difficult task. This is because
policy reform is a complex process and requires long-term commitments of the government
and other related bodies to accept policy changes. Administrative and political considerations

12 Dushni Weerakoon, "The Influence of Development Ideology in Macroeconomic Policy Reform Process’ in Kelegama (2004)
13 ADB (2006¢)



carry more weight than the economic requirements of the country in formulating projects and
practical programmes to support policies.

This study hypothesises that ADB-financed projects are not the only key instruments in
improving policies. It is difficult to attribute policy changes to impacts of individual projects in
a complex environment where other development efforts and political influences take a
leading role in formulating policies. It is risky to conclude that the ADB-financed projects alone
could contribute to any policy change that was seen in the agriculture sector.

The report further stresses the point that all government policies are not necessarily based on
economic or development criteria or on sound evidence. The political economy has played
and continues to play a crucial role. However, this study endeavours to investigate the possible
associations between ADB projects and advocacy, and the changing nature of agricultural
policies.

1.7. Limitation of the study

The study faced the following limitations in the process of investigation based on the
secondary source of information.

e Project-related documents are potential sources of material for the analysis of project
interventions in various areas. Discussions with former officials of projects (1st Perennial
Crop Project; NCP RDP, UWMP etc.) revealed that there is no system of maintaining
project documents except the documents such as PCR and audit reports which are
available on the ADB website. There is a lack of institutional memory and information as
to why certain policies and programmes succeeded and others failed in the field. Apart
from the documents maintained at the ADB, most other important documents are either
misplaced or difficult to locate. This limited the investigation of the full history of
interventions and policy implications.

e Policy formulation is a complex and evolving process. There are many economic, social
and political variables contributing to the process. The personal understanding and
wishful thinking of policy proponents also influence the process as there is little recourse
to evidence-based methodology in policy-formulation. It is extremely difficult to credit
the formulation of a particular policy to a particular intervention, whether it is a project,
a covenant or a socio-political condition. Different literature interprets policy changes
and policy reversal in different ways because of lack of research evidence and loss of
institutional memory where institutions were the ones involved in projects. This
prevented the analysis from establishing clear causes and effects.

The assessment covered a wide area and several ADB projects, which are listed in Chapter 4.
A wide and spread out field study would have provided valuable primary data mainly to assess
the performance of policies in the field and to evaluate policy impacts on different socio-
economic groups including the poor. However, such a field study would have faced the
following constraints:

e Many projects assessed in the study have already been completed, and there is a serious
institutional deficiency in organising necessary field samples and group meetings to
collect primary data;

e The projects under investigation were spread out over a wide geographical area: NCP-
RDP was in North Central province; S REAP is in Southern province, two Perennial Crop
Projects were in many districts in four provinces, UWMP was operating in Uva,
Sabaragamuwa and Central provinces. Organising a field study to cover issues in a



scientific manner needs a considerable amount of financial, time and human resources
which was beyond the scope of this study.

e As an alternative to a field study, several research studies in the subject areas of the
assessment were used. There is a limitation to such studies too. The studies referred to
were conducted for various purposes with their own objectives and scope. Nevertheless
they provided useful and relevant information to support this study.

The study covered diverse issues in the policy and policy-related influence on the agricultural
sector and in a limited way on the environmental sector. Since issues are so diverse there is a
risk of the report being disjointed. However a common flow of arguments was maintained as
far as possible and the concluding section attempted to present a coherent account of the
study.

1.8. Format of the Report

The report has eight chapters and three appendices. The first chapter introduced the study
and presented the scope, objectives and the method of assessment. The second chapter
presents a brief description of the agricultural sector. The main issues addressed in the chapter
are the decline of the sector and recent trends. The chapter concludes with a comment on the
need for developing the domestic agriculture sector. General agricultural policies of the
government are examined in the third chapter. The policies of three periods are discussed
and their differences are described. The description of sector-specific policies is deferred to
respective chapters. Chapter four summarises the policies and programme of the ADB. The
main policy thrusts are listed. The projects and programmes that were assessed in this study
are listed. There is a short review in this chapter of the policies that were promoted by the
ADB and the contribution of ADB projects to the facilitation of these policies. Chapter five
analyses the policies in the areas of rural credit and credit-based production-improvements.
The details of credit policies of both GOSL and ADB are examined and the contribution of ADB
projects to institutionalising rural financing polices are summarised. The chapter also looks at
policy failures and causes for failures. There is a short review in this chapter of the impacts of
policies on the rural poor. Chapter six analyses policy influence on commercialising the
agriculture sector. It looks at government policies first and then describes the policies
promoted by the ADB. The overall impact of both sets of policies and constraints in achieving
commercialisation in the agriculture sector is summarised. Natural resource-sector policies are
examined in the seventh chapter. The policies and ADB involvement in policy formulation are
summarised. The failures and the causes of failures of water policy, and the success story of
the watershed management policy are presented in this chapter. Chapter eight concludes the
report. First it presents overall conclusions and then lists recommendations for improving the
policy formulation process.

There are three appendices which support some of the arguments presented in the main
report. The first appendix presents an overview of agricultural imports and exports and
examines some of the consequences of different policy regimes on the agriculture sector. The
second appendix looks at crucial roles that are played by the domestic agriculture sector in
rural areas. The sector contribution at the sub-national level in terms of rural development
and rural livelihood is summarised in this appendix. The third appendix presents the recent
National Agriculture Policy for the Domestic Agriculture Sector, which is in its final draft form
at the time of writing this report. The main report could however be used without referring to
the appendices.



2. The Domestic Agriculture Sector

2.1. Introduction

The chapter provides an overview of the domestic agricultural sector with a brief description
of the performance of the agricultural sector in the national and rural economies and the
sector’s strategic importance in rural economic development. The agricultural sector is beset
with several problems. The chapter lists these problems with a view to accentuating the urgent
need for reform. It argues that a dynamic agricultural sector has strategic importance in rural
development, food security and rural livelihoods; even though the sector’s relative contribution
at the national level has reduced over the years. Sound policies are the key to achieving
dynamism. The chapter concludes that persistent impediments and structural problems in the
sector hamper its growth, and strategic changes are necessary if it is to develop.

2.2. Agriculture sector and challenges for development

Contribution of the sector to the economy

The agricultural sector!4, including the plantation sector, earned Rs.179,278 million and
accounts for 17.2% of Sri Lanka’s Gross Domestic Product (GDP) in 2005; the ratio has come
down to 16.8% from Rs.187,729 million in 2006.%° In terms of 1996 constant prices there is an
increase in the earnings of the sector although its relative contribution has declined. The
sector employs about 2,122,000 people or 32% of the country’s labour force in 2006 and
paddy accounted for half of this employment. Employment in the sector in 1995 was
1,967,000 and therefore the growth in the ten-year period was about 8%. This growth
compares poorly with the industrial sector which had a 70%, and services sector which had a
35% increase in labour force participation during the same period.'¢

The growth of the agriculture sector was approximately 2% per annum during 1996-2005 at
constant prices whilst the services and industry sectors grew at an average rate of about 6-
7% during the same period. The non-plantation agriculture sector, which is the subject of this
study, had a share of 12% of the GDP in 2005.Y The predominant sectors in terms of GDP
contribution are plantation crops such as tea, rubber, and coconuts'® and non-plantation crops
such as paddy, export agricultural crops'® and fruits and vegetables, and other field crops?. In
the last two decades, the sector has gradually diversified into other non-plantation crops,*
which now account (excluding fisheries and livestock) for nearly two-thirds of the agricultural
GDP. Livestock accounted for 1.2% of total GDP, 5.6% of the agricultural GDP, and supplied
20% of domestic milk requirements in 2005.%

4 Agriculture includes domestic agriculture, plantation, fisheries, forestry, and livestock according to the accounting definition of the Central Bank. However, this study
focuses only on the non-plantation agriculture crop sector and the livestock sector.

CBSL Annual Report of the respective years.

The industrial sector employed 1,188,000 and 2,018,000 in 1995 and 2006 respectively and the services sector employed 2,202,000 and 2,972,000 in 1995 and 2006
respectively (CBSL Annual Reports).

CBSL (2005), Annual Report (pp 17)

There are about 222,000 ha of tea, 116,000 ha of rubber and 395,000 ha of coconut in the plantation and small holding sector. About 40% of tea, 10% of rubber and 5%
of coconut lands are in the plantation sector while the rest are with smallholders and private estates (Ministry of Plantation Industries, Plantation Sector Statistical Pocket
Book, 2005)

Export agricultural crops include spices (cinnamon, pepper, clove, cardamom, nutmeg), beverage crops (coffee and cocoa), and essential oil crops (citronella and lemon
grass).

&

®
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3

Other field crops include onion, potatoes, chilies, legume crops, maize, soybean etc.

Other crops refer to non-plantation and subsidiary food crops such as potatoes, onions, maize, and high value crops such as fruits, vegetables, herbs, and spices.

Ministry of Finance and Planning (2006)



The agricultural sector is undergoing two important changes: (a) its contribution to national
economy, growth rates and its relative importance as a rural income-generator are gradually
decreasing, and (b) its basic structure is slowly changing from a subsistence nature to a
commercial nature.

Reducing relative importance

The receding relative importance of the agricultural sector is shown in the Sri Lanka Poverty
Assessment of the World Bank®. The average annual growth rate of output value of the
agriculture sector, excluding forestry and fisheries, has declined from 2.8% in the period 1982-
1990 to 0.9% in 2002-2004.2* The rice sector showed a negative growth of 0.3% in the former
period and it has declined to 4.5% in the latter period, making it the worst performer in terms
of growth decline. However, paddy recovered from negative growth and recorded a 2.1%
growth in 2006. The non-paddy sector, mainly vegetables, fruits and spices (chiefly cinnamon,
pepper and cloves) had a growth rate of 6.5% and declined to 2.6% in the two respective
periods. The non-paddy sector managed to maintain its share of about 10% in the agriculture
sector, including forestry and fisheries, over the reference period of 1985 to 2004.

The disappointing relative growth in the agriculture sector during the last two decades
contributed to lower export-earning and higher food imports (see Appendix 1 for the details
on the poor performance of agriculture exports and increasing food imports). Both these have
deprived the country of resources, especially foreign exchange resources, which could be used
for reinvestments in the sector. The cumulative effect is the overall retardation of the sector
and a shrinking contribution to the national economy.

Agriculture and poverty

Nearly 80% of the population lives in rural areas and most of them depend on agriculture for
their livelihoods.?> The decline in the agricultural sector contributes directly to changes in
poverty-incidence in rural areas. Agriculture plays a crucial role in linking rural areas to the
broader rural economy through backward and forward linkages, and hence any downturn in
the sector both directly and indirectly affects rural livelihood and rural development. This was
demonstrated by the growth-incidence analysis of rural income, especially among agriculture-
dependent households. Two observations are apposite.?® The poorest 7% of rural households
and 10% of agricultural households suffered a decline in income in real terms between 1995
and 1996 and 2001 and 2002, and only 19% of agricultural households achieved an increase
in income greater than 10% during the same period. It is likely that most of the farmers who
suffered would be paddy growers as the paddy sector shows the highest negative growth
(see Appendix 2 for details about poverty levels and their association with agriculture).

Future trends in the sector

Firstly, agriculture is generally losing ground as a rural income earner, although it is still the
mainstay in certain provinces. The proportion of agriculture and non-agriculture income of the
rural agricultural households was estimated at 31.6% and 41.9% respectively.?” The

World Bank (2007), Chapter 6 of the report gave details of the performance of the agricultural sector in a succinct manner and in this section the report only highlights the
key findings.

Table 6.2, pp 61 of World Bank (2007)

World Bank (2007), op.cit. (pp 60)

World Bank (2007), op.cit. (pp 61-62)

Sri Lanka Integrated Study (1999/2000) quoted in World Bank (2007), op.cit. (pp 133)

®
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proportion of farm income varies in different agriculture sectors. The paddy sector, with 32%,
is one of the lowest farm income-earning sectors. The fruit and vegetable sector showed a
gradual change as commercial farming ventures contribute 42% to the total household
income. These are national level averages based on aggregated analyses. Disaggregated
information however shows that provinces such as Uva and Sabaragamuwa have significantly
higher proportions of their income coming from agriculture (see Appendix 2 for details).

The second trend that is observed in the sector is its gradual but very slow process of
commercialisation. This is mainly visible in the smallholder tea sector (which is not dealt with
in detail in this study) and the non-paddy domestic crops sector including fruit, vegetables
and spices, and the agro-based industrial sector. Table 2.1 shows that there are recognisable
changes in the domestic agricultural sector at the macro-level with more production in the
diversified and commercial agriculture sector which are categorised as ‘other crops’. While the
contribution of paddy to the agricultural GDP is receding, the contribution from the diversified
crop sector including fruit, vegetables and spices is increasing. De Silva noted?® that while
there is an overall stagnation in the non-plantation agriculture there is a strong undercurrent
of commercialisation. There is no widespread resistance to commercialisation and farmers are
generally agreeable to moving into commercial farming.

Value-addition to agricultural products in terms of agro-based industries with exports is also
increasing, albeit very slowly. In 1997 agro-based industries took a share of 15% of total
industrial exports and this has increased to 18% in 2006 in value terms.? This too could be
attributed to increasing commercialisation of the agricultural sector. However, for the reasons
given in Chapter 6, the commercialisation process has been notably slow.

Table 2.1: Progress Indicators of Changing the Structure of the Domestic Agriculture Sector
(current factor cost prices of respective years)

Indicator Units 1982 1992 1994 2001 2005 2006
GDP Rsmn 94,679 386,999 523,300 1,245,599 2,098,323 2,443,439
Total Agric GDP Rsmn 20,771 81,137 98,519 249,790 360,808 409,003
Paddy Rsmn 5,484 19,659 21,241 34,731 53,286 49,404
Other crops (diversified sector) Rs mn 8,836 45,490 58,047 133,232 199,594 223,633
Agric. GDP as a % of GDP % 22 21 19 20 17 17
Income from diversified crops % 9 12 11 11 10 9

as a % of GDP

Income from paddy as a % 26 24 22 14 15 12

% of Agric. GDP

Income from diversified crops % 43 56 59 53 55 55

as a % of Agric. GDP

Source: Respective issues of CBSL Annual Report

The slow performance of the agricultural sector in relative terms can be attributed to various
technical limitations, structural rigidities, policy failures and factor market imperfections that
prevail in the sector. The next section examines key limitations of the sector and the following
chapters assess policy conditions that influence the sector performance.

% De Silva, KT et al (1999)
2 CBSL Annual Reports of respective years.



2.3. Key problems in the agriculture sector

There were several key issues and constraints that limit the progress of the agriculture sector.
These are adequately discussed in the literature3® and only listed below with a view to
stressing the importance of implementing sound policies to overcome these limitations. In
addition to these, there are specific limitations, such as credit and agriculture
commercialisation, which are dealt with under respective areas.

Low Productivity: All crop sectors, apart from paddy; report low productivity levels in
comparison to many other countries (see Table 2.2). This shows that the Sri Lankan
agricultural sector is not internationally competitive. At the same time, the domestic
agricultural sector has a high potential for improvement. The plantation sector too has a
substantially low production. The average plantation tea yield of 1,500 kg/ha is lower than the
yields of smallholder tea producers (about 2,200 kg/ha) and tea yields in other countries such
as India (1,700 kg/ha) and Kenya (2,200 kg/ha).3* The productivity of rubber at 798 kg/ha is
below the average yields (1,500 kg/ha) of India, Thailand and Malaysia.*? Coconut production
too shows a notably low yield of 4,271 kg/ha compared to 6,000 in Indonesia (Table 2.2).

Table 2.2: Productivity of selected agricultural crops (kg/ha)

Commodity Sri Lanka China India Indonesia Pakistan Thailand Vietnam
Rice 3,394 6,170 3,006 4,517 2,988 2,676 4,694
Maize 1,103 4,964 1,874 3,241 2,319 3,656 3,333
Groundnut 585 2,904 975 2,013 971 1,512 1,678
Soybean 1,049 1,781 865 1,270 1,250 1,356 1,317
Potatoes 16,543 15,462 18,555 18,555 15,051 12,054 13,159
Eggplant 6,882 18,631 16,146 7,034 10,556 5,826

Cabbage 13,889 18,743 21,330 20,334 14,856 11,011 17,972
Chillies 2,888 19,160 9,182 3,808 14,000

Tomatoes 7,593 26,121 14,789 12,678 9,964 26,095

Sugarcane 56,966 65,376 62,731 69,710 48,378 68,862 54,215
Pepper 623 1,530 237 718 3,093 1,733
Tea 1,450 863 1,690 1,405 295 1,011
Coconut 4,271 10,099 4,809 6,013 4,000 4,327 6,804
Rubber 798 1,292 1,596 896 1,623 876

Source: World Bank (2007), op. cit.

Two conclusions can be drawn from this. Firstly, improved technology through research and
dissemination and effective extension is essential to improve low productivity. Secondly, state
investment and facilities for the private sector to intervene in the non-paddy sector need to be
supported to promote the overall improvement of productivity.

Agricultural labour productivity: Agricultural labour productivity stagnated in the 1990s and
the 2000s. In terms of 1996 factor cost prices, agricultural labour productivity was Rs.79,363

30 Kelegama (2006) op.cit, Nimal Sanderatne (2002); World Bank (2007) op.cit.
31 Ministry of Plantation Industries (2005) Plantation Statistical Pocket Book
32 World Bank (2007), op.cit.



in 1995 and it has slowly increased to Rs.88,468 in 2006 showing an increase of 11.5%.3 The
comparative figures in the industry sector were Rs.154,929 in 1995 and 149,149 in 2006, a
3.7% decline, and in the service sector, Rs.161,566 and Rs.211,139 in respective years
showing a 30.6% increase. Comparatively, agricultural labour productivity is low but has been
increasing at a rate more than the industry sector, perhaps because of overmanning in the
industry sector (a point which will be taken up again to show the importance of agricultural
development).

The low productivity of crops is one of the main reasons for low labour productivity. The use
of modern technology, such as better seed and improved plant varieties, soil nutrient
replenishment systems and efficient water-use are not widespread in Sri Lanka. As a result,
poor improvement in quality and productivity depresses the return on labour.

Stagnating labour productivity causes depressed wage rates in relative terms. A comparison
between the increasing trend of the food price index and the agriculture wage index3* over
the last 40 years shows that the food index is growing much faster than the wage index,
especially during the first and second wave of liberalisation (see Figure 2.1). The net result is
a reduction in real wages in the agricultural sector. This partly explains the labour shortage in
rural areas. There is high migration of both skilled and semi-skilled workers abroad, and an
increasing number of rural people who seek employment outside agriculture. In plantations
alone, an estimated 274,000 workers have left the sector between 1980 and 2003.3> This
threatens the future labour requirements of the agricultural sector, particularly the plantation
estates.

Figure 2.1: Monthly food rice index and agricultural labour wage index (base year = 1970)
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Source: Department of Census and Statistics, Statistical Abstract (2004)

3 CBSL Annual Reports of respective years.

3% Food index is the Colombo Consumer Price Index which is computed monthly by the Department of Census and Statistics (DCS). The wage index was also computed by the
DCS based on the wage rate of agricultural workers. The base year for both was 1970.

3 Antonia Engel (no year), From Conflict-prone Industrial Relations to Social and Economic Stability in the Sri Lankan Tea Plantations.



Lack of infrastructure and access to basic services: Infrastructure, such as road linkages,
particularly farm to market roads, market facilities and market information, access to
affordable electricity and other forms of power, access to rural and micro-financing services,
are inadequate especially in rural areas.?® Despite substantial public investment, irrigation
facilities operate at sub-optimal level because of poor maintenance by public and private
bodies, institutional weaknesses, capacity deficiencies in proper maintenance and water-
distribution, and irregular and inconsistent farmer participation in operation and
maintenance.® Poor infrastructure and lack of access to enabling facilities have increased
operating costs and reduced the competitiveness of the agricultural sector. Infrastructure
deficiencies have negative impacts particularly on the commercialisation process. For example,
post-harvest losses due to mishandling, storage, and transport, have accounted for 25% to
40% of losses for perishable items such as fruits and vegetables.3®

Natural resource degradation and agriculture: Natural resources have been threatened by
unsustainable agricultural activities, population pressure, and increasing dependence of poor
people on many types of resources. Intensification of agricultural production, opening of
marginal lands for agriculture, and lack of soil and land-conservation measures have
contributed to serious degradation of land and reduced land-productivity.*® In addition,
deforestation, soil-erosion, coastal-erosion, riverbed mining, water-pollution, threats to
biodiversity arising from illegal agricultural activities in protected areas, and fuel-wood
extraction are other problems which affect the productivity of the agricultural sector.®® Many
policies and policy strategies are in place to regulate unsustainable uses of natural resources.
Chapter seven assesses their effectiveness in controlling land-degradation.

2.4. Development needs of the agricultural sector

Despite poor performance the agricultural sector is important for several reasons. Firstly,
because of the predominance of agriculture, its growth contributes significantly to the
reduction of rural poverty, increasing rural income and employment opportunities and
household food security. Agricultural development is also a strategy to enhance an equitable
approach to development and poverty-reduction. This is particularly so when other
employment avenues and opportunities are scarce as they are in many rural areas.*
Agriculture addresses the problem of poverty more directly than industrial development or
exports. Sen (1982) gave this idea profound expression in his entitlement theory. Entitlements
to material resources and food among the poor could be improved through rural agriculture
development.*

Secondly, the sector has an impact on reducing food imports thereby saving much needed
foreign reserves. The share of food imports out of total imports in 1975 was 51% and it has
gradually reduced to 9% in 2006 in constant-value terms.® In spite of increasing wheat
imports, this marked reduction is a result of an exceptional increase in local paddy production
from about 2,133 million metric tons in 1980 to about 3,300 million metric tons in 2006 and

3

World Bank and Asian Development Bank (2004)

Manchanayake and Bandara (op.cit.)

World Bank and Asian Development Bank (2004).

Project Administration Memorandum, Upper Watershed Management Project, 1998.
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40 Ministry of Environment and Natural Resources (2003). Caring for the Environment 2003-2007 — Path to Sustainable Development. Sri Lanka.
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Almost 80% of the registered small and medium industries up to 2004 are located in the Western Province according to the Statistical Abstract of the Department of Census
and Statistics (2004).

Sen, A (1982)
Food import share has been 21% in 1980, 20% in 1985, 15% in 1990, 12% in 1995 and 10% in 2000 (CBSL, Annual Reports in respective years).
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increases in various other food crops. The move away from dependence on imported food
needs to be continued with policies that encourage balanced trade and production.

Thirdly, the agriculture sector is still necessary to absorb rural labour. It was shown earlier
that labour productivity is higher in absolute terms in the industrial sector compared to
agriculture. Labour-force participation in the industrial sector showed a 70% increase during
the twelve-year period from 1995 to 2006. However, labour productivity has shown a negative
growth of 3.7% during this period. If the trend continues there will be a reversal in labour
participation in the agricultural sector since it has a positive labour productivity growth of
nearly 12%. Development efforts in the agriculture sector should therefore continue to
encourage labour re-absorption.

There is a substantial body of literature both by early development writers such as Hirschman
(1958), Jorgenson (1961), Kuznets (1968) and recent writers such as Stern (1994) concerning
the importance of agricultural development in developing countries. Stern (1994),
summarising empirical evidence concerning the correlation between agricultural and non-
agricultural or overall growth, reported that the contribution of agriculture to income and
employment reduces with development. This is an outcome of an initial disparity of labour
productivity in the agriculture and non-agriculture or ‘modern’ sectors. It is important to
equalise the labour productivity of the agriculture and non-agriculture sectors to bring about
overall development. Policies to promote equalisation of labour productivities in the two
sectors are essential in this period. Sri Lankan agriculture is currently going through this stage.

Fourthly, agricultural development has an important contribution to make to household food
security. Overall economic growth and diversification are important factors in ensuring national
food security. At the same time, agricultural development has a vital role to play in ensuring
food security at household level. Increased agricultural production by improving incomes of
rural households could considerably enhance household food security as a large proportion of
the population is dependent on agricultural income (see Appendix 2 for details of the
dependency).

2.5. Conclusion: Chapter 2

The importance of the agricultural sector in the overall economy is receding. However, the
sector still has a significant role to play in the future development of the country. The
potentials of the sector will be maximised if the correct combination of policy framework,
institutional support, and response from the farming and the private sectors is in place.

The government has accorded a high priority to supporting the sector in the past. The
Ten-year Plan of Mahinda Chintana: Vision for a New Sri Lanka has recognised the need for
major investment in the sector. In this scenario the policy in the sector could play a vital role
in steering its development, which is the subject of the next chapter.
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3. Agriculture Policy - Historical Perspective

3.1. Introduction

This chapter presents the broad policy framework for the agriculture sector, which would
generally be responsible for making changes in the sector. In addition to this broad policy
framework, there are subject-specific policies such as policies relating to agricultural credit,
commercialisation of agriculture and natural resource management in the agriculture sector.
These policies are presented in respective sections along with the analysis. Against the
background of this chapter, the next chapter will assess how well ADB policies cohere with
GOSL policies.

The analytical period covered by this study is limited to 1990 to 2005. The policies that
prevailed before this period are presented in a historical preview to set the policy-evolution
process in perspective. The discussion concentrates on policies in three periods: 1989-1995,
the first period; 1996-2000, the second and 2000-2005 is the third. There are two main
reasons for this division into periods:

e Firstly, changes of governments, and concomitant policy changes, during these periods.
There was a major change in macro-economic policies in 1989 -1994. The United
National Party (UNP) government implemented the second wave of economic
liberalisation and policy-reform from 1989 with a great emphasis on liberalisation and
social welfare programmes such as the Janasaviya poverty-alleviation programme; the
newly-elected UNP government in 1994 continued these policies with more open
economic policies with a human face. The People’s Alliance (PA) came into power in
1999 (effectively in 2000 in terms of policy analysis) and made some changes to deepen
market reform and this, more or less, prevailed until 2005. This was the third wave of
liberalisation of the economy.

e The second reason is the extent of liberalisation, mainly through trade policies. The
economy was progressively liberalised during these three periods and that has impacted
on changing agriculture polices.*

At the end of the chapter a summary is presented to show the main policy thrust of the
government to facilitate the discussion on the ADB policies in the agricultural sector and their
relevance and appropriateness to overall GOSL policies.

3.2. Is the pace of agricultural growth influenced by policy?

The main subject of the study is agriculture-related policies and how they have been
influenced by different forces. But do policies strengthen agriculture growth? This is a
pertinent question since the final goal of the donors and GOSL is agricultural development.
The literature on economic development provides substantial evidence to show that there is
an association between sound policies and agricultural development. A humber of policy areas
have been repeatedly cited in the literature: financing policies which emphasise rural
financing, technology, broad-based rural development policies, liberal input markets, liberal
pricing policies, and policies for appropriate government investments.* So the answer to the
question: ‘is there a strong connection between appropriate policies and agricultural
development’ is an emphatic ‘yes'. It is, however, beyond the scope of this study to provide a

4 Kelegama (2006) op.cit.
4 A good review of policy and agriculture development is found in Morrison and Sarris (2007)



detailed account of evidence or literature to support the argument although it is a pertinent
area for academic research.

3.3. Policies in the pre-liberalisation period

The open economic environment encouraged from 1977 meant that that year was a clear
turning-point for economic policies. However the main policy of food self-sufficiency which
had begun before 1970 remained unchanged.* During 1970-1977 GOSL was compelled to
maintain a closed and protectionist economy because of severe depletion of foreign exchange
reserves.” The fiscal problem of lack of reserves was the main driving-force behind the food
self-sufficiency policy of this period. The Marxist element in the government which was in
power during this period supported the protectionist economic policy. Specific policies in the
agricultural sector under the broad protectionist environment were proposed and implemented
with a minimum of controversy.

As a strategy for saving foreign exchange, there was a heavy emphasis on import-substitution
in the agricultural sector. Foreign exchange controls and quantitative restrictions (QRs) on
imports under import licensing were imposed to achieve food self-sufficiency.*® Many private
business enterprises were taken under government control and management. Several new,
state-owned industrial enterprises were established. At the same time the government
encouraged export-promotion, especially of non-traditional exports, and direct investment by
foreign interests in the import-competing industries. The government used the dual exchange
rate system (introduced in 1968) to facilitate exports and to curtail imports in the sector.
Land-reform policy, which was one of the main agricultural policies, was implemented during
the 1970s with meagre benefits to poor and landless farmers.*°

GOSL supplied subsidised inputs such as fertiliser, pesticides, tractors, improved seed and
planting material and rural credit during this period of import-substitution policy and
encouragement of food self-sufficiency. Large amounts of state investment went into irrigation
development and land-settlement programmes in the dry zone.! There was a marked
improvement in research and extension services; crop insurance, marketing and agrarian
service institutions. In addition to direct-marketing assistance such as the Paddy Marketing
Board, guaranteed minimum prices for paddy and other field crops was provided.>> GOSL
banned the import of many food items during this period to support the import- substitution
strategy.

Contribution of protectionist policies in agriculture growth

There was growth in the food sector during this period. Paddy production grew from 509,700
metric tons in 1960 to 1,035,000 metric tons in 1980; sugar from 13,000 metric tons in 1970
to 26,290 metric tons in 1980; and milk from 108 metric tons in 1960 to 283 metric tons 1980

% There were several key policies with substantial impacts on agriculture before 1977 such as land settlements in the 1940s, highland colonisation in the 1950s, village
expansion and youth settlements in the 1950s, tenancy reforms in paddy lands in the 1950s, accelerated Mahaweli programme in the 1970s and land-reform and
privatization in the 1970s. These are not discussed in this report. Sanderatne (2004) op.cit. provides a summarised account of these policies and their impacts on the
agriculture sector.

