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INTRODUCTORY QVERVIEW

Over the past year we have taken significant steps toward setiing the strateqyv in
action, We have further focussed the program towards the two prisary 3o0als of
improving agricultural productivity and farm income and increasing off-fara
epployment and rural enterprise. Ongoing projects were fully funded to the extent
possible in PY 1385 to allow for new project activity in #Y 1986 provilding strong
support for achieving our programmatic objectives, To provide needed suppor: in
the Mahaweli area, activities will be undertaken there., +We will use the Mahaweli
as a testing ground to develop interventions that can be effective island wide.
We will continue to concentrate our efforts on these two major program goals over
the next year. This concentration will include limiting our efforts in dther
sectors and giving priority to those VD projects related 25 these joals.

Project implementation has been an important area of concern over the past years
and will continue to be one over the next. As the security situation zas
deteriorated, the GSL has devoted more time and resources on it. The iacreasiag
ailitary expenditures have contributed to a rapidly increasing budge: defici: and
decreaged funds available for development efforts. Assuring the necessary GSL
attention and financing to carry projects through successfully has been a
formidable task. Nevertheless, most projects have nade satisfacicry drocress over
the vear. 1386 will be another year in which effor:ts will be reguired -3 keer G3L
inputs at adequate levels to assure implementation progress.

Major project design work over PY 86 will center on a significanc striuccural
change high on the Mission's priorities Jjist. Privatization of the azany
parastacals is needed to both stimulate private sector growth ané relieve the
budget strain. A program titled Rural Enterprise Development Secicr (REDS! is
being developed to assist the GSL in the divestiture of state Jwned entercises

and to foster the growth 3f Drivatesly owned, rural-based entsrprises. sxilae

privatization is gaining interest nere, thers remalins a significant resistance

among influencial GSL bodies. This effort will oce a difficult goizcy dialcgie
Ie

undertaking, hut it is an important one for 5r1 Lanka's futu

We have also begun the effort of reorganizing the Mission itself zo bezter 2eet
the objectives of the program. Along with these changes has been an Ilacrease in
electronic data processing capability co enhance our productivity. These effyr:s
will continue through the next year.



II. PERPORMANCE AND PLANS

A. PROGRAMMATIC OBJECTIVES, BENCHMARKS AND PERPORMANCE

l. PYBS=-86 Benchmarks and Performance

; a. Improved Agricultural Productivity and Farm Income.
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A Qualified and Punctioning Agricultural Research Capability in Subsgidiacy
Pield Crops (2)

TA Contract Signed and the Team in Place: The contract for JAR? 3181-3953, was
signed with Developament Alternatives, Inc., and work began in Jc¢tober 1985.

Base Line Surveys completed: Preparations began in December 1385 for the survevs
to be conducted in Pebruary 1986 to coincide with the major croppians season.
Work underway includes designing questionnaires, selecting representative
samples, etc.

Construction of Pacilities Initiated: A&GE proposals were solicited. Negotiations
are now underway with the top technical firm. Contract is expected =0 e signed
in Pebruary 1986. Designs are to pe ra2ady by =id-1984.

20 Long-Term Participant Training Programs started: training 2ian €for L1984
specifying the mix of U.S., Sri Lankan and 3ird country prograns has Seen
developed, and candidates applications for the first 33 prograzs are Jeing
reviewed. The first two long-term training programs started :in January 13484

60 person-months of short-term training completed: 10 person-montis have 2een
conpleted. Another 5C pms ars scheduied between Januarr-Saptember [336.

Recommendations developed for field crop research: Recoamendaticns ace deing
developed for the 1986-37 crop season and are to bLe complaetad oy Agril 1954,

An Effective Agricultural Planning and Policy formulation Capabilicy {Z.

Research and feasibility work completed on liabilities and constraiats to
increased agricultural productivity: The last NAFNS related studies on
agricultural statistics and land use compatibility were complieted in November
1985. A new project in Agricultural Planning and Analysis {AGPLAN! 383-3081 will
provide the basis for further research and feasibilicy work.

NAFNS continues to gerve as a foruama for inter-ministerial poiicy dialocue: A
three day USAID sponsored Stratagy Inplementation Worksnop was convened 3y tie
Pinance and Planning Ministry ia August 1985, in which seven agricultyral line
mainistries participated., Each miniatry was asked to prioritize its prograas and
projects on the basis of the guidelines in the NAPNS. A number of
inter-ministerial group discussions were also held on special topics such as
agriculrural pricing, credit and research.

Project development work for the new Agricultural Planning and Anaiysis (AGPLAN]
project completed and an Agreement signed: A draft PP was reviewed in the
Mission in December 1985, #inal drafting of the Project Paper is 20W in Dprocess
and will be completed by February 1986. Neaegotiations on this project are
complicated by the *50%" Rule.(Discussed in Section II.Z.l).
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A Viable Agricultural Development Program and Support Services Management
Capability(E)

Project development work for the new Development Management & Training, 383-0035S
completed and a DM&T Project Agreement signed: A revised Praject Paper i3
nearing completion reflecting USAID and GSL desire to scale back the applied
management component from the multi-institutional effort proposed Dv the design
team %0 a small-scale pilot activity in the Ministry of Agriculture. JSAID
authorizacion is planned for May 1986, and the Projec: Agreement will be signed
in June, although this project could be effected by the “S50%" Rule {3ee Section
II.C.2).

15 specific agriculture/rural development management improvezent training
programs initiated: No programs have been initiated because the DM&T project
has not yet been authorized.

The Agricultural Bducation Development project completed having created a
functional capability to provide graduate level aducation in agriculture: 39
participants, 14 have completed their training and returned :o work in Sri Lanka,
and 18 are still in training. The other seven completed training for Ph.Ds but
did not retyrn to Sri Lanka. The GSL and USAID are exploring legal andé ather
action to help assure the return of those still in training and Lo recover costs
for the seven lost to the program to date. Other elements of the praject ara
essentially completed. The PACD is 30 September, 1986.

An analysis and strategy for agricultural education completed based o3 LZe
Agricultural Manpower Study: The manpower study was delayed over six montis
because of the diffjiculties in identifving specialists acceptable o toth the GSL
and USAID. The completed study is now under review as the zasis for the strategy.

Cost~-Effective Rehabilitation and #aintenance Systems for the Zxtensive
irrigation Networks (Z).

Water Management proliect completed with the Gal Oya lef:t bank fully
rehabilizated: The Water Management project Was completed con 31 CTecexber 138S5.
Rehabilitation work is only 85% complete, but the 3SL has agreed o coapiete tne
#ork with its own regoqurces.

Project development work f£for the new Irriqgation Systems Managedent {I35M]) project
completed and a Project Agreament signed: The Project Paper has been completed
and the project is under final review by the GSL. USAID authorization is
dependent on certain conditions which have not yet been fully satisfied oy the
GSL. We axpect these matters t¢ be resolved to allow obligations as sarly as end
February 1986,

Long-Tern diagnostic analyses completed on four irrigation systems: No analyses
have been completed. GSL support was provided very slowly, and oniy two seascnal
reports on two systems have been completed to date. Second season data
collection is underway for the same two systams. Work on the remaining tTwo
systems is to be conducted under the ISM project.

Final evaluation of the Water Management project completed: The evaluation was
done in November/December 1985 and a draf: PES prepared.
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Reduced Constraints to Improved Private Sector Agriculture Marketing and
Distribution (E}

A study undertaken to identify the critical constraints to the marketing of rice,
coarse grains, pulses and vegetables: A scope of work has been Jdrawn up for the

study of subsidiary food crops and vegetables but has not been funded yet because
of other priorities,

Otilization of the PL48C Title I Resources w0 Meet Programmatic Obiectives (Z)

Project design work for the new PL480 Title III program complered and a Project
Agreement signed: A PID was completed and reviewed by cthe Mission in July 138S5.
Bowever, very limited interest on the part of the GSL in a Title III program, and
other considerations led Mission to decide not to proceed further wit: prograno
development work. ’

Better integration of the PL480 resource into strategic objectives: The
self-help terms and conditions of the PY86 Title I program were strengthened to
enhance the Mission's efforts at improving agriculture zroductivity. The
requirements for a) an implenentation plan for the NAPNS, b) an impiementation
plan for crop diversification and c¢) a study of icrigation systams 1o determine
actual costs per acre to maintain irrigation systems are reguirezents ancder the
Title I self-relp provisicns. 1In addizion, local currency counterpar® 2as zeen
directed to those sapme areas of interest and to stimulasicn of private sector
developmenc.

A comprehengive report on self-help measures undertaken and a Jaiver of repaywc:i:
(conversion to Ticle III) authorized: No report or waiver are needed 3as a0 Ti:l
III program has been initiated.

Increased Jff-Parm Bmployment arnd Rural Enterprise.

A Planning and Policy Formulaeion Capaciiy, in 3cth Pusi

iz and 2rivaza Sel=ars,
to Deal with Rural Zmployment and 3usiness Developren:t (3.

1

Mid-term eavaluation of the Private Enterprise Promotion {285?) project completed:
Full izxplementation of the project began in late 1984 Zsllowing one vear aof
organizational work to establish the SL3DC and ianitziate operations. The jrolec:
will reach an appropriate point for an evaluation in the fall of 1336, and =as
been rescheduled accordingly.

A study completed on the feasibilitv of further developing tae £00d technology
industry in Scri Lanka: The study will be coxmpleted i1n June 1986.

Sri Lanka 3usiness Development Center (SLBDC) f{inancially self-sufficient and
able to cover its basic "core budget® operating costs: The SLBDC met its 20%
portion of operating costs in the year ended 30 September 1985. A: present rates
of income, the SLBDC should be able to maintain 508 of its operating costs, the
target for this operational year.

The private sector more actively engaged in macro-econcmic development stracegy
formulation, and specifically in industrial development policy foraulation, and
actively supported in these endeavors by the SLADC: The private sector
{including the SLBDC) patticipates with the GSL on an industrial poiicy
committee; an SLBDC-sponsored tax policy is now inderwvay: BREowever,in Jeneral,
there has been, as yet, no real influence on other major Iacro—economic
development issues.
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accurate Economic Data and Informational Services for dusiness Decision Making
().

Investor services (market studies, pre-feasibility studies, promotion activities)
provided to business clients and contributing to increased investaent by the
private sector: The SLBDC has completad or is preparing 30 investident projec:
profiles. Investor based (cost-shared]! pre-feasibility studies are underwsay ar
planned for four investment projects, and one market study is z:nder preparation.

A Capability to Provide Practical, High Quality Management 2ducation (E2).

A program of rural entrepreneur development and related business premotion
services introduced. in 10 or more interior districts: The program a3as begun ia
nine digtricts.

A program of ®anagement training and development initiated and geared to the
specific needs of the private sector: The program is in operation providing
specific training to private sector clients wWwith courses on the practice of
management and individual in-company programs,

15 specific management improveaent training courses initiated: 3ecause of the
delay in initiating the program, only eight Courses have Leen given zo Zate.

Develovment of the Mahaweli Region.

Settlement of 115,000 pecple on 23,000 hectares of Lef: Bank irrigated iand in
System 3 of the Macduru Oya (E).

7,000 farm families sectled: 7,023 fanilias were seztled.

Project development work for the new Manawell Agricultiyre and Raral levelopient
(MARD) project completed and a proiact agreement 3igned: Razier %than a Yahawel:
specific project, the dissicn is planning to focus attention on the ¥ahawell
thrcugh projects designed to increase agricultaral Jdiversificaticen, iacrease
rural enterprises and reduce rural under-emplovment, and estasiish an 2ffective
Water Management Program.

Improved Inter-Ministerial Coordination on Mahaweli Development Programs (I!.

An assessment of the health status and needs of the Mahaweli setilement areas
completed: The asseasment was completed in November 1385. The assessment will
serve as the basis for further MASL-MOH cooperation Oon healith prograns in th
Mataweli region.

Two additional studies or pilot activities designed to foster inter-mrnister:ial
cooperation: The MASL has been working with the Ministry of ?inance § Planning
and with several private sector organizaticons, inciuding the SLaDC, to devello a
program to promote rural enterprises in the Mahawe]i. This cooperaticn will lead
to a major segment of the new USAID project - REDS. No other study or pilot
activity is yet underway or planned.
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The Mahaweli Authority in a Planring and Policy Pormulation Role and Less of an
Implementation One (E).

Evaluation of the Mahaweli I, II and Sector Support projects completed: A major
evaluation on all three projec:s was finished in June 1985

Project redesign authorized to include additional work in Zone 4 of Systea 3 and
assistance in planning and budgeting: Because of security concerns, the GSL was
unable to carry out a soil survey necessary for determining the econcmic rezurn
on the additional work. An office photogrammetic enhanced soil survey was
finally done in December, however, the mission has postponed plans to fund
additional construction in Zone 43.

An assessment undertaken on planning and financial management capabilities witain
the Mahaweli Authority and recommendations on means to izmprove them: As doth the
GSL and USAID were not satisfied with the TA provided in the assessment, and *he
GSL wanted to re-think their need for this type of assistance, the assessment was
suspended. No specific time-frame has been established for resusming.

A groundwater feasibility study carried out in System 8: The GSL has requested
that the ground water study not be carried out due %0 the higher priori:r need o3
finance rurali enterprise planning.

A study of empioyment gJeneration potential in the Mahaweli region completed: (1
cooperacion with the SLBDC and the Ministry of Finance and Plaaning :tze MASL
carried out, or financed, private sector studies on a series of inter-ralated
issues. These studies are now being integrated into a final strategy on
employment generaction. These studies will form the tasis for a sajcr portion of
the new USAID REDS project.

