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fertilizar, with possibly some nestjcides) needed to maintain or
increase food production. As & ccrollary benefit, Sri Lanka's serious

balance-of-payments deficit will ruoceive modest relief.

I. Priority end Relevance: There are two major long-term goals of the
national development policy of the Government of Sri Lankg (GSL) -

the comtining of economic growth with more equitable distribution of
incoms and wealth. The GSL is pursuing these goals within the frame-
work of =z Five Year Development Plan (1972-76), and is following a
strategy which nas six major elements:

- Tae maxinmum use of available labor;

- &an investment policy to make use of the limited foreign
excrnanze availabilities;

- rejuction of food imports by the development = . diversiil. -*inn
of agriculture;

- full and efficient use of existing indurcrial plants, further
expansion of industrial capacity and ir restment on the basis oéﬂw

o national priorities; - ot Y A

- developzment of a new export sector; and

- izvclvement of people at the local level in the formation
and execution of development projects.

Thne Unit=3 3tates Government (USG) supports the development goals

and stretegy of the GSL and, acting in conce.t with the IBRD-sponsored
Aid Grzuz for Sri Lanka, nas cnosen to concentrate its (the USG's)
assistznc2 in Sri Laznka's agriculture sector.
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¢ proposed loan discussed herein would contribute generally
—erxe's natiounal development efforts, and would be particularly
ive of that elemsat of her strategy which emphasizes the
.t and diversification of the agriculture sector, by pro-
ing inputs critically needed to maintain and expand food production.

II. 3crrower Administrating Agency: The Ceylon Fertilizer CQEPQIQEEEEi 4511/
(owned by GSL), in conjunction with tl . Ministry of Agriculture.

III. Description of Project

A. Background and Introduction

1. ?he Economx

Like most of her Asian neighbors, Sri Lanka is basically
an agricultural society. About 80% of the population lives in rural
arees and, except for small employment in local iadustry, depends on
agriculture for its total support. At present jaternational prices,
agriculture accounts for nearly U5% of gross deaestic product, and
accounts for over 50% 1/ of total employment. It is clearly Sri Lanka's
most important economic sector, and the country is especially dependent
on the success of that sector, since over 90% of export earnings are
derived from agricultural products. Since independence in 1948,

Sri lanka has been a major world supplier of tea, rubber and coconut
products. Sri Lanka has concentrated her internal resources on
suprorting the increased production of these crops and has depended
almest completely on their foreign exchange earnings to finance her
imports and otner foreign exchange requirements.

Table 1. Composition of Exports
(in 7 of total earnings)

1960 1965 1970

Tea 61.7 63.2 56.1
Rubber 21.3 15.9 22.0
Coconut 10.4 14,4 11.9
products

TOTAL 93.4 93.5 90.0

Y 72s ezperent gap between (a) rural population being 80% of total
ropuiation, ard (b) agriculture providing 50% of total employment ,
is ettributable in part to a considerable amount of daily commuting

07 rural dwsllers to and from Jobs in urban centers, -and to the
a2t Tzet the totel population includes large numbers of unemployed
wozmes, caildren and elderly persons.
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During the 1940's, 1950's ang into the 1960's, g long list ¢f imports
becana relatively pPermanent, supported by & good world mairket for

her export products. Although surpluses were invested in some
internal growth, the decision of earlier governments to guarantee ample
food and welfare services to all beople led to an increasing demand
for imported goods—-especially food--which narrowed available invest-
ment capital and little growth occurred in development of local
productive facilities, Then in the 1960'5, world prices for tea and
rubber weakened ang internal ctonsumption of coconut produrts decreased
export availabilities and earnings declined, In the meantime, imports
remained high, with increases in essential foodstuffs such as rice

and sugar. Prices for most food imports began to climb and have
become a major portion of total imports.

Table 2. Food as Portion of Total Imports
(in millions of US dollars)

1960 1965 1970 /
Total Imports 411.8 319.7 383.4 /é;f/
Food Tmports 4L, 0 172.0 L
(;fpod as % Imports 344 43.9 b7.3

The result was a rapidly deteriorating balance of bayments situation
which was chronically deficit by the late 1960' With Q_Eiuh public
demand created by subsidies in food_textiles,(ferfTTTz and Transport,
among others, tho government had little room to decrease its imports

to adjust to the relative decline in export earnings, since these
subsidies were considered an important part of the government 's
guarantee to its people.

Then in 1972 the meteoric rise of worldwide industrial and food
products began and the balance of payments problems are now reaching
crisis proportions.

Table 3. Summary of Balance of Payments
(in millions of US dollars)

1970 1971 1972 1973 1974

Current Account

Exports (fot ) 339 324 308 368 568
Other 43 L6 S5k 69 68

Total Receiptis 382 380 362 437 636

Imports, goods 392 372 3k9 h1s 758
Other 61 62 61 60 61

rot8l Payments 453 L3l 410 475 819

et Current Account -71 -54 -48 -38 -183#

¥Zstimates in September 1974 raise this to =210,
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deficit and avoid the necessity to decreas
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2ble 5. Types of Fertilizers

(tons)

1971 1972 1973 1974 #

Amzonium Sulfete 82,000 105,944 122,300 139,674
Urea 67, 4b2 56,375 68,190 91,500
Triple Super Phosphate 13,500 12,300 23,000 8,790
Rock Phosphate 45,800 43,030 42,400 50,500
Muriate of Potash (60%) 45,113 49,L27 49,250 62,231
Di-Anmonium Phosphate - 10,000 - 4,300
N.P.K. (GDP) 14,136 14,000 10,000 64,300
Others 10,998 12,031 11,000 10,000
Total 278,989 305,615 326,145 395,295

* Projected

Cver the pas:t four years, Sri Lanka has been successful in getting

most of its fertilizer needs in an increasingly stort world market.
Product has come fro=m folland, Japan, USA, West Germany, Egypt,

U.Z., 3ulgaria and Poland, with Japan and Hollang as major past suppliers.

2. Tuture Reguirements.

As with mos: users, Sri Lanka faces an uncertain
future in sourcass of al: kinds of fertilizers, with the exception
of rock vhosthate where there are firm contracts with Egypt. It
Preseatly has its requiremesnts through February of 1975 (the major
Maha rice ecrop) but is energetically in search of the requirements
for the following 12 months.

Subject to availabilities, the Fertilizer Corporation is planning to
purchase the same quantities and same mix in 1975 as wag purchased in
1974, minus carry-overs of 20,000 tons of TSP and 18,000 tons of NPX.
However, the Fertilizer Corporation expects that many of its former
suprliers will not have zaterial for Sri Lanka that they have had in
the recent past; Japan, for example, has formally told them s0.

Thare is some hore that the Zastern European countries will have
material,
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Even though substantial shortfalls in procurement are likely, there
is little doubt that Sri Lanka will need the resources provided
under this proposed loan. The nation's fertilizer bill zoomed from
$15.2 million in 1971 to $80 million in 1974, with the prospect of
breaking $100 million in 1975 if materiel is available. With that
level of requirement, even a 50% shortfall in availabilities would
still leave them in need of large amounts of foreign exchange.

The governmegt is presently engaged in general benefit/cost analyses
of various alternatives of short supply. They a attempting to
identir i

In the priori les, e

hvfgg;b;ﬂ highest order and will get first call on avaiisble fertilizer.
. ‘ —
wh

3. Distribution.

ce procured, fertilizer has & _good chance of being
effectixely«—utﬁnmnfe‘dm%ution system is unduly complicated
but has delivered reasonably well in the past, albeit at g fairly
high cost,

All fertilizer products, except liquids, are purchased solely by the
Ceylon Fertilizer Corporation. Allocation among the various users

is made by a board comprised of representatives of the interested
parties, such as the Ministry of Agriculture, Plantation Ministry

and Ministry of Trade. That allocation is applied to each shipload

as it arrives in Colombo or the port of Trincomalee (on the opposite
side of the island). Distribution for the lantation sector (tea
rubber and coconut) has traditionally been W
tributors and Temains so today. BTEEII?Z”EHé?"ﬁ?%ﬂhllocatéH'Hbout
half of total imports and are expected to pick up their materials

at the port, except for bulk supplies which the Fertilizer Corporation
handles, since it owns the only bulk carriers. The private distributor
is responsible for whatever mixing is required and for making
transport arrangements. This system is long standing and apparently
works without significant problems, except for transportation. which
is hampered by chronic shortages of spare parts for trucks.

The other half of total fertilizer supplies, designated for the food
crop sector, is handled in the first instance by the Fertilizer
Corporation which transports the material from dockside to a lacge
warehouse/bulk mixing plant in Colombo or to the warehouse in
Trincomalee. Warehouse capacity in Colombo is 79,000 tons in a
modern facility and capacity in Trincomalee is 13,000 tons. The
bulk mising operation in Celombo is a large one, handling about
65,000 tons a year of blending and automatic baggiqgin order to

_ facilitate usage by the farmer who is informed by label as to what
75; crop the fertilizer is for and what application is recommended. The
%q large mixing/bagging operation is undoubtedly expensive snd time-
é?ﬁ;p, consuming and could probably be improved upon if the distribution
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gystem, particulariy at the farmer level, were simgli‘égd. Whej¥é:’ ;2
the fertilizer leaves the warehouscs of the Fertilizer orporation; |

the country. istributio ; d ou ti~
£\ Purpose cooperatives through QAQDQ_b:aaeb~s%eres—s%ra%egéeally\placed.
Q ¥ OOpParaty 15 supplied on demand by the regional warehouse as
\ tHB‘requeat&41ﬁ_£apmer§'36cumulate. T
e e S

Responsibility for distribution is shared by the three different
organizations for a number of historic reasons, plus the desire of the
Fertilizer Corporation to avoid the management problems of operating
& system as large as would result from a consolidation. Inquiry
emong users and distributors reveals an expected array of problems
{: centering around the lack of & particular product when it is needed,
as cooperatives frequently have inadequate storage and transpaort
difficulties slow delivery from ¥he regional warehouses., » the
‘;Eu_ SYSten HaeS moved large quantities of fertilizers in & manper that is
<a:ﬁ‘ acceptable if not ideal.