4

Nimal Sanderatne (2004), Agricultural Development: Controversial Issues, in Saman Kelegama (2004), op.cit.
4 Saman Kelegama (2006)
Kelegama (2006) op.cit.

2
3

g

The benefits and cost the land reform programme was much discussed and debated in the literature and we need not repeat the discussion here. The broad conclusions
of many studies are that the land-reform policy and the programme have not solved land-distribution issues in the country and particularly the poor had not benefited
through this policy. (see Gunawardana, P J, (1981) Land Policy and Agrarian Change in Independent Sri Lanka. Sri Lanka Journal of Agrarian Studies, 2: 27-43. Brow, J. and
Weeramunda, J. (1992) Agrarian Change in Sri Lanka. Sage Publications: New Delhi.

Nimal Sanderatne (2004), Agriculture Development: Controversial Issues in Saman Kelegama (ed), Economic Policy in Sri Lanka: Issues and Debates, Sage Publications,
New Delhi

Sanderatne (2004), op.cit.
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(Central Bank Annual Reports in respective years). However, the protectionist policy and
related GOSL programmes could not reduce the expenditure on food imports. The total value
of food imports in 1970 was Rs.1,051 million and it has increased to Rs.6,940 million in 1980
in nominal terms. Food prices have increased as shown in Figure 1. The annual average
growth rate of non-plantation agriculture was 3.5% during 1970-77 which was slightly higher
than the growth rate of 1-2% before the 1970s.5> There is no detailed empirical analysis in
the literature of the impact of protectionist policies on agriculture.”* Gunawardana and
Somaratne (op.cit), presenting an empirical analysis reported that protectionist policies did
support the increase in production of staple food crops, but the basic character of the
agricultural sector, with subsistence crops predominating, did not change during this period.
The paddy sector got the most benefit from these policies.

Compared to neighbouring Asian countries, the Sri Lankan growth rate was slow during the
period 1970-77 when protectionist policies were predominant. Partly because of slow growth,
the government in 1977 implemented far-reaching reforms and created an open economic
framework. The aim was to create employment opportunities, increase capacity utilisation,
stimulate savings and investment, and improve the balance of payments.>> These policies
brought about reforms in agricultural policies and programmes and continued with some of
the previous agricultural policies which had protectionist elements. This is a result of GOSL
policy makers’ obsession with food self-sufficiency.>®

3.4. Agriculture policies during the period of analysis - lack of coherence

A list of policy thrusts and main policy goals of the government during the period from 1990
to 2006, which includes the main period of analysis covered by this study, is presented below®’.
The main observation of the analysis is that the policies did not have a logical progression
which could support a growing, productive and commercialising agricultural sector. The focus
of policy has frequently changed, responding more to political and economic forces than to
the needs of sector development®® or sector analyses based on evidence. The subsidy policy,
import restrictions, price controls are some examples of such forces.

Period 1989 -1995: Second wave of liberalisation

The policies of the period 1989-1995 were conditioned by the second wave of economic
liberalisation and policy reforms designed to encourage an open economy. The major policy
thrust for the agriculture sector during this period was the diversification towards
commercial agriculture. The policy strategies which had a potential impact on agriculture
included reducing rigidities in the tariff system - tariffs in agricultural imports were reduced to
45% with a three-band structure (formerly six bands); devaluing the currency to promote
exports; removing the fertiliser subsidy with effect from 1990; increasing the interest rate of
rural credit schemes and promoting crop-diversification and export of non-plantation
agricultural crops (export promotion as against the previous policy of import-substitution).

CBSL (respective years), Annual Report

The detailed text available in the literature on this subjects are Sanderatne (2004) op.cit., Kelegama (2006), and Athukorala, P and Jayasuriya, S (1994) which dealt with
qualitative analyses.

Athukorala, P and Jayasuriya, S (1994)
Kelegama (2006) op.cit. (Page 240).

This discussion is based on the following literature: Kelegama (2006) op.cit; Gunawardana P J and Somaratne W G (2000) and relevant issues of the CBSL Annual Reports
(each annual report has a section on agricultural policies).

€

8

4

A classic example of political economic domination in policy formulation is found in the process of preparing the negative list of agricultural products for the Indo-Lanka
bilateral agreement. The producers constituted a strong lobby and, with the support of the Minister of Agriculture, exerted pressure for more protectionist policies for their
products during the post-1996 period. This resulted in putting the entire agricultural sector into the negative list of the Indo-lanka bilateral free trade agreement (Kelegama
(op.cit. page 231).



The aim of these policies was to change the basic character of the agricultural sector,
particularly the domestic agricultural sector, from subsistence to commercialisation with
diversification into high-value crops.

This was necessary as there was a substantial policy and investment emphasis on the paddy
sector>® at the expense of other crop sectors which have the potential to earn more income
for the rural farmers. At the same time, paddy had almost reached self-sufficiency level®® and
further improvement of paddy production would have led to a price depression. The export
opportunities that were available for non-paddy crops®!, which were more than that for paddy,
were to be utilised.

In economic terms, the relative prices of high-value corps compared to paddy would be the
most important driving-force for crop diversification. This is assuming that the infrastructure
facilities that were available in the sector would be equally conducive for both paddy and non-
paddy food crops. It was empirically shown® that although there was a shift of production
from more subsistence crops® to commercial crops, there was a continuous increase in paddy
production to about 1,700,000 metric tons. During the late 1990s there was an overall
reduction of commercial crop production. The empirical analysis quoted here has not taken
into account the spices and beverage export crops, which are also a part of the domestic
agricultural sector and represent high-value crops. There was only a marginal increase in the
production of these crops during this period.®* The final analysis shows that the shift from
subsistence to commercial agriculture was only marginal.

Period 1996 - 1999: Liberal economy and further liberalisation

The major policy thrust during 1994-1999 was the removal of institutional and policy
obstacles in the agriculture sector. These obstacles have retarded profitability and
constrained investment in this sector®. There was a mixture of policies in this period. Some
policies and strategies supported subsistence agriculture and others continued to foster
commercialisation. The extensive World Bank®® study published in 1996 influenced some of
the policies favouring commercialisation. There were several criticisms®” of the study’s findings,
mainly those relating to the paddy sector. The study’s conclusions about lack of
competitiveness in the paddy sector did not take account of the nature of rural markets, high
adjustment-cost for other agricultural systems, and political economy; and disregarded the
very high sunk cost in irrigation systems for paddy. The focus of the Ministry of Agriculture on
promoting paddy continued in spite of the World Bank’s recommendations.

The specific policy strategies that affected the agricultural sector during this period were:

o tariff policy - the tariff on imports of rice and subsidiary food crops was reduced. A 35%
tariff on rice imports was again imposed. Almost all agriculture tariffs were set at 50%
during the Uruguay Round of the WTO agreement on Agriculture. Tariffs on agricultural
inputs such as tractors were reduced;

8

These interventions were import restrictions, high investment in irrigation including Mahaweli and other irrigation projects and the research emphasis on paddy.

3

Sri Lanka achieved near self sufficiency in paddy in mid-1980s (CBSL, 1989). This report emphasises ‘near self sufficiency’ because wheat flour has replaced rice
consumption by a large proportion. It does not mean that rice production has increased to meet the full demand of the staple food. Over 12% of calories is obtained from
imported wheat flour and the calorie intake from this source has been increasing at a rate of 2% per year, the fastest rate of growth for any item in Sri Lankan diet (Yapa,
Lakshman, 1998)

The high-value crops in the sector are potatoes, cowpea, green gram, chillies, onions, spices and beverage crops.

Gunawardana and Somaratne (op.cit.)

In addition to paddy, the other subsistence crops included in the analysis were manioc and kurakkan.

Ey

The total volume of spices and beverage crops collectively called export agricultural crop increased from 17,900 metric tons (average of 1984-89) to 20,300 metric tons
(average of 1990 to 1994)

Policy Statement of the government of Sri Lanka presented by the President of Sri Lanka, 9th February 1996.
The World Bank (1996), Sri Lanka: Non-Plantation Crop Sector Policy Alternatives, Report No. 14564-CE, Washington, DC
Baker and Samad (1998) argued that the paddy cultivation was still competitive and have a comparative advantage of paddy in late 1990’s: Baker, R and Samad, M (1998).

&
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e even though the World Bank (1996) insisted that the fertiliser subsidy be removed,
political and economic forces were strong enough to reinstate it;

¢ reducing the interest rates of agricultural credit;

¢ reducing the turnover tax on agricultural inputs; partially removing consumer subsidies
on wheat-flour and bread to improve the balance between the consumption of wheat
and rice - which is a rice-promoting strategy;

¢ allowing completely duty-free imports of rice for a temporary period (in 1995);
e re-imposing 35% tariff rate for rice imports (in 1999);

e removing government interventions in marketing but reintroducing the minimum
purchase price scheme for selected crops (rice, potatoes, dried chillies, onions, cowpea,
green gram, maize and ground nuts in 1999);

e promoting more commaodity-orientated and problem-orientated research;

e widening the scope of agricultural insurance through the establishment of the
Agricultural and Agrarian Insurance Board which permitted private insurance companies
to insure crop activities;

e initiating a fee-based private extension service for the first time as a pilot project under
the Second Perennial Crop Project in 1999¢;

e supporting rural financing through a Central Bank-supported forward-contract
mechanism for agricultural produce under the Govi Sahanaya Scheme ¢; and

o commercialising the seed and planting material sector in line with the National Seed
Policy 7° with government-initiated duty-free imports of seed.”

Tariff is an important fiscal policy in driving various investment activities of the agricultural
sector and is subject to frequent changes. The changes have varying impacts on food imports
and local production. A detailed presentation or an analysis of the tariff policy is not attempted
in this study, because it has not been a policy area in which ADB has intervened with their
projects.”? Nevertheless, it is necessary to underline the implications of the tariff structure on
the competitiveness of the sector. Sri Lanka fixed nearly all agricultural tariffs at a 50% ceiling,
and notified the WTO in mid-1990.7* This was one of the lowest tariffs in the Asian region.”
The Sri Lankan agriculture sector was not structurally developed (in fact it was still
underdeveloped) and was unable to face product competitiveness, transmitted through
imports, from other producing countries. It is evident (see Appendix 1) that low-fixed tariffs
and consequent low-applied tariffs (in the range of 35% - 28%, when India had a tariff of
nearly 100% for many agricultural products) led to a gradual erosion of production of some
food crops. This eventually triggered ad hoc tariff changes to meet producers’ demands. The
tariff structure was not strong enough to safeguard the production base from prevailing
international price distortions in agricultural trade.

% This was advocated and supported by ADB and the government also endorsed this policy during this period (Public Investment: 1992-1996, Department of National
Planning)

3

The scheme began in 1999 and encouraged by the World Bank. The initial funding requirement was provided under the Development Market Place Project in 2002 and
2003. (refer CBSL, 2003, Annual Report, page 241)

Drafting of the Seed Act started in 1996 (CBSL, 1999, Annual Report, pp 32) and it is still in circulation for comments (personal discussion with Dr Kumudu Fernando,
Department of Agriculture) and National Seed Act was approved in 2003.

3

At the same time government allocated Rs 100 million in strengthening production centres at Maha Illuppallama, Batalagoda, Ambalantota, Bata-ata and Nikeweratiya
(CBSL, 1999, op cit.). Only two seed farms, Hingurakgoda and Pelwehera were privatised. This would have weakened the private-sector involvement although the
government has encouraged the private sector in seed production.

There are several studies on tariff policy and their impact in the domestic agriculture sector. Among them Jayanetti and Tilakaratna (2005); Weerahewa, J (2004); Ratnasiri,
S; Marasinghe, R and Weerahewa, J (1999) are noteworthy.

Herath (2006) and Kelegama (2006), pp 27. The author strongly believes that this was a serious policy error that Sri Lanka has committed. The binding tariff level was
proposed to WTO without a basis of any sound study or wide consultation of the concerned institutions or the public. There are sensitive products in the sector which
cannot sustain 50% bound tariff level as it provide a very narrow policy space to protect such crops in any import surge or import price decline.

X

Several sources provide evidence for this claim and among them Centad (2005) and Bellmann et al (2003) are key references.



Because of the unsatisfactory tariff structure, there were frequent changes in the tariff policy
on main food crops. Changing tariff rates affected crops such as rice, potatoes, onions and
chillies.” Most of these changes were requested by the Ministry of Agriculture to maintain the
food security situation of the country. Many of these changes were politically motivated and
sought to maintain producer and customer satisfaction following crop failures, gluts in crop
production or high seasonal food demand. It is often asserted that frequent changes of tariff
policies have unfavourable effects on the agribusiness processes, and the private sector who
could invest in food storage. Changes affect resource-allocation decisions and in certain cases
lead to confusion.

Period 2000 - 2005: Commercialisation drive

During 2000-2005 a major emphasis was put on the policy thrust for commercialisation and
productivity improvement of agriculture for shifting low-value to high-value products. The
policy strategies adopted during this period were much more forceful and direct in their
intervention as policies in promoting commercial agriculture in the domestic agricultural sector.
These include:

e initiating private-public partnership in research, extension, processing, value-addition in
and marketing of agricultural products;

e promoting more secure land-ownership (transferred land grants to permits, regularised
encroachments, relaxed land-regularisation process);

e approving the national agricultural research policy of 2003; shifting responsibility for
commercial seed production and veterinary services to the private sector;

e introducing partial cost-recovery and other local financing mechanisms to enhance the
responsiveness of research and extension services to the needs of small farmers;

e upgrading the agricultural marketing system;
e continuing with similar rural financing systems;

e continuing with a similar set of trade and tariff polices that were used in the previous
period but with frequent changes in tariff rates for different commodities - reducing the
applied tariff rate of many food commodities to 28% in 2002 and maintaining it at that
rate.

Subsidy policy of GOSL - Mainly the fertiliser subsidy

The main subsidised inputs provided in the agricultural sector include chemical fertiliser,
irrigation water and water-management, agricultural extension, and seed-quality certification
services. Among these policies, fertiliser-subsidy policy is controversial. With a view to
increasing production, GOSL began subsidising fertiliser prices as far back as 1962. The
subsidy scheme has been in operation since then with several changes in the rate of subsidy,
fixing the fertiliser price, the type of fertiliser that was subsidised (urea and other types of
fertiliser), crop sectors that were assisted and the distribution systems. During the period
1990-1994, there was no subsidy for fertiliser. A detailed empirical study’® on the use of
fertiliser in the paddy sector and the effect of the subsidy scheme concluded that the demand
for fertiliser is a function of paddy prices rather than of prices of fertiliser. The study implied

75 Paddy faced the highest variation in the tariff rates in terms of total tax incidence (i.e. custom duty, surcharge, VAT, National Security Levy, gives the total tax incidence):
January 1995 - 65.7% in ad-valorem equivalents; Feb, 1995 — 44.6%; April 1996 — 7.6%; Jan 1997 — 44.6%; Oct 1999 — 20.9%; Jan 2000 — 48%; Feb 2001 - 60%; Nov
2001 - 8.1%; Dec 2001 — 34.1%; Jan 2002 — 60%; Nov 2002 — 27.4%. Potatoes also had a high fluctuation: Feb 1995 — 54.7%; Dec 2000 — 172%; Feb 2001 — 223% etc
(Jayanetti and Tilakaratna, 2005).

76 Ekanayake, H KJ (2006)
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that the GOSL policy should be revised to minimise the budgetary constraint on the fertiliser
subsidy and recommended that an alternative strategy for targeting the poor to safeguard
their income should be formulated. Both the Agriculture Policy Statement of 2006”7 and
Mahinda Chinthana pledged a continuation of the fertiliser subsidy.”® The ten-year Investment
Plan of GOSL (2007-2016) allocated about 30% of its total funding in the agriculture sector to
the fertiliser subsidy for the ten-year period.

Although the fertiliser subsidy policy does not directly support the productivity improvement
or commercialisation process, the GOSL was adamant that it had to be continued to protect
the poorer farmers.” The motive for this is political. Poorer farmers are not in reality protected
by the fertiliser subsidy because there is no targeting mechanism to provide fertiliser to the
poor; therefore, it is doubtful if the political objective is achieved by this policy. A
comprehensive policy analysis is required to advise the GOSL to reform the fertiliser subsidy
policy. As an alternative policy, a part of the money allocated for the subsidy could be targeted
on the poor, while the balance could pay for improving the fertiliser distribution process.

Agricultural policy in Mahinda Chintana - Beyond 2006

The Government elected in 2004 proposed yet another policy regime for the agricultural sector
(see Appendix 3 for the full policy paper). The vision of this policy statement is that An
agriculture sector contributing to regionally equitable economic growth, rural livelihood
improvement, and food security through efficient production of commaodities for consumption,
for agro-based industries and for exporting competitively to the world market. This policy
statement has the following objectives®:

e Increase domestic agricultural production to ensure food and nutrition security of the
nation;

e Promote agricultural productivity and ensure sustainable growth;

e Maximise benefits and minimise adverse effects of globalisation on domestic and export
agriculture;

e Adopt productive farming systems and improved agro-technologies with a view to
reducing unit costs of production and increasing profits;

¢ Apply environment-friendly techniques in agriculture;
e Promote agro-based industries and increase employment opportunities thereof; and
e Enhance incomes and living standards of the farming community.

The salient features of the new policy statement are similar to those of previous policies.
Within the policy framework, the main emphasis is on food security, but it does not depend
completely on local food production; certain restrictions on import liberalisation; facilitating
the private sector participation in seed supply, research and product development, delivery of
farm machinery, and agricultural marketing; rural credit; rationalised use of fertiliser including
organic and bio-fertiliser; and conserving the natural resource-base for sustainable agriculture.
The draft policy paper was used as a basis for preparing the Ten-year Development Plan of
the Mahinda Chintana.

7

National Policy for Agriculture (2006, op.cit.)
7!

3

A committee (author of this study is a member of the committee) appointed by the Secretary to the Treasury is reviewing the fertiliser subsidy with a view to formulating
a programme with less treasury financial allocation than is allocated currently. The committee report is pending at the time of writing this report.

7 The paddy fertiliser was provided at a subsidised rate of Rs 350 per 50 kg bag in 2006. This was further extended to cover food crops such as chillies, maize, onion,
vegetables and smallholders growing tea, rubber or coconut who have less than 5 acres.

8 The policy statement is still in draft form and proposed to be presented to the Minister of Agriculture in June. The author of this study is a member of the policy drafting
committee.



The main differences of the new policy are the emphasis on private-sector participation in
many activities, fostering private-public partnership in the implementation of research and
product-development efforts, recognition of the importance of conserving the natural
resource-base through agricultural policy®!, and farm mechanisation. These changes in policy
focus would benefit the slowly emerging commercialisation drive in the sector.

3.5. Summary and conclusion: Chapter 3

The aim of GOSL agricultural policies since 1996 was the promotion of agricultural growth,
food security, expanding exports and commercialisation. This was mainly to increase
productivity, initiate crop diversification, promote exports in the domestic agricultural sector
and improve competitiveness. The policy strategies were however, less coherent, mutually
unsupportive and frequently changing in terms of their nature and focus. The sequencing of
GOSL policy priorities has not been in line with support of emerging trends in the sector,
which were mainly responding to market opportunities.

The tariff policy in particular fluctuated between high protectionist rates and liberal tariff
structures. Because of inconsistent tariff policy and lack of physical infrastructure facilities, a
factor input market in the agricultural sector failed to develop. This in turn acted as a brake on
economic performance in the domestic agriculture sector.®

Among the plethora of policies in the agricultural sector the following could be identified as
having marked implications for changing the nature of the domestic agricultural sector:

e Implementing a liberal tariff policy and frequent changes in the tariff structure for
agricultural commodities;

¢ Providing subsidies on fertiliser, irrigation, extension and perennial crops cultivation;

e Facilitating rural financing with concessionary credit arrangements and financing
schemes;

e Encouraging private-sector operations in the domestic agriculture sector in addition to
the plantation sector privatisation; and

e Minimising state interventions in agricultural product and input marketing.

GOSL policies lacked consistency, coherence and a long-term view of how to drive the
agricultural sector in a particular direction. There were some understandable reasons for this
unfavourable situation. Policy formulation is a multifaceted process where economic, social
and political forces play equally important roles. Anecdotal evidence indicates that in Sri Lanka,
policy planners are guided more by political and social forces than economic or market forces
or the technical requirements of the sector. Policy changes when the political regime changes.
Various pledges are made from political platforms; sometimes these fit in with existing
agricultural policies but other pledges are inconsistent with them.

The bureaucracy, which is a part of the political system, is heavily involved in the formulation
of policy. Policies must be aligned with the pledges of the regime that is in power. A shift in
policy may be necessary to move the development process in a particular direction. However,

8t Natural resource conservation has hitherto been emphasised in the environmental policy rather than agricultural policy, although there is a natural connectivity.
8 Gunawardana and Somaratne (op.cit.)
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the socio-political environment and other non-economic factors will not change quickly in
order to support such policy changes. Policy directions which deviated too much from socio-
political expectations would not be sustainable. This is particularly so in a highly socially-
interwoven sector such as agriculture. Several pro-market policies such as tariff reforms,
fertiliser subsidy, credit markets, and price controls underwent reforms, and then a policy
reversal in these areas took place with a change of government. In Sri Lanka, governments
do not always fulfil political pledges on a sustainable basis in the agricultural sector. There are
budgetary restrictions at times. There are occasions when, whatever is said in election
pledges, agriculture is, in reality, not on the agenda.

Even with such vacillations however, GOSL policies are gradually moving towards facilitating
the commercialisation of agriculture. Policy thrusts have become more orientated towards the
private sector in the latter part of the period analysed. Less state-involvement is seen in the
factor and input markets. Trade policies have agricultural tariff structures which are among
the lowest in the Asian region.®® The new policy framework contained several elements
reinforcing this trend.

Donors’ influence is crucial to move policy formulation towards a commercial environment.
There were a number of failures in donors’ attempts, but such attempts teach some useful
lessons for technocrats involved in the policy formulation process. One good example is the
ADB emphasis on the potential and comparative advantages of private-sector involvement in
providing various services in the agricultural sector. Although some interventions were failures,
the potential of the private sector in service-provision is being gradually recognised.

It is important however, that donors’ policy directions should take account of economic, social
and political realities. When developing policies they should be aware of the capabilities of
programme implementers and programme beneficiaries. An analysis of whether the ADB is
incorporating these realities in its policy advocacy process is the subject of the next chapter.

% Herath (2006)



4. Policies and Programmes of ADB in the Agricultural Sector

4.1. ADB policies in the agricultural sector - An overview

This chapter presents an overview of the policies of the ADB in relation to the Sri Lankan
agricultural sector and analyses the relevance of those policies and determines to what extent
ADB policies supported overall GOSL policies in the agricultural sector.

The major policy goals of the ADB in the early 1990s, and in the evaluation period (1996-
2006) were towards improvement of productivity and increasing competitiveness in the
agricultural sector.®* To achieve this goal, the ADB, and even other donors such as the World
Bank, advocated a reform process which included strategies such as correcting the market
distortions prevailing in Sri Lanka®®, undoing distorted incentives, minimising misallocation of
resources in the agricultural sector, and reducing high fiscal deficits. The kind of market
distortions prevailing in Sri Lanka during the period of assessment include support prices
(guaranteed price of paddy), subsidies for producers (fertiliser subsidy, cultivations subsidies
for most of the perennial crops, irrigation subsidies, and free extension services), and export
price distortion through taxes and cess®.

ADB supported three major areas of policy thrusts in the agriculture sector®” to achieve these
policy goals through various loan programmes and technical assistance programmes (listed in
the next section) during the evaluation period of 1996 to 2006. These policy thrusts are:

1. Changing subsidy- and grant-based agriculture into credit-based self-financing
enterprises to increase service-delivery and crop productivity: under this thrust several
projects of ADB provided credit lines and other rural financing facilities.

2. Creating a commercialisation and business orientation in the agricultural sector in
order to increase productivity, competitiveness and diversification into high-income
crops. Under this broad policy the ADB supported:

a. Rationalising subsidy policies;

b. Promoting private-sector participation in agriculture sector investments including
sectors such as seed production, extension, research and marketing;

c. Diversification into high-value crops; and

d. Rationalising prices by removing administrative prices, market policies, removal of
export taxes on plantation crops, privatisation of public sector- enterprises, and
provision of support services.

3. Supporting environmental and natural resources management including land-
regularisation in the critical watershed to facilitate sustainable development of
agriculture and poverty reduction.

The ADB adopted a logical sequence in supporting these policies which would take the
domestic agriculture sector on the pathway to commercialisation. The policies adopted during
the early period covered by this analysis revolved around the first policy thrust listed above.

8% The discussion is based on (a) ADB (December 1998b), Country Operational Study: Sri Lanka (STS SRI —98017), Manila; and (b) ADB (August 2005), Country Strategy and
Programme Updates (2006-2008), Manila

8 Saman Kelegama, (2004) (reading in Part 1: Development Strategy and Ideology).
8 This is a tax collected at the border against exports of some selected items such as tea, rubber and coconut.

8 The domestic agricultural sector is the focus of the analysis (fisheries, forestry, and the plantation sectors are not included in the analysis). Many policy areas have a direct
impact on the domestic agriculture sector and the others have an indirect impact on the sector.
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Specifically, rural financing, institutional strengthening and improving extension services were
targeted.

Increased attention was then given to commercialisation of the agricultural sector. The notable
interventions of the ADB during late 1990 and early 2000 were to facilitate higher-income
production systems; to make recommendations for institutional reforms, such as removing
administrative prices, reforming subsidy and market policies and removal of export taxes on
tea; privatisation of public-sector enterprises; and provision of support services. These were
mainly within the second policy thrust.

After 2000 the ADB placed increased emphasis on fostering commercialisation by facilitating
reallocation of functions from the public to the private sector, and improving the interface
between them to enhance productivity and sector viability.

The importance of the third policy thrust, that is, management of the environment, was
recognised in the mid-1990s. Starting in the mid-1990s the ADB supported environmental
management through several projects. Some interventions in environmental areas have direct
relevance to maintaining agricultural productivity. As sustainability is a key requirement, even
in commercial agriculture, interventions in natural resource-management is part of the process
of commercialisation.

4.2. Coherence of the ADB and GOSL policy thrusts - A critical assessment

There has been a clear indication in the design and sequencing of many ADB projects that
they were supporting a transformation towards commercialisation in agriculture. However, the
transient nature of GOSL policies over the period of analysis caused a lack of coherence.
Projects were allowed to operate in a particular policy environment, but not all the policy
directions of projects were included in the overall government agriculture policy framework.
Privatisation of extension is a good example of this.

At GOSL policy level the necessary impetus to promote commercial agriculture only starts in
the early 2000s. A detailed discussion on policy and commercialisation is presented in section
6.1. Private-sector domination of various services is necessary to ascertain progress in
commercial agriculture. Many ADB projects included components to support private-sector
involvement in agriculture. The two perennial crops development projects were good
examples. GOSL support for private-sector participation in agriculture is marginal until about
the year 2000. The main policy supports for commercialisation until recently were exemptions
from value added tax (VAT) on any agriculture activities, duty concessions for importing
agriculture machinery, exempting all agricultural activities, including value-added products,
from income tax, and promoting the forward-sale contract programme as a marketing tool.
Agricultural tariff policy, seed policy and the pricing and marketing policies of the government
were generally incompatible with the policy guidelines that were supported by the ADB.

This difference in policy focus between the ADB and GOSL, particularly in the
commercialisation drive, caused inefficiencies in the delivery of intended project inputs in
addition to impeding the commercialisation drive. Privatised extension in the perennial crop
project, which will be dealt with in detail in section 6.2.4, is an example. GOSL bodies which
were not geared to working with the organised private sector such as Chemical Industries of
Ceylon (CIC) and Matale Agro-foods (MA's) had inadequate mechanisms to interface with them
to provide technical expertise. The seed industry is another example. GOSL bodies played
only a regulatory role, while the private sector needed them to be facilitators as well to



increase the efficiency of the seed distribution system.

On many occasions the state bodies, such as the Department of Agriculture, Department of
Export Agriculture, Department of Animal Production and Health, Tea Smallholding Authority
and Provincial Councils, implemented ADB project components in a project-specific mode.
There were two main reasons why continuity was not ensured by incorporating activities like
project components, concepts, policies and strategies into the state institutional system.

First, GOSL agendas and policies were not always in line with the ADB framework. GOSL
policies have to heed social and political economic demands in addition to the economic
demands. The second reason is that the regular government budget is inadequate for the
measures needed to foster the implementation of specific policies promoted by ADB. Evidence
for both reasons is given elsewhere in this report. At this point it is enough to say that there is
no strict coherence between the policy framework of ADB and that of GOSL.

4.3. ADB projects and programmes affecting the agriculture sector

The following ADB-assisted projects® had components/loan covenants to support the ADB
policies discussed in the previous sections. Projects Administrative Memorandums, Project
Completion Reports or Programme Completion Audit Report of these projects which are
available on the ADB Web site were reviewed in the assessment to arrive at conclusions.