Three workshops undertaken to develiop a) a poliicy handbook £33z the Tept. cf
Wildlife Construction, b) resourzce maps for the four wildiife parks and 2; a
nanagement plan for one of “he parks: The workshop and draf: pelily randDoox wers
completed in February 1385. The draft management plan for tne Madiru JOva 2ark
4as completed in October 1985. ?Progress on compilation of the park rescurce 3aps
has been delayed due %o security considerations.

An evaluatjon of the Mahaweli Znviromment project completed: The aid-tera
evaluation wvas completed in December 1985, recommending some zaior chanjes in
project implementation.

Infrastructure Essential to Developing the Mahaweli (Z).

1400 acres of park habitat improved: 700 acres 3f habitat have been japroved.
Progress has been slow because of project administrative proolems.

20 miles of road, a bridge and 20,000 sqg.ft. of buildings for the Mahaweli parks
completed: Due to project administrating contracting and securl:y problems, only
7 miles of roads and 2,000 sq.f=. of buildings have Leen completed to date.

100 additional kilometers of farm-to-market roads Completed: Only 35 additional
kilometers of road have been completed. GSIL efforts have been limited dv the
security threat, particularly to equipment.

53 kilometers of main canal and 87 kms of branch canals constructed: 52
kilometers of main canal work was done thus completing all main canal work. 63
kms of work was done on branch canals.
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Mdditiocnal Programs of Interest -

Health and Mutrition (B).

AIb's participation in the School Feeding Program reduced by 50%: The number of
beneficiaries has been reduced by only one-thizd (from 750,000 to 5GCG,000) based
on the new phase out schedule,

An evaluation of the National Ingtitute of Health Sciences (NIZS) projec:
completed: Because of delays caused by irreqularities in the construction
contracting and the necessity to rebid, further Jdelayed by GSL foot-dragging, the
project is behind schedule. The evaluation has been rescheduled for Augus: 1936.

Deob-reocb made from the cancelled Market Town Water Supply Project:
Deobligations have been made and documentation for reobligation of that sortion
to be used has been prepared. Recbligation awaits clearance from AID/N.

A plan developed for the information and education campaign of the Malaria
Concrol project: The baseline survey of attitudes regarding aalathion spraviag
Was completed in July 1985. Plans for the mass media campaign are nearing
completion.

Workplans developed for the management and evaluation components of tae Malaria
Control project: A plan for developing a computer-based managemen:t ianforzaticn
center was completed in December 1385. Computar equipment purchases were
initiated in early January 1986, Eowever, little progress has been aade Ye: on
the evaluation workplan as GSL and contractor attention have zeen fgcussed an Lhe
zanagement component as the prerequiste first step.

Initiate arrangements for overseas training of staff in specialized,/newar malaria
control technigues: 7Two senior staff of the Anti-Malaria Campaigna :AMC; nave
received specialized training at the Univeraity of South Ca-oiine vectar Ioatroal
orogram, one epidemiologisc was trained in basic =alariology 12 New Delnl
Nacional Institute of Comaunicable Diseases, and seven pudbiic neal:th Laspectirs
are currently in craining in Malaysia and Thailand. Training will continue
throughout the project.

Technical assistance contract awarded and contractor fully mobilized for the
Water Supply and Sanitation Sector (WS&SS) prcject: The contzact was awarded in
Pebruary and initial mobilization began in April 1985,

Construction/renovations designs completed, contracts awarded and worx in:ittated
for facilities under the WS&55 project: Work on this project has hHeen Jdelayed
because of difficulties in finalizing plans for the NWSDB reorganization >rogranm.
Desiqgns are not yet complete, and nc contracts have been awarded.

Water supply and latrine construction/rehapilitation sub-project selection,
pre-feasgibility, feasibility and design work completed: Por the reasons Jiven
above, work has been delayed. Selection and prefeasibility work is in srogress.

Inizial two-year health education training completed: The health training
curriculum is in development and is dependent on Sub-prolec: selection (see
above).
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An Improved National Resocrces Hadagemenc Capability (N}

Drafting work completed on a Sri Lankan National Conservation Strategy and
follow-up actions initiated: 2 of 25 background papers are comoleced,
Congultant performance has been less than planned, delaying completion of the
strategy.

An agreement signed and work begun on a National Coastal Resource Management
Plan: The Agreement was signed in November 19%85. Work began in January 19386,

A second environnental impact assessment workshop undertaken: The f£allow-up
{2nd) workshop on BEnvironmental Assesszent Procedures Development and
implementation was held succegsfully in August 1983.

Porestry Bxtension Service Division egtablished: The Division has been
established and a U.S. trained participant has been assigned zo head :it.

Construction of AlD-financed Porestry CTollege faciliries completed: Because 3f
its location in an remote area of high security risk, the Torest Jollege was
closed in May and construction at the original college site {China 3ay} was
stopped. A proposal for relocation of the college near Nuwara Ziiva nas Deen
submitted to USAID for approval. That approval is pending GSi clarificzaziox 3n
several issues raised by USAID.

Reduction of Development Constraines 2articular to Women (E)

An assessment of the role of women in irrigation and watez management completed.

The final report was submitted in December 1585 and results wiil be incorporated
in the new ISM project. .

Rigorous analysis of the role of effect on women included in all prorect design
work carried out: The coverage of women nas bean addressed :n the Zes.irn stage
of each of the three proposed 7Y 86 projects.

Collection of sex-disaggregated data done as an integral part of all Jdara
gathering efforts under TSAID proiecis: Several efforts recently completed or
now underway have attempted :o provide sex-iisaggregatec data. Examp.es laclude
management culture in Sri Lanka, Mahaweli Enterprise Strategy Developaen:t and
Employment and Unemployment in Sri Lanka.

Develop the Capability to Provide and Pinance Affordanis Low Cas: Bousing and
Related Sarvices (E)

Draft national housing policy paper: On October 4, 1935 the GSL nousing
authorities forwarded the draf% policy paper to USAID. The draft, «hich w#iil now
be cleared through GSL, is basically acceptable to AID and increases the private
sector's role in the housing sector.

Revise and update Subsidy Reduction Study desmonstracing the raal 208t o GSL of
existing housing sector subsidies: AID financed shor:-tera studies conviaced the
GSL that significant savings could be made “hrough the use of private sectisyr
institutions such as the Thrif: and Credit Cooperative Societies. The GSL has
carried out a small pilot program with such societieg in the Xandy area and has
begun the reduction of subsidies in making and collecting loans through pudlic
entities. The Prime Minister has pledged to further privatize the antire zousing
progranm,
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Jpdate the Shelter Strategy Statement: An updated Shelter Strategy Statezent was
prepared by the Mission and RYIUDO/Asia and i3 now with PRE/T for finalization and
approval.

Pormulate savings and lending procedures and strategias for the private and
public housing finance institutions including an expansion to rural %ousing in
the Mahaweli settlement areas: Work has been successful with the Thrift and
Savings Societies, increasing their role in the housing program. Discussion
underway with the MASL and Hatton Bank {the only 5ri Lankan owned, private
commercial bank} to conduct a test program in Systeam H-5 with Hatton 3ank as the
primary lender.

Develop plans to raticonalize urban low inccome housing and basic iafrastructure
services: Based on AID funded studies, the GSiL has merged the two agencies
dealing with urban housing and services. 7The new unit was significantly
strengthened to deal with its responsibilities with a competent officer was
assigned to head it, and the GSL has requested AID assistance in privatizing a
significant portion of the urban housing program.

Assist the newly created Land Commission in revising legislation adversely
effecting the housing sector: USAID has begun a dialogue with tae Commission,
but since the Commission was not set up till late in the vear no significant
achievenents have peen made. .

Design the Phase III Housing Guaranty program: The Mission-preparad PP for Frase
I1I was approved in AID/W on 2 August 1385 and negotiations are _nderway for
conclusion of the Phase III agreement.

Private YVoluntary Organizations-Able to Carry Out Programs which Aliow the Poor
to Participate in Their Own Develormenz (Z)

PV0 grants valued at $2,250,000 signed for new activities under :he PVO
Co-Financing prdjecz: Since January 1985 six new yrants val.ed at $625,665 rave
been signed, and an addizional fou: for 3§ 488,000 are in variocus stages oif
approval. Two approved grants totalling $675,G00 nad %0 De wizndrawn <aen the
PV0O International Human Assistance Program {IHAP)} decided to close its pz2zraz in
Sri Lanka.

A selective reorientation of PVO grants to more closely integrate PVQ prograas
into the Mission's strategic objectives: The Mission has adopted a policy that
PVO grants contribuyte directly to a CDSS objective, and all proposals are dDeing
reviewed on thar basis.

An evaluation of the PVO Co-Financing project completed: Given progran
considerations, the evaluacion has been rescheduled to June 1386,

A workshop for PVO's to increase evaluation capability wvas held Juring January
1986 with 20 PVO's in actendance.

Mission Management Issues

Improved Mission Organization Reflecting changing Priorities and Conditions ({3}

Reduction of two posgitions completed: A General Development Officer position
and an Assistant Program Officer Position have Deen eliminated.

Improve program support services (E)
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* MACS put into full operational status: MACS is not yet fully operatiocnal.
Environmental conditions for hardware regquired several msodifications o the
original plan, including some architectural changes. Data locading has now begun
and is proceeding satisfactorily.

* Bighteen computer work stations are being brought on line throughout TSAID:
Thirteen stations are now operational and benefit all elements of the Misgsion.

IT.A.

2.PY56-87 Benchmarks
{3enchmarks are indicated by an asterik ***}

a. Improved Agricultural Productivity and Parm Incoxes

Small farmer incomes increasing by 5% or more in real terms by 1990 (N)
A 2% increase in real small farmer “income in 19886. ’

Paddy (rice) production increasing St annually from 1985 to 1986 (¥N)
A 5% increase in paddy production for 1986.
A 3% increase in per acre paddy yields for 1386.

Gross production of subsidiary field crops (SPC) increasing oy a 13% annual
average from 1985 to 1990 (N}
A SPC baseline survey completed in 1586.

Per acre production of SPC increasing by 10% annuaily froz 1387 to 133%J (N},

* An SPC research program initiated with effcrts under way by the end of 1386 in

b.

improved SFC varieties and production »ractices, inproved SPC seed production
and marketing, and iancreased understanding of SFC Cropping pattierns.

A set of clearly defined and gquantified benchmarks estaclisned by hovezdber 1386
for SPC vroductivity development.

Increased Qff-Farm EBmplovment and Rurai Enterorise

1}

*
*

Underemployment levels in the Mahaweli region reduced from 42% zo 25% or less
by 1991 (¥}

No increase in the rate of underemployment in the Mahaweli recion 3uring 1386,
investment initiated on five agro industrial enterprises for the ¥ahawel:
region by December 1986.

Rural enterprise and employment planning activities in full osperation =ithin
the MASL by the end of 1986.

400,000 new private sector jobs created by 1930 (N)

Private sector employmen: increased by 45,000 jobs in 1986.

The SLBDC playing an active role in encouraging private sector iavestnent,
20,000 private sector~financed and constructed/improved housing unicts in rural
areas in 1986,

Selective reversion of state—owned enterprises to the private sectayr (N}

* Draft strategy for USAID support to the GSL privatization efiort estapiished oy

September 1986.
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An industrial development policy for Sri Lanka established by 1987 giving
priority attention to the >rivate sector {N)

The SLBDC and other private sector organizations playing an active role in
formulation of the industrial policy.

Development of the Mahaweli Regqion

117,000 hectares of land under cultivation in the Mahaweli »v 1987 of waich
53,000 hectares will be irrigated land (2)

The number of hectares under cul:ivation increased by 12,000 in 1386 for toatal
of 53,000 hectares,

87 kms of branch canals constructed and opened for irrigation use thus
increasing the hectares wWwith irrigaticn by 4,000 ia 1986.

Operation and maintenance plans proposed, adopzed and in effect by 1386,

690,000 new settlers established in the Mahaveli reqgion by 1337 (E)
8,000 new farm families and 1,290 non farm famiiies established :n Systez 3

during 1986.

An average annual farm family income in the Mahawel: of 2s.16,500 by 19357 (2}

* Average annual farm family income at Rs 12,00C by the and of 138s.

4)

1986 Benchmarks for agricul=ural procductivity and rural eatarprise developmen:
Bet-

Three Mahaweli national parks establ.shed and providing esploysent
opportunicies to 2,000 local residents in park constructicn, =aintanance and
tourism by 1588 (2)

* Mid-term evaluation recommends reduction =0 thrae parks until security improvas.
* 10% reduction in wildlife inflicted crop damage thrcugh ixproved «i1ldlife

5)

management practices (1983).
Parx infrastructure l0% completec in 198€.
200 new employment oppor=unizies creatsd in 198§,

The MASL operating as a planning and poligy for-ulation agency witz
irplementation responsibilities placed in the line ministries {2}

The MASL playing an active role in formulating the new RIL project and :in
coordinating its execution with other ainistries and private sector
organizations.

Other Proqrams

Reduction of malaria to fewer :than 35,300 annual cases by i%37 (%)

* Number of malaria cases reported for 1986 totalling less than 38,30¢C.

GSL contributing 60% of the costs of purchasing the 1386 Dalatnion raguisement.

8y 1990, a reduction of 25% in the nmorbidity and mortality rates due t2
water-borne diseases (2)

Improved inter-institutional collaboration/coordination in water supply and
sanitation sector activities.

Irproved NWSDB financial viability through increased revenue generation, SISt
control and operational efficiency (continual progressj.

Improved NWSDB operational performance through iaprcoved policies and proceduras
and training in same (continual progress), and decentralizec and consclidated
organizational structure.
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: 3) A capability established -0 manage natural resources effectively in support of
sustainable development (N)

* A 10% increase from 1980 in the forest cover of the upper Mahaweii cacchmen:
area by the end of 1986.

* A 2% increase from 1980 in the total acreage under permanent forast cover by
the end of 1986.