‘ There i1s some indication that the goverument is considering opening
distribution to private dealers to widen the physical network of
supply and bring into service additional traasport as well as
initiatives of entrepreneurs.

D. Utilization.

Fertilizer for pacddy is widely distributed among farmers
with holdings of all sizes. Since paddy is a crop grown mostly by
small farmers (see Table 6, following] . there 1s reasonabls asSurance-~

){u
\n’“‘J
‘K O as demonstrated by the increased productivity of paddy-~that fertilizer
p , reaches the small farmer. N
I tune

Table 6. Ownership of Paddy Land

Size of Holding Numbers of Farmers Acres Affected
(acre)
*>  Less than 1/2 289,800 97,100
1/2 to 1 253,600 171,000 Y x
£30° /5
lto?2 148,500 252,300
%W 2to5 117,500 440,000
5 to 10 22,400 192,900
1/
Over 10 L koo 119,700
Total 836,200 1,273,000

L/ Under current land reform legislation in Sri Lanka, 60 acres are
the maximum any individual can own.
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A varievy of credit sources brings financing for fertilizer within
the reach of al1l farmers, Official credit is available through the
multi-purpgsg cooperatives located throughout Sri Lanka: however,
Studies show that it S_Provably used by Eﬁ{f :Sz of the féfme?s,
the balance going to the more reditional sources of relatives or
$ac <

local money lenders: Ihrough a recent reorganization of farmer
services, Sri Lanke is constructing 475 Agricultural Productivity
Centers which will bring together extension, animal husbandry, and
similar services in a single center near the farmer. Part of this
collection of services will be a branch of the goveérument-owned Bank

IV. Beneficiaries: Panding discussions with the GSL on the subject
of the country's specific fertilizer needs vis-a~vis possible sourceg
of supply, it is intended that the proposed loan be used to finance
only those fertilizer compounds which are applied pPrimarily to food
crops (paddy and perhaps some vegetables), and not for fertilizers
applied to plantation crops (tea, rubber and coconuts). Paddy crops
are grown almost exclusively by farmers having small-to-medium size
holdin and, therefore,'such'farmers Would be The principal direct
eneficiaries of the proposed loan. The GSL has and will obligate
itself to give Priority in the distribution of fertilizer to use for
rice, the country's mdjor food Crop. Further, since Sri Lanke now
imports'nearly 407 of its rice requirements, the use of feftilizer
is esseatial to the GSL's otjective ot incredsing domestic-pnoduction
of food for internal consumption (see also Section III.B. abova),

V. Project Design: Use of the logical framework approach is not
felt to be necessary or particularly eppropriate in order to consider
the sector goals, project burposes, inputs, outputs, etec., related

to this proposed loan. Such aspects are discussed in general at
various places throughout this Project Review Paper.

future, and such problems will simply have to be dealt with as best
they can as they occur.

VII. Other Donor Coordination: As stated in Section III.A.3. above,
the proposed A.I.D. loan is an outgrowth of the USG's participation
in the IBRD-sponsored Aid Group for Sri Lanka. At the staff level,
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A.I.D. and the IBRD maintain an unofficial dialogue, kecping each
other informed of their current activities and plans with respect
to assistance for Sri Lanka.

VIII. Financial Plan: Given the price volatility and supply uncertainty
Yg} existing in present fertilizer markets--conditions which are likely
{

to prevail for the foreseeable future--it would bve very difficult
and not particularly useful to prepare a financial plan per se for
'}, Sri Lanka's 1975 fertilizer procurement. As noted in Section III.B.2.
%ﬁ”\ above, the GSL hopes to procure about the same quantities and same
v nix in 1975 as was procured in 1974. The total import bill in 1974
&9 was $80 million; the cost in 1975 could exceed $100 million. Obviously,
the $8 million which would be provided under the proposed A.I.D.
loan would meet only a minor bercentage of the total need. However,
if the proposed loan is viewed as assisting the GSL in financing only
fﬁﬁ&& the high-nutrient fertilizers to be applied to paddy crops, e.g.
[1%}}’ \ urea, then the $8 million becomes more significant, perhaps on the

—

* order of 20% of the amount required. The balance would have to come
VB Qf from a combination of whatever other credits which Sri Lanka could
ﬁi \! arrange, plus expenditures of her own scarce foreign exchange.

IX. Project Development Schedule: The primary responsibility for
drafting the Project Paper (PP) will rest with AID/W. It is hoped
that our requirements for-additional data and for understandings to
be reached with the GSL (see Section X. following) can be handled
by cable exchange, and that there will be no need for travel to

Sri Lanka at this time. The target date for cdmpleting the PP is
November 30, with authorization not later than December 31, 197h4.
However, in order to pernit Sri Lankz to avail itself of purchasing
-opportunities that may exist between the present time and the end
of January 1975, A.I.D. Plans to make contracts entered into on or
after November 1, 1974 eligible !for financing on a reimbursable
basis, provided all applicable A.I.D. requirements are pet.

X. Analyses: The following areas rejuire additional data, analysis
and/or consultation with the GSL in order to complete the PP:

A. Identification of specific inputs to be financed, to include:
(1) a determination of whether pesticides are needed and, if so, what
quantities of what compounds and for what crops their use is intended,
and (2) an understanding with the GSL concerning the fertilizers to
be eligible for financing with proceeds of the proposed loan;

B. A more definitive picture of the GSL's overall fertilizer

procurement plans, to include sources of financing, insofar as they
are known at the present;
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C. An analysis ard appraisal of the existing fertilizer dis-
tribution and mavxeting system, with particular emphasis on the
adequacy of the systexz with respect to farmers having small land
bholdings-~this should include an examination of the availability and
cost of credit to such farmers, and discussions with the GSL as to
vhether technical assistance is desired in the areas of distribution,
marketing and credit;

D. An examination of the economics of fertilizer importing and
use in Sri Lanka, with respect to (1) allocation of foreign exchange
resources to fertilizer lmports as opposed to food imports, and
(2) return to farmers in terms of increased rice yields and higher
rice prices vs. the cost (of the commondity and of credit) of fertilizer

usage; and

E. An assessment of the adequacy of irrigation and of the
quality of farm manegement needed to achieve optimal results from

high yielding varieties of rice.

-é;jmﬁﬁ?; b oyl . S0
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DEPARTMENT OF STATE

AGENCY FOR INTERNATIONAL DEVELOPMENT
WASHINGTON, D.C. 20523

A.I.D. Loan No., 383~T-015 6
ro

LOAN AUTHORIZATION

Provided from: FAA Section 103 ("Food and Nutrition")
(Sri Lanka: Agricultural Inputs)

Pursuant to the authority vested in the Administrator,
Agency for Internationa. Development ("A.I.D.") by the Foreign
Assistance Act of 1961, as amended, ("The Act") and the delegations
of authority issued thereunder, I hereby authorize the establishment
of a loan ("The Loan") pursuant to Part I, Chapter 1, Section 103,
Food and Nutrition and Part I, Chapter 2, Title 1, the Deve~" .ment
Loan Fund, of said Act, to The Government of Sri Lanka ("Borrower")
of not to exceed Eight Million United States dollars ($8,000,000)
to assist in financing the foreign exchange costs of procuring
" and importing fertilizers and carrying out feasibility studies
and/or other types of technical assistance related to agriculturec,
Of the total amount, $250,000 will be available for such studies and
technical assistance. This loan will be subject to the following
terms and conditions:

1. Terms of Repayment and Interest Rate

The Borrower shall repay the Loan to A,.I.D. in United States
dollars within forty (40) years from the date cf the first disburse-
ment under the Loan, including a grace period of not to exceed ten (10)
vears from said date. The Borrower shall pay to A.I.D. in United States
dollars interest at the rate of two percent (2%) per annum during the
grace period and three percent (3%) per annum thereafter on the outstand-
ing balance of the Ioan and any due and unpaid interest,

2, Other Terms and Conditions

a) During the period from December 31, 1974 through June 30, 1975,
fertilizer financed under the Loan shall have its source and
origin in countries included in A.T.D. Geographic Code 899,
provided that during the period February 1, 1975 throuch May 31,
1975 fertilizer shipments from the United States shall be
ineligible for n.I.D. financing. Unless A.I.D. otherwise states
in writing, fertilizer financed under the Loan subsequent to
June 30, 1975 shall have its source and origin in the United
States and other countries included in A.I.D. Geographic Code 941,

b) Unless A.I.D. otherwise agrees in writing, services, including
ocean shipping, financed under the ILoan shall have their source
and origin in the United States and other countries included in
A.I.D, Geographic Code 941,
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@) The Loan shall be subject to such other terms and
conditions as A.I.D. may deem advisable.

Assistant Administrator
Bureau for Near East and South Asia

.2/4,/7{’

Date

Clearances
NESA/CD :RBPerry

NESA/CD :SATaubean @ \2\15”

NESA/SA :CHRees
NESA/DP :RBirnberg uf
GC/NESR :MGKitay ‘W /A
SER/FM :SLBrown \'}/VW
PPC/DPR AHHand—l—y oy
/\CLLQ.LL»’ /[

Drafted by: GC/NESA:JABurgGSS:12/27/74
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FEB 3 1975

ACTION MEMORANDUM FOR THE DEPUTY ADMINISTRATOR
THRU: EXSEC

(w\ﬁjw ikod Jed
¥ OM: AA/PPC, Alexander Shakow WO
SUBJECT': Sri Lanka Agricultural Inputs Loan
Problem: Your approval is needed to permit the Assistant
Administrator for NESA to authorize an $8 million loan to
Sri Lanka for agricultural inputs (fertilizer). The DLC
concurs in authorization.