1. Loan No. 994-SRI [SF])®¥ - (APL1) - Agriculture programme loan. The loan was
effective from March 1990 to December 1992. The objective of APL1 was to revitalise
the agriculture sector through improving overall productivity and growth; achieving a
high degree of self-reliance in rice; enhancing export income from tree and export
agricultural crops; promoting agro-industries and preparing the groundwork for future
market-orientated interventions in the agricultural sector. This programme proposed
many reforms in the rural credit sector through loan covenants. The reforms
recommended as covenants included increasing the interest rates for short-term
agriculture production loans to reflect the market rates; end users’ interest rate to be
increased; and (c) interest rates of the Central Bank refinancing internal sources to
be adjusted to reflect the market rate.

2. 873-SRI [SF] Small and Medium Industries Project (approved 21-Feb-89): mainly
targeted on private sector development, provision of credit for the SME sector, and
capacity building of SME sector

3. 899-SRI [SF] Perennial Crops Development Project (approved 30-Aug-88): mainly
focused on perennial crops development and providing credit for crop productivity
improvement and processing investment

4. 955-SRI [SF] Smallholder Tea Development project (approved 21-Feb-89): the main
focus was productivity improvement, institutional strengthening, rationalisation of
staff in the institutions connected with the tea industry and providing credit for
production activities;

5. 994-SRI [SF] Second Agriculture Programme Loan (APL1) (period - 1988): the main
focus was influencing agriculture policy on commercialisation, credit policy and
subsidy policy.

8 Some projects began before the period of the analysis of this study. However, these projects are included in the project review as their components were operating during
the period of analysis.

8 This was one of the initial programmes with several reform recommendations and hence some details are presented.
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10.

11.

12.

13.

14.

15.

1084-SRI [SF] Second Small and Medium Industries Development Project (approved
30-May-91): mainly targeted on SME development including agriculture industries.

29601-01 Second Perennial Crops Project (approved 1997): focusing on credit
facilities for crop development, nursery development, market development, and agro-
processing; provision of farm advisory, marketing, and technical services for perennial
crops on a commercial basis; research support for perennial crops; support for
production of quality seeds and planting materials; and institutional strengthening
and staff-training.

606-SRI [SF] Livestock Development Project (approved 1983): the objectives of the
project were to improve the genetic quality of livestock, development of stock feeds,
improve marketing, provision of production and marketing credit-supporting
government programmes of extension and disease-control systems.

1128-SRI [SF] Southern Province Rural Development Project (approved 26-Nov-91):
focusing on rural development including agriculture investment and SME
development.

28162-01 Upper Watershed Management Project (approved 1997): focusing on
increasing forest cover through integrated and participatory approaches; raising crop
productivity in cultivated areas through the promotion of conservation-orientated
farming systems; and strengthening the capacity and coordination of implementing
agencies and assisting in the drafting of a long-term policy to enable the Government
to achieve sustainable watershed management

29600-01 Tea Development Project (approved 1998-99) focusing on replanting and
infilling on smallholdings and private tea estates; rehabilitation and modernisation of
tea factories; commercial production of high-quality planting materials; providing
facilities for collection and transportation of green leaf; and promoting and
strengthening tea smallholder-development societies and producer associations.
There was a credit line for tea planting, factory improvement, green tea leaf
marketing and commercial nursery development. Under this project the PFI staff-
training was a capacity-improvement activity.

30215-01 Forest Resources Management Sector Project (approved 2000) focusing on
increasing the value and sustainability of forests by creating a policy and governance
framework to enable local communities and the private sector to participate in forest
resource-development and management.

31288-01 Water Resource Management (approved 2000) focusing on strengthening
the government’s capacity to manage its water resources in a sustainable,
participatory, and transparent way.

31381-01 Protected Area Management and Wildlife Conservation Project (approved
2000) focusing on private-sector participation and natural resources, including
biodiversity conservation.

31282-01 Southern Province Rural Economic Advancement Project (S-REAP)
(approved 2001) focusing on establishing and expanding agriculture and agriculture-
related micro, small and medium enterprises (SMEs) in the region; provision and
maintenance of key economic infrastructure; and the enhancement of capacities in
the public and private sectors to facilitate, support and sustain this process.



4.4. Contribution of the projects to the ADB policy thrust

Several projects reviewed have consistently maintained the policy of changing subsidy and
grant-based agriculture into credit-based self-financing enterprises. Projects had components
for providing loans to production, processing and even marketing of agricultural products. In
the 1980s the projects included a small proportion of subsidy elements in crop-production and
credit components with the intention of gradually transferring into credit-based investment in
agricultural production. As a strategy to support the policy of credit-based self-financing
agriculture, many lending strategies were adopted. Credit-based financing in the agriculture
sector is one of the consistent policy proposals that the ADB has maintained throughout its
lending period. However, the efforts have had only partial success in bringing improvements
in the rural financial sector. Interventions and sustainability in the rural financial sector will be
analysed in detailed as it is one of the important areas in ADB policy interventions in the
agriculture sector.

Creating a commercialisation and business orientation in the agriculture sector was recognised
as an important ADB policy thrust. A number of projects, except those in the natural resource
sector, supported this policy thrust. As early as 1992,°° the government too recognised the
importance of getting the private sector increasingly involved in agricultural development.
However, except for privatisation efforts in the plantation sector, hardly any other programme
supported the thrust. ADB viewed this as an important aspect of increasing productivity,
competitiveness and diversification into high-income crops. The commercialisation process in
the agricultural sector is promoted by a few projects such as Southern REAP, SPCDP and SMI
development projects. ADB projects used components to facilitate private-sector involvement
in production, processing and marketing; proposed regulations and reforms to increase the
responses of the private sector to invest more in agriculture; assisted in developing business
proposals, financing proposals, providing technical and market information; and included loan
covenants to bring about regulations and facilities to support the private sector.

The performance of the private sector in solving some of the key problems in the agricultural
sector was poor. Chapter 6 looks at the reasons for the failures. The ADB expected the private
sector to make a more effective contribution to the agricultural development process than the
government sector. The evidence does not support a conclusion that the private sector is
inherently inefficient. However, the main issue is the incompatibility of the operational
modalities of the private and state sectors. Government bodies need to be developed to
facilitate private-sector efficiency through establishing congenial working relationships;
working systems including rules and regulations, ethics and partnership; and resource-sharing
arrangements between the private sector and government bodies. Some of these are policy
issues and others are simple matters of working relationships. One of the main reasons for
unimpressive performance of private-sector agents was that these relationships were not
established®'. The ADB appraisal reports of perennial crops projects and S-REAP made the
optimistic assumption that the mutual relationship between the two parties would evolve
during the life of the project. To ensure better performance of both parties such relationships
need to be built up in both sectors at the initial stages of future ADB projects.

Environmental conservation and natural resources management were supported by more
recent projects in the sector. The environment is considered one of the important areas of
policy and advocacy for ADB because of the need to sustain the natural resource-base to

% Department of National Planning (1992), Public Investment: 1992-1996 (chapter 3).
%1 The discussions that the author had with ex-project director and line agency officers mentioned this issue.
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support poverty-reduction and employment-generation.’> Some projects make direct
interventions in the agricultural sector and others have less influence. Issues related to
agriculture are focused on the assessment of environmental projects. One of the main policy
issues analysed in this review is institutional capacity-improvement in the environmental
sector. Institutions which are particularly involved in agriculture-related activities and
environment issues are examined.

4.5. Summary and conclusion: Chapter 4

Two empirical studies®® show a trend in the agricultural sector towards commercialisation
through crop-diversification into high-value crops. This trend has been supported by GOSL
and ADB policies. Recognising this trend ADB’s most recent project, the Agribusiness
Development Project* is considering high investment in facilitating commercialisation process.
In the overall analysis, the policies in the domestic agricultural sector that were supported by
ADB were in line with those supported by GOSL. However there was a lack of coherence
between the two sets of policies. GOSL policies encompass socio-political demands in addition
to economic demands of the sector. ADB policies had a more focused and narrow approach to
improve commercialised features in the agricultural sector.

The ADB policies that were outlined in the previous section were implemented or included into
the development activities of the country through projects and their components which were
listed above. In broad terms, projects that were assessed in the study addressed the main
policy thrusts of the ADB. The next three chapters take each of these main policy thrusts and
analyses how effectively the ADB programme and projects have supported the implementation
in these policy areas.

% ADB. (1998a). Country Operational Strategy for Sri Lanka. Manila.

% De Silva, KT et al (1999),.Gunawardana, P J and Somaratne, W G (2000)

% To continue building on the SPCDP and concentrating more on marketing and value addition, the project ‘Agribusiness Development Project’ was included in the Country
Strategy and Program Update 2006-2008 for Sri Lanka (2005) as a project stand-by for 2007 and firm for 2008. This project would address the general development of the

agriculture sector as the sector is central to the development policy of the government, both by guaranteeing food security through paddy and by recognising the potential
for diversification of agriculture.



5. Rural Financing and Credit Based Production Improvement

5.1. Introduction

Rural financing has a direct impact on the productivity improvement of the agriculture sector
by providing the capital required for farming. It is particularly important to facilitate the
commercialisation process in the domestic agricultural sector. Soon after independence, GOSL
emphasised rural financing and credit and continued with several schemes. A number of ADB
projects had rural financing and related capacity-building components. This chapter analyses
how the ADB has supported rural financing through their projects, and influenced GOSL
policies and programmes of rural financing; the effectiveness in bringing rural financing into a
sustainable financial market; and the limitations encountered in developing rural financing
markets.

The second part of the chapter summarises the GOSL policies and programmes in rural
financing in relation to agriculture. The third will examine ADB projects and their operations in
supporting rural financing. The next two sections deal with performance and the problems of
rural financing and policy performances.

5.2. Government policies and programmes on rural financing

5.2.1. Development of financing institutions - GOSL contribution

The main form of providing rural financing with GOSL assistance is conventional credit and
micro-credit through various micro-credit institutions. Until about 2000, GOSL was
concentrating on providing rural credit through conventional banking structures. In 2000
micro-financing was also promoted in rural areas through non-commercial banks. Even in the
twentieth century there was a growing concern for the provision of institutional credit to rural
smallholder farmers in Sri Lanka.®® The government policy on agricultural credit until 1947
was providing loans to cooperative societies. This was unsatisfactory because of inadequate
coverage and failure to meet all the credit needs of the farmers.®® The establishment of the
People’s Bank in 1961 (a government-owned commercial bank) was a major step forward in
providing rural credit.” Because of high inefficiency and very low loan recovery, the People’s
Bank took the main responsibility for providing rural credit in 1967 through New Agricultural
Credit Scheme (NACS) by ending the government management of credit.’® Under this scheme
the Central Bank provided credit guaranteed up to 75% of cultivation loans in default to the
People’s Bank. This enabled the bank to operate credit in a virtually risk-free environment as
the rate of credit-recovery at that time was around 60%.%° Although the government was not
directly involved in credit systems, such a high rate of credit guarantee would have restricted
the development of a liberal credit market.

After 1977, with economic liberalisation, the government introduced a stringent credit policy,
withdrawing the financial guarantee and recommending that the banks to lend only to credit-
worthy clients. This has directly and negatively affected the credit-uptake in the agricultural

% Enactment of Co-operative Credit Societies Ordinance in 1911 was one of the results of this concern (Fernando, S T G (1979), Role of Agricultural Credit in Developing
Grassroots Level Small Farmer Institutions for Small Farmer Development, Staff Studies, Vol. 9 No 1 and 2, Central Bank of Sri Lanka.)

% Fernando (op.cit.)

97 Annual Report (1962), Central Bank of Sri Lanka
% Annual Report (1968), Central Bank of Sri Lanka
% Fernando (op.cit. pp.77)
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sector: rural credit under the NACS declined from Rs.563 million in 1977/78 to Rs.79 million in
1978/79 and Rs.83 million in 1979/80, although the recovery rate increased from 23.7% to
58.1% during the same period.'®

5.2.2. Performance of rural financing

The loan uptake and the recovery performance of the NACS were far from satisfactory. The
Central Bank started two new schemes in early 1986, the New Comprehensive Rural Credit
Scheme (NCRCS)!!, and the medium and long-term credit fund (MLCF) under the All Island
Self Employment Schemel®2. These were designed to meet small rural farmers’ credit needs
and were supported by the Central Bank refinance facilities. The Bank of Ceylon and the other
state-owned commercial banks also participated in the scheme.!®®* The Central Bank
reintroduced the risk-taking tools of providing guarantees for loan recoveries, but at a lower
rate. It provided a 50% guarantee, instead of 75%, in respect of losses incurred by
participating banks on loans granted under the NCRCS.1** The NCRCS has policies which are
not market-friendly as the credit-guarantee and interest rates are below the market rates.
However, the amount of credit-uptake increased sharply to Rs.337 million in 1986/87 under
the new scheme.1%

With a view to initiating a market-friendly environment in the rural credit systems, APL1
programme of the ADB proposed reforms which are discussed below. The government
accepted the policy recommendation of the ADB on upward revision of the interest rates of
both loan schemes.'% As targeted by APL1, the interest rate of NCRCS was increased from
9% to 16% in two phases in 1990 and 1991. The interest rates of MLCF under the All Island
Self Employment Scheme were increased from 12.5% to 18% in two phases in 1990 and
1991.

The CBSL (1991)!% reported an 81% increase in loans under the NCRCS in 1991 compared to
1990, even after the reform. This was because of higher acreage of paddy cultivation and
increased scale of loan facilities provided and the increase in the number of Regional Rural
Development Banks (RRDB). The Central Bank continued taking a half of the risk of loans and
provides 50% guarantee in respect of losses incurred by banks on loans granted under the
NCRCS.1%¢ A faster growth was observed in the MLCF scheme which was 416% from Rs.160
million to Rs.840 million. The main reason was fund availability and the coverage under the
RRDB. People’s Bank, Bank of Ceylon and RRDB were active in the market.

This indicates that market interest rates have not significantly affected the rural credit market
from the end-users viewpoint. However, as the Central Bank was bearing a 50% risk on credit,
lending institutions were not operating in an ideally open credit market. The government
adopted a policy decision to abolish the 50% loan-guarantee scheme again in 1992 because
of lack of funds.'® This resulted in the participating state and private banks bearing the total
risk of loans that were disbursed. The analysis of credit-distribution over time with the Central

100 CBSL (respective years), Annual Report

101 | oans were provided under this scheme to paddy and 29 other subsidiary food crops.

102 This scheme covers credit for individuals to under take agriculture and allied activities in livestock, small scale industries and services.

103 Karunathilake, H N S (1986)

104 This was substantial in 1991 amounting to Rs.50 million when the total amount of loans was Rs.1052 million (some of them were due in 1992).

105 CBSL (1987), Annual Report

106 CBSL (1991), Annual Report, reported as refinance rates and the on-lending rates under both schemes had to be revised upward in keeping with the demands of monetary
policy (page 151).

107 CBSL (1991), Annual Report

108 This was substantial in 1991 amounting to Rs.50 million when the total amount of loans was Rs.1052 million (some of them were due in 1992).

109 There is no evidence to propose that any of the ADB projects influence the abolition of this facility.



Bank liberal policies of abolishing 50% loan-guarantee scheme, clearly shows that the amount
of credit distributed has decreased (see Table 5.1).

Table 5.1: Amount of Loans Disbursed by the State and Private Banks under NCRC (Rs. million)

Year Peoples, BOC/state Private RRDB Other Total
Bank banks (from Banks
'95 no
separate data)

1989 71 118 7 21 0 217
1990 196 264 26 94 1 582
1991 341 442 33 236 1 1,052
1992 285 326 28 225 1 865
1993 297 323 36 297 4 957
1994 299 293 81 296 8 977
1995 943 85 155 1,183
1996 445 61 80 586
1998 283 77 82 442
1999 271 91 101 463
2001 262 151 225 638
2002 353 161 200 714

Source: Various issues of the CBSL Annual Report

Responding to intense political pressure, GOSL took a decision!? in 1995 to write off all past
due loans provided under NCRCS with a condition that credit-forgiveness was available only
for those who had paid 25% of the loan. Although this decision enabled a large number of
farmers to continue getting credit in subsequent seasons it has created distortions in the credit
market.

The Forward Sale Contract System (FSCS) which was introduced in 1999 provided credit- plus
services. This scheme provided credit for annual cropping and facilitated a forward contract
between farmers and traders. These policies continued to 2004 and thereafter.

5.2.3. Micro-financing and institutions

Micro-credit schemes with their emphasis on group-based collateral and lending, local saving
mobilisation and the use of a range of financial intermediaries evolved in early 2000 and
thereafter as a preferred alternative to the use of subsidised and directed bank lending to the
poor.it Sri Lanka has many micro-credit institutions!!? and GOSL has provided considerable
support for these institutions. The GOSL policy on micro-financing is that there will be
continuous support for the improvement of micro-finance schemes and institutions with a view
to developing them into sustainable, solvent and secure financial bodies.

110 This was not a GOSL policy which will continue in the financial market but was a temporary decision taken as a response to political pressure that was created due to a
severe crop loss under drought conditions.

11 Government of Sri Lanka (2002), Connecting to Growth: Sri Lankan Poverty Reduction Strategy, Colombo (pp 80-81)
112 The large micro-financing institutions are cooperative rural banks, SANASA and Sarvodaya Economic Enterprise Development Services (SEEDS)
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5.2.4. General trend of GOSL rural financing policies

GOSL rural financing policies during the period of analysis (1996-2005) were characterised by
changing interest rates, credit-guarantee policies, and credit refinancing policies and at the
same time there was a series of attempts to expand credit-availability to the rural poor. In
2000 and thereafter GOSL facilitated micro-financing, supported micro-financing institutions
and provided credit-plus services in rural areas. The next section examines how ADB projects
supported these policies.

5.3. ADB projects and their influence on rural financing policies

Promoting rural credit and bringing a commercial orientation to rural financing culture is one
of the main policies of ADB projects. In view of this broader objective, ADB attempted to
develop a policy framework for the rural finance sector to minimise ad hoc interventions and
direct involvement of GOSL in provision of rural finance services. There were several ADB
programmes and projects with components supporting this objective. Some of them were
reviewed for the study and summarised below.

Early ADB intervention in early 1990s: One of the earliest interventions of ADB in rural
credit was through the first Perennial Crop Development Project (PCDP) initiated in 1988,
which was completed in 1997. PCDP had a credit component with a subsidy element attached
to it. It promoted an entrepreneurial approach and the beneficiaries prepared a bankable farm
plan to receive project benefits. The PFIs were nine regional rural development banks, Bank
of Ceylon, Peoples Bank, Hatton National Bank, Commercial Bank, and Seylan Bank. No micro-
credit institution was involved.

Secondly, Agriculture Programme loan (Loan No. 994-SRI [SF]) - (APL1) proposed many
reforms in the rural credit sector through loan covenants. The reforms recommended as
covenants included (a) increasing the interest rates for short-term agriculture production loans
under the New Comprehensive Rural Credit Scheme adjusting in a phased manner to reflect
market rates; (b) end-users’ interest rate to be increased to 12%; and (c) interest rates of the
Central Bank refinancing internal sources to be adjusted at 14% to reflect the market rate.

During the latter stages of the APL1, the Livestock Development Project (Loan No. 606-SRI
[SF]) of ADB was implemented to provide for production and marketing activities of the
livestock sector with a credit line operated through the state and private banks. Even at the
latter stage of the project period (in 1991 - 1992), when the ADB was influencing the credit
market towards commercial lending through APL1, no loans for marketing were disbursed. A
total of US $ 401,000 was used for production activities in the livestock sector. The reasons
given in the Project Performance Audit Report of the same project were mainly unawareness
and lack of proper procedures in credit-delivery programmes. During mid-1990s the credit
operations, mainly from state banks, have not developed into liberal processors in line with
open-market operations.

The most intensive intervention in rural credit reform is found in three ADB projects
initiated in the late 1990s and early 2000s: the North Central Rural Development Project
(NCPRDP), the Second Perennial Crop Development Project (SPCDP) and Southern REAP.



North Central Province Rural Development Project

The loan sub-component of the NCPRDP had long-term objectives of promoting on-farm, off-
farm and non-farm rural enterprises and an entrepreneurial culture in the project areas; and
weaning rural people away from the subsidy culture to a credit culture. The immediate
objective was to promote and assist enterprise and entrepreneurship development utilising
the infrastructure facilities established under the project and/or otherwise and the credit-
refinancing facilities provided under the project. The project provided loan facilities, even in
very remote areas, for various farm and non-farm activities. The credit institutions
participating were Bank of Ceylon, People’s Bank and Rajarata Development Bank. The project
allowed the use of the terms of credit and recovery processes of the respective banks. No
micro-credit institution was used in credit-delivery. Although the project was intended to
support the poor, there was no poverty-targeting system in the credit-delivery process.

Second Perennial Crop Development Project

The SPCDP’s direct objective was to initiate measures to ensure sustainability of credit facilities
provided by several banks, all of which were conventional banks, for perennial crops. Credit
was made available for all the crop-production activities, crop-processing, value-addition and
marketing activities. However, there was a sharp difference between the credit programmes
of the two projects. The NCPRDP simply refinanced the loans provided by the participating
bank without imposing stipulated conditions on loans. A ceiling of Rs.250,000 per loan was,
however, maintained to ensure a wider circulation of loans with available project resources.

However, SPCDP had several conditions for credit-delivery. The Participatory Financing
Institutions (PFIs) were selected on stringent performance criteria such as (@) minimum
annual collection ratio of 80% for the total portfolio; (b) minimum cumulative collection ratio
of 70%; (c) maximum debt to equity ratio of 8:1; (d) the interest rate charged by the PFIs to
be based on Average Weighted Deposit Rate (AWDR) computed by the Central Bank; and (d)
stipulated contribution structure, namely borrowers were to pay 25% (or more), PFIs to pay
10% and project refinancing 65%. At completion SPCDP has disbursed Rs.1,670 million in
2810 loans which are mostly large loans. The poverty-focus in loan-distribution was hardly
visible in the project.

Southern REAP

The purpose of the credit line in this project is to facilitate the investment component of the
business proposals formulated by the enterprise development service (EDS) providers for the
clients through identified financing institutions. This project included micro-financing
institutions (for example SEEDS) in addition to the conventional banks which is a main
difference in the ADB credit policy. The minimum credit limit was Rs.50,000 and for all loans,
including those provided by the micro-credit institution, a proper collateral requirement was
insisted upon.

5.4. Main Features of the ADB Loan Components
There are some features of the credit components of many ADB projects which are
noteworthy.

a. The design of SPCDP, NCP RDP and even the First Perennial Crop Project included policy
recommendations to improve rural financing, but the emphasis on necessary
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infrastructure and capacity development of PFI were inadequate to sustain such policies
and modalities for policy implementation. The loan covenants were provided to
strengthen policy areas but such interventions could not remove some policies and
practices that distorted rural financial markets and made a sustainable growth of credit
institutions impossible.

b. The projects have mainly used the conventional commercial banking system to reach
their clientele except later in the period under analysis when S-REAP used SEEDs and
SPCDP used Bank of Ceylon, Peoples Bank and some Regional Development Banks.
These financing institutions have better rural coverage than many of the commercial
banks. Inclusion of micro-financing institutions and state banks would have channelled
credit in a more inclusive manner to the rural poor. For example, 70.6% of the credit
under the NCRCS basket was mobilised by micro-financing institutions (see section
5.6.3) and the World Bank and the ADB (2004) noted that only 6% of rural credit has
been provided by the state and commercial banking system and the balance was from
various unconventional and micro-financing institutions (see section 5.6.3).

C. Most of the credit lines offered medium and long-term loans. The dominant activities
include on-farm investments (SPCDP), agribusiness (SPCD & Southern REAP), SMI
(Southern REAP), and livestock (livestock project). A minimum loan size was
recommended which had the effect of excluding the poor.

d. Most interest rates were administered rates which were slightly lower than the market
rates. The spread of interest rates, mainly in the SPCDP, did not provide sufficient margin
to the PFIs to make their participation in projects adequately profitable.

The comparison of the two sets of policies indicates that ADB policies have not always
supported GOSL policies, particularly micro-financing polices. The main reason for this is that
ADB was keen to bring prudent credit policies into the rural financing markets and to maintain
features of a liberalised market. The specific impacts of such policies are discussed below.

5.5. Policy impact of ADB intervention in the rural credit market

The ADB rural credit programmes were not effective in developing the rural credit market.
Even after implementation of ADB projects (it is too early to comment on the S-REAP effect
on the credit market) there was no consistent and progressive policy-development in the rural
credit market or effective response to demands for agricultural sector loans. The Consumer
Finance Survey and Socio-Economic Survey (2003/04) of the Central Bank reported (pp.171)
that the agriculture sector including plantations has taken 5.9% of total number of loans and
4.5% of the total amount of loans in 2003/04. In comparison to 1996-1997 situation (i.e. 6%
and 3% of number and amount of loans respectively) there was hardly any increase in
agricultural loans. The utilisation of unconventional credit has not been taken into account in
these statistics. Anecdotal evidence!!* suggests that a substantial amount of credit operations
are carried out in the unconventional sector.

The ADB loan programmes were unsuccessful in sustainably increasing credit-delivery from
conventional state or commercial banks in post-project period (using revolving funds),
increasing the participating rate, securing repayments and reducing the number of defaulters,
and creating a sustained interest among the participating credit institutions in delivering
credit.!** Most of the rural credit components of ADB projects tended to adopt a supply-led

113 Sanderatne (2002)

114 According to the CBSL (2003/04), The Consumer Finance and Socio-Economic Survey Report, Part 1, Chapter 9 there is no notable change in any of these indicators
between the period 1996/97 and 2003/2004.



approach, on the assumption that credit demand would arise once there was availability.!'
Project designs encouraged the achievement of physical targets and assumed that demand so
created would continue in the market and there would be sustained demand for credit. There
is no evidence to support this presumption. The discussions with the Rural Development
Department of the CBSL demonstrated!!¢ that the development of micro-credit facilities is
crucial to the improvement of the overall development of rural financial markets.

However, the ADB projects, mainly the two perennial crop development projects,
demonstrated the feasibility of using credit for developing commercial agriculture. On the basis
of these experiences, the Agriculture Policy Statement of 2006 recognised the importance of
providing commercial-level credit for the agricultural sector and agri-business in addition to
small-scale credit.'’

5.6. Reasons for the failure to initiate a sustainable rural credit market

GOSL and the ADB support and reform polices in the financial sector. Their optimal
performance depends on how conducive various other factors were. The following sections
briefly examine whether the rural financial sector has favourable conditions to operate
optimally.

5.6.1. Credit demand and supply limitations

The literature!® records that there are demand and supply-side causes for the failures. From
the demand side, there were high rates of defaulting'® which limits the demand as the
defaulters are not allowed to take further credit (some treat credit as a subsidy and such
attitudes are consolidated by writing-off loans as the government did on several occasions);
negative attitudes in the community about institutional credit discouraged institutional loans;
the high transaction-cost of borrowing!? - tedious loan application procedures'?!, repeated
visits to the bank before getting a loan and the bank supervision process for approving loan
all contribute to this; lack of required collaterals; and procedural difficulties discouraged the
taking-up of loans. From the supply side, conventional credit institutions faced limitations
such as rigid and high interest- rate policies in comparison to the returns from agriculture and
rural industries??2. The World Bank and the ADB study said that the high interest rate of
commercial lending is partly a result of the operations of two state banks (Bank of Ceylon and
People’s Bank) who take about 40% of the market-share and have high administrative costs
which leads to a high interest rate. It indicates that even the commercial banks have to
maintain higher interest rates!?. The other factors that affect the supply include high
administrative costs in disbursing loans; and lack of support from other institutions to monitor
credit utilisation and repayment. These limitations have hampered the growth of the rural
credit market and hindered bringing commercial orientations and open market credit
operations into the rural credit structure. The assistance provided by the ADB, such as

115 ADB (2001), Impact Evaluation Study on ADB’s Rural Credit Assistance in Bangladesh, People’s Republic of China, Indonesia, Nepal, Philippines, Sri Lanka, and Thailand,
IES:REG 2001-04, Manila.

116 Discussion with Mr D M S Dissanayake, Deputy Director of the Rural Development Department of the Central Bank, Sri Lanka.
117 National Policy for Agriculture (final draft), Ministry of Agriculture, Irrigation and Mahaweli Development, (13th policy statement)

118 Among many the following dealt with this issue: Ratnayake, P (1992); Nakamura, H; Ratnayake, P; and Senanayake, S M P (1997), “Agricultural Development: Past Trends
and Policies” in Lakshman W D (ed) Dilemmas of Development: Fifty Years of Economic Change in Sri Lanka, Sri Lanka Association of Economists, Colombo.

119 Reasons were reported in various Annual Reports of CBSL as crop failures, low returns from crops, and limited off-farm income sources.
120 Sanderatne (2002)

121 World Bank and Asian Development Bank (2004), pp. 24

122 World Bank and Asian Development Bank (2004), pp. 25

123 World Bank and Asian Development Bank (2004), pp .23-26
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consolidating institutional support, credit-monitoring, interest-rate policy, ease some of these
difficulties but need further assistance to make a critical impact.'*

5.6.2. Lack of commercialisation in rural financing markets

Rural financing systems in Sri Lanka have not been fully commercialised. Commercialised
markets should have features such as adopting a for-profit orientation in the administration
and operation of rural financing, even micro-credit; developing diversified and demand-driven
portfolios; cost-recovery interest rates; use of market-base funds - i.e. non-subsidised
sourcing; and channelling credit through conventional financial institutions with prudential
regulation and supervision. Some of the commercial banks and the state banks lack these
features (Hemachandra 2005).1> There is evidence of unsustainable recoveries and credit
revolving processors*?® during the time of preparation of many ADB projects. Ad hoc policies
which are not market-friendly in the rural credit market still exist. For instance, the interest
rate of the NCRCS was revised downward in 2003 to 8% which was below the market rate
and behaved erratically. The interest subsidy on agricultural loans continued to 2004.%
Although interest rates were liberalised in 1977 and this was supported by the ADB projects
discussed in the study, the main components of the interest-rate determinant are less market-
orientated, but more under government control. The determinants are government borrowings
and the dominance of the state banks. Erratic interest rates could have adverse effects on the
mobilisation of domestic savings.!?