2, Mission Management Objectives

1) A Mission organizational structure appropriate to the type and size of program
(N}

* All technical staff reorganized into divisions of a single office focussed or
implementation responsibilities by DJecember 1986.

* A set of contingency plans for reorganization/staff reduction, by April 1986,
in preparation for possible program changes resul:;ng from USG deficit
reduction efforts.

* An appropriate program/staff level determined by FY 28 ABS reviews 1n 2id-1986,

e A

2) USAID physical facilities meeting the Mission needs and security requiremen=s
by 1987
* The security enhancement program l00% completed by the end of i%86.
* MACS and computerization program including a WANG 65 computer %0 provide total
inter-communications between offices of the Migsion ané MACE fully operatisnal.
* It is also intended that telecommunication connection witnh AID/Washinghin ce
accomplished during this period.

II. B. ACTIONS POR THE COMING YEAR
l.Xey Policy Actions

3. Qverview: In the Policy IZialogque Paper oreparad ty supplexent :tne FY¥3T 1033
the Mission identified and defined a series of folicy issues IC o2 pursued ot
the planning period cf the CDSS. That paper is inciaded witih this actiar ?Pla
as Annex 3.

Within that policy dialogue framework, we will oe focussing this vear on 3ix
major issues: 1) Selective reversion of state run enterprises to the Jrivate
: sector, 2) establishment of an industrial development policy which provides
’ clear guidelines for private sector involvement, 3) estatlishment 2f an
agricultural diversification strategy, 4} coordination ¢of agriculzural research
based on a clear set of established driocriiies, 5] -commitment o :cgerations and
maintenance programs for irrigation systems throughout the zZountrvy, and 3
increases in the rate of interest and repayment for nationaily-supper=ed
housing programs.

b. Macro—economic policy: The macro~economic setting in Sri lLanka is a critzical

‘ factor in achievement of our strategic goals. The GSL budget Jdeficit (s a

' primary macro-economic concern, and almost all parastatals are a 2rain on the

budget. A major policy action will be Jdirected at reversion of 3tate run

: enterprises to the private sector, and we are currently designing a project o
' provide budgetary support (program assistance) co the GSL in response Lo thelr

[P U T
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divestiture of government owned and operated enterprises. There appears to de
sufficient GSL interest at this point %o warrant such an effort. +while publiz
statements have indicated a preference for private management uander puyalic
ownership, we expect our involvement to help stizulate a complate reversioa o
the private sector of selective enterprises. Specific actions planned this year
center on developing the project and are:

* Compilete and approve PID by April 1986 (PD}.
* Complete a co-operatively developed Project Paper including a clear set of

criteria for divestiture and have both the GSL and YSAID autharize the profect
by September 1986 (PD).

* Assure the GSL counterpart contributions to USAID supported projects remain

adequately covered despite budget Jdeficit reduction effarts. This assuraace
should include USAID funded items appearing in the budget as <ell as :t=e GSL'3
own contribution {PD). )

Improved Agricultural Productivity and Para Incomes. Our efforts towards this
objective for FY¥86~87 will be focussed on the diversification prograa,
water/management and agricultural planning. The policy actions are:

Establish an agricultural diversification plan bv Dececber 1986 {(PD/IB}.
Bstablish a clear set of priorities for coordinated agricultural research by
October 1986 (PD/IB).

Complete by October 1986,a study on the policies, incentives and instizutional
arrangements necessary to improve the competitive structure and efficiency of :ine
private agricultural marketing structure (PD/IA).

Get GSL authorization of an official, peraanent cadre 5f ingtizutional organizers
to establish farmer/water user associatisng £2r irrigation systeas (3D,7213).

Increased Off-farm Zmplovment and Rural Snterpriges. The priacipal effar:s i
this area will be the project design work for the Raral 2nterprise Developrent
Sector (REDS) project mentioned earlier under pacro-econonic polizy. The
additional policy actions planned are:

Bstablish a schedule for completion of a national indus:iriai developren:t 20lizY
linked to the RXEDS project {(BD).

Pursue G5L adoption of a National Housing Policy which stresses sSrivatz cLar
participacion in the housing sector (PD).

Development of the Mahaweli Region. This period, FPYB6-87, will see a faurther

integration of our planned efforts in the Mahaweli Region into activities
relevant to national development of Sri Lanka. In that respect, most of the
policy issues of the Mahaweli are covered under previous and fallowing
objectives, however, Mahaweli specific pelicy actions are planned:

Monitor that settlement is being done on an equitable basis accordiag o the
original GSL guidelines established for the Mabawel: Settlemen: Scheme [20).
Assure that agricultural development is sustainable through dore national
resource uktilization policies/programs.

* Assure that an effective O&M program is established in system 3.
* Design a rural enterprise sector activity to commence in the Mahawell area.

Addizional Programs of Interest., We will be limiting our involvement ia

additional sectors and basically be completing ongoing projects. The Mission will
endeavor to encourage appropriate officials to consider ingcreased attention t2
preventive health, fee for services, and child survival including oral
rehydration in concert with and support of UNICEF,
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2.Fey Implementation Actions -

a, Improved Agricultural Productivity and Farm Incomes

1)A Qualified and Functioning Agricultural ‘Research Capability in Subsidiary field
Crops (SFC)

* Complete and approve LOP work plans for DARP, 383-0058, by June 1984 (TT).

* Complete and publish the baseline surveys on crop diversification by June 1986

(In}).

* Construction plans completed July 1986 and contracts let November 1986,

* Conduct a workshop on farming systems research and extension bv Augus:t 1386 (TT!.
* Complete 60 pm shost-term technical training {TT).

2}An Effective Agricultural Planning and Policy Poraulation Capaoility

* Complete the PP by February and sign Project Agreement for AGPLAN, 383-0033, oy
June 1986 (IB/TT).

* Initiate the technical assistance contract for AGPLAN by November 1985 (TT!.

* Initiate AGPLAN long-term training programs by September 1936 {TT).

3)A Viable Agricultural Development & Support Services Management Cagabcility
* Complete the Agriculture Bducation Development, 383-0C49, proiect with the final
18 participants all returned to appropriate posgsitions oy Septemder 1386(TT/IR!.
* Complete the Development Management & Traianing, 383-0085, 2P by April aad 3sign
the Project Agreement by June 1986 (7TT].
* Set up an Applied Management 3teering Committee and a DM&T Secrecariat in :tne
MADR by July 1986 (IB).
* Initiate the technical assistance concract for DM&T Dy Octoper 1986 (T7).
* Iniciate a pilot agricultural/rural Jdevelopment management iaprovement progran
in the Dept. of Aariculture by November 1586 [TT}.
* Launch mininum of three management-oriented DMLT sub-projects by Zecamber (38§,

4Cost Effective Renabilization & Maintenance Syscems for the Zxtensive Irrigatina
Xetworks

* Get a GSL pudget supplemental approved to provide counterpar: finding and cover
J.S.-funded inputs for ISM {IB).

* Sign the ISM, 383-0082, Project Agreement by April 1386 (I3/TT).

* Initiate the technical assistance contract £ar ISM by September 1986 {(TT).

* Bstablish and approve an operational plan for testing various renabilization
methodologies by December 1986 (IB/TT).

* Complete the long-term diagnostic analvsis on two irrigation systems by July
1988 (IB}.

* Conduct “programmatic® diagnostic analysis studies in two additional svystens .n
Yala 1986.

S)Utilization of PL480 Title I Resources to Meet Programmatic Objectives
* Complete the PY87 Title I negotiations by August 1986 in order to £i: with the
GSL budget cycle (IB).
* purther direct the self-help measures uynder Title I £ specific programmatic
obijectives (IB/TT/PS/PD).

b.Increased Off-farm Employment and Rural EBnterprige

1)A Planning and Policy Pormulation Capacity, in Both the Pudblic and Private
Sectors, to Deal with Rural Bmployment and Susiness Development
* Apend the Authorization for the Mahaweli Basin Development I, 383-0056, projec:t
to include assistance for employment generation and rural enterprise Zevelopment
{18}.
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* Sign an amended Mahaweli 3asin Development I Proiect Agreement by June 1986

(IB).

* Initiate the technical assistance contract for the MBD I extension by October

1936 (TT).

* Engage the private sector more actively in macro-economic devslopment strateqgy

formulation, specifically on industrial policy, tax policy and privatizazion
{PS).

* Get the SLADC to the point of being able to fully cover 100% of its hasic

operating costs (I8/PS).

JA Professional Information Development & Dissemination Service for 3usiness
Decision Making

* Conduct an effective, ongoing program of investour serzvices Ia both the 3LAXC

and the new MASL unit {IB/P?S).

* Initiate five new private sector investment projects on the basis of iavestar

services. :

* Zgtablish an effective coordination between the Ministry of Agriculture, the

SLADC and MASL to utilize the agricultural marketing study “o stimulate private
sector investment in marketing, particularly in the Mahaweli region (I3/P?S;.

3)A Practical, Jigh—Quality Management Education Capability
* Extend the ongoing SLBDC-led encrepreneur develcpment program to a total of 1z

districts (IB/PS}.

4)A Rural-centered Bousing and Infrastructure Program which stimulates GEf-Parn

enployment and Rural Enterprise

* Design and implement by September 1986 a model private sector housing finance

-

Ce

program for the Mahaweli regicn (IB/TT/PS!.

vevelop methodologies for housing finance institutions to raise acney throough
means ocher “han treasury debentires oy September 1936 (I3/77).

Develop a pilot privatizaction model £or the urban housing PTogram 5v Sovember
1986 (IB/TT/PS).

Neqotiate and sign the Phase [II Shelter Program Agreement by Tebriary 1335
{153/PS).

Provide short-ter:m technical assistance o further the privatizatisn of :tae
rural housing program using Thrift and Credit (Cooperative Societies (TT!.

Development of the Mahaweli Region

1)Bffective Inter-Ministerial Coordination on Mahaweli Prograas

»

-

2)

L]
*

Complete two additional studies or pilot activiiies related to Nahawel:
development which require inter-ministerial cooperation {I3}.

Have MASL participate as an active member of the newly estadblished Agrizulture
Planning Group (IB).

Pogter increagse in Planning & Policy Formulation Role by MASL and Reducing Its
Implementation Responsibilities

Develop the REDS project (previously noted in Secticon II1.3.1).

Undertake DWLC workshops to develop a) a aanagement system for Mahaweli
protected areas b) management plans for 2ach Mahaweli park, ci a wildliife
conservation awareness/education program, d; a DWLC training program, and e}
enhanced environmental management through effective jommunity participation
(I3/TT).

Initiate a wildlife monitoring program for threatened and endangerad species in
the Mahaweli region {IB).

Reassess progress in the Mahaweli Environment Project to determine if extension
of PACD is appropriate {(December 1986).

PASA with National Park Service amended by June 1986 to include position of
regsident NPS advisor as recommended by evaluation.
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3}Essential Infrastructure in Place for Mahaweli Development

*

o
-
-
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*

Construct 87 xms of branch canal {IB/TT).

Complete the MBD II project and prepare a PACR (I13/TT).

Develop and implement an irrigation 0&M plan for System 3 by July 138§ (I8).
Develop and implement a training plan to meet irrigarion D&M technical training
needs by April 1986 (TT).

Establish by September 1386, a systems monitoring plan for Systea 3 (I1B).
Improve 700 acres of wildlife park habitat with emphasis on enhanced park
buffer zone development (IB).

Plans and designs for Mahaweli parks infrastructure construction completed
(August), construstion contracts awarded {October 1986).

Additional Programs of Interest

l)Health/Mutrition

Reduce AID's participation in the School Feeding pragram by another 250,000
beneficiaries (IB/PD).

Place the Information & Education Campaign of the AMC in fall operation by
Septemoer 1986 (IB/TT).

Begin operation of an AMC computerized management information system oy July
1986 (IB/TT).

Prepare the draft of a new AMC strategy by March 1985 {I3/PD).

Under DMST, prepare a strateqy to strengthen the academic and research programs
of he NIHS (TT/1IB).

Construct 30% of the NWSD3 support facilities for the WAS&SS, project (I3,
Complete the selection and design of six water supply and latrine
construction/rehabilitation sub-projects under wS5SS and inpiziate six
reconstruction/rehabilitation activities by December 1386 (I3).

Initiate implementation of a new manpower develcpment plan far :he WWSDA
project {TT).

Under W5&SS, establish financial viacility of the NWSDE cthrougn affective
billing and collection procedures, rationalized water tariff policzies, .aproved
design and operational zerformance and strengthened finansial plaaning,
nanagergent and control {IB).

Establish iamproved operational performance through Zevelopaent and
implementation of improved policies and procedares for all NWSO3 operational
areas,

Complete the curriculum development for the two-year health education :
program by October 1986 and initiate implamentarion (TT/I3).

aiaing
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2)Improved Natural Resources Management

*
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Approve a new Reforestation §& Watershed Management, 333-3C353, project
iaplementation plan based on -he changes made following tze protect evaluatian
(IB/TT).

Decide on USAID participation in the relocation of the Porestry College (IB/PD).
If USAID will participate, complete 60% of the AID financed construction (I3},
Bgtablish three mobile reforestation extension unizs by August 1985 (I3},
Begin implementation of the Conservation Awareness Program Dy September 193¢&
{IB}.

Complete by December 1986, the final draft Sri Lanka National Zonservation
Strategy (IB/TT).

Prepare S5ri Lanka National Coastal Resources Managemen:t 2lan by Octoper 1386
(IB/TT).
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3)Women in Development
* Improve on the collection of sex-disaggregated data in GSAID financed
collection efforts (IB}).

4)Private and Voluntary Agencies
* Sign $1,800,000 in new PVOQ grants under the PVO Co-Pinancing, 383-0060 project

{IB/TT/PS).