Discussion:

1. Purpose of Loan: Sri Lanka's agricultural policy in
recent decades stressed the production of crops for export,
and gave only secondary attention tc food production for
domestic use. This pclicy has to some extent backfired with
the recent dramatic increase in imported food costs; food
imports now account for almost half the country's total im-
port bill. To alleviate this situation, the govermment is
devoting considerable attention to food production for local
use.

Large amounts of impo:ced fertilizer are necessary to carry

out this new policy. This A.I.D. loan will assist by fin-
ancing the import of a portion of the current year's fertilizer
requirements. The exact types of fertilizers to be imported --
urea, triple superphosphate (TSP), NPK, and/or others -- will be
determined by A.I.D. and government staff in the course of loan
implementation. If, for example, only urea is purchased, and
assuming an average urea cost of $430 per ton, the loan will
finance about 18,000 tons, or 20% of the estimated calendar year
urea requirement.

In additior. to fertiliz.r, some $250,000 will be made available
in the loan, and identified in the Loan Agreement, for specific
studies related to development of the agricultural sector.

2. Loan Category: This loan falls under Section 103 of the
FAA, Food and Nutrition, cur highest priority category.

3. Important Considerations: The following considerations
were thoroughly reviewed by NESA and PPC, and the two Bureaus
agree that the loan should go forward.

a. Institutional Frermework: The public sector Ceylon
Fertilizer Corpcration will implement the loan at the national
level. It appears to operate on a businesslike if not
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commercially aggressive basis, and seems to be amenable to
further improvements in its operations. Some bottlenecks are
expected to occur in the distribution system, but we believe
that these problems will be manageable. Other institutional
constraints such as credit and marketing also exist, but not
in such degree to deter implementation of the loan. (See
loan paper pp. 20-21),

b. Economic and Finanrial Viabi'.ity: The Government of
Sri Lanka, the Borrower, has a significant debt servicing
burden, but nevertheless the loan paper concludes that re-
payment prospects are reasonable given the substantial
concessionality of the loan (loan paper p. 23). Net benefits
of the loan are positive (p. 20).

¢. Government Contribution: The government will purchase
some fertilizer with its own foreign exchange, and also pay
inland transportation, storage, handling, and distribution
costs for all imported fertilizer including that financed by
this loan. The cost of this to the government 1s estimated
at considerably in excess of 25% of the total cost for the
fertilizer program. The government will provide assurance
through a provision in the Loan Agreement that it will con-
tribute at least 25% of the total cost of the entire program,
as required by Section 110(a) of the FAA.

d. Congressional Notification: This loan was not included
in the FY 1975 Congressional Presentation; thercfore, prior
Congressicnal notification as required under Section 114 of the
Foreign Assistance and Related Programs Appropriation Act of
1974 was carried out by formal notification letters on December
27, 1974, To Congressional objection to the loan has been
raised.

e. Relation to Overall Sector Strategy: This loan contains
some of the same weaknesses as the Bangladesh Agricultural In-
puts loan that you approved a short time ago, l1.e., there is no
overall, well-articulated and systematic long~run strategy to
overcome a number of key agricultural bottlenecks. However,
the government of Sri Ianka has taken some positive steps, in-
cluding land reform actions, producer price increases, and
reduction in fertilizer subsidies. We also note that Sri I.anka
is an MSA country with a low per capita income, thus falling
within that group of countries to which Congress asks us to
pay special attention with assistance necessary to increase
agricultural production.

In recommending this loan for authorization, NESA is cognizant
of the necessity to do more in the future with respect to _
sectoral analyses and in defining such loans in the context of-
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comprehensive longer-term strategies to overcome major problems.
However, the Bureau advises that in this case time did not permit
the initiation of the lengthy studies necessary to fully assess
agricultural bottlenecks and evolve a comprehensive strategy.
Despite this shortcoming, the loan baper contains an assessment
of Sri lanka's agricultural sector and problems, including
identification of a number of pcsitive steps already taken by

the government as mentioned above; also, NESA has assured itself
of Sri Lanka's high priority need for this fertilizer.

To further develop the country's agricultural sector and take
steps to break various bottlenecks in production and distribution .
of food inputs and food, various studies are needed of general
problems and speci.ic high priority projects. NESA will strongly
encourage the government to undertake studies, both with its own
resources and with assistance from aid donors. As mentioned
earlier, $250,000 will be Specifically made availabie in this
loan to permit A.I.D. to finance certain of these studies to

be jointly selected by ourselves and the government. Some of the
studies relating to specific projects could form the basis for
future A.I.D. loans to Sri Lanka. Also, a NESA TDY team will be
visitin; Colombo later this month to review/appraise a number of
proposals for FY 1976 financing, including a possible loan to

the Paddy Marketing Board for rice distribution and storage, a
small farm implements project, and a number of irrigation pro-
Jects. In the Drocess, the team will be assessing the various
agricultural constrainte relating to increased food production.

Finally, NESA has drafted an airgram that will be cleared by
PPC instructing its field posts that agricultural inputs loans
in the future, if they are to be favorably considered, should
include the elements indicated in your December 31, 1974 memo-
randum to 4r. Nooter regarding deficiencies in the Bangladesh
loan.

Conclusion: NESA and PPC agree that this loan has weaknesses
in that it does not fit into an overall long-term agricultural
strategy to solve Sri TLanka's problems in this sector. On the
other hand, Sri Lanka is an MSA country with a low ber capitsa
income, and this loan wilil provide fertilizer inputs to help
increase agricultural production. The government has taken
some limited but positive actions in the agriculture sector,
as indicated earlier. NESA also is taking actions -- such as
sending a team to Sri Lanka to assess project possibilities,
encouraging the government to finance needed studies both with
its own funds and with help from foreign donors (including the
$250,000 provided under this loan), and advising its Missions
of the requirements of your December memorandum to Mr. Nooter.
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These actions could lead to better design of projects proposed
for A.I.D. assistance to that country in the future.

Recommendation: That you approve the loan iﬁr authorization.

e

Approved:
Disapproved: é/

Date: ?‘f‘*/'l?'-’f' FFB 5 1975

(:Lb\
PPC/DPRE: RCMalley/imb:1/21/75

“~

Clearances: AA/NESA, AWhite
Ge, AZGardinex-{ZggéE;
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Sri Lanka - Income Distribution Issues and Pricing Policy for
Fertilizer and Other Inputs in Paddy Farming

Please find attached a copy of a paper prepared by Dr. Lawrence
Rosen, who at the request of the HESA Bureau, spent four weeks

in Sri Lanka examining production and equity issues of concern

to AID in respect to raddy farming. The paper focuses varticular
attention on distribution costs and pricing policy for fertilizer
in response to questions raised in connection with the recently
approved 8 million fertilizer loan for Sri Lanka. The paper

also analyses the pattern of income distribution, and the relstive
position of paddy farmers, and provides an assessment of desirable
policy measures for the Government of Sri Lanka which may have an
unfavorable impact on social equity objectives, but appear
necessary if Sri Lanka is to succeed in substantially increasing
food production.
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Sri Lanka
Income Distribution Issues and Pricing Poliey for Fertilizer
and Other Inputs in Paddy Farming

Summary and Recommendations

I. Income Distribution

Through tradition and political commitment, Sri Lanka has
done more tc redistribute both income and wealth than the majority
of developing countries. Major elements in this effort in respect
to upper income grouns, include very progressive income texation,
heavy compulsory savings, tax on assets and legal limits on land
and other property ownerwuip. Redistribution programs include a
wide range of free or heavily subsidized nublic services and goods
of which the free rice ration is Ly far the most important (and

costly).

Data on income patterns show that thes: progrems have had
an impact. Between 1963 and 1973, the provnortion of total income
received by the top 11% of spending units has declined from 375
to 28%; while the share for the lower W07 has increased from 14 to
over 19%.

fror avnut
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d soem %o

Risinz unemrloyment mated ¢
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% to 2h% of the lavor rorce) during the
N3

cast considerable doutt on the validity of 5 4 g5 ot thue
bulk of the unemployment sprears to ve in the :idd e income srouns,
8 reflection of the eﬁuvaulonal system and prastiz siderations

attached to various occupations. Among the lo-or i
rural arcas, there actually appnears to be 2 loor shortage at least
dquring periods of high labor domand TOr DAl SrOGuChnl ON. <ilLS
apparent shortage is confirmed 0y the fact thst agricultural vases,
outside of the estate sector, have increased sbout 50;. during the
past two years.

Althourh ration amounts have been reduzad under budgetary
constraints, the free ration program still hzs ~ very substantial
impact, ecpecially on the lower income grouns through the nrovision
of 1 1lb. per person per week of rice, in additlon to another 2 lus.
at about 1/2 the cost in the parallel market. TFor the lower 207
of the pcpulation, the imputed value of the frie ration slone amounts
to a 50% increase in effective income. For a cmall farmineg family,
with 1/h acre of paddy, the free ration Coult Be considerec sguivalent
to doubling wue extent of lancd under cultivaton.

