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AGENCY FOR INTERNATIONAL DEVELOPMENT 
WASHINGTON, D.C. 20523 

MAY 2 2 1985
 
MEMOCRANDUM
 

TO : See Distribution w 

FROM ANE/ASIA/PNS, Johrni, 4unning 

SUBJECT: Staff-Level Inter gency Meeting for the
 
Sri Lanka Aid GroFS Meeting in Paris
 

TIME: 
 May 28, 1985, 1:30 p.m., Room 6210, New State
 

This binder contains background and issues papers related to
the 1985 Aid Group meeting. We will conduct a staff level
review of these materials from 1:30 to 3:00 P.M. Tuesday, May
28, 
1985 in Room 6210 New State. 
 Our task will consist of
reviewing the issues papers and reaching agreement on the basic
positions which the U.S. Delegation should take at the Sri
Lanka Aid Group meeting in Paris, June 20, 
1985. (The final
Inter-Agency meeting on this subject will take place at 2:00
P.M. on June 10, 
1985 in Room 5951 New State. A.I.D. Counselor
James Norris will chair that meeting.)
 

The members of the Sri Lanka Aid Group generally come together
once a year in.a meeting convened by the World Bank. 
You will
find summaries of the 1984 Aid Group meeting behind Tab N.
 

The upcoming meeting will follow the normal pattern: 
a general
review of Sri Lanka's overall economic condition and prospects

followed by pledges for the coming year.
 

Attachments
 

Distribution: 

STATE/NEA/INS:RRodgers
 
STATE/EB:CEnglish
 
Commerce:CCoady
 
USDA:DKunkel
 
C/AID:KSchofield
 
PPC/PB:FYoung
 
PPC/DC:JSherry
 
AA/ANE/SA:JEsposito

ANE/ASIA/DP:CWolters/JWestley/MCrosswell
 
ANE/ASIA/PD:PBloom
 
ANE/ASIA/TR:BSidman
 
ANE/NE/DP:PBoughton
 
ANE/ASIA/PNS:JNGunning
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SRI LANKA AID GROUP MEETING
 
JUNE 20, 1985
 
PARIS, FRANCE
 

ISSUE # 1
 
ECONOMIC PERFORMANCE
 

STATEMENT: 
 What should the U.S. Delegation say about Sri Lankan
 
economic performance over the past year?
 

DISCUSSION. The Sri Lanka economy did fairly well in 1984. 
 The
World Bank's annual report (summary at Tab G) and a USAID

"Macro-Economy Review" (Annex to 
"Policy Dialogue Framework" at TAB
I) describe the country's economic performance and problems. 
A new
IMF report (April 25) indicates that Sri Lankan economic

performance in 1984 was, 
"on the whole, fairly favorable, because

of- a nearly 20% improvement in the external terms 
of trade (owing

mainly to high tea prices), the recovery of tea production....and a
sharp increase in garment exports. Real GDP grew by 5%." 
 The IMF
also noted that the government budget deficit was reduced

significantly from 13.4% of GDP in 1903 to 10.2% 
in 1984.
 

USAID, the Bank and the Fund also stress problems, above all the
unrealistic exchange rate which continues to 
encourage imports and

hurt exports. Other economic problems include a savings rate that
is inelastic and unsatisfactory, and the performance of
unprofitable public sector corporations that continue to drain GSL
 
resources.
 

We concur that Sri Lankan economic performance last year was
favorable, especially in view of 
the escalating insurgency.

However, we and USAID feel such favoirable performance may be
unsustainable in the absence of policy reforms. 
 High tea prices

(already dropping) were a welcome windfall last year that masked
major imbalances. 
 The drop in the GSL budget deficit in 1984,
while welcome, was less than the GSL's initial target; 
the deficit

could be greater than 10.2% 
once all supplemental appropriations

expenditures are recorded, especially those for national security.

Also, the impetus for privatizing the economy seems 
to have slowed

considerably. 
Much work is needed if Sri Lanka is 
to achieve
 
economic growth on a sustainabale basis.
 

RECOMMENDED U.S. POSITION. 
The U.S. should stress the need for
exchange rate adjustment, increased savings, expenditure control,

and improving the environment for private investment.
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ISSUE # 2

INDUSTRIAL SECTOR GROWTH FOR EXPORT
 

STATEMENT: 
 Is the GSL doing enough to improve the policy
environment that will 
increase private investments in the
industrial 
sector and lead to higher rates of sectoral growth in
exports? 
What has the GSL done to follow-up with its policy
intentions 
to improve the efficiency of the public enterprises?
 

DISCUSSION: 
 Since 1977 and the beginning of economic policy
liberalization, the industrial 
sector has consistently ranked the
lowest of all the major economic sectors in overall growth rates.
1977 policy changes benefitted the industrial sector by providing
investment incentives through the dismantling of extensive price
control and foreign exchange control systems, tax holidays for
industries that were 100% export-oriented, and an export promotion
program that, while useful, has been restricted in its impact by
both mandate and budget. However, as indicated by the low growth
rates, these measures 
have had very limited success in what has
been an import-substitution dominated policy environment.
Significant growth in the sector is dependent upon greater export
diversification, and this is dependent primarily upon three
factors, a currency evaluation that will make Sri Lankan
manufactured products competitive in the world markets, 
a tariff
system that effectively rids itself of 
its import-substitution bias
and encourages domestic production for 
export, and improved
effectiveness in the public enterprises. 
 The nominal rate of the
rupee has been devalued several times since 1977 vis a vis the U.S.
dollar, but with an almost simultaneous increase in the
appreciation of the real rate with regard to 
the currencies of Sri
Lanka's major trading partners. There has been some progress
towards a more appropriate rate but not enough to assure the
flexible exchange rate policy that is needed to make exports
responsive to fluctuating world market prices.
 