* Carry out a workshop on evaluation technigques f£3r PVOs operating in Sri Lanka
(IB).

* Complete and close out five earlier PV0 grants under PV Co-Pinancing
(I3/TT/PS).

3. Key Evaluation and other Study Actions

Two evaluations recently completed have been used in new project design efforts
and one scheduled will have an izmpact on further design work in that sectar. The
Water Management (383-00S7) End of Project evaluation was used tn Bake
adjustments to the ISM (363-0080), Project Paper. This evaluacion was
particularly helpful in determining the weaknesses in the zroject whizh could be
corrected in the follow on project implementation.

In an evaluation done on the Mahaweli Sector Support (383-C078}!, protect last
June, the advantages and disadvantages ¢of a balance of paymeats suagpor: -“ype of
program loan tied to specific local currancy uses were highlishted. These
findings have bheen used in developing the Rural terprise Jevelopment (3331-009%1
project in relation to its program assistance componeni. Thrcugh the 3Jousing
Guaranty program the Mission continues to assist in the development of 3711
Lanka's private and public housing finance institutions particialariy those
serving low income households in rural ar=as. Housing Guaran*y prolectis
383-3G-002 and HG-C03 will be evaluated in 1386 to deterdaine the success of a
number of iniciatives, including the »rivacization of the Million Zouses Progra
through the use of riral :zhrif: and credis societies. The evalzatic will 3152
seek data on the extent of female headed nousaholds granted housing frediz. Tha
findings in this evaluation will pe critical to further efforis 12 tne nousing
sector.

C. Narrative Repor:

l.Improved Agricultural Productivity and Fara Incomes

Our major concern in reaching :“he objectives set for this and other sector zeals
has been the interest and priority given by the GSL. We Lave been sicwed (n
meeting project design benchmarka because of a frequent lack of 551 attenticon and
a hesitancy to take steps we consider necessary to allow for a sroZect Lo te
successful. Project implementation has been held up because GSL bdudgets, either
for counterpar%t or USAID contributions which 50 through the bdudget, were not
adequate. While institutional capacity is sometimes the problem, it i3 zore often
a case of institutional will.

The security situation in the country continues %o be a drain of both resources
and the zime of decision makers. The GSL has had to make development a second
priority. As this situation will continue over the Action 2lan period, we aave
had to take it into consideration in setting our targets for the coming vear. OJur
budgetary support/privatization program will help in this effort, if the GSL
follows through on divestitute of its many parastatals.
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A particular issue recently came to Tthe fore. In order to increase tae

concessicnality of the foreign assistance it receives, the GSL has decided that no
v more than 50% of any grant assistance can be for technical assistance, Their
iatenticon is that more cosmodities or training be grant financed S0 that the ZA
comes out less than half of total grant assistance. Because few other donors mix
loan and grant financing in a single project, we are the only donor seriously
affected by this decision. We have advisged the GSL that our project designs are
bagsed on what is needed and what AID is willing to loan or graant finance, based on
the host country's development status, and ve are not in a position to comply with

»
S arbitrary percentage levels. The GSL has stated that it will review projects on a
; case by case basis. Therefore, while we axpect an acceptable arrangement t3
! emerge, the "S0%t Rule" has caused a delay in negotiating some project activity.
; #de have reviewed the approved strateqy and concluded that improving agricultural
- { productivity and farm incowes should remain a primary goal. We believe our

efforts to create the institu%tional capacity to plan and carry out an agricultural
diversification program remain cur most effective way of contribiting to that goal.

2.Increased Off-Farm Emoloyment and Rural 2nterprise

. The decreased importance of the development ef{for: because >f the security
» situation in the country has also had an esffect on our efforts toward this Jcal.
In this sector, however, our more difficult task will be changing the GSL's
attitude on its role in the economy. This government has rhetorically encograged
the growth of the vrivate sector, but has not taken any real steps Seyond chat
first important one of acknowledging recognition of the need for a vigorous
private sector.

Government owned enterprise still account for over 50% of GDP although 7ery few

are profitable. Major elements within :the government recognize the strain these

entarprises put on GSL's ability to finance its oore appropriate activities.

Recent seriocus budget imbalances have brought the privatization issue I35 In

fore. The concept of divestiture, however, does not yet enjoy fuil GSL suzbor:,

* and that will be a major policy dialogue issue over the coxing Jear. &
significant reduction in current program levels will certainly ha=mger zur asility
to influence the divestiture program.

l.Development of the Mahaweli Region

The Mahaweli remains a priority of the GSL and USAID; but by deaiing with it »ore
as a proving ground for program priorities with nationwide applicazility wit
regard to agricultural productiviiy and rural enterprise development, we 20pe L0
accelerate creation of institutional acilities %o deal witn these efforts in Otnher
parts of the country.

One problem we will face in this effort will be the attitude of the Mahavell
Authority of Sri Lanka (MASL). Altnough MASL's self proclaimed goal is o reduce
its own implementation role, it still takes a very proprietary view of the
Mahaweli reqion. Cooperation with other government organizations has bdeen
improving but is still modest, We hope to cagrry out cooperative efforts whica

; strengthen the line ministries, eagse MASL into A TOre appropriate planning role

: and get the job done.

[ S
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4.)dditional Programs of Interes: .

Sri Lanka has already surpassed many of the health goals set by AID (although in
gome categories the country’s position has detariorated), the Ministry of Feal:zh
(MOH} does not share AID's interest in other goals and the ¥O0H has daunting
management problems., For these reasons we will continue to limit our involvesment
in that sector.

In the current setting the GSL is giving low priority in practical terms %o the
natural resources conservation effort. We 40 not expect to do more than complete
those orojects we now have in progress., Successfully finishing them within tle
tine frames set will be a major achievement in itself.

S.Hission Hanaqemeﬁt

Likely program and OE funding availabilities make iaperative increased focussing
of our program in a more linited number of intarrelated activities. IThis will pe
manifested also in reduction of centrally funded activizies unless -learly relared
to the approved bilateral strategy and projects are less demanding on USAID staff
time. A further reduction of USAID staffing seems inevizatle.

6.The Role of Svaluation

Evaluations conducted in 7Y25 and the zwo completed thus far in 7Y 1985 zave
indicated that the civil strife has had a negative impact on the implementation goi
the projects to varying degrees. The evaluation of the Mahawel: Development I an’
II projects indicated that the construction of the main and sranch canals in
system B of the Mahaweli are nearly on target but that claia angd arbitration
actions as a result of civil strife may result in higher contracr costs.

As noted in the Reforestation evaluation, if the conflict escalated 1a the
fuelwood and Porest College areas project activities would He irpeded. In zhe
past year, the Forest College has closed Zown and Z4rvland piaptati:ons ia tne
Trincomalee and Batticaloa districts have neen liscontinued. The Mahawel:
Environment evaluation team recommended disconcinuing the develcpaant of one 38
the proposed national park for security reasons.

Iin the CDSS, the Mission proposed a contingency program of program assistance.
The Mahaweli Sector Support evaluation, which looked at the future role of sector
support, found that the agsistance played a maior role in increasing the Mahaweli
Authority of Sri Lanka operational obudget levels for downstream activities. The
teanm recommended continuing program {iacluding food! aid. The findings ¢ the
evaluaation reinforced our %thinking and are reflected in tihe Mission's progras
assiscance proposal.

The final evaluation of the Water Management prolect was designed to0 assess the
GSL capacity to manage large irrigation schemes and to deterzine the effectiiveness
of farmer organizations. In addition, the Mission was interasted in learning tiz
advantages or disadvantages of using a host c¢duntzy contract ratner than a direct
contract. The substantive findings of the svaluaticn were ysed in finalizing the
Irrigation Systems Management prolect.

The evaluation of the Mahaweli Basin Development II recommends that the O&M
technical assistance be used to strengthened the planning, budgeting and reporting
system in MASL to make this institution more action and decision oriented. The
project may be amended to include long-term TA.
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II.D. New Project Descriptions

RURAL ENTERPRISE DEVELOPMENT SECTOR (REDS) 383-0090

l.Introduction and Background

When the current government came to power in Sri Lanka in 19%77, i:
liberalized its econcmy and made the creation of jobs its central focus.
¥While the GSL has made significant prcgress in these areas, about half of sri
Lanka's GDP is still created by the state sector. State corporations have
teceived subsidies on the order of $ 1.5 billion since 1977, atout the same
as the cost of the entire Maraweli program thus far. In Zis latest budget
speech, the Minister of FPinance noted that the losses incurred by the state
corporations are greater than the entire sum spent annually on food stamps,
free education and health and stressed the need to get the governaent out of
businesses that could be better run by the private sector. The Minister is
serious in his desire to privatize state corporations and his ainistrv has
already analyzed more than ninety state corporations and placed them intd
four categories: (1) those which would be retained due to security reasoans,
(2) those that are profit n»aking, (3) those incurring losses but which can bde
renpabilitated, and (4) those which are ceyond rehabilitacion and need o de
closed,

2.The Problems to be Addressed by the Sector Program

One of the fundamental problems inhibiting further expansion of Lhe economy
is the large role of the public sector. Its impact is felt through its
constraining impact on the private sector and through itz contribution %o the
budget deficit which in 1988 is expected to exceed a projection of lipercen:
of GDP. The Mission believes that the GSL should continue -0 place hign
priority on expanding private sector activity, decreasing the budger Zeficic
through the privatization of state corporations and enhansiag raril iacomes
through job creazion. Progress on enhancing the private 3ect=3r's r£a3ie 1a I
economy should also increase competition in the economy with the eliaination
of current advantages given to state-owned enterprises.

3.The AID Sector Frogram

¥We see cur future sectoer program as having two main tracks, one being
agsistance to the Ministry of ¥inance and Planning in privatizing the
government's huge portfolioc of public enterprises and the second focussiag on
improving agricultural productivity and rural employment. We see this *wo
pronged attack as furthering economic development activities by decreasing
the budget deficit through the privatization of stats corpcrations ,
improving the climate for private sectar development and ennancing riurai
incomes through diversified agriculture and off-farm Jcb <¢reation.

[ N L
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The Mission would like to assist the GSL in its move towards privacizing -ia=
state~owned enterprises. We think that our assistance could be ias:trumental
in turning the Minister's ideas into action. We propose a sector assistance
program whereby we essentially reimburse the GSL for privatizing corporations
on the basig of x dollars in return for y value of agsets privatized. The
extent to which we would be involved in negotiations regarding wh:ich
enterprises would be privatized would be decided at the program design
stage. The uses of the foreign exchange would be unspecified, bt some of
the local currencies generated by such an effort woulid be transferred to the
Development Pinance Corporation of Cavlon to establish a fund to te used o
help finance the private sector's purchase of :the state corporations. ur
assistance would be tranched and disbursements tied to actial privatizatiasas
or closing of public enterprises. The GSL would have to make availadla
funding for the initial purchase of a privatized corporacion in order to
initiate the process. While the sector program would be loan finded, some
grant funds would be provided for technical assistance leading o actual
privatization decisions and actions, i.e., determination of the enterprises
that are to be transferred to the private sector and the actual terms,
conditions and procedures for such transfers. Because privatizaticn i1s such
a politically charged issue, the Mission foresees our program as Seing
initiated with analytical assgistance for the first year or two and oniy aft
such analyses are completed, would we be able to move larje amcunts 2f 20ne;
tied to actual privatizations.

Local currency generations will also be used to support the second broad
element of the sector program which #ill be continued assistance o the
Mahaweli w#ith special emphasis on agricuyltural productivicy and enterprise
development. This element will integrate our proposed further assistance to
the Mahaweli areas, rural development sectoar activities and rural enterprise
development. The Mahaweli atea will serve as a proaving grzund for
development apobroaches relevant more generally throughouf Sri Lanka, e they
private sector initiatives, agricultuzal diversification or rural gredi:z
improvements. Qur sector progranm will place prizary emphasis on the Mihawel:
because 1) the potential is great, 2) the administrative infrastructule :§5 in
place, 3) GSL rescurces ars relatively well assured, 4, we want =J Zontricate
to making the ovarall investment in the Mahaweli a success, and 5, se Delieve
successful application in the Mahaweli arsa is likely tc lead to adoption af
similar programs elsewhere in Sri Lanka.

With the major infrastructural developeen:t work on the Mahaweli largely
completed, the difficult task of raising incomes now needs o e addressed in
earnest. The GSL has been designing ics development activity in this area
and has proposed a program which seeks as i3 goals to increase incopes and
off-farm employment opportunities, to increase private investoent and o
accelerate the rate of technological change in the Mahaweli areas. The
Mahaweli Authority has identified four strategic cornerstones - acdified
volicies, a comprehensive financial incentives package, suppor: for
industrial infrastzucture and an attractive investment/institutional
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environment - as the foundations upon which the GSL intends to coastruct
economic growch centers in the Mahaweli. Components of such a progras would
include: comprehensive extension programs to settler families, adaptive
agricultural research, marketing facilities and inforpation svstams, expanded
and improved credit facilities, management training and entrepreneur
development, additional investments in agro-industrial infrastructure, ané
promotional activities to attract an accelerating rate of private iavestaent.

4.Consistency of AID's Development Assistance Program

This two pronged sector program will assist in enkancing the role of the
private sector in Sri Lanka in two ways -- one, by changing the aacro policy
enviromment which encourages the proliferation of public enterprises and :two,
at the micro level, by assisting the enterprise devel.opaent phase of the
Mahaweli. The program approach will allow us3 to concentrate AID funds in a
larger unit than any series of specific project interventions would perait.
It will allow us to direct our policy dialoque at the Ministry of Pinance and
Planning, and by concentration of our assistance program in one package with
prisary focus in the Ministry of Pinance as regards the foreisn exchange
resources provided (with local currency resocdrces ander the ontrzol of
Pinance and the Mahaweli Authoriiy, respectively}, we think thas thrcough a
more sectoral approach, the GSL will more highly valie the progran and
utilize resources mobilized by i:t more rapidly and effectively.