Despite reduction in ration amounts, ihe total cost of thne
food subo'dj program has Jumped substantially during the pest year
and now carries a tudpetary cost on the order ¢f Rs. 1060 million, or
roughly 1/4 ~7 current receipts. While the fecod subsidy prosram has

hed a tremendously beneficial impact in terms ol raising living
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standards for the lower income groups, (and is no doubt alse a
major factor in Sri Lanka's relative success in restrainins rural
mizration to urban areas), the budgetary cost of the pro -am
simply does not appear to be sustainable if 3ri Lanka is to raise
dowestic savings and investment to levels necessary to maintain
per capita production let alone for long term development.

An effort to situate paddy farmers within the income
spectrum is exceedingly difficult owing to the wide variation in
farming ccnditions and in resulting. returns. On a hypothetical
basis, however, double cropving on a 1 acre farm should prrovide
cash or imputed family income for ar owner-cultivator of
approximately Rs. 2000 p.a., including the value of the food subsidy.
This would plzce such a femily in the 3rd lowest income decile.
While Sr{ Lanka has never carried out an island-wide cadastral survey
to determine luand ownership, sampling studies suggest that aopiroxiriately
4% or paddy holdings amount to 1 acre or less and another 25% consist
of 1 to 2 acres in size. The majority of paddy farmers therefore
clearly fall within the lower inccme Frouns. Tenancy arrangements
moreover, entailing perhaps a 307 reduction in income for about 1/3
of these farmers reinforce this coneclusion. On the other hand,
returns to the 1/3 of paddy holdings abtove two acres would mcve most
farmers with these larger holdings well into the middle and upper
income ranges for Sri Lanka.

Although size alene does not determine income, most farms
under 1/2 acre are pProvatly tOO omall to provida adequate retmns
and 1t 15 the Tarne I the—tr/e—to—o=7rc range (4G0s of tolal paddy
holdings) which comprise the low Incomo groups tnal arc ellectively
reachable, o

II, Fertilizer Innputs

The cost of fertilizer distribution in Sri Lanka does not
appear unreasonable. Against an averepge CIF cost for urea of zbout
$325/ton, total additionel charges, including 12,55 duty, amount to
an increase of 1/3. Moreover, if fertilizer irports were valued at
the FEEC rate of exchange to rerlect the true Toreign currency cost,
internal distribution expenses would add only 127 to the basic CIF
cost. The main problems in the physical distrivution of fertilizer
appear to be limited transportation facilities at the district store
to coop level and the onerous administrative procedures that must he
complied with. The necessity of trying to control the use of
subsidized fertilizer, moreover, substantially compounds the
administration burden.

The current fertilizer subs dy for paddy ammounts tc a 200
reduction against the full cost price. The sen» fertilizer intended
for vegetable products is not eligible for a suwvzidy; and conversely,

pede
1
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fertilizer intended for estate crops of tea and coconut receive

a 505 Subsidy. The subsiqav dirferentiIals not Oty _create problems
oI inter-sectoral leakape, with probable application of less
appropriate Tertilizer mixes. but nay also be intensifying paddy
farmer resistance to higher fertilizer prices throuch the anparent
contradiction the subsidy difrerentisals pose in resvect to the
avoved priority the rovernment attaches to increassed food production,

Even with the 307 subsidy for raddy Tertilizer, the curreut
price reflects a 2507 inerease over the price & year ago. 'Me
impact of the price increases on fertilizer cannol be determineqd
empirically since under current drought conditions, arfecteqd
farmers would not use Tertilizer =% any ™rice. On the basis of
aggregate data for so-called "normal" conditions, hovever, it i
reasonable to assume that the increase in the raddy vrocureient
price from mEv—So o 23 Pef DusTiel ollsees anorT SRy
The increased lertilizer cost, at the natione averase Cleld of
3j*ousne1/éﬁ?éff ioriners enjovine hicher vielas Wwould find profit
nargins imnroved, while those below the L5 bushel/acre figure
would find margins eroded. -_—

————

S

Whether or not the farmer changes the amourt of Tertilizer
used depends on the actual (or perceived) difference Tertilizer
anplication has or his vield. Against %le curren* Drociwrensnt
price of Es. 33/bushel, iz may be calculated that the farmer weuld
be better off to continue, or even increase, fertilizer use
unless its application resulis in a yield dilference of lzss than
5.k bushel/acre (7.7 bushels at the unsubsidizea pricze).

Farmers who are producing below kL5 bushel/acre, however, may
find, or believe, that their fertilizer responce ic lover thaa the
5.4 bushel level, especially vhen uncertsin rainfall conditions are
taken into account. Qenversely, those wha nave assured wacer, YV
5800 —tte0ould well find it advantaceous to increase lertitizer
application, even if there Jere no subsidy @t all, wiTTe It ic
unlixely that on -n aggregate basls thne prive cianmes should induce
a net reduction i total fertilizer use, a shift in sllocation cun
be expected frem - ¢ less productive to the more efficient farmers,
who would senerall rlso tend to ke the larger farmers producing
a comrercial surplu:.* This is consistent with Sri Lanka's
paramount need to increase food production; but it is, unfortunately,
at the same time contrary to the social/equity objective of assisting
the less efficient, and poorer farmers.

¥ VWhile there is no direct correlation between Lthe size of furm and
yields or gross return per acre, the larger farms ovtain economies
of Gcale in the costs of production, which merns that they have Ljpher
net, returns ner acre, and thus efficiency tendz to correlete with
the size of farms, even ir yields per ucre do not.
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Elimination of the current paddy fertilizer subsidy
could be offset on the aggregate level by a further increase in
the procurement price of about Rs. 1.50, and without any net
chanpe likely in respect to the overall budgsetary imnact.
Elimination of the paddy subsidy (along with those provided to
the estate sector), is certainly warranted from the point of view
of maximizing efficiency and resource allocation, but it will also
have the probable effect of accelerating the shift of fertilizer
away from the poorer farmers, who are producing generally for their
own consumption and accordingly are likely to be much less sensitive
to the market value of the crop than to the increased cost of
the inputs.

In sum, the price relationship between fertilizer and
paddy (about 1:1) appears quite satisfactory for a reasonably
el'ficient producer. It may very well not be beneficial, hovever,
for the pocrer farmer. A major effort in terms of reducing
administrative impediments and educating the poorer farmer in
respect to the benefits and proper application of fertilizer mi
would be necessary to overcome his resistance. At the same tir
sipce lack of adeguate and devendable water in the drv zone area
apoears to be the vprincipel cause of the relativelv low ‘ertiiizer
response in fri Lanka, expansion of irrigation facilitiecs for —
the smaller (2 zcres) farmers would not only substantially
improve tne efificiency of fertilizer us2, but woOuULd also nrovide
imnortant enuity Lenefits.

<

xes
e!

IIIZ., Credit and ¥Water

Credit ir support of paddy farming is provadbly the sor. st
point in Sri Lanka's farming nistory. iiumerous schemes have teen
established since independence, but each consecutive schcae Lias
failed throusn farmer default on repayirents., toor nerformance in
this area, if not condoned, nas at least never L:en orposed Ly
successful camlidates for putlic office. The currsnt cffort
established in conjunction with the Government's vrogram to inercase
paddy producticn is based primarily on tie creation of LS new
branches of the Bank of Ceylon with government puarantees tc cover
loans up to Rs. 900/acre. This new credit facility is also likely
to fail, unless some means are adonted to break the cycle of
credit/default/lforgiveness, and prevalent attitudes which now
seems established in respect to non-rerayment,

5

Water availability, except under ideal circumstunces of
adequate ond timely rainfall, clearly stands out as the major
constraint to increased food production in Sri Laniia. Shis is
particularly the cate in Lhe dry zone whore inadequate wateor avaii-
ability generally limits the second raddy crop to about 1/2 of
that sown during the main cultivation season. linder these circum-
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stances, imorovements to existing irrization Systems and storage
reservoirs would seem to varrant very nign investnent briority.
ﬁi;tne sare toien, tue fact that vater is a free input to the
farmer clearly seoms inconsistent with the need to ontimize the#
use of a scarce resonrce, and suppgests thot some form of water |
management and water Dricing policy is essentiql. ~overent in
“This direction, hovever, vould collide not only witp social and
political obstacles, but also serious physical constraints in

respect to implementation where irrigation is based on grav.ty
flooding of each successive paddy terrace. Where, in conirast,
each paddy can be fed separately as in new irrigation projects,
such as the Mahaweli-Ganga, the same phwsical constiraint would
not be present. Given the serious political difficulties
associated witn any form of water levy, it seems doudbtful that
the Government will move in this direction on its own initiative.

Iv, Recommendations

1. Fertilizer Subsidies. The meisures taxen by the Government
in Juy 197% to raise the prices of fertlizer are highly comnendable;
but the subsenuent re-introduction of sursidies and the price
differentials which now exist between fertilizer for estate crops
and that for raddy farming appear to be ieriously corpounding the
administrative burden of fertilizer distrizution, and may also he
increasing paddy former resistance to fertilizer use Full cost

pricing L tertilizers, ate as W1l as paddr cultivation,
would greatly mitisate these problems in <idition *o assuring tie
most efficient, economic allccation of &b, resource. As

a minimum,
overall coordination shiould be provided i - the cresent separate
fertilizer policies in the estate sector <11 paddy Tarming
(formulated in end administered by two di:lerent ministries) and the
price differentisls should Le eliminateg Y7 equalizing the current
subsidies.

2. Wateg_ggg. Since inadequate wrscy availability ig
recognized as the rajor construzint in lirizing the acreage of nreddy
cultivation, it seemus desirable that the Grrarnment move anead with
some form of water levy or local adnministr:.ive con‘rols desirued

to reduce excessive water consumntion duriry the Mala or main crop,
and thereby permit 5 greater acreapre to he 2ultivated during tan
Yala, or second cror. If the political ane paysical difficulties

that would be confronted in changing the nresent volicy of "fro."