A variety of interest rates applied by various lending programmes also creates confusion in the
credit market. Table 5.2 summarises the annual interest rates of various credit programmes of
donors and the GOSL. Such variation in interest rates diminishes the potential for evolving a
commercially effective credit market.

Table 5.2: Credit Programme Financed by Donors and their Interest Rates

Credit Programme (2005 /06 ) and the Funding Agency Annual Interest rates
Tea project (ADB) 8.5-10.5% & AWDR+6
Skill development project (ADB) 10%

Poverty alleviation micro-financing (JBIC) 16-20%

Small farmer & landless credit (IFAD, CIDA) 16-20%

Matale REAP (IFAD) 12%

NCRC Scheme (GOSL) 8%

Sabaragamuwa Rural Development (revolving fund, GOSL) 10%

Southern province rural development (RF, GOSL) 12%

Tsunami focused credit programmes (3 no.) 6-8%

Source: CBSL Annual Report 2006

124 Discussions with the staff of rural financing division of the CBSL.

125 This is one of the reasons that ADB selected banks which has [X] percentage of loan recovery — for this reason, Bank of Ceylon and Peoples Bank were not PFIs for 2nd
Perennial Crop Project, but this policy restricted the credit outreach to the poor farmers in the rural areas.

126 NWP Dry Zone Development Project of IFAD; NCP PRP of IFAD; NCP Rural Development Project of ADB etc.
127.CBSL (2003), Annual Report
128 Hemachandra (2005, op.cit. pp.227)



5.6.3. Financial dualism in the market

Many ADB projects have hardly addressed the issue of financial dualism in the credit market.
Until recently ADB projects and policies supported only one side of the dualistic conventional
lending structure. S-REAP, which was operational in early 2004, was the point of departure for
the inclusion of micro-credit institutions. However, the main source of rural lending is the
unconventional and micro-financing institutions, which were not supported by the ADB
programmes.

Sri Lanka has a dualistic financial system in which organised or institutional credit markets
mostly cater to the modern business sector, while the unconventional credit markets serve the
needs of the traditional rural agricultural sector. Commercial banks, savings institutions, co-
operatives and the share market serve as sources of conventional finance. The informal credit
market operates through cash in hand, friends and relatives, small groups, money-lenders,
indigenous bankers, pawn-brokers, landlords, traders and merchants. The World Bank and
the Asian Development Bank (2004) reported that Sri Lanka’s rural enterprises are financed
by the following sources: 43% from internal resources (i.e. cash in hand), 35% from family
and friends, 2% from SANASA, 2% from private banks, 3% from rural banks, 3% from money
lenders, 6% from samurdhi, and 6% from state banks.

Table 5.3 shows the differences in interest rates and the proportion of rural credit of the two
different sectors. The table also shows that the dualism was gradually disappearing during the
latter part of 1997. Wickramanayake (2004) demonstrated that the dualistic structure has
been disappearing, but at the same time micro-credit institutions are taking the place of
unconventional sector lending.

Table 5.3: Interest Rates and Proportions of Debt in the Rural Sector Classified by Formal and
Informal Sectors

Year Interest Rates (%) Proportion of Rural Debt (%)
Formal Informal Formal Informal
1957 4.5-8.0 12.0-18.0 7.8 92.2
1969 7.5-11.0 26.0 25.0 75.0
1976 8.5-14.0 16.0-50.0 45.4 54.6
1981/82 15.0-28.0 11.0-50.0 42.9 57.1
1986/87 13.0-30.0 1.0 - 30.0 60.2 39.8
1996/97 14.5-29.0 1.0-30.0 68.6 31.4

Source: Wickramanayake (2004)*

In 2003, state banks and commercial banks who participated in the NCRCS have disbursed
Rs.2,617 million, whereas semi-conventional or micro-financing institutions disbursed Rs.6,311
million®3° for agricultural activities. This gives a proportion of 70.6% for micro-financing
institutions in the NCRCS basket. In addition, it is believed that the unconventional sector’s
role will continue, albeit at a lower level.3!

123 Wickramanayake, J (2004)

130 Co-operative Rural Banks disbursed Rs.4,206 million; SANASA, Rs 2,921 million; SEEDS, Rs.1,250 million; and SANASA Development bank, Rs.1,161 million for both
agriculture and non-agricultural activities (CBSL (2003) Annual Report).

131 Sanderatne (2002), Rural Financing in Sri Lanka, PGIA.
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Although this trend was apparent, ADB has given little support to micro-financing institutions
such as small saving groups. Many projects in Sri Lanka,**? and in other countries, show that
micro-financing systems are more useful to the rural poor who are unable to access loan
facilities from commercial financing institutions. Micro-financing can minimise some of the
limitations on the demand side by accepting small-group savings as collateral, and offering
low transaction costs and simple procedures for getting loans.!*3 From the supply side too
such systems have low administrative costs, higher rate of recovery, low rate of interest and
pro-poor credit reach.

There are several micro-financing institutions in Sri Lanka with either government or NGO
support. Regional Rural Development Bank, Govijana Banks, Co-operative Rural Banks, Thrift
and Co-operative Credit Societies, Sarvodaya Economic Enterprise Development Services
(SEEDS) and Janasakthi Banking Societies (JBSs) are some examples. These banks were not
used as participating credit institutions of the ADB projects except SEEDS which was used by
S-REAP.

Table 5.4: Credit Source by poverty groups

Credit Source Very Poor Poor Notso poor Rich Total
Small Village Group 33% 12% 4% 3% 6%
Formal Village Organizations 0% 15% 11% 10% 11%
Village Money Lenders 0% 9% 13% 0% 11%
SAMURDHI Bank 67% 36% 15% 10% 18%
Bank of Ceylon 0% 3% 5% 13% 6%
People’s Bank 0% 3% 14% 23% 13%
Rajarata Development Bank 0% 0% 9% 7% 8%
Hatton National Bank 0% 3% 2% 10% 3%
Seylan Bank 0% 0% 1% 0% 1%
Other Sources 0% 18% 26% 23% 24%
Total HH who got credit (column %) 100% 100% 100% 100% 100%
Total HH in the sample who got credit 3 33 170 30 236
Total HH who got credit (row %) 1% 14% 72% 13% 100%

Source: Herath et al. (2004)

The impact-assessment study of the NCPRDP*** provides empirical evidence in a micro-
environment to support the macro trend of recognising the importance of micro-credit
institutions. The evidence suggests that micro-credit institutions are popular in rural areas
providing almost 100% of the credit needs of the poor. The sources of credit disaggregated by
poverty groups'*® (see Table 5.4) show that the very poor use small village groups, which are
unconventional, and semi-conventional credit institutions such as samurdhi. The poor have
limited sources of credit. The rich have a variety of credit sources as shown in the table below.
The project PFIs are included in these sources and the poor have only limited connection with
these institutions. This shows that the credit programme of the NCPRDP was less pro-poor
and inequitable.

132 Several IFAD projects namely North Western Province Dry Zone Participatory Development Project (2000's); Second Badulla Integrated Rural Development Project (late
1990’s); North Central Province Participatory Rural Development Project (2000's) etc.

133 Wickramanayake (2004 op.cit.)
134 Herath, Weerasinghe and Jayawardane (2004), Project Impact Assessment: NCPRDP, Planning Divisions, North Central Provincial Council.

135 The sample respondents were asked to group themselves into four poverty groups, based on the poverty features they themselves identified. This is a relative grouping
exercise taking each household position in relation to the population of the area. A majority is in the 'not so poor’ group. The income level which was separately analysed
in detailed shows that their own grouping is accurate, where the average household income increases systematically with the decreasing rate of poverty in the groups



5.6.4. Infrastructure inadequacies

Inadequate assistance for institution-building was another reason some of the policy
recommendations on credit operations by the ADB were not sustained. Stiglitz and Weiss!*
raised the argument that the root causes of the gap between demand and supply of financial
services are high transaction costs and risks due to information asymmetries and moral
hazard. This is particularly relevant in rural financing. They stressed the importance of building
sustainable institutions, institutional innovation to reduce costs and risks thus improving
market-driven provision of financial resources. Many institutional deficiencies of conventional
and semi-conventional credit institutions in Sri Lanka have been reported in the literature.'?”
The ADB investments anticipated that the allocations provided as credit lines with loan
covenants would improve the efficiency and the delivery of credit to the rural sector. Progress
has been hindered by a weak institutional infrastructure including lack of competent staff,
weak accountability for problem loans, and political intervention in credit operations.

5.6.5. Lack of facilitative market structures in rural areas

Other necessary market conditions other than credit are weak in many rural areas. Non-credit
market facilities are essential to maximise the utilisation of credit. The empirical results of
Wickramanayake (ibid) showed that a supportive institutional framework involving access to
banking in rural areas, markets, the farm-gate price of paddy (very much influenced by the
guaranteed price scheme for rice paddy) and other crops, and crop insurance have all
contributed positively to the operation of the credit scheme and whatever performance
observed for rice farmers in Sri Lanka during 1980-2001. Although there were government-
supported schemes to cover these issues, their sustenance was changing and unpredictable.
These have negatively affected the sustenance of ADB supported rural financing policies.!3#

5.6.6. Administrative and bureaucratic inefficiencies

These inefficiencies are also an impediment to continuing the credit policies and approaches
that were supported by the ADB. The continuity of revolving funds established by ADB projects
has been ineffective in some cases. The SPCDP and the Tea Development Project (1639-SRI)
had serious limitations in continuing with the credit line and the policies attached to it as a
result of state inefficiencies. In the case of the revolving fund in the Tea Development Project,
repayments from recipients of the original project credit line (tea smallholders, factories, etc.)
were to be pooled into a fund for re-lending through the PFIs after the project closure. The
same was expected at the close of SPCDP. The expectation was to make credit available on a
continuous basis for tea replanting and perennial crop development. Although establishing the
revolving fund has been approved for both projects, the Tea Development Project Loan was
not operational at the end of April 2006**° and the SPCDP has a serious re-imbursement
limitation from the Central Bank at the project closure.'* As a result a large sum of money,
which is potentially available for the agricultural sector as credit, remains out of circulation.
One of the reasons provided by the Central Bank is lack of resources and inadequate
infrastructure to operationalise the revolving funds.

13 Stiglitz and Weiss (1981)
137 Sandaratne (2002, op.cit.)

138 Some of these deficiencies have been addressed in the Rural Finance Sector Development Program of ADB. It supports: (i) conducive policies, (i) supportive legal and
regulatory framework, (iii) institutional reforms for sustainability, (v) strengthening the demand side, and (v) expansion of rural finance in conflict-affected areas. The
programme will strengthen micro-financing institutions and the conventional credit institutions.

139 ADB (2006d), Lessons in Capacity Development: Sectoral Studies in Sri Lanka, Special Evaluation Study, Operation Evaluation Department, ADB, Manila
40 Discussions with the ex-Project Director and the staff of the CBSL.
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5.6.7. Political economic conditions

The performance of rural financing can be hindered by political economic conditions involved
with credit policy. The literature suggests that reforms are easier in a stable macroeconomic
environment.'** In Sri Lanka, political economic forces, such as lobbying by interest groups,
have often disturbed the stability of the macro-economic environment. The interest rate
change and response to it by the private sector is a classic example. Tight monetary policy in
late 1990s and early 2000s led to high interest rates and the private sector protested about
the cost of capital.!*> Nelson (1984)!%* suggested that the private sector in developing
countries, including Sri Lanka, unlike those in the developed countries, ask for relief in the
form of concessions rather than a change of policy when faced with high interest rates.
Political lobbying influences the policy-making authorities. This has happened many times in
Sri Lanka'** and interest-rate policies have been revised several times. These changes bring
about uncertainty and lack of confidence in the credit markets and affect performance.

Taking the political economic realities into consideration, the Central Bank was compelled to
provide several types of credit subsidies, writing off loans and setting interest rates below the
market rates. Such credit subsidies, however, were necessary at that stage in order to foster
rural development.**> The very structure of the credit market and market realities limited the
application of ADB-directed policies. For instance, it took some time for both ADB and the
government to realise the importance of intervening in the micro-financing sector of the
country in addition to the conventional credit market. This intervention is very well-reflected
in the Rural Finance Sector Development Program (RFSDP) of ADB which will invest in the
development of the micro-credit institutions as well as conventional credit institutions.

5.6.8. Macro-economic conditions

Financial assets in an economy should increase at a required rate to support the development
of the financial sector including rural financing. There are certain factors which constrain
financial sector development and those factors affect the development of the rural financial
sector too. Even where the policy environment is conducive the following macro-economic
conditions could limit the development process.%

Sri Lanka experienced high inflation and increasing budget deficits during the 1990s and the
2000s. This resulted in lowering real interest rates which discouraged savings. Low savings
limit the creation of financial assets. High budget deficits experienced during much of the last
two decades'¥ resulted in low government savings. This is another reason for a low rate of
creation of financial assets. A negative trade balance experienced during the period of
analysis*® also restricted the creation of assets. The dominance of the state bank operation
has also been cited as a reason for low performance in the financial sector. The state banks

4 Kellegama (2006) op.cit

142 Kelegama (2006) op.cit.

143 Nelson (1984)

144 Kelegama (2004) op.cit.

5 This type of credit subsidy policies is found in many other developing countries where the agriculture sector is passing through an initial development process. To improve
farmer access to credit and redress income distribution disparities, the interest rate on loans made to agricultural sector entities has been artificially reduced over the
decade to 1970 in Brazil. A great majority of this reduction is a result the Brazilian Interest Rate Equalization System (IRES). About 30% of the total loans available to
farmers by the Brazilian Central Bank are impacted by IRES. Losses to banks that lend at below market interest rates to IRES qualified agricultural entities are reimbursed
by the Brazilian government. (Eduardo Rodrigues de Castro and Erly Cardoso Teixeira (2006), Agricultural Credit Interest Rate Equalization Policy: A Growth Subsidy?,
Contributed paper presented at the International Association of Agricultural Economists Conference, Gold Coast, Australia, August 12-18, 2006). This is mainly to increase
the activities in the agriculture sector with the assumption that it would lead to more and more activities in other sectors. According to Hirschman’s Theory of Unbalanced
Growth, increasing activity in one sector demands that production factors also increase, thereby stimulating investment in ancillary sectors: a chain reaction in which
development of one sector stimulates the development of others. In this perspective it is rational for the government to give various types of credit subsidies.

46 This discussion is based on: Hemachandra, W M (2005).

147 High level of expenditure due to socio-economic and political factors created the budget deficits (Hemachandra, (op.cit.)

148 CBSL Annual Report 1995-2004.



have to finance the government budget deficit, which in 1997 was 15%. This prevents state
banks from operating in a commercially viable manner.

5.7. Impact of rural credit policies on the poor

A well-defined poverty-focus was not evident in many of the projects in the rural credit
operations of ADB. Reaching the poor was seen as effectively the same as reaching small
farmers. In the case of PCDP, the initial project design specified farmers with more than five
acres as the target group, which completely excluded the poor. Project documents referred to
poverty and providing equity in rural financing, but there was very little evidence in PCRs or
other project-related documents!* of any practical efforts to target poverty through rural
financing. The recommendations include some suggestions on improving the poverty impact
of rural financing.

Example from NCPRDP on poverty impacts

The NCPRDP demonstrates the failures to target the poor by applying liberal credit policies
and delivering credit through conventional institutions in rural areas.!*® The target of the credit
component of NCPRDP was to provide 5,600 poor beneficiaries with credit to enable them to
improve their incomes and to generate employment through commercial activities such as
threshing and storing of crops, upgrading of paddy milling facilities, processing of field crops,
and fish production, processing and marketing. Credit was to be provided by PCIs such as the
Bank of Ceylon, People’s Bank, Seylan Bank, and Hatton National Bank from their own
resources, at high interest rates. Collateral was required. Finally, only negligible amounts of
credit had been disbursed at the project midterm review and at the completion of the project.
Even after providing training and capacity-development through service providers to establish
small and micro-enterprises, the total number of beneficiaries was 1,108, against the midterm
target of 1,300 and the appraisal target of 5,600 with a loan fund utilisation rate of only 38%.
The borrower repayment rates were low, between 40% and 60%. Loan activity was
undermined by the exclusion of semi-conventional micro-credit institutions such as non-
government organisations (NGOs) from the project, as was covenanted in the project design.

This section summarises the poverty-impact of credit using those who have obtained loans
from NCPRDP.*>! The findings of the impact assessment were used to assess the poverty
impact. The average loan sizes and the number of loans to the very poor and poor categories
were substantially lower than that of the other two poverty groups in both the districts (see
the bar chart below). It is highly disproportionate to their family monthly income: the loan
size to the very poor is about 168% of their monthly income and the same ratio for the rich
was 445%. This suggests that the poor are very averse to borrowing from project resources
for any purpose. The ratio between family income and the loan size is consistently increasing
with decreasing poverty levels, with an increasing rate, i.e. ratio between the income of the
very poor and the rich is 1: 2.8, while that of the credit is 1: 7.7. While family income is
definitely a governing factor of the loan size, these disproportionate ratios suggest that there
are several other factors relating to rich households which facilitate taking credit. In addition
to the internal factors such as resource level, education, and opportunities, there are external
factors that influence the credit culture. According to the discussion held at Participatory Rapid

149 Impact assessment study of the PCDP, Impact assessment study of the NCP RDP, PCR of the Livestock Development Project.

150 This discussion is based on (i) ADB (2006a), Completion Report - Sri Lanka: North Central Province Rural Development Project, Project Number: 27186, Loan Number:
1462(SF) and (ii) Herath, Weerasingha, Somapala and Jayawardhane (2004), Project Impact Assessment: North Central Province Rural Development Project, Planning
Division of the North Central Provincial Council.

151 The evidence for the discussion was obtained from Herath et al (2004, op.cit.)

41



Appraisal sessions, economic mobilisation, training and skill development to seek
opportunities, motivation towards commercialisation, providing market linkages, facilitating
bank collaterals are some of the important external factors to initiate an effective credit
culture. It appears that the project has failed to contribute to such factors. Provision of credit
by itself is not effective enough to bring about equitable distribution. The credit programme of
the project appears to be less pro-poor.

Figure 5.1: Average size of credit by poverty groups
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Source: Impact Evaluation Study sample data Herath et al. (2004, op.cit.)

5.8. Policies on rural financing of other donors - Impact of ADB policies

The International Fund for Agricultural Development (IFAD) provides a large amount of rural
financing through its projects. IFAD has been in operation in Sri Lanka from the 1970s. There
were a number of projects with rural financing components financed by IFAD.'>> The main
objective of IFAD projects is poverty-alleviation. The main difference between many ADB
projects reviewed in this study and the IFAD project is that the latter has a holistic approach
in addressing poverty, whereas the former has a sectoral approach. The credit components of
many of the IFAD projects were directly targeted on the poor. The specific features of many
credit components of IFAD projects are:

1. Establishing and strengthening rural saving systems including small-group saving and
CBO savings;

2. Promoting micro-credit and micro-credit institutions such as SANASA, SEEDS,
Janashakthi Banking Societies, and some NGOs. These micro-credit institutions have
been linked with conventional banks and IFAD credit lines were provided through
them. There are success stories (NCP PRDP, and Badulla IRDP) and failures (NWP Dry
Zone Development Project). The risk of the loan is borne by project funding.

152 The projects include: (a) Small Holder Out-Grower Estate Development Project (2007) in the plantation and smallholder sector; (b) Matale REAP (2001); (c) IFAD Loan No
384-LK; UNOPS Project SRL/95/F01, North Central Province Participatory Development Project (1995); (d) IFAD Loan No 283-SR; UNOPS Project SRL/90/F01, Badulla IRDP
Project (1990); (e) North Western Province Dry Zone Participatory Development Project (1988); (f) Integrated Rural Development Projects in Kegalle (1980); (g) Inte-
grated Rural Development Projects in Kurunegala & Puttalam (1978)



3. Concessionary rates were provided even for the loans provided through conventional
lending banks such as the Bank of Ceylon and People’s Bank.

4. Credit-plus services are provided along with credit which involves financial training,
mobilisation for group savings, capacity-building and business-training

The IFAD projects listed above have shown acceptable levels of success for small-group saving
mechanisms and small-group revolving loan mechanisms, especially run by women.
Anuradhapura NCPRDP small-group credit culture is one example. These loan systems provide
multiple-use loans, as a stepping-stone into more commercial levels of credit with the
assistance of CBO or Integrated Community Organisations (ICO). The use of the systems for
safety-net purposes is quite important and practised by many in poor communities. In
addition, the beneficiaries have reported greater empowerment as a result of their grass-roots
savings and credit institutions with substantial community funds behind them.!>* The IFAD
Small Farmers’ and Landless Credit Project implemented by CBOSL through SEEDS is another
intervention in developing rural financing.

IFAD intervention in rural financing was also shown in the Women’s Development Foundation
(WDF) in Kurunegala, the Social Mobilisation Foundation (SMF) in Badulla and Anuradhapura
Participatory Development Foundation (APDF). They have been very powerful instruments for
reaching the rural poor with a considerable amount of rural financing. They have developed a
healthy credit culture, mobilisation of savings mobilisation and institutional ownership by the
beneficiaries as a result of their bottom-up approach, which starts from village-based small
groups that gradually federate at village CBO levels and Divisional ICO levels. One of the
major strengths of these institutions is that community groups like the CBO or ICO at Badulla
and Anuradhapura are empowered by their experience of managing technical and financial
accountability.

These approaches and policies are quite different from the ADB rural financing polices. There
is no evidence to suggest that the IFAD rural finance programme was influenced by ADB’s
policy or rural financing approaches.

5.9. Summary and conclusion: Chapter 5

Summary: Rural financing facilitates the commercialisation process in the domestic agricultural
and helps improve productivity by providing capital required for farming. The main form of
rural financing with GOSL assistance is conventional credit and micro-credit through various
conventional banks and micro-credit institutions. With a view to initiating a market-friendly
environment in rural credit systems, several ADB projects intervened with investment
components, credit lines and policy recommendations and loan covenants.

GOSL rural financing policies during the period of analysis were characterised by changing
interest rates, credit-guarantee policies, and credit-refinancing policies and at the same time
there was a series of attempts to expand credit-availability to the rural poor through micro-
credit schemes with their emphasis on group-based collateral and lending, local saving-
mobilisation and the use of a range of financial intermediaries.

Promoting rural credit and bringing commercial orientation to the rural financing culture is the
main aim of ADB projects. This is required in the financial markets to maintain sustainability
and to make credit delivery more efficient. In view of this broader objective, ADB attempted
to develop a policy framework for the rural finance sector which would minimise ad hoc

153 Tmpact Assessment Study of NCP PRDP.
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interventions and reduce the direct involvement of GOSL in provision of rural financing
services.

Conclusion: ADB interventions could not remove some of the GOSL policies and practices (such
as changing interest rates, application of interest rates lower than the market rates and credit
guarantees) that distorted rural financial markets and hindered the sustainable growth of
credit institutions. Most of the ADB projects have mainly used the conventional commercial
banking system to reach their clientele and have attempted to bring in prudent credit policies
and to maintain features of the liberalised market. ADB policies during the assessment period
have not supported the micro-financing polices of GOSL.

The analyses show that the ADB rural credit programmes have not been effective in
developing the rural credit market in the domestic agricultural sector. Even after
implementation of ADB projects, there was no consistent and progressive policy development
in rural credit markets or effective demand for agriculture sector loans. The main reasons
were failures, such as targeting, in the project designs, and more failures in the financial
market. These include limitations on credit-demand and supply, lack of commercialisation in
the rural financing markets, financial dualism in the rural financial market, inadequacies of
infrastructure, lack of facilitative market structures in rural areas for agricultural product and
inputs, administrative and bureaucratic inefficiencies in operating credit and revolving funds,
and political economic conditions, i.e. industrial lobbying through the political structures
influencing the interest rate changes and writing-off debt.

The sector-specific projects of the ADB and regional development projects such as S-REAP
were not exclusively concerned with targeting poverty. The NCPRDP, which is a rural
development project, did target poverty. However, in general, the poverty impact of rural credit
policies and programmes that the ADB has introduced through both types of projects was
minimal.



6. Creating a Commercialisation and Business Orientation

6.1. Introduction

Crop diversification and commercialisation of agriculture has been recognised as an important
strategy for the development of the domestic agricultural sector. The emphasis on cereal
production over the past three decades in most developing countries and rice production in
Sri Lanka has resulted in low output prices and profitability for cereals and has dampened
agricultural growth. To reverse this trend, one of the opportunities identified in the agricultural
strategies of donor agencies is agricultural diversification.'>*

Crop diversification is not a hew concept or practice in Sri Lanka. Traditional farming systems
such as Kandyan Forest Garden Systems and shifting, slash-and-burn (chena) cultivation have
diversified cropping systems.!*> What is new is the introduction high-value crops into cropping
systems and initiating commercialisation and entrepreneurship development in rural farming.
These policies are intended to make the agricultural sector productive enough to face some of
problems listed in chapter 2 and to provide income and employment for the rural sector.

Commercialisation is consistent with the trends in economic transformation where subsidies
for the agricultural sector are diminishing, state intervention in production and marketing is
dwindling and the private-sector role is increasing. The agricultural sector needs a
transformation into business ventures that can respond adequately to market opportunities.
GOSL, donors such as the World Bank!*® and the ADB have supported this transformation
process in various ways and degrees.

This chapter examines the policies that have supported commercialisation in the domestic
agriculture sector. GOSL-specific policies are listed first and then the policies supported by the
ADB are examined in the second and third sections. The fourth section analyses the
performance of ADB policies in supporting the process and their impact on the poor in rural
areas. The chapter concludes with recommendations to improve the effectiveness of
commercialisation policies.

6.1. Government policies for supporting or opposing commercialising agriculture

6.1.1. General policy support for commercialisation

The National Agriculture and Food and Nutrition Strategy (AFNS) of 1984 initially provided
policy support for the commercialisation process. There were concerns in policy-planning
circles even before 1984 about crop diversification and improvement of productivity. The first
of such concerns was diversifying uneconomic tea and rubber lands in the mid-country in the
late 1960s. The concept was consciously and emphatically recognised and supported in the
domestic agriculture sector only after AFNS in 1984. Although there were a few policies
supporting commercialisation*’, the assessment focuses more on the specific policies that
were adopted during the period of analysis of this study which is after 1995.

5% World Bank (1991). ‘Agricultural Diversification: Policies and Issues from East Asian Experience’. Policy and Research Series no.11 of the Agriculture and Rural Development
Department, World Bank in Dunaham (1995), Contract Farming and Export Horticulture: Can Agribusiness Revitalise the Peasant Sector in Sri Lanka, Institute of Policy
Studies, Colombo.

155 There are substantial literature on the subject such as (a) Wickramasinghe, Abeysekara, Jayasekara, and Herath (2002), (b) Wickramasinghe, Abeysekara, and Herath
(2003)

156 The importance of diversification and a concomitant requirement of systemic change, advocating broad-based sectoral investment in adaptive research and generating
market information were highlighted by the World Bank (op.cit).

157 Abolishing the Paddy Marketing Board, allowing the private sector to import fertiliser and other food commodities and tariff policies are some examples.
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The second major policy support of GOSL for commercialisation was initiated at the end of
1996 with the setting up of the waga lanka food drive.!*® This was a response to the FAO
prediction in 1994-95 of a global food shortage in 2005. Commercialisation of subsistence
agriculture was mentioned in the policy brief of the Ministry of Agriculture. The policy was
supported by the introduction of modern techniques (mainly multiple cropping, protected
agriculture, irrigation, seeds and pest control methods for non-paddy crops), the farmers’
company concept and the development of private-sector marketing.

6.1.2. Institutional support for commercialisation

GOSL has facilitated the establishment of several institutions to support private-sector
participation in the agricultural commercialisation process. The National Agribusiness Council
(NAC) was founded in 2000 as a private-sector institution.® Its membership is composed of
18 agribusiness associations representing approximately 75% of the agribusiness sector. The
NAC functions as an umbrella organisation coordinating many other product-specific private-
sector institutions that have a mandate to facilitate business operations in the agricultural
sector. The main product-specific private-sector institutions are: the Fruits and Vegetable
Exporters Association which is involved in both producing and exporting fruits and vegetables;
the Spices and Allied Product and Traders Associations which operates mainly in the spice
export markets; the Floriculture Producers and Exporters Association which mainly assists
floriculture exporters; the Spice Council which operates as an apex body to assist the
development of the spice industry; the Seed Producers Association which works closely with
the Department of Agriculture in producing seeds; the Dairy Development, the Milk
Procurement and Processors Association which are concerned with the improvement of dairy
products; and the Association of Animal Products. Many of these institutions have members
on their boards from the respective GOSL line departments to coordinate GOSL and private
sector programmes.