S.Program Immlementation

The program would be implemented by the Ministry of finance and Planniag and
the Mahaweli Authority of Sri Lanka. The end of prozect status of :h
privatization component wculd be x number of public encerprises clcsed 3¢
30ld ko the private sector. The EOPS for the enterprise development phase
would be the doubling of real per zapita incomes in the Marawell 5 aad 3
areas within five yearzs and the estabiishment of agro-industries, :iacludin
at least five "nucleus farm®" enterprises in the Mahaweli 3 and J areas <i:tzin
the same time frame. 3oth of tiaese approaches involve 3aor policy changes.
In the Mahaweli areas, for example, national land policy will have o De
altered £o permit longer lease periods and leases of larger extenzs :I land.
The privatization element will require implementation of a =major
phnilosophical change in the government's attituyde towards its role in the
economy. :

This new sector approach will build on our existing portfolio and is
supportive of that portfolio. Lessons learned from existing grolects, such
as Water Management, will be integrated into the sector prograa. In
addition, we plan to negotiate for :the inclusicn of PL 480Q, Title I local
currency generations into the activities sponsored by the sector program.
Through a greater concentration of resources under the control of the

_Ministry of Pinance in a period of budgetary stringency and balance of

payment strains, the approach is designed to provide maximum suppor:t and
increased leverage to our policy dialogue with particular -emphasis oa private
enterprise apprcaches to rural development. In order to carry out such a
orogram, the 4ission ideally foresees tae need for ac least $20 =ziilion a
year cver five to seven years. In order Lo enter “he privatization arena, in
a noticeable way, we estimate that at least $10 million a year will oe
required. The G5L's initial proposal for the enterprise developsent phase of
the Mahaweli amounts to $100 million over five years. We would like o be a
major participant in that program and have programmed $10 ziliion a year over
five years. .
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SPECIAL CONSIDERATIONS

FINANCIAL ISSUES AND ANTICIPATED ACTIONS .

financial Issues: Any significant decrease in funding levels wiil jeopardize :he
program as now planned. Pour new starts are scheduled for PY 86: three new
projects (ISM, AGPLAN and DM&T) and one sector program (REDS). The sector
program REDS will require a minimum initial funding level of 410 million o have
an impact on the structural changes needed. Initial funding for the three new
projects and project mortgage requirements will require at least $16 million.
Program level decreases following on USG efforts at deficit reduction wou.d mean
delay one or more of our new starts.

We have little mortgage at present. All but two ongoing projects ceceived full
LOP funding by the end of ?Y 85. The remaining two {PYD CO-PI and WS&S5S) #ill
reach full LOP funding levels with FYS6 obligations. Our current pipeline is
approximately iao million or 2.6 =imes our FY86 program leveli, Witk
approximately $50 million projected in expenditures in FY86 as zajor canal
construction work comes to an end, we should see a major reduction in the
pipeline. If obligations are reduced, expenditures will also decrease due =0 the
virtual complecion of the major construction works in the Mahaweli acea zZu: are
nevertheless estimated co a significant $63 aillion in PY87 and 38. The pipelire
does not include any significant amount of funds obnligated over three years ago.

The loan-grant split for 1985 was 54.4% loan and 45.5% grant. The cercentage
split for PY86 and FYB7 programs as currently planned respectively are: Loan
59.4% grant 40.6%; Loan 68.1%, grant 31.9%. Loan lavels remain at approxizatels
two-thirds of the program which is appropriace for 5r1 Lanka and its Zevelopmen:
status.

Obligation schedules for 7Y 1986 and FY 1987

PY 86 7Y 37
383-0060 BVQ Co-71 ¥arch .986 -
383-0080 IsM April 1986 13t Juarter
383-0083 AGPLAN June 1986 1st Juarter
383-0085 DM&T June 1986 ist Quarter
3g83-0038 WS&SS Pebruary 1986 -
383-0090 REDS September 1986 2né Quarter

Deob-Reob Plansg

At present the Mission has no specific deob-reob plans but as final rayzents
are completed on the Market Town Water (383-0061) projects some addi:ional
funds are expect to be available Yere in the heaith functioral acoount.
The terminaced Water Management (3B3~-00%57) project will also be exaained far
excess funding. Any extra funding resulting from the completion of the MBD
proijects will be applied to the planned extensions of those projects.
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The Misgion deobligated 6.4 million dollars in FY 1985 with the intencion of

re-ocbligating the funds to mission projiects.
Control funds were reobligated to Water Supply and Saaitation in lace PY &S.

$500,000 of deobligated Malaria

remaining balance of $5.9 million #ill be obligazed for the following projects
once AID/W advises that the decb-reob funds are available.

DEOBLIGATIONS

LOAN GRANT
food & Agriculture
0044 DSET - . 750
0057 Water Mgt 2.00¢ . 3080
Health
0062 N.I-H.S. - -300
€063 Jaffna Water Supp. 2,558 -
Total 4.558 1.35Q

0080 Irrig.System Mgt -

0080 Irrig.System Mgt 2.303

9060 PVD Co=-Tinancing -
0088 Water Supply San. .ICC

0033 4ater Supply San.
amendaent L.%33

4.555

-1

. 300

1.383

The
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EVALUATION PLAN -

Evaluations Scheduled for PY 1986 and PY 1987

a. FY 1986

Mahaweli Environment
(383-0075) Mid-ternm

*Water Management (383-0057)
End-of-project

Malaria Control
(383-0043) Mid-term °

PVO Co-financing
(383-0060) Mid-term

National Institute of
Health Sciences
{383-0062) end-of-project

*Housing Guarantees
{383-8G-002 & 003)

Private Enterprise Promotion
{383-0082) ¥Mid-term

b. PY 1987

2.

Agriculture Educaticn Development
(383-004%) Bnd-of-orojact

Divarsified Agriculture Research
({383-0058} Mid-tera

Water Supply & Sanitation
(383-0088) Mid-ternm

Reforest, and Watershed Mgt.
{383-0055) EBnd-of-Project

Mahaweli Environment
(383-0075) Project status

Evaluations Completed in FY 1985

Reforestation and Watershed Managemenc
{383-0055) Mid-tera

Mahaweli Basin Development 1
{383-0056) Mid-term

Mahaweli Basin Development 11
(383-0073} Mid-term

*Mahaweli Sector Support
{383-0078) End-of-project

November 1985

LA ]

November 1385
March 1386

June 1986

August 1386
September 1386

Septenper 1986

April 1987

August 1987

May 1986

December 386

Jeceaber 1985

June 1385
June 19385

Jane 1985

* Undertaken prior to new project design activities.

25
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PL 480 TITLE I

The recently approved PY 1987 Sri Lanka (DSS highlighted certain of the above
areas for priority AID involvement, prominent among them: research, »arkesing,
irrigation management, and agricultural program planning and managemen:. ‘ocal
currencies generated by the PL 480 Titlie I program will support the ISAID
strategy in the areas of agricultural diversification, improved research
management, irrigation and water management, agricultural credit ané liquidity,
market information and analysis, and enterprise develcpment.

The GSL would have to agree to analyze and improve the policy environeent
affecting the objective of increased agricultural production. Specific arzeas af
concern are land tenure, a 3atrategy for agricultural diversificarion,
coordinated agricultural research, planning as an effective instrument of
decision making, private sector involvement in the provision of agricultural
inputs and services, incentives for the production of agricultural exports and
agriculture prices and subsidies.

Although 3ri Lanka is coming nearer to self-sufficiency in rice, the country
will continue to need to impor:t wheat, The GSL will be constrained fream
increasing its commercial purchases by the large budget deficits which are
growing in past due to increased defense expenditures. As our vearly Title I
analyses show, there are2 no bhottlenecks in the wheat storage and discritution
gystems/facilities., Purther, our analysis show that w#heat iaports have aot 2een
a disincentive to major grain production in Sri lLanka.
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III.D. Work Forgce Issues .

dith the budget cuts for the Sri Lankan prograa arising from adcption of the
Sramm-Rudman legislation, the Mission will probably have to ahsord a reduction
in staff in the future. Mission recommendations will be aade as soon as a valid
assessment can be made of the full effect of program reductions due %o

Gramm-Rudman.
1986
USAID SRI LANKA STAFFING
FY & CY YEARS
OFFICE USDH =™ PPT PsSC
gs 4|
Director 3 2 0 0 ]
Executive 1l 4 1* 1 16
Reg Leg Adv 1 0 1 2 1
Reg Hggqg Off 1 ] g 0 z

Program 2 3 2 9 2
Contreoller - 2 S 0 0 [
Proj Dev & Spec

Progs 4 3 0 1 3
Agri & Rural 3 3 1] 0 &
Dev.
Jealth, Pop &

duman Res. 1 1 ¢ )] 2
Mahaveli &

Water Res £ 2 0 0 1
508 TOTALS 22 23 ir 2 41
In1 2 ] g [t} ]}
TOTALS 24 23 r 2 41

[

e S,

[PV P

* ] Vacancy
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USAID SRI LANKA STAFPING
PY & CY YEARS

1987

{subject to revisgion)

23

QFFICE OSDH FN PPT PSsC
Us ™
Director 3 2 0 0 )
Zxecutive 1 4 ir 1 i6
Reg Leg Adv 1 a 1 0 1
Reg Hsg Off 1 a 1] 0 1
Program 2 3 a 0 2
Controller 2 5 V] 0 &
Proj Dev & Spec
Prags 4 3 0 1 3
Agri & Rural Dev. 3 3 0 0 6
Health, Pop &
Human Res. 1 1 1] 0 2
Mahaweli &
Aater Res 4 2 1] 1] 8
503 TOTALS 22 23 2t 2 +3
01 2 Q 0 0 3|
TOTALS 24 23 2 2 41

* 1 Vacancy
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GRAY AMENDMENT -

1.PROGRESS INDICATORS

Mission progress in meeting Gray Amendment objectives has teen steady sinca
mid-1984 when it signed a $3m. technical assistance (TA) coniract wita a Gray
Amendment firm. Over the past 14 months, the Mission has provided $2.2I. to
Gray Amendment organizations through new contracts and contract amenizents.

Of 36 new contracts, l4 were signed with gmall and minority firms. However, the
dollar value was relatively modest ($330,384 out of a possible §$12.3m. awarded in
new USAID-funded direct and host country contracts.) Awards to Sray Ameadment
organizations included (a) a $99,000 TA subcontract under a h0St 22Gntry pride
contract with a U.S. firm and, (b} a subcontract in excess of $400,000 2ade by an
8{a) prime contractor to an 8(a), voman-owned procurement services firm. The
latter was prompted by language in the prime contract which stipulated a
preference for subcontracting with small and disadvantaged firms.

Of nine contrac:t amendments executed by the Mission during the reporting period,
seven provided increased funding to Gray Amendment organizations ($l.3z:. out of
$§s5.1m.).

JSAID ability to meet Gray Amendment objectives is limited by the degrse 3 which
the Mission can control, or influence, the contracting process. This, the
Mission has been successful in contracting with several Gray Amendmsent firag £3r
design and evaluation services ($50,000 to $100,000) and for cersonal services
($5,000 to $25,000 range), but has been less successful in the award of large,
long-term contracts te such firms,

USAID project committees continue to review assistance needs Zor ossizle
set-agides, However, each recommendation has to be strongly Justified zo atlay
GSL concerns about restricting or eliminating competition. Mission aust alsg
contand with growing 3ri Lanka resistance to high Cost expatriaze technical
assistance.

By not forcing the issue with tne GSL, USAID has been able to maintain a general
GSL preference for AID-direct contracts. This has allowed reques:ts for proposals
to encourage subcontracting with small and sinority-owned businesses. «While the
subcontract element carries little weight in the total evaluation of overzall
technical proposals, the Mission is encouraged by the nuaber of firms wiiliag =2
commit themselves to doing business with Gray Amendment organizations.