. ’ vater on a nationnl hasis are judred insumrable, a water ranasement
~ {b‘f::>.’.§~*ﬁ’\ policy should, as a minimum, te implemente! in ne rrigation
& ! -V N NIRRT T T e e ST — e, L
' T Iore cconomic utn oF IR Raqyan raourcs,

A © _ProjectaTE5 R
‘Jfb’ Thi5"§E~§Hmiadit_63“%5“553JI&HdMEEEfEEEEﬁt 4% now undar considsration,
vhich shculd h2lp to recover the capital cc:t of pes- irrization
facilities, but ac nresentiy conceived, woiid not provide any inducemnnt

to husband the use of the water itself,
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3. Rural Credit. ‘'Me long histor: of eredit schomes
and the series of failures characterizin.: this exnerience has now
inculeated widespread and adverse attitides towards loan reparmont,
The availability of credit is an essenti~l element in exranding
food nroduction, but a major effort by ti: Government is now
required to break the crele’ of eredit/derault/forsivaness.

1™

L. Increasins the Taddr Procuremernt Pri t
rise in the Government procurenent vrice frem fs. 14/tu twao years aro
to the curren: price of DIs. 33/tu effectively offzets the intervening
price increases in the costs of paddy vroduction, including Tertilizer,
and now anpears to provide a satisfactory price reaationship for
paddy production, Howvever, the current paddy price is still
substantially below the true foreign =xchanze cost of imported
rice as well as the domestic vaddy vrices orevailing outcide of
Government procurenment channels. 1In addition, the present favorabvle
price ratio is based on sutsidized fertilizer. A further increase
of 107-157 in the paddy nrocurement pricz, would Ylely te reduce
parallel marketing of paddy; and would serve to offsst = desirahnl
reduction or elimination of the current fertilizer subsidy as well
as the impact of nev land bLetterment and water taxes.

M Y
ce. The surate
-

tloreover, rather than ovzrating a simple, flat rate price
for paddy brocurement, as is presently the ease, it would e
desirable for the Governrent to incorporate premiun vayients which
would be bLaced on low moisture and impurity content of raddy

deliveries.

5. Small Farmer Trosrams. wloverent towards more econo:mic
pricing policies in paddy production will tend to allocate resources
(and resulting tenefits) more in favor of larzer, corwcercial nroduci
farmers, as ovpposed to many scell ferrers producing nrimarily rfor
home consumption. (It should %= noted, however, that rice yields
do not correlate with size of farm and score small farmers aave vields
as hign as any). Vnile this is consistent with Sri Lanka's pararmount
need to increase total food production (which will orovide important
equity benefits in itselr), it may not oe fully cunportive of cocisl-
equity goals, A najor concomitant effort, therefore, anp2ars
essential to maintain the position of cmall farmers through the
agricultural Productivity Centers and throurh extension services
focused directly on improving cmall farmer utilization of anpropriute
fertilizer mixes and other inputs. At the csame time, since many
small holdings are too small to offer much potential for increased
returns, it also seems evssential that preater attention be Fiven to
develonin/, long term employment alternatives includine a shift to
less water-dependent ereps in some cases, znd the creation of new
agro-business opportunities such as small tractor assembly.

b
by ne
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I. Pattern of Income Distribution

Emphasis on Social-Equity Objectives

Sri Lanka, perhaps more than any other LDC, has developed a
philesophy and tradition of social welfare concerns. Policies to
implement these ebjectives have focussed, on the one hand, on reducing
inceme and wealth, or means of income, of the upper income groups; .
and, on the other hand, on redistributing income to the less advantaged,
primarily through the provision of subsidized goods and services. QOn
d& proportional basis the social welfare programs impact to the greatest
degree on the lowest income groups,

From the rich: Principle measures taken in respect to removing
income and wealth from the well-to-do include: Very progressive income
tax (recently increased to 75% on taxible income above Rs, 10,000); com-
Pulsory savings which might well be regarded as tantamcunt to a confiscatory
tax on higher incomes; a wealth tax (recently increased to 8%); as well as
the land reform measures which have restricted land ownership to 50 acres
for estate cultivation and to 25 acres in the case of paddy land.

While the complexity and variety of exceptions, both legal and
otherwise, make the real tax incidence difficult to assess, (income tax
is collected from less than 5% of the population), the net impact very
clearly has been to reduce income and wealth of the top income group.
Inevitably, these results have been achieved cnly at the cost of generating
a2 great deal of stress among those whose inceme and wealth is threatened or
reduced, along with uncertainty for the future and erosion of econcmic
incentives. 1In an effort to stimulate private investment, the Government
has felt obliged to introduce numerous exceptions and new preductive
incentives, mainly of a fiscal nature. Paddy farmers, for example, apart
from the limit on land ownership, appear to escape unscathed from all forms
of income and wealth taxation. As an inceative to rroduction, all revenue
from paddy delivered to the Paddy Marketing Board is legally cxempt from
taxation -- although this situation appears to prevail on a de facto busis
throughout the paddy seccor, in any event,

To the poor: TFolicies and Programs to redistribute income arc
based primarily on State provision of subsidized goods and services,
notably the food ration program, but also on hezvily subsidized public
services, such as transportation, free health and education. Results of
the latter have given Sri Lanka one of the highest levels of literacy
(85%) among all developing countries. In addition to providing subsidized
goods and services, the Government has also focussed attention on creating
new employment opportunicies in the rural area, mainly through various
colonization schemes, tenancy laws and the recent land reform program.

New employment opportunities have not, nowever, kept pace with
the growth in population and the labor force. Survey data from the
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Central Bank indicates that unemp loyment has risen from 14% to 249 of

the labor force between 1963 and 1973. While such figures are notoriously
unreliable, it does seem clear that the unemp loyment situation has steadily
deteriorated.

Income Redistribution and UInemp loyment

The dramatic increase in unemp loyment raises a serious question,
or paradox: How can Sri Lanka's social-equity policies have achieved
any real improvement in the relative position of the lower income groups,
as income data suggests, if unemployment has, at the same time, risen
so rapidly? 1In trying to answer this question, the statistics and
underlying methodology which show a substantial shift in income from the
top to the lowest income groups were examined skeptically and thoroughly.
Since the results do not seem distorted, it is reasonably certain that the
explanation lies elsewhere: in the nature of Sri Lanka's unemp loyment,
and in the effect of the food ration program.

Unemployment in Sri Lanka is not a function primarily of the lowest
income groups, but is spread relatively evenly throughout income levels,
with the unemployed supported by family income and Government subsidies.
The universal education system is perhaps the chief factor by raising job
expectations beyond what is available, and by reinforcing what scems to
be very prevalent and deep-seated notions regarding social status and
prestige considerations associated with different occupations. Farming,
unfortunately, appears not to rank very high on the scale.

That this is the case also provides a partial answer to another
seemingly paradoxical situa:ion: while unemployuent is nearly as wide-
spread in rural areas as in che urban, agriculecural wages -- virtually
the only market in Sri Lanka which is free from Government intervention
and subject to economic forces -- have increased over the past two years
by nearly 50%. While prestige considerations mean that many of the new
entrants into the labor force are reluctant to accept agriculture work,
and prefer to remain unemployed, the main explanation for the increase in
wages is the doubling in paddy brocurement price, and the close relation-
ship by blood or marriage that frequently exists hetwecn the paddy workers
and the owner who is accordingly under greater soci~l pressure to pass the
gain on through higher wages.

In addition, the seasonal nature of paddy farming strengthens
the bargaining leverage of paddy workers. In peak periods of planting
and harvesting there actually appears to be a general labor shortage,
especially in the dry zone areas where farms are larger and population
density is lower. Since paddy farming in Sri Lanka seems to involve
some degree of staggering for both planting and Larvesting, efforts to
facilitate labor mobility could help to increase to.al production and
the level of rural emp loyment.



Food Subsidies

The food ration program is the single most important element
in Sri Lanka's policy of income redistribution. At the present time,
the basic ration consists of 1 lb. of free rice per person per week
(excluding taxpayers), plus an additional 2 1lbs. at Rs. 1.10/1b., about
half of the price in the open market.* The fact that an individual
grows rice, has no bearing on his eligibility for the free ration. A
ration of flour is also provided, currently at the rate of 1 1b. /person/week
at the same price as rice, with an additional 1/2 1b. for estate workers.
Sugar, a major staple in the Ceylonese diet is currently limited to 3/4
lb. per week, with virtually no parallel market availabilities.,

Although the present food rations represent a substantial
tightening both in volume and price from past vears when the program
provided 2 lbs. of free rice and 2 1bs. at Rs. 0.37, and unlimited
flour at Rs. 0.33/1b., the impact of the food subsidies is still very
large especially on the lowest income greups.® The subsidy element
is the food programs at current prices, (approximately Rs. 1000 per
heusehold), is now equivalent to what total average houschold income was
for the lowest 10% of the population in 1973. For the lowest 40% of the

population, the subsidy element is equivalent to about ,1/4 of fa ily .
income. For a small paddy farmer double cropping on 1/4 acre, the household

ration of free rice, which is equivalent to about 5 busiels of paddy, net
of any expense, has the effect of doubling the land under cultivaticn.

Tincome Distribution Data

The Economic Research Department of the Bank of Ceylon has carried
out two extensive surveys showing the patterns of income distribution in
Sri Lanka in 1963 and 1973. The results are sumrarized in the attached
Table !, both for income receivers, i.e., individuals, and for spending
units, i.e., combined household income for those living under the same
roof. 1Income is defined to include not only cash income from what ever
source, but also imputed income, including on-farm consumption, payment
in kind and the value of transfers, i.e., primarily food subsidies.
Transfers do not, however, include any imputed value for frece or subsidized
services, education, health, etc., which impact higher in relative terms
on the lowest income groups, but which pose too many methodological
problems of evaluation to be included.