The NAC was established to provide a wide range of services to its members who are involved
with the private-sector agri-business development activities. These services include providing
marketing and product-quality information, making linkages with various GOSL and other
institutions, coordinating agricultural research and extension activities that the private sector
is keen on getting involved with, and organising technical training programmes. The second
perennial crop project financed these activities. Most of these activities were outsourced with
a payment to state departments such as the Departments of Agriculture and the Export
Agriculture, Animal Production and Health and were dependent on them for technical
interventions. During the project life or thereafter NAC did not have an institutional
development intervention or established self-sustaining efforts. Neither did they have
resources secured from members or from the Government to develop institutional capacity.
Therefore most of these services have ceased to function because of lack of financing and
technical capacities.

The commodity forward contact system under the Govi sahanaya scheme of the CBSL was a
risk-minimising marketing tool that was introduced in 1999 and supported by GOSL to facilitate
commercialisation of rural agriculture. This scheme includes a legally-binding forward
contract!®® agreement between a buyer and a seller. The agreement includes the commodity
volume, quality, the price and the date of the commercial transaction.¢! This system has been

158 CBSL (1996), Annual Report (pp. 31).

159 The establishment of NAC was supported by a USAID project, Improved Framework for Trade and Investment, 383-001". NAC has a mandate to continue to improve the
enabling environment for a viable and profitable agribusiness sector in Sri Lanka.

160 The legal standing of the contract is vested in the Sale of Good Ordinance No.11 of 1896.
161 CBSL Annual Report (1999)



in operation since its inception with varying degrees of performance.? All Rural Development
Banks, Seylan Bank, People’s Bank, Bank of Ceylon, SEEDS and Co-op Rural Banks implement
the programme.!%3 This creates a commercial orientation in agriculture where farmers make
business decisions based on the content of the contract. The contract is bankable and the
farmers can obtain credit on the strength of the contract.

Abolishing the monopoly in agricultural insurance was another institutional support. The
former Agricultural Insurance Board which had the monopoly of agricultural insurance was
reconstituted with a wider scope as Agricultural and Agrarian Insurance Board. With this
change the private insurance companies were allowed to operate in the agricultural insurance
market.

Private-sector marketing was facilitated by the GOSL investment in dedicated economic
centres in Meegoda and Embilipitiya in 2003 providing trading floors for the farmers and
traders to transact.

6.1.3. Regulatory facilities for commercialisation

The other GOSL policies adopted in early 2000 that facilitate the commercialisation were
enactment of the Seed Act of 2003 which recognised private and public sector participation in
seed production, imports and distribution!®*; abolishing duty on seeds, spores, and imports of
planting materials making the private sector competitive in the seed industry; abolishing
import license for maize which is increasingly used in the animal feed industry that is in the
hands of the private sector; abolishing the import duty on all purebred breeding animals;
waiving the duty on irrigation equipments, high-tech agriculture equipment and agricultural
netting for greenhouse preparations to increase the competitiveness of private-sector
investment; and waiving or reducing duty on materials used for packaging milk and juices,
canning and food processing machinery.

6.1.4. GOSL privatisation policy in the domestic agriculture sector

Privatisation!®> has become an integral part of the economic reform process advocated by
GOSL from 1980. Privatisation of input and output market functions facilitates the process. In
the early 1990s, the plantation sector was subject to privatisation and all aspects of
production, processing and marketing were transferred to private sector plantation companies.
This process was facilitated by two Plantation Reform Projects of the ADB in addition to the
GOSL privatisation process.

However, the privatisation process in the domestic agricultural sector was late to start and has
been limited to a few areas. A clear policy statement about privatisation of the domestic
agricultural sector institutions was seen in the National Policy Framework (NPF) of 1995
prepared by the Ministry of Agriculture. The privatisation process was further endorsed in the
National Policy on Agriculture and Livestock (NPAL) drafted by the Ministry of Agriculture for
the period 2003 to 2010. The policy tools that were mentioned in the NPF were transfer of
ownership of several state farms such as Pelwehera and Hanguranketha to the private sector,

162 Every Annual Report of the CBSL reports the progress of the scheme. During the initial period of the scheme, it saw a slow progress of having contracts of about 3,577 in
2000 which was increased to 38,000 in 2003 and progressed further. The typical crops that were included in these contracts are mainly paddy, gingili, maize, onion,
medicinal crops, soybeans, passion fruits, tea leaves, and mushrooms.

163 Weliwita and Epaarchchi (2003)

164 The Seed Act, No 22 of 2003 has the provision to establish a National Seed Council, with members from the Department of Agriculture and not more than four members
from the private sector representing seed producers, seed users including farmers and seed importers. The Council functions as a regulatory body and actual production,
imports and distribution can be operated by the private sector. (Gazette of Sri Lanka, August 1, 2003, Seed Act, No 22 of 2003).

165 Privatisation can be defined as the transfer of ownership of resource and responsibilities for provision of services from the public sector to the private sector.
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production of planting material was to be mainly undertaken by the private sector and state
marketing was to be abolished.

The GOSL has supported the policy of liberalising extension services in the sector. The CBSL,
Annual Report, 1999 says:

“with a view to improving efficiency and to making agricultural extension activities
competitive, a fee-based private extension service was initiated as a pilot project during
the year, under the SPCDP” (CBSL 1999:32).

In line with the privatisation policy, GOSL privatised in 2003 the loss-making National Livestock
Development Board farms in Ridigama, Kandakaduwa, Haragama, Martina farm, Welikada
farm, Kottukachhiya farm and Parasangahawewa farm.6¢

6.1.5. Tariff and subsidisation policies

These two policy areas could influence the commercialisation process. The ADB has not
addressed tariff policy reforms except to say that frequent changes in the tariff policy to satisfy
consumer and producer demands could bring about an uncertainty in the investment climate
of the private sector. However, the performance of export crops such as spices, vegetables
and fruits in the domestic agricultural sector have not been constrained by tariff policy. These
are the crops which have more commercial potential than paddy, potatoes or onions as these
are subsistence crops. Many of the export crops have only to face business turnover tax and
VAT which were comparatively stable. Cess is applied only to plantation crops. The only
possible way of affecting the changing tariff policy was by giving false signals about resource-
allocation - mainly of land. Even land has its structural rigidities and technical limitations on
transferring from one crop to another. These limitations are severe in paddy lands. Therefore
it is imprudent to say whether or not the changing tariff policy on food commodities has a
notable impact on the overall commercialisation of the domestic agricultural sector.

The main subsidised inputs that the GOSL is providing are fertiliser, irrigation water and water
management, agricultural extension, and seed quality certification services. Among these
policies, fertiliser subsidy policy is controversial (see chapter 3 for details). Although the
fertiliser subsidy policy is not directly and decisively supporting the commercialisation process,
the GOSL is adamant about the continuity of the policy arguing that it protects poorer farmers.
Since there is no targeting mechanism for the poor, there is no evidence that this objective is
being achieved. The fact that the government has allocated a substantial amount of money
for the fertiliser subsidy in the ten-year development plan indicates that the government will
continue with the fertiliser subsidy policy. A comprehensive policy analysis is required to advise
the GOSL to reform the fertiliser subsidy policy.

166 CBSL (2003) Annual Report



6.2. ADB Interventions and policies supported in commercialisation

6.2.1. Projects and components

During the period of analysis (1995-2005), the two main sector interventions of ADB for
facilitating the commercialisation process in the domestic agriculture sector'¢” were the first
and the second perennial crop development projects. The S-REAP also assists agri-business
development and the commercialisation of rural agriculture through the business-development
component. The specific policies that the first two projects, and in particular the SPCDP,
supported were improvement of rural credit market facilities; improving extension facilities
through privatisation of extension; providing farm inputs such as farm advisory, marketing,
and technical services for perennial crops; and supporting production of quality seeds and
planting materials on a commercial basis.

S-REAP, which is an integrated rural advancement project, facilitates the commercialisation
programme in the agriculture sector through:

e establishment and expansion of agriculture and agriculture-related micro, small and
medium enterprises (MSMES) in the southern region;

¢ the provision and maintenance of key economic infrastructure such as farm-to-market
roads, village and town fairs;

e the enhancement of capacities, which include agri-business and agriculture
development, in the public and private sectors to facilitate, support and sustain the
development process.

The ADB project interventions in reforming or supporting each policy are discussed in the
proceeding sections.

6.2.2. Fertiliser subsidy policy

ADB proposal and government policy: The fertiliser subsidy has been an excessive
burden on treasury financing.'®® Mainly to rationalise the government expenditure, the
Agriculture Programme Loan (APL1)!%° proposed that the government shall completely remove
all fertiliser subsidies by 31st December 1989 and encourage the private sector to increase
their role in the fertiliser market through maintaining transparency in the market and target
prices of fertiliser by publishing the prices; providing equal treatment of private and public
sector companies with regard to the terms of payment for fertiliser importers; provision of
credit from the banking systems to improve storage facilities and encourage private sector
increase its share of 60% to 80% in the fertiliser market through providing credit. ADB'’s
intention was to support commercialisation of the rural agricultural sector through efficient
financial allocation of the correct type and quantity of fertiliser. GOSL removed all subsidies for

167 There were several other projects and programme lending facilities of ADB which had assistance for crop development focusing on diversification. Most of these projects
operated in the plantation sector except for a few which focused on sugar cane. These include Loan No. 712-SRI(SF): Plantation Sector, for $45.0 million, approved on 27
September 1984; Loan No. 1402-SRI(SF): Plantation Reform, for $60 million approved on 9 November 1995; Loan No. 2-SRI: First Modernization of Tea Factories, for $2.0
million, approved on 2 July 1968.; Loan No. 39-SRI: Second Modernization of Tea Factories, for $3.5 million, approved on 29 October 1970; Loan No. 472-SRI(SF): Third
Tea Development, for $12.8 million approved on 7 October 1980; Loan No. 955-SRI(SF): Smallholder Tea Development, for $25 million, approved on 28 February 1989;
Loan No. 123-SRI(SF): Gal Oya Sugar Industry, for $2.8 million, approved on 24 September 1981; Loan No. 369-SRI(SF): Sevanagala Sugar Development, for $33.9 million
approved on 29 November 1979; Loan No. 526-SRI(SF): Coconut Development, for $12 million, approved on 24 September 1981; Loan No. 899-SRI(SF): Perennial Crops
Development, for $17.3 million, approved on 30 August 1988 (this was included in the review); Loan No. 820-SRI(SF): Agricultural Inputs Program, for $29.0 million,
approved on 16 December 1986; Loan No. 994-SRI(SF): Agriculture Program Loan, for $80 million, approved on 28 November 1989; Loan No. 1127-SRI(SF): Second
Agriculture Program, for $60 million, approved on 26 November 1991. These were not included in the review in this study because either they were operated before the
period of analysis of they focused on the plantation sector.

8 Kelegama (2006, op.cit.)

162 This project was in operation before the cut-off point for this analysis, but is mentioned here to indicate the interest of the ADB in reforming the fertiliser subsidy policy. The
main objective of APL1 was to revitalise the agriculture sector through improving overall productivity and growth in agriculture, achieving a high degree of self- reliance in
rice, enhancing export earnings from tea and minor export crops, and promoting agro-industries.

1
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fertiliser by 1990 (a year later than expected by APL1) with the intension of reducing
budgetary deficit. However, as discussed below subsidy was re-introduced.

Policy Impact: Public expenditure on agriculture was reduced from 4.6 in 1986 to 1.2 in
1992 as a percentage of GDP and this was partly because of the removal of fertiliser subsidy.
Concomitantly there was a reduction in the use of fertiliser from 525,'7° metric tons in 1988 to
436,949 metric tons in 1990, but the usage quickly increased to 548,120 metric tons in
1993170 even before re-establishing the fertiliser subsidy in 1994.17* The paddy sector too
showed an increase in fertiliser use even before the re-introduction of subsidy. The largest
drop in fertiliser use was in the rubber sector mainly because of the low rubber out-prices.
The coconut sector too showed a decline. The latter two sectors have not shown an increase
in fertiliser use even after re-introduction of fertiliser subsidy. In the food-crop sector, there
was no significant diversification of crops during the programme period.'”?

Revised GOSL policy of fertiliser: Because of political pressure and a significant increase
in import prices'”?, the subsidy was re-introduced in October 1994!* and covered 30% of the
prices of fertiliser.!”> The Ceylon Fertiliser Co. Ltd continued to dominate the market accounting
for 30% of the market share.'”® Subsequently, there were several changes in the fertiliser
subsidy policy. The 30% subsidy was abolished in January 1995 and re-introduced in April
1995 with a cap on subsidy allocation.!”” Fertiliser usage showed that such policy changes
affected fertiliser application on crops.'”® However, the fertiliser subsidy policy was thereafter
continued with changes in the rate of subsidy. The basis for providing the fertiliser subsidy
was political advantage and election pledges, rather than evidence-based decision-making.
Mahinda Chintana: Vision for a New Sri Lanka includes provision of fertiliser subsidy in its ten-
year plan.

6.2.3. Rural financing and commercialisation

The importance of rural financing for agricultural commercialisation has been well covered in
research and publications. GOSL policies concerning rural financing and the ADB assistance in
credit were discussed in chapter 4. The concluding statement about bringing a commercial
culture to the financing of rural agriculture is covered in this section.

ADB projects, mainly the two perennial crop development projects, facilitated credit delivery
for commercialisation. At the end of the SPCDP in 2005, 4,586 loans with a value of Rs.1,754.4
million were disbursed for crop cultivation (Rs.1077 million), agro-processing and marketing
(Rs.352.6 million), floriculture (Rs.218.9 million), nursery development (Rs.86.5 million), and
vegetables under protected agriculture (Rs.19.4 million). Almost all the activities had a
commercial nature.'”® The government PCR of the SPCDP reported that most of these loans
were above Rs.200,000 and disbursed though commercial banks with collaterals required as
security. This has restricted access to these loans for small-scale rural farmers. However, the

170 National Fertiliser Secretariat (respective years), The Review of Fertiliser.

71 The fertiliser used in the paddy sector which accounted for 50% of total use rose by 8% where as tea, rubber and coconut dropped by 11%, 7% and 14% respectively
(CBSL, (1994), Annual Report).

72 Gunawardana & Somaratne (2000, op.cit.)

73 The international price escalation was most drastic in urea due to the high cost of raw material and closure of urea plants in major producing countries (CBSL, (1994)
op.cit.)

174 The CBSL, Annual Report, 1994 (page 38) identified this as a significant policy measure.
175 CBSL Annual Report (1995)
176 CBSL Annual Report (1994)

177 The subsidy paid to the importers was at a rate of US $ 80 per mt in Urea and 20 for TSP and later increased and caped at US $ 131 per mt for urea and US $ 29 per mt
for SA, US $ 19 per mt for MOP and US $ 59 per mt for TSP costing the treasury a Rs 1,700 million per year from 1995 onwards.

176 Ekanayake (2006, op.cit.)
173 Project Management Office (2006), Project Completion Report of the Second Perennial Crop Development Project, Peradeniya.



project encouraged a culture where resourceful investors started taking bank loans for
commercial agriculture.'® Except for a few isolated cases this had not been the case in
Sri Lanka before the project. The project improved bank officials’ capacity to operate
commercial agricultural loans. This was a positive contribution to GOSL efforts to facilitate the
commercialisation programme in domestic agriculture.

6.2.4. Privatisation of extension

The SPCDP facilitated the attempt to privatise agricultural extension on a pilot basis in 1988.
GOSL had accepted this as a policy. The basis for GOSL acceptance was that private sector
extension would be able to deliver demand-driven services, which would be more efficient in
comparison to public-sector extension, and be able to recoup part of the service cost from the
beneficiaries.

The present system of extension in the perennial crop sector has a supply-driven approach
where two leading government bodies, the Provincial Departments of Agriculture and the
Department of Export Agriculture provide extension advice and training.'®* The SPCDP also
supported the regular extension activities of these institutions'®. However, it was claimed that
these institutions were not equipped to provide extension material for commercialised agric-
business ventures. The existing private-sector extension services were highly commodity-
focused. The Ceylon Tobacco Company deals only with tobacco farmers; the Chemical
Industries of Colombo deals with agrochemicals, and the Dairy Farmers Association focuses
on dairy products. These systems covered only a limited geographical area and there were
few attempts to broaden the concept by sharing lessons.

Project Interventions: The project covenants of SPCDP had conditions for utilising private firms
to provide extension services to the perennial crop growers. Accordingly, contracts were given
to three private-sector companies to provide extension. These are Ma’s Tropical Food
Processing Pvt. Ltd for food and spices in the Matale District; Environmental and Management
Lanka Pvt. Ltd. for flowers and foliage in the Western, North Western and Central provinces
and CIC Fertiliser Pvt. Ltd. for fruits and spices in the Western and North Western provinces.

The Ministry of Agriculture, accepting the concept of private extension, contracted with the
private-sector companies to facilitate the process and monitor it. The agreement stipulated
that service-providers should make technical, financial (mainly credit), marketing and training
services available to the beneficiaries for an agreed fee. The SPCDP paid the salaries of the
officers engaged in delivering the services. These companies began contacting farmers with a
view to providing extension from 2001.

Performance of the pilot intervention of SPCDP: In most cases the service-providers
supported obtaining credit. The GOSL PCR of the SPCDP reported that only CIC provided
training programmes in addition to facilitating credit.’®> The services rendered by the
companies were mainly to facilitate obtaining the loan rather than providing technical
extension information.

18 Discussions with BOI and Export Development Board — Export Agriculture Division, revealed that there were a few cases who took bank loans with the support of the Export
Development board for setting up protected agriculture (under green house conditions) for production of various exotic vegetable such as salad leaf, paprika, red lettuce
etc.

81 There are other public institute providing agricultural extension such as National Department of Agriculture, Mahaweli Development Authority, Agrarian Development
Department, Provincial Department of Animal Production and Health, Small Holder Tea Development Authority, Coconut Cultivation Board, Rubber Extension Service,
Cashew Corporation, HADABIMA etc. Their role is highly commodity- or area-specific.

182 Regular extension activities included conducting awareness and promotional programmes, facilitating business proposals and loan procedures, training programmes and
demonstrations, and print and electronic media communication (GOSL PCR).

183 About 80% of these training programmes, a total of about 100 in number, were on crop cultivation and the balance was on fertilizer application which was one of the
commercial functions of CIC.
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The continuation of linkages between the private companies and the farmers only existed
during the project period. There is no evidence of post-project continuation of such linkages.
Interviews conducted with the CIC and Ma’s did not reveal any post-project service-provision.
This indicates that the efforts initiated by the project to establish private extension services
are not sustainable. The Ministry of Agriculture called for bids from the private-sector
organisations during the SPCDP period to participate in the process with a view to expanding
the same services in other areas and for other commodities. There was no willingness from
the private sector to continue with a similar service. The reasons for lack of sustainability in
the pilot programme are assessed in subsequent sections.

6.2.5. Research and research policy supports

Since the late 1990s, the Ministry of Agriculture has endorsed the policy of introducing
commercialisation to the rural agricultural sector. The technical departments under the
ministry, such as the Department of Agriculture, Department of Export Agriculture (DOA) and
Department of Agrarian Development, the main public-sector service-providers in the
agriculture sector, continued with the regular extension, research, input supply and water-
management programme, even after promoting commercialisation. Many of these
interventions have a supply-driven approach. Assistance provided for the processing of
essential oils and value-added products of pepper, coffee, and cardamom from the
Department of Export Agriculture (DEA) in the direction of commercial agriculture was an
exception. Another exception was the assistance provided for group-processing, and central-
processing for cinnamon, pepper, clove, and nutmeg, again from the DEA. This was initially
facilitated by the first Perennial Crop Projects and continued under the SPCDP. In both cases
however, there was no research component supporting these activities.

Agricultural diversification and commercialisation requires research efforts to develop
innovative solutions to new problems associated with alternative and unknown production
enterprises. A good example was the need for a new variety of tomato suitable for pulp
production when AgEnt!®* was supporting business in tomato production and related
industries.'® In a commercialisation environment, research and extension priorities should
largely be demand-driven. GOSL’s institutional focus on investments in research and extension
systems did not respond adequately to demand. Traditional research projects by DOA and
DEA have long time-horizons, crop-specific (i.e. yield increases as heavily applied in paddy-
sector research, shorter duration cultivars such as maize, paddy and chillies, improved quality
characteristics such as capsicum, papaw etc., and greater tolerance to pest stresses) , or
adaptive types of research.

Project interventions: SPCDP encouraged, through CARP, agricultural research that would
respond to some of the needs of the commercialisation of agriculture. Examples of such needs
are good-quality seeds, short-term high-yielding varieties, the possibility of diversifying
farming systems, processing and value-additions, control of post-harvest losses, and high-
tech agriculture such as tissue culture. A review of the list of contract projects proposed for
support under SPCDP*% shows that much research has a commercial orientation and supports
crop diversification.'®” This push in the research system has had an impact on the long-term
outlook of the CARP policy. The review of research policy shows that research and extension

18 The USAID assisted project which encouraged agri-business during the late 1990s.

185 The DOA has never produced a variety for tomato pulp production even after completion of the AgEnt programme (personal discussion with the staff of HORDI and a review
of the list of research topics supported coordinated by CARP).

186 GOSL PCR of the SPCDP lists all the contract research topics.

187 Out of 46 research proposals that have been accepted for CARP and SPCDP funding, 22 were supporting commercial agriculture of perennial crops, commercial meaning
responding to specific commercial needs of productivity improvement or diversification etc.



focus must shift from being supply-driven to becoming more market-driven and that the focus
must shift from increasing productivity to increasing profitability.!® This can be considered as
an important contribution to reforming policy and shifting the attention of the line departments
to promoting commercialised agriculture.

6.2.6. Business development

The need for business development in the agriculture sector has been acknowledged by
governments in the late 1990s and early 2000s and in a recent Agriculture Policy Statement
Both SPCDP and Southern REAP initiated and supported agri-business development activities.
The SPCDP facilitated this process through extensive involvement of the project and the three
private sector companies who were chosen to provide extension support. The main activities
were facilitating the preparation of business plans - in most cases this was related to crop-
cultivation or processing -, making credit available and providing the necessary training.
Involvement of the private sector in the initial business planning process was minimal. The
line departments too were not directly involved in the process of business-plan development.
It was the project officers who coordinated business-plan preparation. There was no capacity-
improvement of department officials on this subject. Therefore any continuation of the agri-
business activities needs to be undertaken by the private sector.

Project interventions - SPCDP: The National Agribusiness Council, which was already formed,
was identified by SPCDP as a co-ordinating body to win the support of the private sector for
business-development activities. This was accepted as a policy in 2001 by the Ministry of
Agriculture. NAC was commissioned to:

e provide agribusiness and market information;
¢ train investors and the staff;

e devolve contract research to CARP to oversee the business orientation is built into the
research process.

The costs of items such as recurrent and technical services incurred in the process were met
by the project.'® During the project period the NAC conducted several training programmes'®°,
produced a number of market-analysis information reports and coordinated some of the
research proposed by public bodies. In delivering the services and training, NAC out-sourced
many activities to the regular training staff of the Department of Agriculture and DEA.

There appeared to be little direct involvement between the other private-sector agents which
were co-ordinated by the NAC and the beneficiaries. The business information that was
collected by the NAC did not get through to the trainees. No-one took the responsibility of
checking whether trainees or other beneficiaries were actually starting agro-businesses.
These limitations meant that NAC involvement failed to foster agribusiness activities on a
sustainable basis. There were no outreach programmes to serve the rural sector. This
programme could only be expected to have a small impact on poverty.

Project interventions - S-REAP: Southern REAP used a different approach, involving the
private sector extensively and directly. The S-REAP contracted a private-sector organisation as
the main Enterprise Development Service (EDS) provider.?®* EDS was well-integrated into the

188 CARP (February 2007), Reviewing Sri Lanka’s Agricultural Research and Extension System: Towards more Innovation and Market-orientation, Draft Paper of CARP.
182 The total financial support that SPCDP provided to the NAC was about Rs 12 million (GOSL, PCR of the SPCDP).

1% The training programmes included agri-business management principles, protected agriculture, cultivation practices of crops such as vanilla, pepper, orchid etc., nursery
management etc.

191 The principle EDC is ISB of Kurunegala. Under the direction of ISB, several EDS providers are assisted by S REAP.
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local business community, i.e. small-scale business providers, private-sector firms, and had
various contacts with micro-enterprise clients as well as with larger businesses.!*? Agri-
business was one band of the spectrum.

The EDS provider picked out viable micro-enterprise activities and organised meetings with
existing and potential micro-entrepreneurs to identify candidates for new business activities.
During these meetings, micro-entrepreneurs or potential clients of EDS providers proposed a
potential enterprise. Examples were new cultivations of cash crops, food processing (dairy-
based products and crop-based confectioneries were common), value-added agricultural
products and high-value processed products. In some cases, these entrepreneurs formed
‘enterprise clusters’ and the EDS provider fostered market linkages between the clusters and
marketers. The EDS providers contacted the potential future clients that would join the micro-
enterprise cluster and provided technical requirements, product characteristics and the
estimated demand for the new or adapted products that the cluster was offering. A successful
case involved dairy-based products in Galle and Matara. The EDS provider co-ordinated and
organised training. In many cases it represented CEFE or SIYB methodologies promoted by
GTZ and credit from the ADB designated financing institutions. EDS providers provided
assistance to prepare business plans, submit them to financing organisations (both
conventional banks and micro-financing institutions), obtain credit for the micro-enterprise!®
and initial monitoring. SEEDS is an example of micro-financing institutions providing these
services, both as an EDS and a financial institution.

The incentives for the EDS to operate in this field are the commissions that they get for all the
services provided to clients and allowances to cover total recurrent expenditure that the
S-REAP providers. EDS such as SEEDS, which is one of the main EDS providers working with
S-REAP, claimed that they would continue to have business clientele with the involvement of
S-REAP and believed they would continue even after the project.

In terms of policy of agri-business development the Southern REAP intervention has
contributed in several areas:

e accepting private-sector organisations (EDS providers) with government funding-
assistance to play a main role in the facilitation process and promotion of agri-business
activities (however, auditing requirements undermine true private-sector operational
modalities'®*);

e providing operational modalities in business promotion, establishing and maintaining a
close involvement between the small-scale entrepreneurs and the private sector;

e accepting technical business proposals prepared by the EDS providers by both state and
private banks for financing (conventionally the banks or a state institution prepared
these proposals - an example is the First and Second perennial crops projects for the
bank or project officers helped with the business proposal), and EDS involvement is a
sustainable way of preparing business proposals in the rural sector;

¢ gaining the support of the pradeshiya sabha and provincial politicians for direct private-
sector involvement with GOSL funding for the promotion of a rural business
environment;

192 Based on a telephone interview with the manager of EDS in Galle and Hambantota.

183 By February 2007, about 3500 micro-enterprise loans have been disbursed and a notable proportion of this was for agribusiness activities (discussions with the Project
Manager of the S-REAP).

19 Based on discussions with the Project Manager, Mr Gamini Kularatna.



e maintaining a mandatory share of rent from public infrastructure facilities such as local
fairs and markets for the maintenance of such activities.!*

6.2.7. Increased private-sector participation

Private-sector participation in agricultural development with GOSL and ADB support was
limited to providing privatised extension. Bodies such as CIC and seed importing companies
are active in the agricultural sector on a commercial scale. GOSL and ADB policies ensure
private-sector participation. However, in order to obtain deep and widespread participation,
modalities need to be developed to secure private-public partnership. There were no ADB or
government programmes to support such modalities.

6.2.8. Sustainability of the business development efforts of EDS providers

It is critical to continue with the services of the EDS providers for business promotion in
general and agri-business promotion and assistance in particular. The S-REAP provided certain
essential financial and technical services such as an allocation to cover recurrent expenditure
and appraising the business proposals prepared by the EDS providers. The coordinating EDS
provider, ISB, Kurunegala which is the main body for coordinating and providing institutional
support to the EDS providers, also receives heavy assistance from the S REAP. Discussion with
some of the EDS providers and with the project manager indicated that many of these EDS
providers still need assistance to provide business services. The expected service-fee from
potential entrepreneurs is inadequate because of the small number of investors requesting
the services. After the project closure, there is no body to continue such technical and financial
assistance. There is no indication at present that the EDS providers could self-sustain. Some
felt they were too new to the system to self-sustain as service-providers. They also felt that
factors such as market facilities, credit and lack of training personnel prevent them becoming
business facilitators. This will affect the continuity of the activities and policies that have been
initiated. The current situation indicates that there are good practices, but is doubtful whether
the model will be suitable for a larger section of the community.

6.2.9. Prices and market rationalisation

GOSL Policy: During the early 1980s and mid 1990s there was direct GOSL intervention in
marketing domestic agricultural products.'®® The Paddy Marketing Board (PMB), Cooperative
Wholesale Establishment (CWE) and Food Commissioners Department (FCD) were the main
bodies that intervened in the markets of domestic food-crop sectors. The perpetuation of
these bodies is not compatible with a policy of commercialisation as public subsidies will distort
the market environment.