PY 1986-1987 3ENCEMARKS

The Mission will continue to contract with amall and disadvantaged organizations
where it has the authority, and willi encourage aaxinmum subcontracting wizh 3Jray
Amendment organizations under existing and futiure TA contracts. Towari chis end,
we are actively engaged in seeking information on capapility, including LOC
performance, of Gray Amendment organizations in connection with our proposed T
1986 and 1987 projects. In addition, we are considering the possibiiity of
designating some components of new proijects as 83(a) set asides {sucjec: c3 host
country concurrence) and «#ill continue t> naxiaize use of 3ray Amendamsent
organizations in design and evaluation work where pracuresent is more readily
controlled by AID, Based on this course of action, the Mission believes it will
be in a strong position to continue assisting the Agency in aeetiag Gray
Amendment objectives, including dollar targets.
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III.P. SUMMARY BUDGET TABLE

Project No

ARDN

383-0073
383~-00Q80
383-0033
383-0085
383-0090

2
383-0088

EX
383-0060

so
383-0060
383-0085

EFF

PL 480

38300099
383-0094
383-0095

E]

333-8G-004

($000s)
Project Title
MBD II, ext
ISM
AGPLAN

OM&T
RZDS

WSas
PV0 Co-Pinancing

PVQO Co-~Financing
DM&T

DA Sub-Totals
{No Program)
Title I

Tivle IT

Title III

9G Phase IV

COUNTRY TOTALS

PY 86
Loan

5,000
1,500
1,500
11,000

19,000

26,000

45,000

36

FY 87
Grant Loan Gran:
2'000 - -
3,525 5,845 1,243
1,200 - 4,380
1,000 id,155 3,860
2,000 - -
100 - -
750 - -
800 - 1,008
13,000 21,8C0 13,338
- 25,G00 -
3,500 - ,348
- 20,240 -
15,300 65,333 2,748
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AGPLAN
AMC
87T
CDsSs
COPE

DM&T
DWLC
EOQP
Y

GSL
I3AP
ISM
Lop
MASL

MOH
NAFNS
NEDAC
HIES
OE
NWSDB
CaM
PACR
PES
2Ib
PVO
REDS
SPC
SLDBC
TA
Y
UNDP
USAID
UsG
WS&SS

Annex

ACRONYMS

Agriculture Planning & Analysis {383-0083)
Anti Malaria Campaign

Business Turnover Tax

Country Development Strateqy Statepment
Committee on Public BEnterprise

Department of Agriculture

Develcopment Management & Training (383-G08S)
Department of Wildlife Conservation

End of Project

Fiscal Year

Gross Domestic Product

Government of Sri Lanka

international Human Assistance Program (a PvD)
Irrigation Systems Management {333-0080)
Length of Project

Mahaweli Authority of Sri Lanka

Mahaweli Agriculture & Rural PDevelopment (353-0086)

Mahaweli 3asin Development I {383-00S6)
Medical Officer of Health

Naticonal Agqriculture Tood 5§ Nutrition Strategy
National Zconomic Developnment Advisory Council
National Institute of Health Science (283-0062)
Operating Expenses

National Water Supply & Drainage 2o0ard

Office and Managemen:

Project Activity Completion Repor:

Program Evaluation System

Project Implementation Docunent

Private Voluntary Organization

Rural Enterprise Developzent Sector (383-9090)
Subsidiary Field Crops

Sri Lanka Business Development Center
Technical Assistance

Temporary Duty

United Nations Development Program

Jnited States Agency Eor Internazional Development

United States Government
Water Supply & Sanitation Sector (383-0088)

iAl
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Annex '3’

POLICY DIALOGUE FRAME WORK FOR SRI LANKA

1. Imcroduction:

The major development issues faang Sd Lanka over the medinm werm wil be
reducing the public secror share of the economy ang increasing the productive cacacly
of the non-covernmental sectar, As elaborated below, this Mis=on behaves these issues
will be best addressed through tightly contralled restncrive Sscal pelicy and moderate
monetary palicy at the maco-economic level, While the AIC Frocgram in S& Lanka is in

. irself not sufficient incentive to kring about malior restruczizing of the econcmy, the

AlD Pmgram can be a posicive influence for decsions which lead © creating a mcxe
moductive eccnomy,especially when taken together wWith programs of the IMF, the Warld
bank, Asian Develcpment Bark and other donars.

2. Maco-Eoonomic Pdicy Setting:

Given the orrent ecoromic siruahen {reviewed in Annex) Sn Lanxan policy
maxers are limirted to three maco-eccnomic policy cptions. Al three
rmguire a ma]jsticexd';angrat..arﬁrsum from different comhanaticrns of Sscal and
monetary palices. They are: {a) restrictive fiscal ana monetary policy cmbination; (X}
exrans:m:ary fisc=] amd restricdwe monetary policy coahbinaton: and (2 mstmouawe
fiscal and expanscnary monetary palicy comhbination.

(a) Restoicive fiscal and mcnetary palicy comldnaton:

From an eccnomic management point of vew, the meet logical ogticn s a esmotwe
Sscal - ané monetary miicy ccrxbunaton, K Spo Lankan policy maxkers decide © pursoe
this opticn, a significant imprevement in GSL budgetary discpiune ouic be expectad a3
cuniic spending would be larcely limited to availatle resowses., The buccoet celicr as a
shara of GOP woulg not Likely exceea 8% anc wouid be financed &om foreion garss and
concesaonary oans, There would be mo baxrowings for budest Snancng ard the
cvemmnent would cradually reduce s labilities o the commercial bawang syssem axc
e Contral Bank which ourently amount to over Rs.15.4 bilicn.

& restmictive menetary policy aails for very Hicht ced @nisols o oomalt noaer
soly growtn., The ommerdal banking systeam would e recured o Lo s jencing
only to productive areas as directad by the C(Central Bank. Bank lendinc weuid be
severely curtailed o trade (both wholesale and retailj, services, Snanoing of imperts
ard corsumption. The commercial interest race is lixely tc e ower bemmuse o e
Lmired lending capacty & the commercial banking system, Under tus opten beth
S vings and investment would be relatwely low.

This option qffers the least attxachon t the GSL as it leads t» a deflaccnary scuar
pardcularly in the shart nn, acmmpanied by reduced econorus acmiviies and owas
eccnoinic @owth., Mcreower, despire crecdit restmconions, ©e GSo wil oonTont sencas
difSiculties in antrciling money smly because of te mie of Snancal irtarmediaces,
I finandal intermedianies ar=2 nct btrougnt under Cemntzral 3ank cnn':::‘..l.“me eCoiC Ry S
Lkely to experence lower economic gowth, along with inceased ncney ooy and
relarively hicn inflation donng the medium-teraa.

(D) Expansionary Fiscal Pdicy ané Restmcetive Monetary Palicy Coanzinaton:

This oodon calls for a greatar government rale in the eccnomy suniiar t© the axperence
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of the immediate past. In addition to focusing on cortinuing develcoment Xol¥ects, tne
govermnment would have to undertake new Gevelopment propeEcts t© maintain gowth
momerzua in the economy and to achieve groected Gowth targets. Annual budoger:
would reflect the gowing natwre of public expendxure orocams, and ewven i me
:nxenuebasezswgmxed,ﬁerearehxiytnbebﬁgetdencsofsmmal maGut
rzquiring the covempent to depenc on extra-budgetary resowroes sSuch as bank anc:
ocommercial barrowings. Also, concerted efforts (as in optgon (@ atove) would have o be
made by the govermnment to maintain a restzicove menetary palicy, and reduce the rate
of growth in money supply.

The fiscal and monetary palicy combination that the government is currently pussuing is
qure similar to this cpton. It offers relatiwely high growth prospecss in the shart .,
However, with gowing budget defidts, (exceeding 20% as a mto &© GUOP), economic
managament will be extremely difficult. Mareover, maintaining a rescocave zcnesary
palicy will be ever more difficul® wizn an expansonary Sscal policy becawse of hig
public spending supparted by barrowings. These dewlopments will, in S exert sxong
messures on the balance of payments. Continued reliance on external borowings, in
adairion to the we of external reserves, would be inevirahle., In the mediiuw-tera,
economic growth would be siowed down and inflation woulc remain high, hi'_?u'r a sxt
peniod the government would have to consider seriowsly the implemrentaton cf coticn (@l

(c) Restmictve Fiscal and Expansiorary Mcnetary Pdicy Comkinaticn

The mcst proumising gowth ourlook, pardcouiarly in the mediua-term, s embodiec in a
combination of a resoicdwe fis@ml angd a moderately expansonary monetary xlov.
Unger this cpuion, the focus oo pub.b... sperding would be on (A te comneTon
cngaing dewveloocment pxolects, (B improweaxent of physical, economicz ard soca
infrastructire, and (@) maintenance of physical and eccnomic assats. The lewel o
spending would be dererminec larcely by the flow of financal resouroes avaliatle o tha
crvermnminent from domestdc rmwvenue as weall as extarnal cnoessiorary sowoes, The
buc:c:e" Geficit, wnicn would be expected © r2main arcund 8% © 10% o GIP, wonld be
e.-nzel) Znanced from c':ncmonar; extemal suoport. In addiricn, effores Wcild e
made © cntain the @pid growth in recwrrent expendrure Dy Detisr Zanagement of
existing assers and resowrces cf the puniic seczor. The gowernment weuld alss adest

very tight :..nanc.‘a. reculations wiz) recard o public sector ooroaraticrs and imdertaks
divescture of nomr-prcfitanle businessas as emecx.._.msq as possizie,

Tiis coton allows the monetary pelicy to be moderately expansionary. The main purpose
of pursuing an expansionary palicy would be to alicw the ivate secor ™ get acvely
involved in growth promodion through credir fadliines frem the baniung syster. Secause
cf the resmicdwe fiscal palicy, the oressure from the putlic sector on the hankong
system is either minimized cr ttally eliminatad, and this allows the Dancng system
grovide neceszary cacital t the private sector Sor acmivites miatec o fagher domests
crocuction and export momoton. Alnnough monay supgly s likely T o @, = 2n be
more easily controiled and xect wittun desired targets. The annual inceasse of e rate
< inflagdon would be likely %o remain around 0% @ 12 8.

dJrder this cpton, economiic owth in the siart run weuld be expected o be somewdhat
ower than the S% © 5.5% presently projecad by the GSL becawse £ e reducx
cowmment rale in 4e eccncmy in tarms of punlhic spending. The main fooxs of gukiic
spending would be on improving the existing eccnodiic rescurce base and improving
ptoduct:.v::y Thesa efrfprts togecther m“theah.me'deoi"er._m_seaxw
lead © a hich gowth mth in the mediun—term along with recduced essume on e
kalance of payments, r=latiwely low infladcn and mouer leveis of beth swvings and
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As noted earlier, all three palicy cotions require a realistic exchange rate poiicy. A
realistic exchange matz sSmply means the selecdon of an exchange mte which could
Ixingd:wnd‘xedzﬁdx:inmecdrr.ntacmmtoftl'lebalanc,‘.o;paymems"‘ matcn
ncrmal capital fiows such as prmvace foreign investments and foreign gamts anc
ooneessicnary disarsements but excuding commercal borrowings either medium or short
teran. When Qefined in this context, the salected exchangs rate should resuk in higher
export eamnings, reduced imports or both. A foating exchanoe mate approach i perhaps
the ideal system to establish a realistic rate as the imperfections 1n exchange rates are

- eliminatad trough market mechanisms. However, a floaung exciange mate 5 the ioast

popular policy in most deweloping countzies becawse of &= direct and unpredictane
consequences on domestc paces, The price adjustments assccatad witn a Soating
exchange rate systam ara difficulr to conttol sSnce movements iIn exchange Iatas are
diractiy refilected in the proces on Lnportaé nsumer, intaraediave and investrent
goods.

Awiding a ficating system leaves the oreign exchange mte adastrent @ be
implemented through a2 devaluation. The amcunt of devaluation necessary t king the
exclange rate to realistic levels is difficulr tc determine ,gwen the omplax Hcaxs
involued in the determination. Most eccnomists wno suppett a devaliation wnder xesent
croumstances in S Lanka tend to believe that a rupee devaiuation in e maguixde of
253 against the U.S. dollar should elininate almest al the distertions oomenty
xevailing in the foreign excange markst.

»hataver the options that So Lanka selects of the twee menticnec, ther= wil be scae
eccnomic and socal oosts. The Mission belisves the tird opticn t© be the ®ost
appropriate in the present context despite IS siower Qgrowth prospecss in e ST Mun.
The fiscal and menetary palicy cowhination ropesed in apdon (9 would aad T astanis
econony and much improved goOwth pericrmance ¢uring the mediumn-ters=. Iin efthar che
atsence of adjustment palides or the selecticn of inapprocppate palisies such as oot
(o), surrant croblems are likely to be intensifiad in the mediin-tera, and more &5zt
and painful adhsunent palices weould be required later o bming s:mes:-m:’..:"m :ﬂe
eccnony. It is this resmichiwve fisaal and moderatsiy ema:maary Tonerary ool
USAID will advocata in our maco-econaanic pelicy dialogue. In Bus oforrt we _.xpec: w
be working with the I4 F, Warld Bank and other biateral donoxs.

3. Pdicy Cialogque Plan:

The tighter fiscal palicy of ocptcn (Q will requite that the G5L brinc down the
budget deficr substantially. While enhanced revenue generanon would @ftrmibune to
recucing the buaget Gaiiat, the Mission would arjue against revenue increases lixslv oo
éampen povate investment initiatives., Thus, even with mocerate revence incr3ases,
suther recuctions in the operaconal acocounts wiil pe necessary and caoital prograws
will have to be eliminated o delayed. Winous the axpanmcnary Ssal oclhaes that nawe
been mliowed over the past eight years, it will Do diffcouls & maintain, over the
rear-term, the 5% w 5.5% gowWth mraras projected by the govemoent. Howewer,
stabilizing the econoay sheuld aliow for improvementss in orivate seczor confidence and
export mpetitivensess accompamead by a returmn tn respectibie aownn @tes in the
medium-Garm.

ﬁ

The set of macro-economic palices recommenced by the Mission {and cther doncrs) e
achieving stakle growth over the rest cf this decade will recuire that mcre be done wizn
existing resources. These polices set the SFamewark within which the USAD sTacecy
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wm.promae dirsct support to the deweloprent effert. The majx poiicy isves that will

occunv the attention of the Mission ciz=r the next three to Swe years are:

- A rationalization of the GSL bureaucratic structure.

- Selective reversion cf state-run enterpxises w the pavate sector.

- Escablishment of an industrial development palicy which provides Gear qudelines
for pdvate secror invalvement.

- Esahiishment of an aghicultiral diversification strategy (within the overall
Acgricukkwre, Food and Nutrition Stategy) which reduces the hias for mce among
GSL support services,

- Coordination of agriculizal research based on a dear st of estagished

poonies.

- Refocrm of agicultwral pricing and subsidies pclices to 2ilow Tor 3 maxe open ard
market reculateqd commerce in aghculrural inputs and ocutsuts.

- Reform of the lard tenure system o efficently jecalize land hcidings and oo
provide Sor heldings of adequate size to be wrmercially wvatie.

- Cewlopment of the private sector throuvan adopticn of =measipes © Sclitate
gdvate investment and assure competitiveness.

- Comnitment to cperations and maintenance programs for irZcation schemes
thiroughout the couny incliding the particpaticn and support of water wsers and
the aillaction cf user fees.

- Increases in the rates of intarsst and repayment for nac—caally-sscparted nousing
programs.