——————————

* estate workers and the population in the main paddy producing districts
receive only 1 1b..at the subsidized price in addition to the free 1b.

* While the cfficiency of food distribution was not examined, it is
interesting to note that problems of graft diversions or favoritism
frequently implied in respect Lo oiher aspects of the cconomy were
not mentioned in any of tﬁe discussions concerning food subsidies.
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The data both in terms of income receivers and spending units,
show a very substantial -decline in the percentage share of the top
10% of the population -- from 39% to 30% and from 37% to 28%
respectively. The second highest decile shows a very modest decline,
while all other deciles show a relative improvement, increasing in
proportionate terms, the lower the decile groeup. For the lowest 40%
of the'pepulation, the share of total income has increased from about
127 to 15% for income receivers, and from 14% to 19% for spending units,
The Gini concentraticn ratio (0 represents perfect equality) shows an
improvement from 0.45 to 0.35 for total spending units and from 0.49
to 0.41 for total income receivers. Comparative data was not available
in relation to other countries, but it seems likely that the income
concentration ratios in Sri Lanka and the relative change compares very
favorably with countries such as Mexico and Brazil, but still shows
greater concentration than in India, Pakistan and Bangladesh with large
masses equally destitute, or with countries such as Korea and Taiwan
where relatively high employment levels ha ¢ premoted better income
distribution.

A further breakdown in income distribution data for Sri Lanka is
available (Table 2) for income receivers showing relative shares and
change for the urban population, estate sector and remaining rural
population. The concentration ratio for the urban population is virtually
identical to that for the island as a whole. The rural sector, with about
70% of total population, had a lower degree of inceme concentration in
1963 than the urban population, and has shown roughly the same relative
change in respect to reducing income concentration during the 10 year
period. The estate population, however, is the one sector where the
trend has been in the opposite direction, towards greater income concentra-
tion. Between 1963 and 1973, the share of total income received by the
lowest 40% of the estate population has declined From about 23% to 19%.
The decline, to a large degree, reflects Government intervention to restrain
increases in wages of estate workers in the'interest of improving estate
crop productivity. For example, tea pickers, who are predominantly from
the Tamil minority group, have, at Rs. &4 to 5 per day, the lowest regulatad
wages of any sector of the econony.

Income Distribution and the Paddy Farmer

On the basis of 1973 income distribution data, average income
can be derived for each decile of spending units. These derived figures
are shown in the last column of Table 1. An estiisite of ecarned or imputed
income for paddy farming then permits, on a very crude basis, locating a
farmer with given extent of land in the income spuectrum. The results
should, however, be viewed only on the most teatative basis owing to
the wide variation in cultivation practices, amounr:t of inputs, and
differences in yield. TFor example, major variaticns, even under normal
weather conditions occur between farmers in the dry zone (principal paddy
prcducing districts) and the wet zone. TIn the latter, farm sizes tend to



Zavle 2

Tercentage of Totel Income Received by Lach
Tenth of Income Heceivers

Decilas Urban Zural Istate
1563 1273 1203 1773 15¢3 1273
Hignest 10 L2.78 20,99 3k.23 27.27 24,87 31.72
Second 15.¢Cl 15.42 16.51 15.LY 3.31 13.31
Third | 10.77 12.17 12.35 12.72 11.21 1i.12
Fourth 3.31 190.25 9.96 10.€8 19,42 9.53
Fifth 6.4 8.68 3.11 0.16 8.71 7.99
Sixth 5.13 7.45 £.45 7.79 8.71 6.91
Seventh L, 28 6.25 5.04 6.42 7.33 6.16
Eighth 3.16 k.75 3.73 5.18 G.8% 5.53
Hinth 2.00 3.h2 2.5k 3.53 5.56 k.61

Lowast 1.29 1.72 1.93 1.81 3.02 2.5
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be substantially smaller, cultivation is more labor intensive (but

with more family labor and less hired labor), and a greater proportion
of production is consumed on the farm. Yields per acre show marked
variations, ranging between 30 and 90 bu/acre, not only season-~to-season,
but from district-to-district, with the highest yields generally
occurring in the dry-zone areas when adequate irrigation facilities are
available.

With these caveats, returns to a one acre farm can be estimated
as follows: average yield, based on island wide statistics, under
normal rainfall conditions, amounts to 45 bu/acre. At a procurement
price of Rs. 33/bu., the gross value of the crop, whether comnercialized,
or largely consumed on farms, as is likely in the case of the small
farmer, would amount to Rs. 1485. Although the procurement price is
referred to as a 'guaranteed price", it is actually a legal ceiling
price; and gross returas per acre could be raised to the extent that
paddy is sold outside of Paddy Markating Board channels. The main
impediment to doing so is Government controls (including road blocks)
to prevent transporting paddy across district lines.

In respect to costs of production, the paddy farmer appears to
pay no taxes either because of legal exception, as in the case of paddy
delivered to the PMB, or because of de facto exemptions owing to the
political difficultics inherent in tax collection. He also incurs no
expense related to water use, including that provided by facilities
built and maintained by the Government.

On the other hard, fertilizer, even with the 30% subsidy on
paddy mixtures, now constitutes a major cost input. On tite basis of
recomrended applications, this would now cost well over Rs, 200/acre.
The one acre farmer, however, velying to a greater degree on older paddy
varieties less dependent on fertilizer use, ma2y meet only half the
recommended application. For the purpose of the calculation, 1.9 cwt/acre
at Rs. 94 /cwt is assumed. Chemicals, seed, and the cost of draft animals
or mechnical power have all risen substantially during the past two years;
and the total cost of these inputs may now amount tc as much as Rs. 150/acre.
The larger farmers would tend to use more mechanical power sub: tituting both
for draft animals and for hired labor, with the result of scme: at lower
total cost per acre.

Hired labor constitutes the most important variable cost, with the
amount of hired labor per acre increasing with the size of the farm,
although total labor intensity (including family labor) tends to decline.
On the basis of survey data, 50 man-days per acre, however, seems to be
a reasonable average. With the cost of hired labor having risen during
the past two years from about Rs. 5 to Rs. 8/man-day, the present cost
of hired labor can be estimated at Rs. 400 per acre.
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Net returns per acre-crop would therefore be:

Rs.

Gross return (45 bu x Rs. 33) = 1485
Fertilizer (1.9 cwt X 'Rs. - 94) = 180
Seed, cultivation, misc., = 150
Hired labor (50 days @ Rs. 8) = 400

Total cost of production T 730

Net return per acre-crop 255

Since the total cost of inputs have increased by roughly the
Same amount as paddy prices, net returns per acre are not appreciably
greater than what would be calculated on the basis of prices two years

Assuming that the land is doubie-cropped, total returns for the
land and family's labor would be on the order of Ks. 1500 annually
per acre. VWhile acreage and average returns on the second paddy crop
are generally lower, the difference is probably mcre than compensated
through supplementary household income, including family labor hired
out to neighhors and some vegetable production. 1In addition, of course,
household income for a one acre paddy farm is also supplemented by the

at current prices of about Rs. 500, assuming an average of 35,2 members
per farming household.

Against the derived average income per decile for spending units
shown in Table 1, a paddy farming household with cne acre would find
itself in the second lowest decile on the basis cf agricultural returns,
and the third lowest with the food subsidy taken ‘uto account.*

Assuming that net returns Peér acre are roughly priportional to the extent
of land under cultivation, 2 acres of paddy would move household income
for an owner-cultivator to above the lowest 40% of the population, and
returns on 5 acres or mors would move houschold income into the tep 10%
of the population.

Although yields per acre do not seem to cerrelate in any way
with the size of the favm, i.e., small farms frecaently have yields and
8ross returns per acre as high as any, production COsts per acre or per
bushel do decline, thereby tending to increase further.net returns per
acre on the larger holdings.,

T ———————

* While the rcal value of the subsidy has been reduced, its monetary
value has doubled over the Past two years and exaggerates accordingly
its importance in relation to income distribution data based on
1673 prices.
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Taking the Rs. 1500 figure, nevertheless, as a reasonable
estimate of the net income generated per acre of paddy, data on the
number and size of land holdings provides an approximate indication
of how many farmers are found at a given income level. Data on paddy
holdings are, unfertunately, subject to'a large margin of error in
Sri Lanka (a thorough cadastral study ha“ never been carried out) and
extrapolated results from different sampling surveys do not, yield
highly consistent results. Results from the 72/73 pilot survey census
of agriculture are shown in Table 3.

On the bagis of these figures, the average holding is slightly
less than 2 acres. In terms of distribution, about 17% of holdings
are 1/2 acre or less, and comprise only 2/10 of 1% of total paddy
land. (Since 1/2 acre is about the minimum amount of paddy nccessary
for household self-sufficiency, holdings below this level must be
regarded as income supplements with alternative income necessary
from other activities.) Holdings between 1/2 and 1 acre constitutes
23% of total holdings and 7% of total acreage. Similarly, holdings
between 1 and 2 acres constitute 24% of total holdings and 16% of
total paddy acreage.

Using these percentages, and Rs. 1500, for average per acre
net income, 40% of paddy farm holdings constituting 1 acre or less
would fall in the two lowest income deciles, and the nearly 2/3 of
total paddy farms of . acres or less would all generate income below
the mid-point of Sri Lanka's overall income distribution.