The main objective of the PMB was to operate a Paddy Guaranteed Price Scheme (GPS) in
order to ensure a reasonable price for both producers and consumers and to supply milled
rice to consumers at a fair price. It also markets a small amount of pulses and grains. The
CWE was very active'®” in marketing not only agricultural products but other consumer goods
as well. It imported essential food items with a view to meeting food-security conditions. The
role of CWE reduced significantly after 1996 when the private sector was allowed to operate
in import markets with licences, but still continue with the traditional functions of storing

1% This is essential as local authorities allocate inadequate funds for the maintenance of such public infrastructure and they soon deteriorate.

1% Both GOSL and ADB Policies during this period is outside the scope of analysis. However the marketing policies of the GOSL have affected commercialisation and the ADB
emphasised on market rationalisation through APL 1, the policy changes were briefly dealt with.

187 CWE has 42 wholesale wear houses, 149 retail outlets, and 4000 active franchise-holders (Kelegama, 2006, op.cit.)
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essential food items and distributing them. There is political pressure to maintain CWE as a
state body. It was very clear that there was a policy reversal - CWE was privatised in 2005 and
re-nationalised in 2006. This was mainly to maintain food security which is considered a
political imperative. The FCD functioned as the distribution arm of the PMB when it was in
operation. Currently FCD regulates the food import market through provision of licences for
food imports.

ADB intervention in market rationalisation: ADB’s initial intervention to rationalise marketing
and prices came with APL1. One of the major policy and institutional reform measures of the
programme was rationalising the PMB. Among the three main bodies involved in marketing,
APL1 addressed the reform of the PMB. Initial steps were taken to reduce the operating losses
of the PMB. The number of storage and milling facilities of the PMB was reduced, and PMB's
overdraft was converted to a term loan.

Performance of the PMB: During the programme period of 1985-90 the volume of paddy
purchased by PMB declined rapidly to about 0.2% and private-sector participation in the rice
market increased. This could be because of ADB intervention and the liberalisation drive!s®.
There was a political influence during 1995 which led to an increase in the operation of the
PMB. The main reason for the influence was that the farm-gate prices of paddy were so low
that farmers were not receiving an adequate price. The volume handled by PMB increased to
10%. This was only temporary and the PMB could not operate economically in the market. It
ceased to function in 1997 and was formally disbanded in 2000.1%

Lost opportunity in policy reform: Except for the reduction of the tree crop taxation, all the
policy reforms proposed in the APL1 were reversed. In the case of PMB, the main reason for
the closure, according to GOSL sources, was the financial loss incurred rather than the reform
process. The very reason for the reform process was the expected loss of profit as rationalised
by the ADB in the APLI documentation. There was evidence of continuous losses and
mismanagement of PMB. However, political decisions led to a policy reversal in 1995 and PMB
re-entered the paddy market. In 1997, closure was inevitable because of severe financial
loses. As well as regular losses, PMB’s ineffectiveness as a market player prevented it from
disposing of an accumulated stock of rice. This resulted in debt of Rs.2 billion to the domestic
banking system.?® The policy reform recommended by APL1 would have been adopted while
PMB was going through a period of unstable performance. Political imperatives allowed the
Board to function until it had unaffordable losses.

6.3. Overall impact on the government policy of commercialisation

Since the early 1990s, ADB and several other donors have stressed the importance of agri-
business development and crop diversification in the commercialisation of agriculture. ADB
has invested in activities which demonstrate the feasibility of the process. These programmes
have complemented GOSL policies to encourage commercial orientation in agriculture.

e The Ministry of Agriculture has accepted the need for private-sector participation in
agro-enterprise. An enterprise development division was established with the support of
the national budget in the Agriculture Ministry under a director. It was charged with co-
ordinating the private sector, chamber of commerce, farmers out-grower system and
markets;

%8 The reduction of the PMB role in marketing was mainly attributed to the economic liberalisation process and structural adjustment process proposed by the World Bank and
IMF rather than the intervention of the ADB project (CBSL, Annual Reports, 1989-92).

199 CBSL, Annual Reports of respective years.
200 CBSL (1995), Annual Report, pp.23



e Establishing an enterprise development unit in the Department of Agriculture with a
budgetary provision. This unit is responsible for providing training, business ideas and
extension. However, this is not linked up with other programmes of the DOA.

e A ten-year plan of the DOA has recognised the importance of developing fruits,
floriculture and protected agriculture as commercial activities. About 15% of the five-
year budget from 2007-2012 has been allocated for these commercial activities.?"

e DEA has accepted the importance of commercial orientation for crop-development
programmes for agricultural exports and allocated a substantial amount of funds in the
ten-year (2006-2017) development plan for the agricultural export-crop sector. The
commercial activities included in the programme are CBO-based group- processing of
spices and beverage crops; investment in central processing centres with out-grower
systems for cinnamon, pepper, clove, and cardamom processing; and dissemination of
market and trade information.2%?

e Sharing public resources in research institutes with the private sector to initiate a
private-public partnership in conducting research. This system will incorporate some of
the needs of private-sector commercial agriculture into the research system.

¢ Accepting the need for achieving competitiveness in the agricultural sector by increasing
both productivity and improving product quality in the domestic agricultural sector

e Accepting the involvement of community-based organisations as partners in agricultural
extension; and encouraging private-sector participation in extension.

e Encouraging technical departments to facilitate and direct CBOs, other farmer
organisations and the private sector to be partners in the development process and
making linkages with private marketing systems.

6.4. Constraints in facilitating policy in commercialisation of domestic agriculture

The World Bank (1991) and Gunawardana and Somaratne (2000) noted that the process of
commercialisation in the sector has been very slow. The process is constrained by several
factors. This section highlights them with a view to improving future policy-making processes.

6.4.1. Limitations in the facilitative environment

1.

Research and extension to generate and disseminate the required technologies in a wide
array of commodities: Crop diversification and the agro-business process involve active
and flexible decision-making. Technical options need to be available to facilitate such
decisions. High commodity bias (paddy and a few food crops, a few export crops) in
research and extension does not provide this wide base.?®* None of the ADB projects or
GOSL programme have taken adequate efforts to broaden the base of commodity research
to offer a variety of options for commercialisation.

Establishment of secure rights to scarce resources and markets for those rights: This is a
particular problem for land as a resource. Restrictions in the land market have been
identified as a bottleneck in the commercialisation process. There were some efforts, with
donor support, to rationalise land titles and allow liberalisation in the land market. ADB

201 Department of Agriculture (2006), Five Year Work Plan: 2006-2010
202 Department of Export Agriculture, Six Year Development Plan (2005)
203 Even the contracted research programme which was part of the support for agri-business activities under SPCDP had a limited number of crops for research namely

anthuriums, cardamom, cinnamon, cocoa, floriculture, guava, jak fruit, marketing fruits, papaya, pineapple. There were no research activities for livestock activities.
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has not intervened to influence land-market changes. GOSL has not made a commitment
to liberalise the land market so this will continue to be an impediment.

3. Investment in rural infrastructure and markets: This has been a policy of all governments
and many donors; ADB has supported building up the infrastructure. Investment in
developing market structures is low and this is a problem for commercialisation.2%

4. Continuous investment in upgrading the sanitary and phytosanitary (SPS) laboratories:
Prospects for agri-business depend heavily on the performance of export markets for the
products. SPS measures have been identified as a problem in promoting exports.?®> Apart
from many limitations associated with increasing quality of export products2,
entrepreneurs who are willing to invest in quality-improvement complained that quality-
testing facilities are lacking.?” This is a hindrance to increased commercialisation in the
sector. No ADB project has invested in this area.

5. Availability of specialised inputs, and investment in the processing level: Shortages of
appropriate machinery and light farm tools, processing equipment and machinery with low-
cost energy are often said to be limitations on improving agri-business.

6. Knowledge of the export markets and credibility as a high-quality producer: Both are
lacking in the agri-business sector. Acquiring the necessary knowledge and reputation
takes time and effort. GOSL efforts towards getting a brand name and Geographic
Indicator status for tea and cinnamon will set the stage to identify Sri Lanka as a quality
producer.

6.4.2. Failure of privatised extension system

Extension has been a public good in Sri Lanka and in many other Asian countries. Economic
theory posits two important characteristics of public goods: they are non-rival (that is, the
marginal cost of providing the good to an additional consumer is zero) and non-exclusive
(that is, no consumer can be excluded from consuming it).2®® This theory generally applies to
the extension service in Sri Lanka: when there is extension dissemination in a community, any
additional farmer using it will not have a marginal cost and no farmer can be excluded from
using the information. Even the farming information received through training is generally
shared among the peer-group members according to traditional customs.

According to this argument, privatised extension systems will have a demand if the
information is unique (uniqueness could be because of time utility, place utility and price
utility), highly commodity-specific and carrying a high proportion of internalised information
(as against the externalities). An example would be high-value crops cultivated in a
greenhouse culture. All extension advice should be unique, case-specific and has a direct use
in field operations. Beneficiaries would be willing to pay for such extension advice. Investors
have taken such specialised extension advice from privatised channels on many occasions
under SPCDP.

However, this is not the general agriculture environment in many rural areas. Commercial
orientation is only marginal and therefore specific information in the rural agriculture systems
is not sought. Privatised extension services could be effectively activated when agriculture is

204 World Bank and ADB (2005, op.cit.)
205 The literature dealing with this subject includes Herath (2001, 2006, op.cit.)

26 Lack of knowledge about quality, poor post-harvest processing methods, lack of price incentives in the markets for better-quality products are limitations (Anura Herath,
2001, *Cost of Compliance of Sanitary and Phytosanitary Requirements in Beverages and Spices in Sri Lanka’, paper presented at ‘Negotiating Agenda for Market Access:
Cases of SPS and TBT', 24-25 April, 2001, United Nation, Geneva. [available at www.unctad.org/trade-env]).

207 Anura Herath (2006).
208 Broadway, R W and Bruce, N (1984).



sufficiently commercialised. Such a form of agriculture would search for specific information
which would be very specific. According to these arguments it cannot be expected that
privatised extension would be effective at the early stages of commercial agriculture.

The study conducted by the Hector Kobbekaduwa Agrarian Research and Training Institute?®
confirmed these views and showed that privatised extension service is not generally
acceptable in the rural sector. The study also showed that rural farmers preferred a public-
sector service-orientation to the profit-orientation of the private sector. Farmers feel a general
distrust for the concept of privatisation and reject the user-pay extension service. The
privatised extension service has not created trustworthy image even in areas where the SPCDP
has operated.?® The study showed that the private sector has failed to develop and maintain
a congenial relationship with the farming community; the private sector lacked permanent
personnel responsible for the delivery of extension input compared to the responsible service
provided by the public-sector extension officers.

Can the private sector fill the gap left by the withdrawal of public-sector extension? Until there
is evidence that it can it would be harmful fully to privatise extension.

6.4.3. Effective information dissemination

Producers and processors need to adjust rapidly to changing national and international market
opportunities if diversification and commercialisation are to be successful; there must be quick
recognition of opportunities; access to appropriate technologies and knowledge, and fast
adoption of these technologies in the producers’ fields and factories. Most of these are made
available to the entrepreneurs through efficient information flows and communication
mechanisms. This requires efficient back-and-forth flows of information from researchers and
market agents to extension agent and then to farmers and processors.

Although the DOA and DEA disseminate information, linkages of the nature summarised above
are not effectively functioning. Information about markets, prices, which products there is a
demand for and associated quality issues are available from the Export Development Board
but there is no effective system for passing it on to farmers. There is an urban bias and
information asymmetry in the agriculture sector. Future projects must reduce this mismatch.

6.4.4. Disorganised marketing systems

The marketing system is very disorganised in Sri Lanka. This results in heavy post-harvest
losses, high transaction marketing costs of and high price fluctuations. GOSL has not made
substantial attempts to form a national private company with private traders and farmers’
organisations as stakeholders to undertake marketing. There was a GOSL proposal for setting
up an Agricultural Purchasing Authority with high investment from the government, but this
has not got past the discussion stage.

6.4.5. Lack of proper sequencing - Overall policy reform failure

GOSL has adopted several pro-commercialisation reforms in the domestic agricultural sector.
These did not entail complete system changes such as privatisation of plantations. Many of
the reforms promoted the commercialisation of domestic agriculture. However, a proper
sequencing of reforms and adequate facilitative structures were lacking. Liberalisation of

209 Weerakkody, P R; Kumar, S K and Ratnayake (2004)
210 This was further validated when the Ministry of Agriculture has advertised to expand the services and found no response.
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fertiliser marketing made product adulteration easier so regulatory capacity for controlling
fertiliser quality was required. This was used by the proponents of fertiliser subsidy to oppose
the policy.2!

The rice trade was liberalised by reforming the PMB, before producers’ marketing capacities
were developed. This resulted in widening trade margins?'? and the JVP-PA coalition argued
strongly for the allocation of funds for paddy purchasing in 2004. The process of
commercialisation is impeded by ad hoc policy-making and reversal.

6.5. Poverty impacts of policy on commercialisation and agri-business

Participation of the poor in commercial agriculture

The Impact Assessment Studies of NC RDP of the ADB, NCP PRDP of the IFAD, and detailed
discussions with the project officers of the SPCDP and Southern REAP showed that those who
have established commercial agricultural operations are resource-rich farmers. There are
operational conditions attached to SPCDP and S REAP, as listed below, which exclude the poor
from getting into commercial agriculture:

e The minimum limit of credit provided under the SPCDP and S REAP was Rs.200,000 and
Rs.50,000 per sub-loan respectively. This scale of credit is not pro-poor. The Consumer
Finance Survey of 2003/04 showed the average size of agricultural loans were about
Rs.9,000 and industrial loans of about Rs.40,000 per loan;

¢ Collateral, which poor farmers do not have, is needed to get a loan from either project;

e No micro-credit activities mobilise community-group savings or disburse credit from
micro-credit institutions (SEED of S REAP do to some extent but they do not apply some
of the micro-credit tools for S-REAP activities) so that poor farmers could benefit; and

e Two ADB projects with commercial aspects have not used exclusive targeting criteria for
selecting the poor as project beneficiaries.

There is no evidence that the poor have been directly targeted as beneficiaries of
commercialisation policies. This needs to be recognised in future policy formulation processes.

Increasing income fluctuation

High-value crops are subject to severe price fluctuations because of heavy involvement in
domestic and export markets. For example, pepper income has been increasingly variable
during the last two decades.?*3 To promote pro-poor diversification with high-value crops,
investment should therefore be directed to reduce yield and/or income fluctuations by
developing yield stability and market stability. No intervention in this area was evident in GOSL
policies or ADB policies. An increased participation of the poor in commercial agriculture
cannot be expected under such an environment of risk.?'4

21 Fertiliser Secretariat (2000) mentioned adulteration as a major problem in the open market.

212 Based on uunpublished information in the price recording systems of HKARTI shows rapid increase of consumer price of rice since 1997.

213 Anura Herath, (2003)

214 A number of research studies have repeatedly shown that poor farmers are risk averse and they attach safety-first objective in the agriculture sector.



6.6. Indirect benefits of commercialisation policy for the poor

Commercialisation and crop-diversification policies have several indirect benefits for the poor.
These benefits are summarised below. The information came from meetings with former field
officers of the SPCDP and clients of BDS of the S REAP.

Employment generation

The commercial drive in seed and planting-material production generated substantial
employment opportunities because the landless rural poor provided the labour. There was
demand for labour for harvesting, cleaning, grading, and packaging of export agricultural
crops, protected agriculture, vegetable cultivation for exports and fruits. It was estimated
that a one-hectare shift of paddy to vegetables in one season (mainly yala as there is a water
shortage) generates more than one-year-round full-time employment (that is, the difference
between paddy and vegetables was more than 220 working days per hectare).?'> This was
clearly evident in gherkin cultivation in the Mahaweli areas in the early 1990s under the USAID
agri-business programme. An off-farm employment effect of similar magnitude was predicted
through the expansion in the agricultural business activities that are taking place in economic
centres.

Several agro-business activities initiated under the S-REAP and supported through EDS
providers have generated employment for the poor. Although poverty-targeting is not the sole
aim of S-REAP, employment-generation is considered a strong pro-poor element of the
project.216

Diversification and commercialised agriculture typically involves a movement away from
traditional commodities (requiring minimal secondary processing) toward commodities that
have value added from packaging and processing. Additional processing requires labour which
mainly comes from the poorer section of the community. The HADABIMA Authority claimed
that new vegetable supply-systems created employment for poor land less families in some of
the farming villages.

Technology transfer to the poor

Commercial agriculture uses various advanced technologies. Protected agriculture, nursery
techniques, processing and value-addition techniques are some examples that are supported
by the ADB perennial crop projects. Labourers from the poor group gained knowledge of these
technologies through wage-labour activities.

6.7. Summary and conclusion: Chapter 6

Summary: Crop diversification and commercialisation, and the introduction of high-value crops
into farming systems, has been recognised as an important strategy for the development of
the domestic agricultural sector. The National Agriculture and Food and Nutrition Strategy of
1984 initially provided policy support for the commercialisation process. GOSL has facilitated
the process through establishing private-sector institutions to support the process, introducing
commodity forward-contact system as a risk-minimising marketing tool, abolishing the
monopoly of agricultural insurance, facilitating private-sector marketing, supporting private

215 Cost of production studies of DOA.
216 Discussion with the Project Manager, Mr Gamini Kularatna of S REAP.
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extension systems, privatising some of the seed farms, and investing in dedicated economic
centres. Along with these, there was input subsidy polices for fertiliser and irrigation, which
targeted the poor.

The commercialisation process was heavily supported by the first and the second perennial
crop development projects of ADB and the Southern Province Rural Economic Advancement
Project. The process of privatising extension was assisted as a pilot model by the ADB. GOSL
accepted the reform, but the process adopted to maintain privatised extension did not
continue. The S-REAP introduced a new model where enterprise-development support (EDS)
providers initiate and support enterprises including agri-business. The process is still
continuing with appreciable results. The project activities of S-REAP were able to bring about
several policy reforms supporting agri-business activities in the Southern province.

The process however was constrained by several non-policy factors. Poor facilitative
environment, the failure of the privatised extension system, ineffective information
dissemination, disorganised marketing systems, lack of proper sequencing of the overall policy
reform process were some of the key limitations. With the advancement of the overall
economic conditions of the country, there are opportunities for agri-business development.
Removing constraints, mainly non-policy limitations are important to capture the opportunities.

In assessing impact of the commercialisation policy on the poor it appeared that there was no
evidence to suggest that the poor were directly targeted as beneficiaries of commercialisation
policies. This needs to be recognised in future policy. Several indirect benefits of the
commercialisation process for the poor have been highlighted. Employment- generation and
technology-transfer to the poor are among the major ones.

Conclusion: The chapter showed that there is an appreciable trend of policy support from
the government and from various projects including several ADB projects for commercialising
agriculture. However, the policy reform process has been slow with several policy reversals.
The evolution of coherent policies has been hindered by political considerations. In the
agricultural sector evidence-based policy formulation is secondary to political economic
factors, which, in many cases, dictated policy and practice. This has prevented the agricultural
sector from being transformed into a vibrant commercial venture. Even if the policy
environment were highly conducive, there are a number of non-policy factors which need
rectifying if the domestic agricultural sector is to move forward as a competitive commercial
sector. These factors include infrastructure, including roads, input and output markets,
information-dissemination services, technology, low-cost energy and capacity-improvement. If
the agricultural sector is to become vibrant, GOSL and the donor-funded projects cannot be
satisfied with policy-improvement alone unless there is emphatic and properly planned
investment in these areas.



7. Supporting Environmental and Natural Resources Management

7.1. Introduction

This chapter reviews GOSL policies on the environment and natural resources management
which have a direct relationship to domestic agriculture; it assesses ADB interventions and
support for GOSL policies. Agriculture and natural resources are no doubt interlinked.
However, there are certain policies, such as coast-conservation polices, wild-life conservation
and forestry replanting, whose main purpose is environmental. These are not covered in this
assessment.

After listing the policies in the next section, the third section of the chapter looks at the sort of
policies ADB has supported, or on the initiation or reformulation of which it had an influence.
The fourth section examines failures of policy-implementation and the extent to which
objectives were achieved. In the last section there are recommendations for future action.

7.2. GOSL Policies in the environment and natural resource sectors

Major polices, policy guidelines and strategies in the natural resource and environmental
sector are more coherent than in the agriculture sector. There are good reasons for the
differences:

e most environmental policies were formulated after 1990 when the importance of
conserving land was recognised in the National Agriculture Food & Nutrition Strategy of
1984 and National Conservation Strategy-1988, prepared in 1982, with a clear focus
and guidelines for environmental conservation;

¢ the United Nations Conference on Environment and Development (UNCED) held in 1992
in Brazil, known as the earth summit, laid down the main expectations for
environmental conservation and the mechanisms to implement them;

¢ the donor community, through the World Bank, the Global Environmental Facility (GEF),
UNDP and Australian Aid, was directly involved in the preparation and implementation of
various policies and action plans in the environmental sector.

¢ Sri Lanka is a signatory to many international treaties and conventions whose conditions
and covenants are mandatory and thus need coherent policy support.?”

¢ Environmental policy programmes and decisions are less driven by political ideology and
less frequently changed.

Although the policies are stable and coherent, there are three key constraints that limit
implementation?8:

e Lack of articulation of the contribution of the environment and natural resources to
economic development, growth and poverty reduction;

e Lack of financing for environmental management, particularly a shortfall in domestic
financing, and

¢ Institutional weakness and political interference in effective environmental management.

217 Some of the international conventions dealing with the environment (in relation to agriculture) ratified by Sri Lanka are the Ramsar Convention on Wetlands (June 1990);
Conservation and the Protection of World Cultural and Natural Heritage (June 1980); Conservation and Migratory Species of Wild Life (June 1990); and Conservation of
Biological Diversity (March 1994).

218 The limitations were identified in “Institute of Policy Studies (2007), Caring for the Environment (CFE), 2003-7: Review of Implementation, Final Report.
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ADB programmes, particularly UWMP and Forest Resource Management Project, in the
environmental sector provided resources to overcome these limitations. Policies which are
associated with agriculture are summarised below.

7.3. National policies related to management of land and water resources

Land and water policies directly affect agriculture. The main concerns are land-degradation,
land-improvement and efficient utilisation of water. There are three main policies that directly
address land-degradation and water use.

The National Water Resources Policy: This was a controversial policy, closely associated with
agriculture and irrigation, addressing GOSL aims for the management of inland waters. The
next section examines the evolution, political economic influences and the failure of the water

policy.

National Land Use Policy drafted in 2002 and completed in 2006: This was a comprehensive
policy statement about land. It covers the rational utilisation of land as a resource, while
ensuring a high quality of life, equity and ecological sustainability. This was initiated by the
NFP and formulation was facilitated by the Land Use and Policy Planning Division with GOSL
assistance. The policy-formulation process and capacity-building were facilitated by the Land
Titling and Related Services Project 2002-2004 of the World Bank. This policy is very relevant
to agriculture. The policy addresses three main areas: land and people; agriculture and food
security; and land and nature.?*® Several policy guidelines are included in the policy document.
However the policy has not been implemented, but included in the ten-year development plan
of the Mahinda Chintana: Vision for a New Sri Lanka. This policy is not assessed in detail as
there is no direct ADB involvement in the formulation process except a loan covenant, which
addressed the land-tenure issue, included in UWMP.2% The tenure issue is well-focused in the
land-use policy.

National Watershed Management Policy - 2004: This was formulated by the Ministry of
Environment and Natural Resources in 2004 with the assistance of the ADB-financed Upper
Watershed Management Project. The policy aims for sustained and equitable economic and
social benefits to people and other life-forms particularly within watersheds, and in general to
the whole nation, while ensuring the long-term protection of the natural functions of the
watersheds. There are twenty-five policy statements in five categories:

e protection, conservation, and management;

¢ evaluation of services and investments;

e coordination and integrated management;

e research;

e training
The policy objectives are to conserve, protect, rehabilitate, use and manage the watersheds
sustainably by evaluating the services provided by watersheds while maintaining their
environmental characteristics with the involvement of people, to rationalise investments

through continued provision of funds from the national budget or otherwise, to co-ordinate
and monitor all activities in watershed areas and secure a system of integrated management.

219 Land Use Planning Division, Ministry of Agriculture (2006), Land Use Policy of Sri Lanka.

220 The covenant said GOSL, through the Ministry of Environment and Ministry of Agriculture, shall prepare a (a) draft framework for the regularisation of land tenure, which
shall include details of the lease arrangements and benefit-sharing arrangements between MFE, MAL, and the project beneficiaries, and where appropriate, will begin to
implement the draft plan; (b) draft framework for regulating the use of critical watershed areas.



7.4. ADB projects and facilitation of policy in the environmental sector

There are several ADB-assisted projects in the environmental sector; this study focuses on the
following projects associated with the agriculture sector and analyses their facilitative role in
policy reform.

7.4.1. Water Policy: History, performance and failures®*?!

Relevance for domestic agriculture: Agricultural irrigation is the largest water user in Sri
Lanka accounting for about 90% of the total water use irrigation.??? The total irrigated area,
mainly in paddy cultivation, is about 0.6 million hectares. The irrigation sector consists of
major surface irrigation schemes with command areas over 400 hectares, medium schemes
with command areas of 80-400 hectares and minor schemes with command areas less than
80 hectares.??* The proper use of water in these areas is crucial for productivity improvement
for paddy and other crops. Water policy aims to rationalise water-use and regulate exploitation
and utilisation of ground water. A regulatory function in the water market is necessary to
prepare for water scarcity and to improve groundwater quality.

Early reform: Sri Lanka does not have a formally-approved water policy, although attempts to
formulate a policy go back to the 1950s. Policy statements are often made in official
documents such as public investment programmes, the annual budget speech and the
President’s address to parliament. In the early 1970s, the Water Resources Board was
established and charged with the formulation of national water policies, integrated water
resources planning, river basin and trans-basin development, and project coordination and
pollution control. However, the Board largely focuses on technical aspects such as hydro-
geological investigations and groundwater development. As one of the earliest attempts, a
comprehensive proposal for national water policy was prepared during the 1990s with financial
and technical support from the ADB, United States Agency for International Development
(USAID) and the Food and Agriculture Organisation (FAO). The policy contained the essential
elements of a water policy such as cost-recovery, water-conservation, irrigation management-
transfer, basin-development and an integrated water-management approach. The difficulty of
achieving consensus within political circles prevented it getting through parliament.

First ADB involvement: In 1993 the GOSL initiated an action plan for water policy and
institutional reforms under a technical assistance activity of the ADB in association with the
ISPAN/USAID.?** Under this initiative, the Water Resources Secretariat (WRS) was set up in
1996 to implement the project and it was vested with the task of formulating the national
water policy. The WRS functioned under the guidance and direction of a Water Resources
Council (WRC), which consisted of secretaries of the ministries representing the water sector,
academics, the private sector, NGOs representing various interest groups including women’s
organisations and farmer representatives. Both bodies were under the Finance Ministry, which
was under the President. This gave a signal of commitment at the highest level. A key strategy
adopted by the WRS in the policy-development process was a wide stakeholder consultation
including government agencies at national and provincial levels, policymakers, water
managers, the private sector, professional bodies, NGOs and all major water users. By early
2000, a draft policy document entitled National Water Resources Policy and Institutional

221 The discussion is largely based on Madar (2005); and Manchanayake and Madduma Bandara (1999)
222 Manchanayake et al. (op.cit.)
223 Department of Census and Statistics (2003), Statistical Abstract

224 Mohideen (1996). Comment and discussion on the country institutional context in Arriens, Bird, Berkoff, & Mosley, (eds.), Towards Effective Water Policy in the Asian and
Pacific Region, Vol.3, Asian Development Bank, Manila, Philippines.
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Arrangements had been prepared. The proposed policy was supposedly approved by the GOSL
Cabinet of Ministers on 28 March 2000 but the process was never completed.

Repeated ADB involvement: ADB's Water Resource Management Project (31288) was
designed to improve the management of water resources in Sri Lanka through the
implementation of the new water policy in a participatory and transparent way. The project
supported the establishment of the National Water Resource Authority (NWRA), the new apex
body responsible for water-resource management, linkages to key partner agencies in the
water sector; and development of institutional capacity through practical measures to resolve
existing conflicts in selected river basins. Infrastructure for water-resource management had
to be constructed through the project.

The reform programme proposed the establishment of parallel bodies reporting to the minister
responsible for water resources the National Water Resources Authority (NWRA), WRC and a
Water Resources Tribunal (WRT) to fill some major gaps in the existing arrangements for
water-management. The NWRA, as the apex body in the water sector, will be responsible for
coordinating, planning, regulating and monitoring water resources in the country and will be
charged with formulating policy proposals, river-basin planning, catchment management,
issuing of bulk-water entitlements and monitoring and enforcement. The WRC remained the
permanent high-level coordinating and advisory body.

Political involvement and policy failure: The process through which the reform
programme was formulated came under much public criticism?? that public consultation was
grossly inadequate, the process was top-down and the government was secretive about the
proposed changes.??® Other factors were failure to draft the policy document in the local
language, insensitivity to the cultural aspects of water and catering to donor interests rather
than national needs. There was forceful opposition from the left, using the issue to
demonstrate alleged right-wing political insensitivity to the grievances of the poor. Responding
to the intense agitation by the public and the media against the proposed national water
policy, the government first distanced itself from the policy and then withdrew the proposal.