- Irregration of plarmning into decisicn making Sor the program areas in wnich USALD
is gperaung.

- Comairment by the Ministry of Heaith to the need Zor creventve healtn progams
mther than aratve Sdiities,

- Improvement n the «onditons for privats sector o=di, especally in the nxal
areas.

- Incentives for management improvemernt,

Ore <& the MEsicn's poncpal policy objecdves s a2 raticralizazsn of the GsL's
ureaucratic struccire, Thers are gresertly 45 Ministnes, cver 160 awcromcus agences
and untaid numbers cf commirtses, councls and other such bodies. The finczens and
msoonsibilities of these crganizaticns overlap seweraly yet Lttla, if any, coorimatoen
taxes place. The Mission, thersicre, will be recommending that an appropnate way =
reduce the budger defict thirough recuced expendiures will e the elimnatan of
bureaucracies cmnhmuanmc::om ammbm:xabes:cameqcmmam"m
gavemmentccgamzat:on The Wald Bank is now aeve:q‘.mqa;rs)ec:tcbe directec at
inproving managerent and efficiency within the gowernment. we will add owr vauce ©
theirs at the palicy level o help bring about needed changes. In adczhicn, bureawzadc
reforms will be pursued within the organizacicns directly affectaed by oor goec
acrivey. Soar example, the effort o dewelop a planning ané £nancal management
capahility within the Mahaweli Authonity of Sc Lanka (MASL) will allcw the Mssion =
arcue for arganizational cnanges both within and cutsice the MASL whers ovediapging
« uvnnecesary fmcdons can te eliminated.

The need to retun publicly run entarprises, both agncubuwal and indust—al, *n phvats
ownership has long been recoruzed as a palicy issue. The AID procgmam :n So Lanxa has
not been sufficently large for AID & taxe on this issue ditectly. That memailns the case
tmday. Donors have raised the question of de-naticnaiization on evemaent—eld estaces,
Tne GSL remains wnwilling o 6o mat in any sgx.ncam way, and the pCvate Secwor
sems unwilling tn re-enter the Ssld in view of massive investlents needed and fear ol
sutsequent renationalization. In any case, with T Wald Bank and the ADB mowiding
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substantia] assistance to rehahilitate the estate sec::r,ther=seemsh::}.e coportiity
pursue tnis issuce fizther,

MMMMWmmwm&mm&mwnhdycwmdmmmm
as these in stesl, cement, paper produces, building matenals, hardware, and
teircommunications to name but a few. In some cases, such as telecommunications, the
dialogue within the GSL has bequn. We would alp argue for the dosure of loss making
corporations if there is no private sector interest in a takeover. Realistically we cannct
expect the AID pogram to previde sufficient leverage to put these Industmies Lmc
prvate hands, but we cen use the program o suppert the cas2. Through te o Lanka

' Business Dewvelopment Center (SLBDC), as cne mears, the government can be gresented

with a seres of well suppartad arguments to show that decisions to divest shouid be
mace sooner mther than later., This case can be based on the need to reduce the budoet
Gedcit and the srain placed on the budget by the continuing losses incurrad by the
state-fun porations and, egually important, the prospects for profrakie coeragors
with ownership in private hands. The USAID will use appropriate cpoortunizies o bring
this argument before high-level govemment cofficals, it our most effechve means
deal with this paolicy issue will be in srengthening insttu=ons, such as e SLB0C,
regresenting the private sectx in the palicy dialogue with the covermment.

Since state-owned enterposes still generate over half of industrial output and cominare
several industrial ssctors, there is a lingering and cftan very real amtagenisa betwaen
powerful vested interests in the government, on cne hand, and the povars secoor
interests on the ccher, reqarding the rmie which each should play in 2 cuen indusry,
Ths antaconism ceates enough doubts about governmernt intantons (x S abiiy ™
fesist vested interests) for prudent poivate investcrs t be @utous when cortamgplating
nvestments which may beccme wiinerahie to quermnment decisions T oICwec
ctherwise Sawer competing state enterpnses.

The fundamental issue @mn be redumé t© the G3L's intencons {and actons) on
"=ivatization® of state—owned corparations. Several stucies by USAID (1983 AL, Lt

. privata sector assessment), UNDP, and the Wexld Bank have acddrassed the advamcages &

bte cained through varbous prvatization moves, rancing Tom oomgt divescoure (Awerad
by the Mission) & retendon & sate corporations, Dot ¢n a Tuly eguar owpenove
focting with the private sector. To data thera has been much werbal onmrment © as
cn recommendations made in these studies, and a stecal GSL-appainted Committes ©on
Public Emerprises (COPE) has bean estahiisned o guide the governzent's oeescrs.
However, no state axparation has yet been disposed of by the govemment., The most
mncete actions which have been taken are ssveral managedent conaCs (MCST nCtatiy
for the state textiie mills) under which foreign pavat2 manacers have been Ixrcusit in
o tum around ailing state enterposes, o mstances in wmch & pevowsly
sate-moncpaiized sector (e.g., ustzarsm_g)rusbeen a:eﬂe"ln':.: msare secsr
competition.

In this envircnment I 5 essental that the gowvernment decde wpon and convinoacy
impisment, through wisibe actions, an cverall privatizaton plar for contnued operaticno
of state—owned entarmrises and the advantages (deaily rons) Wwhion they ars t have in
ompeting with the private secter. At a minimum, the povate Sector ORIUUTY ALK
become convinced that vestad iterests committed to protecong e sate's roue ;&an e
ontained, that new state entarprises are unlikaly w start o, anc that a fooae wawe o
nationalizaticn will not occur.

Since mic-1964, the gvemment has fSormally recognized the need for a natonal
industrial development policy and has brougnt intc feing a high-ievel e
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cvemment-gavate seczor Industrial Palicy Commirtee to wark toward the estakhshment
and implementanon of such a palicy. The Cimmittee as a wnale, and in particuiar the
;nvateam}ea&mmponﬁ'usmmm,canandmouldbeamted U=ALD 1n
rsacing s opjectives. Ukimately, what is needed is three-fnld: (1) a well-uuculated
overall industrial dewvelopment policy providing a Tamewark o quice and encourage
investment decsions; (2) sector-py-secor, and  subseckr-by-subeecror, industmal
development srategies which spell out in very specific terms the future mcles for both
the povate and state secrors, including any specfic guidance &or foreign investment;
and (3) implementaticn of the program with primary attention o Oncete crivatization
action where such action is aalled for. Such a policy statement will be a primary
objective cf our mrivate sector proggam, :

In acriculhure s=croral pelicy, ther= is carently a cdear puhiic bias towards nce, in
terms of interest, repurce allbcation and inastructure deveiccment elative © cther
fislé cops, This hias is understandatle given the impartance of nce © both onsumess
and producers. Rice self-suffidency has been the G3L's mucber one agrculrural secor
goal anc is now within reach. Fusther extansion of the rce production marcin at this
point, howewer, would not be an c¢ptimal allccation of mesources. wWhile continued
investment in Oce research, producdon and marketing is Cearly needed, ® also is
necessary for the GSL to adopt and surport a dear stoategy o matonal agocubural
diversification.

Apart freo the lack of an overall strateqy, there ars no significant poiiges adversely

afZaching agriculrwra: diversification. The quantity and tLming of imporss have been a
prohiem mcuﬂm:amlwlssm This problsc can neharﬁied*“mwbe‘*a' darket
irtalligence, forward planning and more timely action, all of which shoulcd resck from 2

omprahensive agriculfural diversificatien plan. There are no effecdwe oduct sucEldeS
raxausemmsxtﬂmxyﬁadeFC)'masarem‘:ermedbyme market ard te
lngace of the two maxx input subsidies (fertiiizer and irmication water) s negliaible,
snea mest SFC are produced without chemical fardlizers under min ¢ cadiors.
Seed 35 amother subsidized input discussed below. Diversification s depandent on
increased investment (public and peivate) in research and market deweicoment axd a
coumit.nent cn the part of the GSL © suppor: mtional alternacives rather than contnue
W push dce groduton beyend the bowndaries of eccnomic mationality (at the lceiy st
CL renewed rroducer and/cr nsumer subsidies and pnce contrals). In confuncaen wath
cur eficrts in diwersified agricultural research (383-0058) and agncukral palicy axd
glanning (383-0083), the Mission will artempt t get a ratonal acaculural
diversification stratagy/mlicy statament.,

Productdon and marketing of improved felid cop seed is now entirely in the hands of
the Departament of Aghiciituye. Costs to farmers are subsicdizec. As long as gualiry seed
cannct be sld at a mice redective of s ue o555 of gocducoon, Sxuficant mwrs
secter investment in the seed industty is unlikely. A change in GSL policy towars e
mtonal seed pricng appears warranted, Jom the perspectSwe o both mcxe meaiistic
resowroe allocation and promoticn of privats investlent, The Departient ¢f Agnculure
is in accord witn this view; the probeia les in the poiitical reaim. USAT and the
Netheriands are aurently inwoiwed in the =eed producdon/marketing area (USADD,
througn the Diversifiad Agricuiture Research Proiect) and are workong together o
gromote a more realstic seed pricing and roduction paiicy on the part of the GSL.

A large numpber of insttutions are encaged in agocultural research in Sn Lanka.
Ceansequently, & is highly fragmentad, and e minute sub~civicon of resparch has led to
grotiems of poar planning and resource managament at the national lsvel. Resowrces &or
acncultwal research ars not aloccated on the bass of cdearly defined researcn
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poorities, as therz is O mechanism to do 0. Another seripus ooncem is the lack of
inter-instdtutional oordination of research; thougn farming system research (woich
mwlvsmctemanmeagancy) is w:.c.'e_ly discusseq, there iS no evidence cf E being
macticed anywhere in the cowuntry. Maxmunng farm income througn the cptusal use 0-.
land and water resowrtes csarly requires improved coordination of agicukumal meseardh
accivities, :

The Mission has initated a project on Diversified Agooultural Research (3831-030S8)
which will provide for improvement in the technical aspecs; of agiouluoe rmesearm
camed cut within the Department of Agiculture (DOA). An integral part of That

-pzopctsmedubguehadrgmmu:cuedmmmnmmesemngdmm

mom&sfmmemmorswummeuoa. T’ro@m;m'eaam“:e PL4BL Izle
/I pogram, we alo will be encowadqing better coordination among the COA and
institutions outside the DOA. The NAPANS recommended the estabhsnnent o 2 Cxnicl
for Agicuitural Research Pdicy to acvise the Gsi on ressarch icnites and the
gomotion of inter-insgtudonal research mrojects. The Mismon wili oot the
devalopment of this cowndl if it is to be ciwen real authority and actively carpmes cut
the intended mie.

With market forces determining the prnces of ac;ic.ﬂ:.ral ouUtDUs anG iMouts, the
agncuitwal podng palicy of the GSL continues to r=main larcely mconsstent wirn r:s
cpen econcmic policdes. The gowernment's rmie in agncm:.zal c:...na S essenTal
limited to setting Socr grices in Ecoe and 14 subadiary cops. amae:z:m:m".e
roes for sugar and wheat on a “hNo-groit, No-kss® basis. Anct:'rae: aghiculrural poooe
are determinsed by market fbrces. The govermnment ocgasicnally intervenses in the
domestic rice market, through buffer stock cperadcens, © stakbilize @icss. Aacng
agriculbural inputs, the fortdlizer price is to ome extant infivenced by the government’s
suiosidy, but its mile s gradually dimingshing as the ferdlizer sobsicy has been Sxad at
Rs 1.0 billicn in cnrent xices since 1881, The govemment giays mo 2 in sersag
pricss of cther farm incuts and wages, and s tle In noal ced: dwrogh state ownad
banks is alsc declining due to a hich inddence of defaukt. An inceasng shars of il
creglt s being crovided to the farmers by poivace lenders but at aucn Hger intersst
ratas,

The macto-econodmic environment which has prevailed snce about 1380 has procuce.
oonsderatle dstortons in aghcukbwal pricang, whie ramd infation resulted = a
manifold increase in production @sts, the overvalued exchange rate causad the domesus
pdces of agricuitural goods to remain low o to stagnate because of substruton Soa
wnder-valued food imports such as wheat. The growing dispanity in produtmion -G and
prces of farm produce is being reflected in the detercration o grelr margins =t &rm
production. This situation warrants serious comnsideration as & could become a maxx
constraint v te momooon of food oroduction. Inadecuare and imperfecs markeng
informancn s another issue hndering aghculumal mrocduckhon and parasuariy oo
civersification. This shortcoming otan jeacs ™ over moducticn in £me Ccoos anc
sgiortages in cthers,

As the aghcuituwal pricng palicy functions within a maco-economic snvibonoent, an
inprovement in maco-economic management, Hdwough an acproppate mix of £sa3l,
monetary and exchange rate polices, snould be the aajr foous at the resent time. The
maco palicy mix siculd place poorty on relattwely low indation and eiimunation of
exchange mate distorticns, and mace-eccnomic Jption (O mosamendad by the Mission i3
in conformity with these clyectives. These changes are likely © push agncuinral prices
w by about 20%. To help protect the low income houwsencic from nsnc proes, early
impiementation of the propcesed evicns to the food stamp schewme i3 imporrant. A
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cradual ramoval of the fertilizer subsidy is another impcrtant step that should
be taxen by the gowernment ana should be implemented within an agpropriate
macro policy setting, as in option (¢), to reduce the adversities of sucsiay
removal on production @sts and prices. These issues are beinc discussed with
the GSL in the context of the PL 460 Title 1/1Il program and the ongoing wark
of the ANational Agriculture Food and Mutrition Strategy (NAFNS!., They will
also be a focus of the proposed Agriculture Policy and Planning Project
(383-0083) whion wiil follow the NAENS effort. Aaricultural pricing and
subsidies are also affected by other priority agricultural develooment needs on
which the SAalD will be working, and the Missicn strongly feels that the &b
should place its investhent priority in agriaulture con {(a) agricultural
rescarch, incluiing crop diversitication, {(b) improvements in sarxeting and
extension net works, and {(c) better water managament.