Conversely, the 1/3 of paddy holdings above 2 acres, and
comprising in the aggregate 3/4 of total paddy land, can all be estimated
to generate income jin the middle and upper income ranges for Sri Lanka.
Tenancy arrangements, however, although exceedingly complex with every
possible variation of cwner-tenant combination, appear to apply to
about 1/3 of total paddy holdings, reducing gross income to the operators
by 30% or so on the average through rent or other crop sharing arrange-
ments. While the net effect cannot be readily assessed in terms of
income per acre, it confirms the general notion that at least 2/3
of Sri Lanka's paddy farmers fall in the lowest 404 of the population
in terms of household income.

II. Fertilizer Inputs - Cost of Fertilizer Distribution

All fertilizer imports into Sri Lanka are handled by a state
monopoly, the Ceylon Fertilizer Corporation (CFC). Urea and other mixed
fertilizers intcnded for paddy farming are then distributed to district
warchouses under the responsibility of the Ministry of Agriculture's
Agrarian Services, now called the Rural Institutions and Productivity
Laws Division (RIPL). The RIPL, in turn, is responsible for ensuring
that fertilizers are available for the village level Coops in proper
time and volume.



Table 3

Cize and ‘hmbor of Taddy loldines

Size dumber (thousands) Total Acrease (Liousmds)
Lelow 1/8 2.0 0.6
’1/8 - 1/h 29.1 4.3
1/h - 1/2 96.7 27.h
1/2 -1 187.4 111.0
1 -2 19G. k4 2k7.2
2-3 110.5 237.b
3-4 63.7 200.3
b -5 58.3 237.5
5 - 10 50.3 203.8

10 - 20 8.7 107.2

20 - 25 1.3 27.5

Unspecified and
exproprialed 9.1 59.7

Total 823.7 1,548.0
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The staged approach to fertilizer distribution gives an
initial impression of overlapping authorities and unnecessary
duplication of administration, handling and transportation costs.
Closer examination, however, indicates that the fertilizer distribution
System operates comparatively well, at least to the level of the RIPL
districe warchouses, and that while some savings could no doubt be
obtained through a more integrated system, present farm-gate prices
could probably not be reduced by more than 5% without also substantially
curtailing the labor intensive handling methods now being used. The
CFC has not published an annual report for the past two years, but
on the basis of interviews, sufficient information was obtained to
construct the break-down of distribution costs shown in Table 4,

Given recent import prices, the total of all additional CFGQ
charges (Rs. 700) amounts to 1/4 of the final retail price, or an
increase of 1/3 over the basic CIF cost. If import duty, the single
largest item in discribution expense, is taken out, the remaining
charges represent an increase of 217 over the CIF cost. Shadow-pricing
imports at the FEEC exchange rate, rather than the official rate actually
used for fertilizer, reduces the percentage increase of distribution
charges to 13%.

After import duty, transportation costs are the next largest
item in distribution expense, amounting to Rs., 11 per ton from port to
CFC warehouse and Rs. 45 per ton from CFC warehouse to RIPL district
Stores. A separate figure could not be worked out on a tonnage basis
for transport from district to Coop Stores, but this probably does not
amount to more than Rs. 15 per ton of RIPL and Coop overhead expenses,
Total transpovrt costs can be roughly estimated at Rs. 3 per ton-mile.
The bulk of fertilizer is now carried by private contractors under
competitive bidding procedures.

Handling costs which can ba separately identified amount to
only Rs. 35 per ton. Additional handling charges included in CFC,
and RIPL overhead no doubt double this figure. Fertilizer imported in
bulk increases stevedering expense by Rs. 2l/ton, in addition to any
ircrease in demurrage charges incurred as a result of longer unloading
time. Transportation and handling costs might be reduced by moving
bagged fertilizer directly from the port (or from CFC warchouses) to
the Coops, short-circuiting one or two transit points; but officials
at both CFC and RIPL felt this would not be feasible -- primarily
because of the very limited financial and storage capacity at the
Coop level.

A profit margin of Rs. 35 per ton along with a contingency
reserve of Rs. 5 per ton are factored into the CFC selling price, but
in practice the corporation operates at a loss. Actual operating results
could not be obtained to show the subsidy element in the CFC deficit,



Table 4

III.

Based on weighted average purchase price of
plus freight at official rate (Rs. 6

Rs

Po-

Handling increcases

Fertilizer

Distribution Costs

Ceylon Fertilizer Corn.

Cost, Insurance & Freipht (1)
Duty 12.535 CIF

Rent & Dues to Customs
Stevedoring (2)
Transport to CFC Warehou
Handling (3)

Interest (L)

Letter of Credit charges
Pusiness Turnorer Tax
CFC contingency reserves
CFC Adm. overhead

CFC profit margirn

CFC price to Agrerien Scrvices

Agrarian Services (RIDPL)

Transport CFC to district
warehouse
RIPL overhead mark-up

Agrarizn 3elling Price

Subsidy on Urea for Paddy
Suvsidized price to Coops

Coopn Stores
Mark-up 57

Coop price to farmers

. T/per ton.

260
3
19
11
16
hs
21
27

P

31
35
473

94

Interest calculated at 7-1/2% p.a. for

to

9% after six months.

Q
2

3., /M'on Urea

As [ of Agrarian
Selling Frice

months,

2078 TT%
2551 185

S
2685 2094

305
1380 T0%
157k T4

%302 per torn for cost,
46 = §1,00),

Insurance adds

unloading increases by Rs., 21/ - per ton for Urea in bulk.

by Rs. 28/ - per ton for mixing and barzing.

Interest charges rise
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At the present time, however, given the high ievel of stocks on hand,
carrying charges resulting from penalty interest and storage charges
in private warehouses (Rs. 2.50 per ton) are probably adding at least
Rs. 20 per ton each month to CFC overhead. Since steck levels at

the district stores also appear to be closc to effective capacity,
the CFC will have to continue to use private warehouses until draw-
downs for the Yala planting season relieve the current need for
additional storage capacity. Unless these additional charges are
subsequently passed on through a higher CFC selling price, it wmay be
assumed that the Rs. 2685 selling price will contain a hidden subsidy
on the order of Rs. 100 per ton.

The main difficulties in the fertilizer distribution system
seem to be at the district stores to Coop level, Compliance with the
administrative procedures established by the RIPL to control the use
of subsidized fertilizer poses a2 continuing problem especially fox
smaller fammers who are frequently unable to plan sufficiently far
ahead to place fertilizer orders with the lead time the system seems
to require. Secondly, limited financial resources and inadequate
transportation equipment at the Coop level also appear to create
frequent problems in respect to timely procurement and delivery.

In a recent effort to alleviate these problems, a federation of Coops

in the llambantota district reportedly succeaded in pooling the financial
and transport resources of a number of Coops; and through more efficient
organizatioan claims to have achieved a four-fold increase in on-farm
fertilizer deliveries. This reported success is all the more impressive
in that it was done in the face of the sharp increase in fertilizer
prices.

Fertjlizer Price Changes and Subsidies

Details on fertilizer orice changes for the paddy sub-sector since
July 1974 are shown in Table 5, The July 1974 prices reflect the
simultaneous removal of the then existing Agrarian Services subsidies in
conjunction with a three-fold upward revision in retail prices tec
reflect the increase in world market fertilizer costs. On a weighted
basis, the July price hikes amounted to a 373% increase for all paddy
fertilizers., For urea alone, the most important element in paddy
fertilizers, the July increase amounted to 404%. As an off-set, paddy
procurement prices werc also raised from Rs. 30 to Rs. 33 a bushel.
However, in the face of a virtual stoppage in fertilizer draw-downs,
(which was probably due more to adverse weather conditions than to farmer
resistance to the new prices), the Government felt compelled to re-introduce
new subsidies in October 1974, despite the severe budgetary strain chis
entails. TFor urea, the new subsidy is Rs. 40.25/cwt or Rs. 805 per ton,
reflecting a 30% reduction against the current RIPL unsubsidized sclling
price. Against the pre-July price, the current subsidized price of
Rs. 1880 per tom for urea represents an increase of 253%.






- 10 -

The unsubsidized prices of July 1974, did have the advantage,
not only of economic pricing of imports, but also of eliminating
price differentials between estate cultivation and paddy farming.
Reinstitution of the subsidies has unfortunatcly also recreated
price differentials with potential problems of sectoral leakage,
and an increcased administrative burden of trying to assure that each
fertilizer is used for its intended purpose. The subsidized urea
price, for example, does not apply to purchases by paddy farmhers for
vegetable cultivation. Conversely, higher subsidies for fertilizers
intended for estate cultivation (50% against 30% for paddy farming)
may stimulate leakage towards paddy farming.

To the extent that such leakages occur, financial returns
to paddy farmers should increase, but probably at the expense of
total agricultural returns, since the leakages are likely to result
in the application of less appropriate fertilizer mixes.

Much more importantly, hcwever, the differential on fertilizer
subsidies in favor of estate crops raises an apparent inconsistency
in respect to the Government's announced policy of attaching priority
to increased rice production, and may be compounding the psychological
problem of farmer resistance to increased fertilizer prices. Government
officials interviewed, especially those involved with paddy farming,
appeared very concerned over this issue, but generally felt that nothing
could be done about it at the present time.

The price differentials do not result from a deliberate, overall
policy decision, but rather from separate policies adopted in respect
to estate cultivation on the one-hand and overall budget limitations cn
the other. Under a package incentive program, export producers are
provided substantial fertilizer rebates; and it is feared that any
reduction in this program would adversely affect export earnings. At
the same time, the critical budgetary situation the country now faces
makes it practically impecscible to eliminate price differentials by
the less desirable action of increasing the subsidies on fertilizers
intended for paddy farming.