With the change of government in 2003, action was taken again to reformulate the national
water resources policy. The WRC and WRS which functioned under the Ministry of Finance
and Planning were relocated to the Ministry of Irrigation and Water Resources Management.
In April 2004, there was another change to a government with a predominantly leftist
ideology; work on the national water policy was suspended. On 13 September 2004, ADB
suspended Part A of the loan to the Water Resource Development Project on account of non-
compliance and the loan closed on 30 June 2006.2%

The policy reform, in spite of a clear perception among the government, donors and technical
agencies of the need and direct benefits of the process, could not be sustained. There was
intense political pressure, responding to the voice of rural constituencies, on the government
to abandon the policy, particularly the provisions on cost-recovery and charging irrigation fees
to farmers.

Failure to include prevailing experience in policy reform: There was an experience of
irrigation cost-recovery during the early 1980s. Based on a Cabinet Memo of 1983, cost-
recovery through the O&M fee was begun nationally in 1984. Agreements with lending
agencies, including ADB through Agriculture Programme Loan 2, obligated the government to

25 Gunatilake, Herath, Chennat, Gopalakrishnan (2002)
26 Discussions with the Water Resource Board Officials and mentioned in both Gunatilake et al: (op.cit.) and Samad (op.cit.)
227 Project Information Documents, ADB website (Water Resource Management Sri Lanka [31288-01] - ADB_org.htm)



recover at least 50% of the cost of O&M from the beneficiaries and to increase the rate to
cover full annual costs in five years. The amount was computed at Rs.200.00 per ha at 1982
costs. The collection amounts demonstrated that this policy was and could be implemented,
but not all farmers including the poor farmers, participated in the programme. The collection
was much lower than anticipated.??® Reasons for this low level of collection were identified in
Sri Lanka and other countries.??® Political lobbies, particularly at the rural level, discouraged
some farmers from paying and others followed suit when effective sanctions were not
imposed. Once the Irrigation Ordinance Chapter 453 was revised to enforce civil courts to
collect penalties, the number of defaulters reduced. This amendment process was supported
by the APL1. The Cabinet White Paper, 1988 accepted the policy of participatory management
involving beneficiaries in all stages of management of irrigation systems. However, this
experience was not properly articulated in the draft water policy discussed above.

The specific problems experienced in the water policy reform process: The literature??°
suggests several factors that negatively affected the policy-formulation process and brought
about a political risk if the proposals were accepted. These problems are listed below?3! with a
view to making recommendations to improve the policy-formulation process.

e The proposal must be aptly timed to win political acceptance. Radical changes which are
against the prevailing political thinking are unlikely to succeed.

e The awareness campaign did not convey to the public the relevance and urgency of the
proposed reforms.

e The publicity process did not clarify issues such as the system of water rights or describe
how the policy would protect the poor and avoid misuse by wealthy groups.

e A strong programme for public education and political liaison to obtain political
articulation for the proposals was lacking.

7.4.2. Watershed Management Policy: Formulation and ADB assistances

Relevance of the policy in the domestic agriculture sector: The policy contributes to agriculture
in the following manner and therefore warrants an assessment of the ADB supports in the
formulation process:

e It is @ main component of land-use policy and assists rational land-use planning and
land-allocation in agriculture production and conservation;

e The policy addresses the conservation of the watershed which charges groundwater
tables and it determines soil moisture for agricultural purposes;

e It addresses minimisation of soil-erosion and its on-site and off-site effects, which
directly affects crop productivity; and

¢ It addresses soil-management and replenishment of soil which is an essential element
of crop production.

Upper Watershed Management Project (1998-2004) and it assistance: This provided
all the assistance to formulate the policy. The objectives of the Upper Watershed Management
Project (UWMP) were to rehabilitate, manage and protect critical watersheds, through
integrated participatory watershed management practices and to strengthen the capacity of

28 Manchanayake et al (op.cit.)

229 Rabi, Namika (op.cit.)

230 The literature includes Samad (op.cit.) and Gunatilake et al (op.cit.)

21 Many of these issues have been addressed adequately in the formulation of ‘Caring for the Environment: 2003-2007, Path to Sustainable Development'.
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agencies in charge of watershed management.?*? The project was developed to implement
soil and water conservation as outlined in the Forestry Sector Management Plan and was
operational in four main upper watersheds in the country, which are severely degraded and in
need of rehabilitation.

One of the loan covenants of UWMP was to prepare a draft national policy for watershed
management, as part of the national water policy, that will identify and address issues related
to the:

¢ long-term sustainability of forests and watersheds;

e recovery of Government investment costs for the rehabilitation and improvement of
watersheds from the downstream beneficiaries;

¢ adoption of an integrated approach to national watershed management.

In order to institutionalise the watershed management concept at province level, Watershed
Management Units were to be set up in the provinces, where the staff was to be given the
responsibility of continuing the work once UWMP was completed. There was institutional
support for the initiation of the Watershed Management Unit from UWMP. As a supportive
measure UWMP included another loan covenant to amend the soil conservation act. The
covenant said:

“GOSL through the Ministry of Agriculture shall adopt and gazette a regulation to address
the degradation of steep slopes in upper-watershed areas. The regulation shall prohibit any
cultivation and agriculture activities which may have a negative impact on critical slopes on
a prospective basis” (ADB, 2006b: 71).

Formulation process: The formulation process was participatory.?*3 The draft policy paper
prepared by a consultant was presented to a cross-section of GOSL officials, university
academics, and NGO and farmer organisations, both at the central and provincial levels. As a
facilitative process of the Watershed Management Policy and the Soil Conservation Act, UWMP
demonstrated the risk of using sloppy lands in watershed areas for agricultural activities,
particularly annual crop cultivation. Awareness was created through public meetings,
discussions, electronic and print media about the long-term risk of environment and natural
resource depletion if watersheds were not managed. There was an intense positive response
from the policy-makers, technocrats in the Department of Agriculture, and among the
provincial and pradeshiya sabha politicians to the need to regulate agricultural and other
residential activities (such as building constructions) on high slopes.

Soil Conservation Act: Regulations under the existing Soil Conservation Act were amended
with the help of UWMP in 2002 empowering the Department of Agriculture to identify and
regulate sensitive areas, make recommendations to control or adopt good practices for
agricultural activities and declare sensitive areas for strict conservation. Subsequently the
Ministry of Agriculture decided to draft a comprehensive new Soil Conservation Act in 2004.
The act was strengthened by incorporating some of the activities carried out by the Natural
Resource Management Centre of the Department of Agriculture with the experience of UWMP.

The latest Soil Conservation Act 2004 submitted to the Cabinet made provisions for the
enhancement and sustenance of the productive capacity of the land through conservation of
soil; restoration of land degraded by soil erosion; protection and/or restoration of land against

232 Project Administrative Memorandum, UWMP, ADB

23 The author of this paper was the Deputy Team Leader of the Team of Consultants for the UWMP and worked full-time and part-time through out the project-life. These
details are some of the on-work personal experiences.



damage caused by salinity, alkalinity, water-logging and fire; to repeal the Soil Conservation
Act 1951. It should be noted that the new Act is effective over the entire country. The new
provisions to the Act include: establishment of a Soil Conservation Board comprising senior
government officials, representatives from NGOs engaged in activities related to soil
conservation and land-use and people with special knowledge on subjects pertaining to the
environment and the establishment of Soil Conservation Fund. This act is pending approval by
the Legal Draftsman.

The Draft Policy on Watershed Management was prepared in September 2003. The content of
the Soil Conservation Act was useful in the reform process. The policy was formally endorsed
by Cabinet in July 2004 and awaits implementation of the final administrative functions.

Supporting factors in accepting the watershed management policy: Unlike the reforms of
water policy, the watershed management policy received adequate support from concerned
stakeholders. It is an example of a win-win situation of technical, socio-political and
administrative concerns. The Ministry of Environment anticipates that the policy will have a
minimum political risk of rejection.z* Several main reasons can be identified for the success.
These are listed below as a learning experience in policy formulation:

e On-site and off-site impact of weak watershed management has long been a topic of
discussion. Earlier projects such as Upper Mahaweli Catchments Project addressed the
results of watershed degradation. The need for actions has been discussed at pradeshiya
sabha, provincial and national government level.

¢ A substantial amount of information to support the technical aspects of the policy was
available because several environmental projects implemented under the Ministry of
Environment had looked at degradation and watershed-based planning.

e Technical studies convincingly blamed poor management of the watershed for landslides
on the upper parts of the watershed and flash floods downstream.?> The public who
suffered, as well as politicians who witnessed, such catastrophes were easily convinced
by workshop presentations?*® of the need for the policy.

e The UWMP had an effective electronic and print media programme demonstrating the
need for soil conservation on both private and common properties which are potentially
degradable. These experiences were successfully incorporated the policy formulation
process.

The Watershed Management Policy formulation process was a well-articulated exercise and
the policy itself was substantially evidence-based and responded to a real need. Adequate
funding from the UWMP and a competent and dedicated staff ensured the success of the
formulation process. However there were financial and administrative limitations for its
implementation and therefore the policy is not translated into action for implementation.

Policy impact: Various institutional arrangements such as the implementing authority,
funding sources and field implementation programmes need to be in place for its
implementation. The formulation-process was spearheaded by the Ministry of Environment as

2% Ministry of Environment (2005), Progress Report, 2005 and Action Plan 2006; and personal discussions with the officials of the Policy Planning Divisions (Ms A L F Nazeema
and Mr R Semasingha).

235 The detailed report of the Ministry of Environment and Natural Resource entitled ‘National Action Programme (NAP) for Combating Land Degradation in Sri Lanka: 2002’
contained in its Annex 2 a list of position papers by researchers and academics on the subject of degradation, watershed management etc. which were in circulation.

2% Participants of some of the meetings organised by UWMP were taken to see landslides and shown the associations between bad practices on watersheds and the impact
of them on land slides and areas prone to landslides. The process was financed by UWMP.
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the UWMP was under that Ministry. However, most of the agriculture-related field activities
that need to be regulated by the policy are under the purview of the Department of
Agriculture. A close and effective coordination of these bodies will be necessary for
implementation. However, with the closure of UWMP, there is no steering committee or an
apex body to monitor the process. At this stage it is not possible to comment on the impact of
the policy in general or on the poor farmers.

7.5. Summary and conclusion - Chapter 7

Summary: Most of the policies in the environment sector are stable and coherent in
comparison to the policies in the agriculture sector. Nevertheless, they still face limitations
such as: lack of articulation of the contribution of the environment and natural resources to
economic development, growth and poverty-reduction; lack of financing for environmental
management; and institutional weakness and political interference in effective environmental
management. The ADB’s help therefore becomes all the more necessary to improve the
formulation-process and the implementation of policies in the sector.

There are three policies in the environmental sector with direct impacts on domestic
agriculture: the National Water Resources Policy, which is highly controversial, National Land
Use Policy, which awaits implementation, and the National Watershed Management Policy,
which was accepted by the Cabinet of Ministers but is facing institutional implementation
problems.

The formulation of the Water Policy was assisted by the Water Resource Development Project,
the Watershed Management Policy was assisted by UWMP and the World Bank Land Titling
Project assisted the formulation of the Land Use Policy.

Water-policy reform came under much public criticism for the following: lack of public
consultation; the top-down nature of the process; failure to draft the policy document in the
local language; insensitivity to the cultural aspects of water; and favouring donor interests.
Left-wing political forces were very vocal in opposing the policy. A consensus on finalising the
policy and on developing relevant implementation programmes could not be reached and the
ADB withdrew project support for policy development.

The Upper Watershed Management Project of ADB assisted the formulation of the watershed
management policy. The formulation process was participatory. There was an intense positive
response from the policy-makers, technocrats and politicians to the need to regulate
agricultural and other residential activities. The content of the Soil Conservation Act which
was already formulated was useful in the reform process. The policy was formally endorsed
by Cabinet in July 2004 and awaits the final administrative implementation functions. The
policy-formulation process was a well-organised exercise and substantially evidence-based.
However, institutional arrangements are not yet in place to implement it.

Conclusion: The way the process of formulating water-resource and watershed-management
policies was handled presents useful lessons for future policy formulation. Support must be
consolidated in advance by consultation of all stakeholders in the policy. It will be a long
process and at times go beyond the time given by project covenants. Yet the importance of
that process was amply demonstrated by this policy-formulation process.

The projects that support policies have a general idea of expected policy outcomes and the
mechanisms required for implementation. Projects should decide what institutional support



they need at least at the beginning of policy-implementation and factor these needs into
project budgets. UWMP was very successful in formulating the watershed-management policy
but did not have sufficient funding for initial implementation. This will lead to policy failure.
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8. Overall Conclusions and Recommendations

8.1. Introduction

This chapter presents the overall conclusions of the study followed by recommendations for
both GOSL and ADB to improve the policy-formulation process. This chapter draws heavily on
the specific conclusions in previous chapters, but attempts to draw out more general
conclusions and recommendations.

8.2. Agriculture sector and the policies

The importance of the agricultural sector in the overall economy is reducing, but the sector
still has a significant role to play in the future development of the country. The government
has given high priority to support the sector in the past and continues support it under the
ten-year development plan of Mahinda Chintana. Policy in the sector could play a vital role in
steering the development process

The intention of GOSL agricultural policies since 1996 was promoting agricultural growth, food
security, expanding exports and commercialisation. GOSL policies lacked coherence, were
mutually unsupportive and frequently changing in nature and focus, and were not consistent
with facilitating the emerging market-trends in the sector. The formulation process was
insufficiently grounded in evidence or theory. This study has tried to find the reasons for this.
A major reason is that socio-political rather than economic or market factors have often
influenced agricultural policy formulation.

During the period covered by this analysis, the economy was progressively liberalised.
However, agricultural policy did not change at the same pace to respond to emerging
liberalised market forces. However, there is a detectable trend of supporting and gradually
moving towards agricultural commercialisation. Policy thrusts have become more liberal and
orientated towards the private sector in the latter part of the period covered by the analysis.
Less state involvement is seen in the factor and input markets. Sri Lanka’s agricultural tariffs
are among the lowest in Asia. The new policy framework contained several elements
supporting the trend to commercialisation.

The analyses in this report showed that there are several impediments, such as an
underdeveloped infrastructure, to the commercialisation of agriculture. The trade liberalisation
policy did not improve competitiveness as expected. Many parallel reforms such as abolition
of quarantine restrictions on seed importation, improving land markets, development of
marketing and post-harvest storage systems have not been implemented. Globalisation has
unfavourably affected the agricultural development process. The agriculture subsidies of the
European Union, United State and Japan to the north and India and other South Asian
countries to the south have not been reformed to comply with of WTO rules. In addition,
market access for many exportable agricultural products was restricted by various non-tariff
barriers such as phytosanitary standards (SPS) and technical barriers to trade (TBT).

The donors’ influence is important to drive policies in a desired direction when there are
impediments to the policy-making process. It is important for the donors to facilitate the
material changes that are pre-requisites for policy development and their sustenance.



Has ADB adequately taken note of such underlying themes in the domestic agricultural sector
in supporting policy reform? There are no simple answers. ADB adopts a sound analysis of the
country situation through its operational strategy development process. However, there were
several reversals and failures of ADB policies in the agriculture sector. Particularly there were
several instances where agricultural polices proposed by ADB were not sustainable. There
were several inconsistencies between the GOSL and ADB policies in the agricultural sector. In
such cases GOSL policies, shaped by political imperatives, prevailed, and the result was failure
to achieve the desired effect. Policies in the natural resource sector were sustained and
supported by socio-political technocratic imperatives even when there were implementation
difficulties.

After the concluding remarks of each subject area, which are presented below, this study
recommends certain strategies to improve the policy-making process to respond to the needs
of the sector.

8.3. Credit policies

The ADB interventions could not reform some of the GOSL policies and practices such as
changing interest rates, application of interest rates lower than the market rates and credit
guarantees that distorted rural financial markets, and prevented a sustainable growth of credit
institutions. The analyses show that the ADB rural credit programmes have not been effective
in developing a rural credit market in the domestic agricultural sector. There were several
reasons: credit demand and supply limitations, lack of commercialisation in the rural financing
markets, financial dualism, infrastructure inadequacies, lack of facilitative market structures,
administrative and bureaucratic inefficiencies in operating credit and revolving funds, and
industrial lobbying through political structures. In general, the poverty-impact of the rural
credit policies and programmes that the ADB has introduced through both types of projects
was hardly visible.

8.4. Policies on commercialising agriculture

There is an appreciable trend of policy support from the government and several ADB projects
for commercialising agriculture. The policy-reform process has been slow, with several policy
reversals. Even if the policy environment is highly conducive, there are a number of non-
policy factors which need improvement for the domestic agricultural sector to move forward
to become a competitive commercial sector. There is little evidence that the policy framework
has made a significant contribution to the development of the sector. GOSL or the donor-
funded projects cannot be satisfied with policy improvement alone; there must be positive
and properly planned investment in these areas if the agricultural sector is to become vibrant.

8.5. Policies on the natural environment

The process of formulating water-resource and watershed management policies presents
useful lessons for future policy-formulation. It is necessary, through consultation with all
stakeholders of a policy area, to gather views, concerns and support. It will be a long process
and at times go beyond the time allowed by project covenants. Yet the importance of that
process was amply demonstrated by the policy formulation process in these areas where,
except for the water policy, the process was successful.
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8.6. Overall recommendations

Are donors’ interventions necessary for a sound policy-formulation process in the Sri Lankan
domestic agricultural sector, or will they be passive in the process? This study strongly
recommends that the donors, including ADB, should support and be active partners in the
policy-formulation process for the following reasons.

1. Donors have a more comprehensive outlook than any single ministry, in this case the
Ministry of Agriculture, and are better able to foster mutual relationships, interactions,
complementarities and benefits of specific policies in the sector. Donor input supports
more inclusive policy recommendations.

2. Donors have experience in different countries which they can bring to bear to
improve the policy formulation process.

3. A participatory and inclusive policy-formulation process needs substantial financial
assistance. This may be beyond GOSL budgetary resources and require external
assistance. This was the case in the process of formulating watershed-management
policy, environment policy and forestry policy. Many donors provide grant assistance
for policy-dialogue processes.

4. Many policy recommendations need a kick-start for implementation and follow-up
investments are needed to improve institutional capacities and infrastructure
development. GOSL needs funding support for such investments. When the donors
are fully involved in the process, the technical support for such investment would be
provided. The lack of such support was the main impediment to the implementation
of the watershed conservation policy (this was finalised in the last year of the UWMP
and necessary funding could not be provided).

5. Evidence-based policy-formulation could improve the general effectiveness of policy
recommendations. Accountability and independence force donors to adopt evidence-
based methods of formulating policy. Although there are limitations, it brings
prudence to the process.

Donors’ policy directions need to recognise the economic, social and political realities of the
country and to acknowledge the extent of the capabilities of the programme implementers
and beneficiaries, otherwise the policy will fail.

Constant, robust and inclusive socio-economic evaluations are necessary for both GOSL and
ADB policy-makers to formulate sound as well as appropriate policies. Unless ADB, or for that
matter any other donor, applies a holistic view of the sector and incorporates an understanding
of its dynamics in their policy formulation, their involvement may be unsustainable and may
even be rejected.

In addition to this general recommendation, the study makes the following specific
recommendations.

Recommendations for improving credit policies:

1. Credit policies should cover the whole range of rural financing including commercial
credit, micro-lending, sector insurance, credit-plus services, group-saving culture,
capacity-building of micro-credit institutions, and state banks.

2. The scope pf policy should be flexible enough to include micro-credit systems and
institutions catering primarily for the poor. Policies should focus more on micro-credit



3.

5.

development in rural areas that will target the poor and allow participation of
beneficiaries and other stakeholders.

There is a plethora of micro-credit institutions in the country with their own systems
of providing financial services. These systems have evolved over a period of time in
response to market experience. These systems need to be evaluated and a set of
policies developed to improve their financial prudence and to foster commercial
discipline.

Policies need to be designed to target the poor more directly on the basis of income
and asset criteria, allowing small loans and mobilising savings including small-group
and community savings.

The recently established Credit Information Bureau could be upgraded to provide
necessary information to all sectors for initiating credit transactions.

Recommendations for improving commercial agricultural policies:

6.

10.

11.

Crop diversification and commercialisation initiatives require a multi-component
approach involving many specific investment areas. Policy and institutional
environment, technical support, science and technology, and rural infrastructure are
among these requirements. Policies need to be holistic.

ADB projects have included various policies and activities to promote agri-business.
For instance, Southern REAP accepted micro-financing institutions as well as
commercial banks for credit-delivery, whereas SPCDP was more inflexible about
financing institutions. However, S-REAP did not include technical line-departments to
link EDS providers and rural entrepreneurs. This inflexibility will make it difficult for
EDS to continue after the project. The recommendation therefore is to maintain a
policy of flexibility by including different approaches to the intervention process.

For the commercialisation process to be pro-poor, extension systems need to be
designed especially to reach smallholders. Also, research systems need to be
responsive to the technological requirements of small and marginal farmers. Private
investment in research and extension may not meet these needs. Policy formulation
should recognise the need to reach the poor while promoting private-sector
extension.

Crop-neutral support policies need to be promoted. In addition, policies such as direct
income-support (such as samurdhi), that are only used for target groups such as the
poor to help the transition process, need to be promoted. Income-support in a
transition period will facilitate demand-driven crop diversification and the
commercialisation process.

Lack of collateral for obtaining credit was seen as one of the main limitations in agri-
business development in rural areas. Providing secure land title is one answer to this
problem where it enables farmers to use land as collateral. There are several
examples of innovative ways of giving land-ownership rights. One example is the
World Bank-funded Agricultural Diversification Project in Vietham237 where the
project allocates secure long-term land-use rights certificates to promote stable land
use, reduce land disputes, and encourage investment to increase production. A
robust policy needs to be developed to secure land-ownership rights.

The dissemination of relevant information to stakeholders, particularly small growers,
is critical to identify profitable markets and opportunities, improve the efficiency and
competitiveness of the supply chain and convey consumer demands backward to
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12.

processors and ultimately to primary producers. GOSL policy is to establish village-
level communication facilities, such as nenasala, where computer facilities are
provided. This policy needs to be linked with the agro-information communication
policy and to utilise the general facilities.

The government stressed the importance of achieving food security and self-
sufficiency, and therefore some level of protectionism seems inevitable.
Harmonisation of policies that address domestic food security, protection of small
farmers’ interests and commercialisation of agriculture is essential. This requires
policy coherence to avoid conflicting signals to investors in the sector. The policy-
formulation process should take account of this need.

Recommendations for improving natural resource sector policies:

13.

14.

ADB has supported policies that have addressed the pressure on and competing uses
of natural resources in the agricultural sector and in sectors such as energy. An
institutional capacity analysis needs to be incorporated in policy analysis to gain the
maximum policy advantage. Water policy should be looked at again and a more
inclusive modality adopted to develop the policy.

Projects should provide adequate institutional assistance at least at the beginning of
policy implementation and include them in project budgets. UWMP was very
successful in formulating the watershed management policy but did not have
sufficient funding for implementation. This will lead to policy failure.
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Appendix 1
Performance of agriculture imports and export

Export and import market structures

Sri Lankan exports are highly concentrated in terms of destination markets, the US accounting
for more than 40%, while the EU takes slightly less than 30% (UK alone about 10%). These
two markets take around 95% of total exports from the garment industry. Germany, the third
largest buyer, accounted for 4% of Sri Lanka’s exports. The industrialised countries as a group,
which had lost importance since the early 1970s, has now become the major export partner.
These countries accounted for almost 74% of total exports in 2002 and the situation hardly
changed in 2003 and 2004. Amongst developing countries, Asia accounted for only 10% of
total exports, while the SAARC region received approximately 5%.

In a country as highly dependent on trade as Sri Lanka, such a limited diversification of
exports both commodity-wise and market-wise makes the economy vulnerable. Export
diversification, with agricultural sector playing a major role, is vital for sustainable economic
development.

On the import side, capital goods and industrial intermediate goods represent about 75% of
total imports. Most of these are from the manufacturing sector, which is characterised by a
heavy dependence on imported inputs, with domestic value-additions accounting for just one-
third of total output. Textiles alone, almost exclusively used in the garments industry, account
for about 20% of all imports. The share of oil imports (on average around 10%) is rather
volatile, because of variations in international prices, although the proportion of imports
represented by oil is increasing. Food imports’ share averaged about 20% over the last five
years with high fluctuations, not only because of international commodity prices, but because
of effects of domestic harvests and demands.

Industrialised countries as a group dominated Sri Lanka’s imports until 1990 when they ceased
their domination. Now Asian countries (excluding Japan) have taken the lead in import trading.
Developing countries provided about 69% of imports in 1997 and out of that almost 55%
came from the Asian countries. The import share of the SAARC countries was 15% during this
period.

In the SAARC region, the emergence of India as the largest exporter to Sri Lanka was because
of food items such as rice, onion, red lentils, potato and fruits; vehicles and related parts;
cotton; iron and steel; cement; machinery; and pharmaceutical products. India’s share was
about 10% in the 1990s. Benefiting from the Free Trade Agreement, the Indian share
increased to 14% in 2002. Accordingly, Asian countries, as a group, continued to be the major
origin of Sri Lanka’s imports.

Changes in agricultural commodity trade in the liberalised economy

As Figure 1 shows, both agricultural exports and food imports have increased markedly during
the last 30-years. Liberalised trade and other economic policies have to a large extent
facilitated this dynamism. The six-year moving average trends of agricultural exports and food
imports (see Figure 1) show that growth of food imports was faster than the growth of
agricultural exports.



Figure 1: Growth of agricultural exports and food imports since 1973 to 2003
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As shown in Figure 2, when imports of rice are excluded, the growth of food and drinks was
phenomenal - from Rs.1500 million in 1975 to Rs.4000 million in 2003 in real terms
(1973=100).

Figure 2: Growth of food and drinks imports (excluding rice)
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The main imported food items included wheat, other cereals, legume products, milk products,
sugar, potatoes and onions. The growth of food imports has reduced the extent of cultivation
of many field crops. As Figure 3 shows, root crops, chillies, maize and legume crops are among
the OFC which had a drastic reduction. This has had a direct impact on rural development and
livelihood security. It is thus important to have policies which do not discourage the cultivation
of OFCs.

Figure 3: Decline in the cultivated extents of many field crops in Sri Lanka: 1994-2003
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Dairy production shows a mixed picture as shown in Figure 4. There is a decline in fresh milk
production, but the volume of value-added products has gradually increased. Some of the
dairy-based industries selling value-added products are new and emerging. The milk powder
and ice cream industries are examples. To foster their development these industries need
special protection from import competition.

The poultry sector is also affected to some extent by cheap imports of poultry parts. The rest
of the meat industry is not significantly constrained by meat imports. However, the local price
structure is sensitive to cheap meat imports.



Figure 4: Changes in dairy products - Fresh milk and processed dairy products
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Appendix 2
Importance of the agriculture sector at sub-national level

Farming population and poverty in rural areas in Sri Lanka

Among the nine provinces, nearly 30% of the total population lives in Western province 70%
is distributed among the others (see Table 1). Apart from most of the Western province, and
some parts of Central and Southern provinces, all the other provinces are mainly rural. The
estimated number of farming households and poor populations in each of the provinces show
the association between the poverty levels and agriculture population.

Apart from Western province, all the other provinces have about one third of the population
below the standard poverty line of Rs.1,423 per person per month (Department of Census
and Statistics 2004). The proportion of the total and poor population in the provinces is shown
in Figure 1. While almost 30% of the total population live in Western province, it has about
12% of the total poor in the country. It is therefore a rich province. All the other provinces,
except North-Central, have a higher proportion of the poor than their share of the total
population. For instance Uva province has about 6% of the total population while having 10%
of the total poor population in the country. This comparison indicates the distribution of poor
people in the provinces and relative poverty rates among the provinces. Apart from Western
province all the other provinces are mainly rural and have most of the poor.

Table 1 : Provincial population and poverty rates

Province Total Poor Farming Poor Farming Rural
Population population population % Households  nature of
[1] [2] % [3] the
province [4]
Western 5,361,185 573,488 193,785 9.2 18 Urban
Central 2,414,973 611,863 216,496 20.8 42 Moderately
rural
Southern 2,277,145 631,192 287,548 23.6 58 Rural
Northern 1,040,963 385,156 68,686 32 30 Highly rural
Eastern 1,415,949 523,901 95,155 32 26 Highly rural
North-Western 2,157,711 581,748 320,382 22.3 55 Highly rural
North-Central 1,105,663 235,500 210,300 18.1 75 Highly rural
Uva 1,170,728 433,169 173,883 31.8 67 Highly rural
Sabaragamuwa 1,787,938 572,140 220,380 28.9 51 Highly rural
Total: Sri 18,732,255 4,548,159 1,786,615 19.2 43 -
Lanka

Source: Department of Census & Statistics Figures (2003)
Notes:

[1] District wise Head count ratio (HCI) of the poor population is given in Department of Census and Statistics, 2003.
The district poor population was computed using HCI and then aggregated over the districts in various provinces.
HCI is not available for Northern and Eastern Provinces, but it was reported widely that the highest poverty rates are
prevailed in these two provinces. Thus the highest HCI reported for Uva province is used in these two provinces too.



[2] Except for Northern and Eastern, Department of Census and Statistics (2004) is the source. The exception is
computed using total population and estimated poor population.

[3]1 Thisis estimated by taking the number of farm households (reported by the Department of Census and Statistics) as
a proportion of total households in the country (population divided by the average household size).

[4] This is based on author’s personal experience and various socio-economic surveys.
A large proportion of the families in the provinces apart from Western Province, are farmers

as shown in Table 1. The distribution of farming households across the provinces is shown in
the bar chart of Figure 2.