Land tenurs is particularly important @  inceasing the small farmer's
proaquctivity - especially in field and minor export crops - as he will be less
willing to undertake innovaticns and, in most aases, incure the debt necessary
to be inrovative without secure title to his jand. Gu policy sSpesis te
"reqularization® of tenure on public lands, but bureaucratic practice lags far
behind. Imoroverments in the process of land titling mst be made tcgether with
a policy decision to grant clear title. The lang tenure isswue wiil e a
primary concern of the entire acriculture anc rural develcpment progras  anc
will also be addressed by the PL 480 Title 1/1il1 program.

Farm size anxd structure ar2 a critical issue, particularly wvith the large-scale
sectlements ocurrantly being 1implemented in the Maraweli area. In the
settlements each farmer is being allotad 2 1/2 acres of lowlard and a half acse
cf higuland (homest=ad), recardiess of his lecation in the soil catera. This
policy ignores soil type and hydrology and the productive cazabilicy ¢ the
land, Sooe farrers may benefitr substantially wnile otners can do iittie oetter
than schsistence farming. Omsegquantly, the sattlsfent policy needs I e
carefully assessed in terms of its l:ikely immact on the quality cf income. The
Juestion ot scale cof settlement is sivotai T3 Caating
commercial -vs-subsistence acriculiure. In the System B area cf the Mahawelii,
which is still in the pre-settlement stace, AID is in a positicn o address it
directly. Priority will be given to assessing the income potential of
different soil types and sand classes ané to identifving viable opticas and
aiternatiwes for settlement. Through ongoing Mahaweli development programs the
USAID will carry on the dialogue to demonstrate to the GSL that given the wide
range of soil types and agroclimatic ounditions ower different arsas cof the
cowmntery, the pelicy of imolementing a standardized unit of setilement acsoss
the boaréd is mot the best policy. The new Macawel: Acisaiture and Rural
Develcoment Project (3b3-0036) will incorporate the findincs of the land size
stidies,

Th: goverament apgpears to be ocmmitted o more direct grivate sector
participation in naticnal-level plarning, but how this commitnent can evclwe
instituticnally will decend mainiy con the private sector's own orsanizaticnal
initiatives. At present tre private sector 1s toc fraamentec in its
orcanizaticn to De as strong a wice as it ould be in influencing government
policy. Ther= are fiwe or six princinal cuanbers and aiso a Pederation of
Chambers ©f Cmmerce and Imduscry. 1le each has articulate spoxesren wno
have been able to project its membership's particular views toc the goverrment
on issues of the moment, there is mo single crganization that has constantly,
comprenensively and successfully reprasented the private sectcr's pesition on
the owerriding policy issues affecting national dewelopment .
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What is needed ultimately was exprassed in the 1983 A.D. Little study as a
private sector “National Econamic Develcoment Advisory uncil® (NELaC, mx-
would be recogm.zen by the President, represent a true cross~saction ¢ priva
business organizations and interests across the country, and be suoportec ay a
competent full-time  secretariat. The secretariat woulé oonduct studies,
prepare reports, arrangs for dialogue on key issues, provide inputs to naticnal
econcmic develcpment strategies, and help mp).elent the NEDAC's agenda. Ome
cpportunity to mowe toward the establishment of a growp like the proposed
NEDAC, and which is now receiving USAID support, is the newliy-incorperated 5ot
Lanka Business Development (enter (SLEDC). The SLBOC has a Business anc
Eccnamic Policy Division which is geared to undertake policy studies for e
privatz sector under the gquidance of an advisory Qrow nsisting of
representatives 'of the princigal private sector ciambers and cwer businass
leaders. This advisory oroup, {(whose work is only just becinaning) oould, il
well managed, evolwe into a mors formally oonstituted orcanization, i.e., an
“NeDAC®, with the SLBEDC providing the secretariat mtil such tiune as the
orcanizaticn soun cff cmpletely and had a secretariat of its own.

This cpportunity will be pursued during the next several years, wniie at the
same time other apprcaches to cocordinating or organizing the privare sector for
bettar articulation on policy issues will be investigated.

A much larcer oncern regarding the role of the private sector and  1ts
productivwe participation in the economy arises Tom econanic facters,
Frequantly wiced issues by the private sector incluce: (a) high mBIket
interest mtes, (b} burdensane acdninistrative procedurss  and delays in
cotaining relatively lcw cost meciun-term funds mada availabie bv the warld
bark throuch the domestic banking system, (o} hign rate of infiation, (&
unTair  import ompetition due to either owver-valued exchange rate or lower
port tarift, axd (e) hign rate of domestic taxation, parzicalarly, e
di=iness Turnover Tax (2IT), which must be paid even unger the croxmstances o
proauction losses, Despite erfferts to promote the privale secisr €S assoE 2
creatar mle 1n the econamy, the success is bound t.. e severaly liwizad iI Zue
cusideration is not given to these issues. Morscower, misiness =nfidence on
the eccncoy axi gowernment policies is likely to detariorate i measures are
not taken to deal with these issues and coonstraints. In our opinien, tne
solution, tc a greater extent, lies with an aspropriate maco policy mix.

The GL policy of providing free or nearly free water to the farmer for
agricultural procuction is the largest subsidy in the acricul:sural seczer.
Cwer 458% of the GSL public investnent budget goes £0 the agmiocliturai  secter.
Ower dU% or the agricultural bucget goes to surport irrigated agriculture, most
of which is for oonstruction, cperaticn and maintenanca of irrigation systems.
Since so much of the agricultural budoet goes toward providing fTee cr nearly
free water to the farmer, development of a system cf oost recovery o pav for
irrigated agriculture on a sustaining bhasis i1s an urgent pricrizy whic the
Governunent acknowledges. The Missica's efforts in this recard hawe bheen
sucstantial ané some progress is hbeing made.

™o Dolicy issues which represent majer constraints; (1) the inability of the
present irricaticn system to previde the coorrect amount of water o the right
place wnen needed at minimum @st; and (2) no system for providing the required
funds tc properly menage, cperate and malntain the irrigation systems. in the
first, the need is to establisn clearly a system of cperaticns anxdi maintenance
that will keep the irrigation systems operating at efficient and effective
levels. Technical assistance is now heing provided tc the GSL in the first



P

stages of Gaweloping such a policy. A comuitment to follow throu on the
policy will be itial tc entinuing U.5. assistance in this area.

Amother policy oonoern is the participation of the water users, principaily
small farmers, in managing the systems. Under e ongolng water Managertent
project (383-0057), water user associations have been formed and found to be a
successful way to involve the farmer in decisions on water use, The
continuation of this program has run into problems which my reflect a lack of
full comuitment by the GSL. 1The collection of water user fess to recover the
‘sts of coerating and maintaining the irrigation systems is linked with the
user associations. The GSL has initiated fees for irrigaticn water; wihile
there are scill bureaucratic mechanisms to be worked cuz, that major polioy
gecisicn has been made. Bowever, the water user associations are isportant in
educating farmers on way the fee' is needed and ailowing them a wic® in how it
is spent. The Mission remains onvinced that water user asscciaticns are
important if the irrigation systems are to operate efficiently. Thereiore, a
GL comitment to institutionalize the program fullv wvaill be a onditicn to
future projects in water management.

While subsidies are a feature of many of Sri Lanka's public sector programs,
the Mission has paid particular attention to the propolems of the sheltar sector
and has worked with the GSL to identify and gradually minimuze existing
sucsidies. Shelter sector subsidies tand to bt lccated either 1n bailding
prices (wnich do not reflect actual cost), interest rates levied {wWiich  may
range from zerc upwards) cr lack of comitient to oollect axounts de o o
tak2 penitive action for non-perfcrmance.

Wwher AlD entared the shelter sector in 1980, it becan a series of negotiations
with the GSL to icentify mejcr issves. As a resuit of these discussicns arnd
AID's production of a Shelter Sector Assessment, ICuX toplcs were cwsan for
further study: finance, suosidies, housing meeds, and managerment. Of Thesa,
hcusing subsidy was founc to be tne ka2y element, and a2 principal chlective ot
the subsecuent $1U0 miliion Sri Lanka Housing Guarantes nrooram  was  deaned o
De prograss on reducing the extent of subsidy. AID amzarked o a tesmaloal
assistance and training erfort with the GSL %o romedy some cf the outstanding
prebiems: building standards and types were radically Zhanged sc¢ that the
actual msts were aifordable. Programs were Geveloped tc  introduce the private
sector as the "twumkey™ builder. Through a process cof strenucus negetiation
ard incremental implementation, intersst rates were levied on poblic housing
units and raised from 34 to 6% to 9% and at present to 108 on certain types of

loans. Fipally, an innovative and wvicorcews ooilecticrns 2ffcrt =@s mounted
using techmiques ang technologies transierred from the Unitac States. Althoum
mech Work r=raias to be done, selected districos in Sri Lanka are achiieving

ratas ot over 8% ollections for housing proegrams in wnizh USALD was inwclived
- a significant performance for this type of program. The Mission will
continue to seex a ralse in interest ratss towar2 real mrket rates, cIrently
in the 16 to 2:% range, and acceptable {over 90%) oolliecticn rates for all
national! programs. Interest and oollecticn rates in these macituwtes will
allow the private sector te re-enter the housing garcet,

Recently, with AID support, the GIL has prepared a Naticnal Acimilture food
and MNutrition Sirategy | (NAFNS), but despite the NAFNS eflort, planning
throughout the GSL is still perceived as preoject preparaticn, orten in respense
to doner initiatives. Priority is given to develooing new ideas into prejects
rather than careful manacement of limitad rescurces. -Planning is little used
by senior officials in deciding pelicy ardd cperational cbiectives. The Ieason
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ray be the “chicxen and egg™ predicament. Is - planning weak because it has no
role in decision-meking or does planning have no role because ci weax technical
skills?

The Mission plans to build upon the NAFNS to foster institutionalization of the
planning and policy formulation @mpacity within the relevant agncul:uro and
rural develcpment organizations. We will work to convince policy marers of the
need for good planning, and the use of _ planning in the decision-mking process
will be a specific objective of our work in agriculture policy and planning,
and in the further programs in the Mahaweli resgion.

. Lrorovement in  the availability of credic, pars mularly in the rural arsas,

will be a crucial factor for the development effsrts to be indertaken tnroum
the rest of this decade. (redit will be needed tc make eflective use of the
available land, water and labor resocwrces in agricuiture, as well as to
increase inwestment in rural enterprises. Qrrertly aimost all rural cedis
schemes are Geveloped at the national level with no design input from the local
level. Hence, programs are often ill-suited for areas they are intended tc
serve,

Tre USHLID, throuch programs in agriculturail planning and nural entarcrises,
will encourage the dewveicpment cf credit pians speciiically gearad %o tne
region/district targetted. These plans should identify and assess the ceci:t
needs of the arsa and propese  sultable arrangements to  Zinance  those meeds.
Further stuny will be supported and aporooriate polices will 28 proposec
through those studles.

The umprcvement in the macro—economic climate is also an influencang facter on
the availapility of rural credit. Reducing the GSL budget deficit and  its
borrowings in the domestic credit market oowlad with milély expanding monev
suroly should allow for greater availabilivy of <redit at reascnable oost.
Togetner with private lnvesters, the confidence of bankers anc ctoer fimancial
intermec:aries snculd increase with eccnomic stapbilizazicon, tus locsening
cradit bowds.

In the heaith area the Mission policy will be to encourage the Ministoy @
introduce the internal, administrative reforms that will permiz a rore
effective use of manoower and financial resources, (o encourage the wermment
to put health programs on a seli-financing basis, and t5 sweer: the
owernment’'s policy of Lmproving the praventive health o@re system, whils
ccnor assistance aan be helpful in identifying probiems and recoamencing oelicy
manges, cnly tne Ministry can @arry out the Gpasic reicrms wiilch are needec.
Tre Mission, therefore, will wontinue t© maxke limiteé¢ technical assistance
availaple to help the Ministry address critical proplems: however, with tche
anticigated budget stringency in world wide (.S. develcoment prograds anc the
slin prespects of early payoff in the field of administrative Iirprovements in
cthe Bealth Ministry, this is mot likely to be an area cf mazer effort Zor the
Mission in the ruture.

A universally recognized oonstraint o chvelq:ner in E&r1 Lanka is pocr
managament, and the resolution lies in provision cf periformance incantives for
oettar management. The NAFNS identified four factors respensiktie for poor
public sector management: 1) past policies of public sectar emplcyment

practices, 2) low salaries in the public secter, 3) limited training

cocortunities, and 4) few incentives to improve the caliber of management. Te
AlD program can do litle about the s.vo:.ls systam of the past, and we are
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unlikly tc have any influence in raising salaries, particularly in licht ¢z e
neeg to hold down public expenditures., The Wworld Bank project <o
acuninistrative reform is expected to deal Wwith these issuss, and the Missicn
would sucport improvements in tnese areas. we an, however, have some direct
iLmpact in the area of training. we are insisting now that training be clearly
related to improving management or technical cpabilities in specific fields
relative to cur program and that training under our sponscrshlp be part of an
established plan and set of priorities ¢f tne &L. ©On the fourth point, the
Mission will be attempting to build in non-foretary management incentives 2
prcject activity w stimulate an interest in improving managament practices.
Such  incentiwes oouléd include increased autnority/statas,  training
cocoortunities, access ©  technclogy ana others to be dewelcoed und2r e
Develcoment Training and Suport proiect (3¥3-uC8S),