Impact of Price Changes on Fertilizer Usage

The very substantial decline in fertilizer usage this year cannot
be attributed on an empirical basis to the price increases since, on
the aggregate level, adverse weather conditions have made fertilizer
use, at whatever price, essentially irrelevant in many areas of the
country. The auestion can still be asked, however, as to what might be
expected in respect to fertilizer demand when inadequate rainfall does
not impose the same constraint, and also what effect the increased
prices should have in respect to shifts in usage fr~— less efficient
to the more productive farmers.
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If the price relationship between farm inputs and crop value
is reasonably beneficial as appears to have been the case before
July 1974, one could cxpect demand for a single input such as fertilizer
to be highly ineclastic over a comparatively broad range of price
variations; i.e., with no real substitute for the fertilizer, the
quantity demanded wouid remain more or less constant despite changes
in its price. Although this assumption is not entirely redlistic in
the case of the sudden and quantum jump in prices which has occurred,
it does permit a quick assessment of the profitability of fertilizer
use by comparing the increased cost of fertilizer against the increased
revenue derived from higher paddy procurement prices.

Data from several agricultural survey studies suggest that
average fertilizer use has been on the order of 1.9 cwt per acre of
paddy. At the pre-July 1974 price, this volume would have cost the
farmer Ks. 50 per acre. At current subsidized prices, the same volume
of fertilizer would cost nearly Rs. 180, or an increase of Rs. 130.
Against an average yield country wide of 45 bu. per acre, beforec thre
current drought, the increase in paddy procurement prices Ffrom Rs. 30
to Rs. 33, would raise gross revenue per acre by (45 x 3 = Rs. 135) or
slightly more than the increase in per acre average fertilizer costs.
The "average'' farmer, on the basis of this calculation is no worse off
and would presumably be inclined to continue to use the same volume of
fertilizer with the same net returns as he had before the price changes,
By the same token, any farmer enjoying yields above the 45 bu/acre
average would find his profit margins improved, while those below
would find them eroded.

The Government's choice on the appropriate subsidy level may
very well have been based on 2 similar calculaticn. Prior to re-installment
of the subsidy, analysis done by the economic research department of the
Central Baank of Ceylon suggests that the "offserting" yield necessary to
leave farmers no worse off with unsubsidized fertilizer was on the order
of 60 bu/acre. Since the majority of small farmers fall below this
vield level, the Zovernment was clearly under strong pressure to
re-introduce a subsi .

Profit margins alone do not, of course, show whether it is
advantageous to incrcase or decrease the amount of fertilizer actually
used, since decisions on the volume depend not czly on the relative
price changes, but also on the yielu difference fertilizer affords.

On an aggregate basis, fertilizer us2 in Sri Lanka is thought to provide
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an average yield increcase over its non-use of about S to § bu/acres.*

With a procurcment price of Rs. 33/bu and fertilizer usage of 1.0 cwt/acre,
yiclds would have to vary by less than 5.4 bu/acre, at the subsidized price
and by less than 7.7 bu/facre at the unsubsidized fertilizer price before
suspension of fertilizer would be warranted. If the "average' farmer,
however, perceives only a 5-6 bu/acre yicld attributable to fertilizer,

he might be expected to be more or less indifferent, while at the
unsubsidized price he would appear to L2 better off to save the cost of
fercvilizer,

The actual yield difference afforded by fertilizer use for each
farmer would of coursc vary considerably from the 5-6 bu/acre figure.
Farmers with' below average yields may well find (or at least believe),
that fertilizer has less than a 5 bu impact on their yields and will not
respond to fertilizer availability even at the subsidized price.
Converscly, farmers with substantially higher yields, who would customarily
use fertilizer in conjunction with more assured water, hinhor yielding
varieties, agro-chemicals and better management techniques, no doubt sce
that fertilizer constitutes a major input for their production, and would
find continued, if not increased fertilizer use to be warranted even at
the unsubsidized price.

The net effect of the changes in paddy procurement and fertilizer
prices can, therefore, be expected to shift fercilizer use from tlhe less
efficient farmers to the more productive., This is consistent with the
objective of maximizing the use of a scarce, or least more expeasive
resource; and to the extent that the more efficient farmers ave also
those producing a commercial surplus, it is also consistent with the
national goal of increasiug food production for the nen-farming population.

It is conceivable however, that total raddy rroduction could
actually be huri, if the shift to cowmercial produceis were significant
enough, and if the marginal return on fertilizer use 1s culbstantially
lower than the average return. That is, Lf there is a forcilizer response
curve which shows sharply diminishing returns, total production might

* This figure should be viewed with a great deal of caution, since there

is very little in the way of empirical evidence to fupport it. Several
research organizations with which this was dissusse. naintain there is no
way of determining actual fertilizer response in Sx:. ianka owing to the

wide differences in cultivation practices and the rumber of imponderables
affecting actual on-farm fertilizer use. In a controlled environment,
fertilizer would no doubt offer a substantially hirher yield diffevcnce;
but the uncertainty of sufficient and timely rainfull might weil introduce
a probability factor of as much as 50% in farmer pe:ception of fertilizer
yield response. Readers of this paper have suggestod by extrapolation
from other Asian experience, rhat the fertilizer reinonse ratio (at 1.9
cwt/acre) should not be less tham 12 bushels/acre 2.9 probably is higher.
The low response in Sri Lanka warrants further examination to sec if it
1s actually as low as it appears fron aggregate datu, and if so, what
must be done to improve it.
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actually be raised by spreading a given amount of fertiligzer evenly
over all farms, including both inefficient and efficient producers
rather than concentrating its usage on the latter.

While the impact on total production of a shift in fertilizer
use to commercial producers may be somewuat ambiguous in respect to
the effect on total production, it is unfortunately much more certain
that the shift will not support the social objective of improving
the economic situation of poorer farmers. To the extent that the
shift occurs, the poorer farmers will be worse off in relative terms,
and in comparison to the pre~July 1974 situation, they will also be
‘worse off in absolute terms.

The alternative to the present fertilizer subsidy would be a
further increase in the paddy procurecment price by another 1 1/2
Rs. to Rs. 34.5 bu. At a desired total commercial procurement level
of say 45 million bushels, the additional cost would be on the order of
Rs. 70 million. Against this, the current subsidy of Rs, 800/ton would
be Rs. 80 million tassuming 1CC, 000 tons required). Even given the
margin of error inherent in these figures, it would appear that the
budgetary cost would be no greater if fertilizer were fully priced
with the subsidy differential added to the current Rs. 33 paddy procurement
Price. An increase would also be justified on foreign exchange grounds
since the shadow-priced value of imported rice is about 50% higher than
the rupee value of rice under the current procurcment price.

Full cost pricing of fertilizer would, however, accelerate
the shift in fertilizer use away from farmers whose fertilizer response
is below 8§ bu/acre. At the samec tive, any further increase in the
procurement price is unlikely to have much real impace on the peorer
farmers vho are producing primarily for their own consurption, and as
such, are likely to be much less influenced by the procurcment price
than by the increased zost of inputs,

Fertilizer Stocks and Requircments for Ralonce of 1975

The failure of the aha rains, in conjunction with resistance
by farmers to the quantum jump in fertilizer prices, b.va teogether
resulted in a 75% decline this year in the take-down rate of paddy
fertilizers., On the basis of information obtained from CFC and RIPL
officials, current stocks arc estimated as follows (February 1975);

Paddy Fertilizers 0f Which, Urea
CFC and private godowns 55,000 38,000
RIPL 35,000 10, 600
Coops 10, 000 10, 000

160, 000 58, 000
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The Director of Marketing for the GFC also indicated that the
corporation now has on hand sufficient supply of all types of fertilizers,
éxcept urea, to meet Sri Lanka's requirements through the balance of
1975,

In respect to urea, the problem of estimating requirements is
compounded by the uncertain outlook of the Yala season (April-July)
given the depleted state of the storagr tanks, On the assumption,
however, that sufficient rains do occur at the outset of Yala, there
will be sufficient paddy fertilizers on hand to cover this crop plus
half of next Autumn's anticipated Maha requirements. Additional urea
requirements for 1975 are accordingly estimated at 30,000 to 50, 000
Lons. On the basis of recent CFC purchase prices, rapid utilization
of the AID fertilizer loan would cover 50 to 75% of the estimated
additional 1975 urea requirements. While carrying charges on present
fertilizer stocks suggest that further arrivals should be deferred
until stocks are drawn down next Autumn, the possible savings that may
be obtained through opportune purchases made earlier could substantially
outweigh any additional carrying charges the CFC would incur.

Since urea is the only import requirement now foreseen, and
since this is directed entirely :0 the paddy sector, one can be reasonably
certain that any fertilizer import under the AID loan will be to the
benefit of paddy farmers as opposed to other sectors. tlorcover, given
the present subsidized price differentials between the paddy sector and
estate cultivation, any inter-sectorial leakages that occur should be
from the estate sector (e.g., coconuts) to the paddy sector, rather
than vice-versa.

In respect to diffcrentiating among paddy farmers, howvever,
there does not appear to be any feasible way in which AID financed
fertilizer can be directed to the poorer farmers as opposed to the
more productive. Possibilities for attempting to do so through specific
allocations, variable subsidies, or special credit facilities were
explored with GSL nfficials, but the administrative problems inherait
in any cuch effors together with the priority row being placed on
increased production make any organized effort to favor the poorer
farmers as a distinect Broup pragmatically unrcalistic through such
approaches. However, an expanded effort through the rew Agricultural
Productivity Centers and extension services focusced dircctly on the
small farmer would help to overcome the psychological resistance to
higher fertilizer prices as well as improve yield responses through
better utilization of fertilizer mixes.

Drafter: NESA/SA/SIN:LRosen: ks 3/24/75