Figure 1: Percentage of population and poor population in each province out of the total
populations in Sri Lanka

% of population out of total
35%
30%
O Provincial % of total population
25%
O Provincial % of total poor population
20%
15% +—
F b4
I 4 b4 ¥ &
+* I 4 b4 S S rs
+* I 4 b4 [x Ex rs
10% 41— +* 3 23 LR ¥ LT
° +* I 4 b4 LR Ex —y rs
+* I 4 b4 _ LR Ex T2 rs
* T2 b4 1 Ll e 23 1
+* I 4 b4 rs LR Ex T2 rs
+* I 4 b4 rs LR Ex - rs
+* I 4 b4 rs LR Ex ] T2 rs
5% +— *
+* I 4 b4 rs LR Ex Tz T2 rs
+* I 4 b4 rs LR Ex Tz T2 rs
+* I 4 b4 rs LR Ex Tz T2 rs
+* I 4 b4 rs LR Ex Tz T2 rs
+* I 4 b4 rs LR Ex Tz T2 rs
o +* 4 b4 4 Lo L L — — Lo
0% T T T T
Western Central Southern Northern Eastern North-Western ~ North-Central Uva Sabaragamuwa

Source: Author’s estimates based on Department of Census and Statistics (2003)

About 40% of households in the country are farmers, and this proportion varies from a barely
15% in Western province to 75% in the North Central province. Six out of nine provinces have
nearly or more than 50% of their households involved in agriculture. Some of them grow
locally-consumed crops and the others produce export crops as shown in Figure 3. The export
crops include smallholders of tea, rubber and coconut; coffee, cocoa, and spices. Central,
Sabaragamuwa, and Southern provinces have more export crops, and others have more
domestically-consumed crops. As a number the latter is more than twice the former (see
Figure 3) indicating their importance in rural livelihoods.
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Figure 2: Percentage of farm households out of total households in each province
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The above discussion shows that all the rural provinces have a predominant farming
population and they also have a high poverty level. A possible association between poverty
and farming was assessed using the district-level information on farming population and the
poverty rates measured by HCI. Figure 4 shows the relationship. Although the association has
not been statistically verified, it is clear that there is a marked association between the
percentage of farming population of a district and its poverty rate. When the percentage of
farming population is higher it is fairly consistently associated with high poverty rates. Two
exceptions are Kurunegala and Anuradhapura districts. The former has a marked number of
coconut farmers who are not so poor and the latter district has farmers with Mahaweli
irrigated?*® water which produce high yields and consequently farmers are not so poor.

238 The Mahaweli scheme provides assured irrigation water through the diversification of the mahaweli river to various tanks.



Figure 3: Number of farming households involved in domestic crops and export crops
production
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Figure 4: Percentage of farming population and the poverty rates (HCI) of districts
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The above analyses show that rural areas have a higher proportion of farmers in the
population and that they are poorer. The indication is that development of the agriculture
sector is crucial in rural Sri Lanka for overall poverty-reduction.

Contribution of agriculture to rural development

Gross domestic product (GDP) is used in this study as a proxy to assess rural development at
the national as well as provincial levels. Components which contribute to provincial GDP are
major players in rural development. Contribution of the agriculture sector at the provincial
level is assessed in this light.

The contribution of the agriculture sector including forestry and fishery to the GDP at the
national level is about 18%. The contribution at provincial level varies from about 3% in
Western province to 53% in Uva provinces as shown in Table 2.

Table 2: Provincial Gross Domestic Product and contribution from agriculture at current factor
cost prices - 2004: Rs. million

Provinces Total GDP Agriculture GDP % of Agric. GDP
(Rs. million) (Rs. million)*
Western 918,300 51% 27,051 3%
Northern 51,470 3% 14,397 28%
North Western 153,643 9% 35,162 23%
Eastern 98,075 5% 32,699 33%
Sabaragamuwa 114,996 6% 31,737 28%
Southern 168,071 9% 60,389 36%
Central 156,528 9% 51,768 33%
North Central 65,297 4% 27,950 43%
Uva 74,369 4% 39,370 53%
Sri Lanka 1,800,749 100% 320,523 18%

Source: Central Bank of Sri Lanka (2005)

Note: These figures also include the contribution from forestry and fisheries.

The contribution of provincial GDP to the total national GDP is highly unequally distributed
among the provinces. Western province alone takes a share of more than 50% of the national
GDP (see Table 2) and all the others take less than 10%. Agriculture is the main contributor in
economic development of all the provinces except Western province. The low monetary values
in the agriculture sector in absolute terms make a lower provincial contribution to the national
GDP. In order to maintain a balanced economic development across the country, the
agricultural sector should be further developed in the rural provinces as they have
predominantly agricultural resources.

In addition to the provincial level information, individual farmer level information also shows
the overwhelming importance of agricultural income in the family income profile. Two field
studies conducted in North Central province based on cross-sectional samples were used to
prove the point. Figure 5 shows the income components of two samples of farmers
representing the poor group (those who are below the national poverty line) and non-poor



group (those who are above the national poverty line). Information was obtained from a study
(Lanka Environment Development Services Pvt Ltd, 2003)%* conducted in the last quarter of
2003. Income components of both groups show that paddy and other crops, and wage labour
are the main income components of the farmers in the sample. Wage labour too is mainly in
the agriculture sector.

Figure 5: Income components of a sample of rural population in Anuradhapura district - North
Central province (sample contained 1000 farmers)
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23 This was a project impact assessment study on the IFAD funded North-Central Province Participatory Rural development Project conducted by a team of local consultants.
The author of this report was the Team Leader and the Agricultural Economist of the team of consultants.
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A second study (Herath et al 2004) was also conducted in North Central province in both
Anuradhapura and Polonnaruwa districts. Both quantitative statistics and qualitative data
collected through a participatory rural appraisal (PRA) sessions clearly show that the
agricultural income of the rural population predominates in their household income profile.
The net agricultural income takes 68% and 64% shares in the total household income of very
poor and rich groups respectively of the population in these districts.

This analysis amply demonstrates that agriculture is the main income source in rural areas of
Sri Lanka and its progression will greatly determine the livelihood of the people and also the
rate of rural development.

Figure 6: Income components of a sample of rural population in Anuradhapura and
Polonnaruwa districts - North Central province (sample contained 950 farmers)
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Source: Herath et al. (2004): Sample data and PRA data (income pie chart)

Agriculture and rural employment

Agriculture is a major source of employment for the rural population. At the national level
agriculture, forestry and fishery employ about 30% of the total labour force, which was 50%
in 1970 (see Table 3). The share dropped to 30% as the industry and service sectors have
gradually increased their number of employees.



Table 3: Total labour force and the employment rates (%) in different sectors of the economy and

unemployment
Description 1970 1980 1990 2000 2005
Total Labour Force (million) 4.5 5.6 6.0 6.8 7.4
Agric. Forestry & fishing (%) 50.1 45.9 46.8 36.0 30.7
Industry (%) 12.8 18.5 37.5 23.6 24.5
Services (%) 37.1 35.6 15.7 40.3 44.8
Unemployment (%) 18.7 15.3 15.9 7.6 8.7

Source: CBSL Annual Report (2005)

The share of the agriculture employees varies considerably in different districts is shown in
Figure 7.2 Tt is about 2% and 4% of the total labour force in Colombo and Gampaha districts
respectively which are in Western province. Industry and service sectors take the lead role in
providing employment in this province. However, agriculture is the main employment source
in more rural districts. Monaragala district in Uva province and Nuwara Eliya in Central province
have the highest proportion of agriculture employees amounting to nearly 70% of the total
labour force. Out of 17 districts for which data is available, eight districts have more than 50%
of the total labour force employed in agriculture, indicating the importance of the agriculture

sector in providing employment for the rural population.

Figure 7: Percentage of employment out of total labour force in agriculture, industries and

services
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240 North and Eastern Provinces are not included in the analysis as there is no data.
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Appendix 3

National Agricultural Policy for Food, Export Agricultural
Crops and Floriculture

Draft

Introduction

The agricultural sector is the cornerstone of Sri Lanka’s economy with more than 70% of the
population living in rural areas depending on agriculture for their livelihoods. Currently this
sector contributes about 18% of the GDP and 30% of employment. Agricultural productivity
has remained relatively stable, except for rice which has reached near self-sufficiency in recent
years. This explains at least in part why poverty is proving to be recalcitrant at levels of 25-30
% of the population, with a large majority of the poor living in the rural areas. The low
productivity of the agricultural sector also contributes to 23% of household incomes as against
60% by non-farm activities. The agricultural sector was also not as prepared as the other
sectors of the economy to absorb the rural unemployed. It is necessary to reverse this trend
and improve the agricultural sector to meet the aspirations of the people, particularly those of
the farming community. Therefore, the importance attached to agricultural sector
development by the government is to meet these formidable challenges by accelerating its
growth in order to bring prosperity to the people of the nation.

The agricultural sector will continue to play an important role in the application of strategies
targeted towards planned socio-economic development. Rapid growth of the agricultural
sector, particularly the domestic food production, floriculture and export crop sectors is
essential to achieve self-reliance at national level, ensure food security and to bring about
equity in the distribution of income and wealth for alleviating of poverty.

This document presents the National Agricultural Policy Statements for the Food, Floriculture
and Export Agricultural Crop Sectors, with the aim of solving many problems and facilitating
their rapid growth. The objectives stipulated in the policies therein have been designed to
meet the basic needs of the farming community in terms of food and nutrient security,
enhanced employment opportunities and incomes, through the adoption of socially
acceptable, economically viable and environmentally friendly agricultural production
technologies, marketing and related strategies.

Goals and Objectives

1. Increase domestic agricultural production to ensure food and nutrition security of the
nation

2. Promote agricultural productivity and ensure sustainable growth.

3. Maximise benefits and minimise adverse effects of globalisation on domestic and export
agriculture

4. Adopt productive farming systems and improved agro-technologies with a view to reducing
the unit cost of production and increase profits.

5. Apply environmentally friendly techniques in agriculture
6. Promote agro-based industries and increase employment opportunities thereof, and
7. Enhance the income and the living standard of farming community



Policy Statements

1'

Promoting agricultural production

1.1 Implement technically sound, economically viable, environmentally friendly and
socially acceptable programmes to promote sustainable agricultural development
by taking measures to ensure maximum utilisation of existing resources.

1.2  Increase local food supply, employment opportunities, and agricultural exports by
encouraging cultivation of rice and other field crops, horticultural and floricultural
crops, roots and tuberous crops, export agricultural crops, herbal crops, other
underutilised crops and bee-keeping.

1.3  Increase productivity of water and land by enhancing crop production through the
application of suitable cultivation methods.

1.4  Promote good agricultural practices such as integrated pest management (IPM)
and integrated plant nutrition management (IPNM), for sustainable agricultural
development.

Seeds and planting materials

2.1  Supply high quality seeds and planting materials of commercial varieties in a
competitive environment with participation of the private sector.

2.2 Maintain seed security by having buffer stocks of certified seeds of recommended
varieties.

2.3 Enforce strictly governmental certification and quarantine regulations with regard
to seeds and planting materials.

2.4  Enact laws to ensure that the seeds and planting materials available in the market
are of good quality.

Fertilisers and manures

3.1  Promote production and utilisation of organic and bio-fertilisers and gradually
reduce the use of chemical fertilisers.

3.2  Ensure timely availability of inorganic fertilisers and in sufficient quantities, while
providing soil and plant testing facilities for their rational use through site-specific
application.

3.3  Promote application of straight fertilisers.
3.4  Promote manufacturing of chemical fertilisers using locally available raw materials.

Pesticides

4.1 Minimise the use of synthetic pesticides through promoting bio-pesticides and
integrated pest management (IPM).

4.2  Provide adequate institutional and infra-structural facilities to operate a pesticide
regulatory system effectively in conformity with the Food and Agriculture
Organisation (FAO) international code of conduct on the distribution and use of
pesticides in order to minimise associated health and environmental risks.

4.3  Promote the production and use of environmental friendly bio-pesticides with
public and private-sector participation.
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4.4  Strictly adhere to plant protection regulations to prevent foreign pests and
diseases from entering the country.

Agricultural machinery

5.1  Provide low-cost, high-quality machinery by encouraging the public and private
sectors to develop and manufacture agricultural machinery, with appropriate
technology applicable to the agricultural sector.

5.2 Promote mechanisation to make agriculture more efficient and cost effective.

Irrigation and water management

6.1  Encourage the use of efficient water management and moisture-retention
techniques to achieve high productivity in agriculture.

6.2  Conserve the existing water resources for sustainable agricultural development.

6.3  Improve efficiency of rain-fed agriculture through water harvesting, mulching and
other appropriate techniques.

6.4  Promote participatory irrigation management.

6.5  Safeguard irrigation reservoirs, canals and structures from damage by natural
calamities.

Land use
7.1  Adhere to the National Land Use Policy in allocating land for cultivation purposes

7.2 Promote maximum use of degraded, barren, infertile and lands under shifting
cultivation (Chena) to ensure higher productivity and idle lands to be used for
crop/forest cultivation and animal husbandry.

Soil conservation

8.1  Enforce implementation of the provisions of the Soil Conservation Act to ensure
proper soil conservation.

8.2  Create awareness among the farming communities on the importance of soil
conservation for sustainable agricultural development.

9. Agricultural credit

9.1 Strengthen rural credit institutions connected with farmers’ investments, savings
and risk-management.

9.2 Introduce simple procedures for providing loan facilities for agricultural activities
and agro based industries.

9.3  Ensure availability of credit to farmers at concessionary interest rates.

9.4 Establish a mandatory share for agricultural credit in the state bank’s overall
lending.



10. Agricultural insurance

10.1

Introduce appropriate agricultural insurance schemes to protect farmers from the
risks associated with natural calamities.

11. Agricultural research

11.1

11.2

11.3

11.4

11.5

Focus agricultural research and development on livelihood improvement and
poverty alleviation, achieving food security, enhancing agro-based industries and
preparing the agricultural sector to face global challenges.

Use cutting-edge technologies such as bio-technology, Geographical Information
System (GIS) technology, pre- and post-harvest technology, nano-technology for
efficient agricultural production and environmental conservation.

Promote problem-solving collaborative research with the involvement of the
private sector, universities, farmer and producers’ organisations and other relevant
partners.

Promote investment by the private sector in agricultural research and
development.

Formulate strategies for quick dissemination of research outputs to end-users and
avoid technology lag.

12. Agricultural extension and education

12.1

12.2

12.3

12.4

12.5

Reorganise and strengthen the existing extension system to disseminate
innovation and information to the farming community.

Introduce modern Information Communication Technology (ICT) for effective
information dissemination to the farming community.

Ensure the active participation of farmers and other community based
organisations as partners in the dissemination and use of updated technologies
through an effective research and extension linkage.

Redesign and modernise the curricula and courses in the schools of agriculture
and other agriculture related training institutes to meet the current and future
demands of the agricultural sector.

Provide opportunities for agricultural scientists and farmers for local training and
foreign training for skills-development.

13. Post harvest technology

13.1

13.2

Develop and popularise better harvesting, processing, value-addition, storage and
transport methods to minimise pre and post-harvest losses to improve quality to
meet domestic and export market demands.

Enforce sanitary and phytosanitary measures in post-harvest processing and
value-addition of agricultural products.

14. Marketing

14.1

Minimise problems associated with marketing of agricultural products through
government intervention as and when necessary for price stabilisation.
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14.2

14.3
14.4

14.5

14.6

14.7

14.8
14.9

Promote private-sector investment to improve infrastructure facilities necessary for
marketing agricultural products.

Explore and promote foreign markets for crops with high export potential.

Encourage product branding, certification and use of geographical indicators for
products to enter competitive markets.

Facilitate marketing information dissemination and marketing operations through
the establishment of district level agro enterprise centres.

Appropriately align the agricultural sector in the current multi and bilateral trade
agreements.

Identify the requirements of agro-business enterprises to cater to the needs of
small farmers and promote public and private investments in such agro business.

Promote the involvement of producers in agricultural marketing.

Strengthen supply-chain management to develop an efficient agricultural
marketing system.

15. Agro-based Industries

15.1

Promote agro-based industries and product diversification in collaboration with the
private sector.

16. Traditional agricultural crops and methodologies

16.1

Foster, preserve and disseminate traditional knowledge in agriculture relating to
organic farming, pest control, and preservation and processing of food for
nutritional and medicinal purposes and facilitate exchange such knowledge among
the farming communities.

17. Home-gardening

18.

19.

17.1

17.2

Promote home-gardening and urban agriculture to enhance household nutrition
and income.

Promote women'’s participation in home-gardening for improving family nutrition.

Investment in agriculture

18.1

18.2

State to invest adequately on the agricultural sector for its rapid and sustainable
growth.

Encourage private-sector investments, particularly in areas of seed and planting
material production, agricultural research and development, human-resources
development, post-harvest management, marketing, export-promotion and
agricultural entrepreneurship.

Institutional development

19.1

19.2

Develop mechanisms for coordination among government and provincial council
institutions involved in agriculture and related activities.

Ensure active involvement of all community based organisations (CBO) in
agricultural development and strengthen the same.



20. Utilisation and sharing of plant genetic resources

20.1

20.2

20.3

20.4

Collect and conserve crop varieties and their wild relatives for future crop breeding
and improvement programme

Develop and maintain diverse farming systems for ex-situ conservation of crop
genetic resources.

Use farmer participatory breeding methods for utilisation of crop genetic
resources.

Adopt suitable strategies to preserve national identity in utilisation and sharing of
benefits of genetic resources with other countries through international treaties.

21. Youth involvement in agriculture

21.1

21.2

21.3

Promote youth organisations for active participation of youth in agriculture and
related ventures.

Promote high-value crops and agro-based small and medium scale industries for
enhancing rural employment-generation and youth involvement in the sector.

Provide concessions and rewards to young entrepreneurs for promoting agriculture
and related industries.

22. Agricultural exports

22.1
22.2

22.3

Facilitate promoting all forms of agro-based exports

Establish coordination mechanisms among governmental bodies and agricultural
producers, marketers and the trade sector, to promote agricultural exports

Establish food safety and quality-assurance mechanisms for crops with export
potential that could meet international food safety standards.
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Appendix 4

Presentation Discussion Notes: Assessing the Impact of ADB
Supported Projects on Sri Lanka’s Agricultural Policies

A presentation of the review findings was held on September 11, 2007 at the Organisation for
Professional Associations (OPA), Sri Lanka to initiate a discussion on the issues raised in the
review. A presentation by Dr. Anura Herath, the lead consultant of the review was followed by
presentations by eminent discussants; Professor T. Jogaratnam, Dr. Jerry Jayawardena and
Mr. Senaka Abeyratne. The presentations led to an open discussion and these notes cover the
issues raised during this discussion

The notes presented in this annexure have been grouped according to certain themes that
arose during the session. It is provided here to stimulate further discussion among a wider
audience.

The presentations made at this event are available for download from the CEPA website
www.cepa.lk.

Presentation made by Prof. T. Jogaratnam, Emeritus Professor, University of Peradeniya,
Sri Lanka

Prof. Jogaratnam focused his presentation into three subject areas related to the agricultural
policies discussed in the review. He commented specifically on the evaluation of agricultural
policies in Sri Lanka in terms of the contribution, or lack of it, of the policies to agricultural
development and technology-improvement in Sri Lanka. He discussed the ADB’s support for
policies initiated by the government. He addressed the issue of wider learning for donors and
the policies on which they should target their aid. He also looked at the question of whether
agricultural policies in Sri Lanka in general are poverty-neutral, pro-poor or anti-poor.

His presentation raised numerous talking points and brought out the following issues,
categorised within the broad areas of improving the study, agriculture and poverty alleviation,
the need for clearer policy focus by state and other actors, and the need to identify gaps in
the research so that research can more effectively feed into policy formulation.

Strengths and limitations of the study

Despite the report’s comprehensive coverage, the period of the analysis (ten years from 1996-
2005) in the review was not sufficient to see the impact of projects on agricultural policies.
The report did not assess the proportional or relative contribution of impacts of ADB projects
to policy reforms.

Agriculture and the poverty-alleviation debate

He stressed that the agricultural policy objectives in Sri Lanka has mainly focused on food and
nutritional security, narrowing regional disparities and alleviating rural poverty. These issues
were also relevant in a discussion on policy and its impacts on poverty. This was demonstrated
by data that show that the poorest proportion of the population could not meet their food/
calorie requirements. He said that other organisations, such as the World Bank, also identified
regional disparities and noted that this type of study should be country-specific and site-
specific with each region and area being studied separately.



A clarification was requested by a participant about the contribution of agriculture to the total
income of agricultural households in Sri Lanka. It was said that agricultural households
represent nearly 40% of rural households and agriculture consists of 28% of household
income. National statistics may hide regional variations and thus the importance of having
disaggregated information for decision making cannot be underestimated. It was noted here
that the Consumer Finance Survey published by the Central Bank of Sri Lanka provided
information about regional variations in the income source of agricultural households down to
district level.

Prof. Jogaratnam said the landlessness and the non-viability of landholdings (small and
fragmented agricultural holdings) hindered poverty alleviation in Sri Lanka. It had been said
that a minimum of two acres were necessary for landholdings to be viable. While agriculture
contributes only 28% of the income of agricultural households in Sri Lanka other constraints
and contributory factors to limited poverty alleviation include: low productivity, out-migration
of labour from agriculture, poor agricultural infrastructure and poor coverage by agricultural
support services.

State policy focus

During the 1960s, 1970s and 1980s agricultural policies and projects were considered pro-
poor. Land distribution and irrigation-development policies introduced between the 1960s and
the 1980s mainly concentrated on the poor. These policies contributed to the high
performance of the non-plantation sector. For example, the Mahaweli project is considered by
many a pro-poor project and in the initial stages the benefits were targeted towards the poor.
During the time of the accelerated Mahaweli project, poor people from the wet zone were
settled in the dry zone.

The government has placed emphasis on price supports on agricultural outputs, inputs and
trade and other support-services such as credit, marketing, research and extension. However
the benefits of these services were accessible to high-producing farmers with marketable
surplus rather than poor farmers.

Donor policy focus

ADB interventions in rural financing and product-improvement were small in scope. Cheap
credit and, more importantly, access to credit was important for poverty alleviation. Further,
ADB projects were not been spread over the country. Therefore the benefit transferred to
poor farmers might not have amounted to much. Policy-making was also politicised and hence
the influence that donors could have on policy was doubtful.

Commercialisation of the sector

He stressed the importance of crop-diversification, value-addition and export-promotion for
commercialising the agricultural sector. Between the 1970s and the 1980s, the main focus
was on the production of crops such as chillies, onions and potatoes and hence attention to
crop-diversification was limited. Today, the debate about crop diversification should pay more
attention to export-orientated production and should include crops such as cut flowers and
foliage plants.
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The growth of supermarkets and contract-farming in relation to the commercialisation of
farming also needs to be flagged. He said supermarkets must be regulated to prevent the
exploitation of farmers.

Impacts, lessons and research gaps

Since independence, the agricultural sector has had a low growth rate. Countries like India
have also indicated the need to raise agricultural productivity. Yet the lack of competitiveness
and comparative advantage was a persisting problem, while there were regional variations in
the impacts of policies. For example, farmers in some areas had better access to resources
and this gave them an advantage over other farmers in poorer regions.

He said that proper targeting of policies was essential and that improvements to agriculture
itself were not enough to alleviate poverty. There was a need to understand the prevalence
and importance of the off-farm sector in addressing poverty.

The focus on research was decreasing, especially within the state sector. Donors could do
more to promote research through universities and the Department of Agriculture. However
there was a tendency for the research agenda to be dictated by donors rather than with a
view to addressing local needs.

Presentation made by Dr. Jerry Jayawardena, Chairman, Tea Research Institute of Sri Lanka

Dr. Jerry Jayawardena concentrated on two areas relating to the policy review. He emphasised
the limitations of policy formulation and the implementation process within a context of a
plethora of state bodies in the agriculture sector and discussed whether the current political
economy facilitated or constrained policy-formulation and the implementation process.

Defining the agriculture sector

Dr. Jayawardena started his contribution by noting that the definition of the agricultural sector
needed to include the fisheries and forestry sectors as well as agriculture. He pointed to the
multifaceted nature of the agricultural sector in Sri Lanka; it was a cultural phenomenon at
the village level, requires the management of natural resources, and involves social, economic
and gender issues as well as food and nutritional security issues.

Limitations of policy-formulation and implementation

There was a lack of awareness amongst the politicians and secretaries of the ministry about
ongoing donor-funded agricultural projects in Sri Lanka. These projects tended to address
components rather than factoring in the larger elements of the picture. They did not
approached people’s livelihoods in a holistic manner. For instance, there were people engaged
in both food crops and inland fisheries; yet when interventions were planned they tended to
address food crops and fisheries separately. People’s livelihood portfolios and limitations were
not been addressed as a whole. The social aspects of the sector were ignored in this process.
For the agriculture sector to become sustainable it should provide proper institutional linkages
and be intellectually and financially rewarding for people working in it.

The lesson that could be drawn from past experiences of donors as well as domestic policy-
makers was that the holistic situation in Sri Lanka had to be considered. Policies formulated
and implemented by the government should take note of agricultural policies and vice versa in



order to implement them sustainably. The overlaps in ministerial functions and policy creation
also needed to be taken into account in this discussion.

Agriculture was not a 100% economically viable sector and the importance of off-farm sources
of income should not be underestimated. For instance, a son or a daughter of a farmer could
be working in a tile factory and that salary might be spent on buying fertiliser, making it an
important contribution to agricultural productivity. He claimed that the new government policy
Mahinda Chintana brings out this point very well.

He said that that the value-addition of the agricultural sector was quite low. In the United
States, 3% of the population worked in agriculture while 37% was engaged in value-addition.
In Sri Lanka, value-addition took place through supermarkets. The export of agricultural
products such as vegetables, fruits and cut flowers could be considered to be profitable and
was a fast-growing industry. It was also becoming an important means of employment-
generation.

Finally, he noted that in considering some of these factors it could be acknowledged that
public-private sector partnership is important and should be further encouraged and
expanded. Existing policy mechanisms such as the fertiliser subsidy scheme needed to be
better targeted.

Presentation made by Mr Senaka Abeyratne, Agricultural Economist

Mr Abeyratne stressed the importance of such a policy analysis within the context of private-
sector engagement in the policy process. He noted the ways that the private sector could be
more active in the GOSL policy-formulation process. He looked at how ABD-supported
government policies affected private-sector involvement in the agribusiness sector. In his
presentation he compared the development of the sector before and after the liberalisation of
the economy and examined the private-sector engagement.

Liberalisation and the agriculture sector

The drive to commercialise the agricultural sector began in the 1970s when there was a shift
away from producing rice to other crops. During the period 1970-1977 the focus of
government policy was towards protectionism, with the import of various food items being
banned, leading to an increase in domestic agricultural production and the achievement of
self-sufficiency. However, there was no significant improvement in productivity. Production
increased because the proportion of land used for agriculture was high. He noted that a policy
of protectionism badly affected the poor who were also consumers. Therefore, the level of
poverty and malnutrition increased. Though living standards improved in the short term,
productivity remained stagnant. The farmers as producers benefited from protectionist policies
because they were able to get higher prices for their produce, but the poor were unable to
afford the produce because of those higher prices.

The introduction of liberalisation meant that domestic producers were badly affected as they
found it hard to compete with the price of imported items although importers benefited. There
is no example anywhere in the world of a country achieving sustainable development through
protectionism. There could have been a short-term benefit but productivity stagnated in the
long run. Countries such as Malaysia, Japan, Taiwan and Korea were moving away from
protectionism towards liberalisation, while others such as China were choosing to mix policies
of liberalisation and protectionism.
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Changes in private-sector involvement

Private-sector participation in the agricultural sector increased after liberalisation while during
the era of protectionism the private sector engaged mainly in marketing. The state, on the
other hand, engaged mainly in providing support services in addition to marketing. Presently,
the private sector had taken up support services. He noted that it was an accepted fact that
the private sector was more efficient than the state sector in providing these services.

Need for improvement in the private sector engagement

He said that this study was useful to private sector because they could use it as a reference
point when attempting to engage in dialogue on policy with the government. He said that his
experience at the National Agribusiness Council (NAC) taught him that there is no
homogeneous thinking within the private sector as in the government sector.

The private sector should be dealing with a mixture of inward-looking and outward-looking
policies. It needed to be more politically educated. The sector lacked skills in the art of serious
policy dialogue as well as skills to enable effective negotiation with state actors. The
possession of these skills would enable the private sector to be proactive in taking issues to
the government and anticipating and preparing for government reaction.

The private sector should be better informed and its decisions should be based on facts and
experiences. There was a need for the private sector to be more proactive than reactive. The
private sector should tap the resources of all sectors and build networks with all the
stakeholders such as civil society and the government.

Donor influence on the private sector

He noted that although the ADB has contributed to a certain extent to the development of the
sector, the increase in private-sector participation in agriculture and agribusiness could not be
attributed to one organisation. There are many players; such as the World Bank, UNDP, USAID
and IFAD and all of these organisations together had helped to promote commercialisation of
the agricultural sector.

Plenary discussion

The discussion on the presentations led to a plenary discussion that brought out the following
points.

The discussion raised the issues of the importance of the influence of donor agencies in the
formulation of agricultural policy in Sri Lanka. Donor involvement should not replace existing
local expert knowledge and resources. Donor agencies had insights from their international