With regard to tariff restructuring, the GSL has 
irtroduced various
changes since 1977. 
 The earliest of these increased the levels of
protection for the manufacturers of 
certain selected products with
public enterprises usually the principal beneficiaries of such
adjustments. 
 Subsequent tariff changes were frequently little more
than symbolic in impact, did little to reduce the disparities in
the protection afforded by these actions amongst manufacturers,
and, in addition, retained an essentially import-substitution
policy bias. 
 Last November, the GSL announced additional reforms
in the tariff structure to reduce disincentives against production
for export, while at the same 
time providing continuing protection
for domestic industries. Under these reforms which are part of the
GSL's 1985 Budget, import tariff reform, a change in export taxes
on tree crops and the establishment of a stabilization fund for tea
and rubber were announced. 
What isn't clear is whether in the
implementation of the reforms, their domestic industry protection
objective will, as 
in the past, take precedence over their export
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objective. 
 If it is the former, most manufacturing export
industries will remain in the low protection group while the highly
protected group, including most notably import-substitution
producing public enterprises will be the advantaged to 
the
disadvantage of increased exports and Sri Lanka's economic growth.
The diversification of growth in industries will need to focus on
export markets and much more efficient import substitution. Much
remains to be done to make this a reality.
 

Public enterprises account for about 40% of all manufacturing
activity in Sri Lanka. 
 They have been acknowledged by the GSL to
be inefficient production units but little has been done to make
them more efficient. 
 The 1985 budget has taken improved
government and parastatal management as 
a major theme, and the
Finance Minister is urging that the large subsidies for public
enterprises end as a major deficit-reducing measure. 
 Whether he
will be successful remains to be 
seen. The enterprises have
powerful political support within the urban constituencies where
they are located. Some also 
see them as necessary to keep
unemployment in check. 
While employment in the enterprises did
increase 59% between 1976 and 1979 it 
was at great cost to economic
efficiency --
their output grew only 8% during the 
same period.
The Finance Minister has said that no new project will be
undertaken by the state if it can be handled better by the private
sector. 
 Shortly after this statement was made, the government
opened a new retail food outlet selling goods at prices less than
private retail traders.
 

RECOMMENDED U.S. POSITION
 

1. The Government of Sri Lanka 
(GSL) should be commended for its
new tariff policy reforms and urged to fully implement these in
order to significantly strengthen the incentives climate, and
provide support services and infrastructure for private investments
in the production of those industrial products where S i Lanka has
a comparative export advantage. 
 Specifically, the U.S. should
stress the need for the GSL to make this objective primary and
overriding in instances of conflict with the other announced
objective for undertaking the policy reforms, i.e., 
protection of

domestic industries.
 

2. 
With respect to devaluation, the U.S. should emphasize
the need to reach agreement with the IMF 
on a flexible exchange
rate in order to expand exports. 
 The GSL may be more inclined to
move in this direction now that the world market price for tea, its
primary export, has dropped significantly from the high levels of a

few months ago.
 

3. 
 Regarding public enterprises, the USG should press for an
agenda of specific GSL actions based on Industrial Policy Committee
recommendations, to 
improve the efficiency of the enterprises.
 

/
 



ISSUE # 3
 
GOVERNMENT EXPENDITURES
 

STATEMENT: The Government is working on 
improving the quality of
government expenditures. 
However, the percentage of GDP devoted to
public spending remains high, and leaves limited 
room for private

investment.
 

DISCUSSION: The GSL managed to 
reduce its budget deficit from
13.4% of GDP in 1983 to 10.2% in 1984. However, national security
expenditures are escalating in light of the insurgency, and other
initiatives are imperative such as 
adequate budgeting for
maintenance and operation of expensive capital investments. These
need to be accomplished while shrinking public expenditures as a
percent of GDP if the GSL's policy of relying on private investment
 
is to work.
 

The task became harder in the past two months as 
tea revenue
projections declined. 
The Cabinet and the Ministry of Finance must
be firm in resisting new initiatives in order to hold the line.
 

Concessional donor assistance is key to maintaining a healthy
economy in the face of rising insurgency and security costs.
However, aided-projects also have an impact on domestic resources.
Some USAID-financed projects, particularly with the Ministry of
Lands and Land Development, have been hampered by inadequate GSL
contributions, and the Mission is approaching new project
commitments with caution. 
The GSL should carefully weigh offers of
donor assistance, and fully finance those which they accept.
 

RECOMMENDED U.S. POSITION.
 

1. 
The GSL should make strenuous efforts to reduce the budget
deficit through both restraints on expenditures and a better
 revenue effort. While the Government has eliminated many subsidies
over the past few years, those remaining are logical candidates for
elimination. The Government can 
little afford to subsidize
inefficient parastatal corporations through transfers and advance
account payments which will not be repaid.
 

2. The GSL should carefully limit projects undertaken to those
that can be adequately budgeted within the resources available.
 

3. Tax reforms, as discussed with the IMF, 
are needed to promote
greater elasticity. 
The GSL also should move further with cost
recovery programs, including the social sectors. 
 Users fees for
irrigation water have been announced. 
Greater enforcement of these
is needed, as well as collection of other utility fees and loan
repayments. 
 Fees for curative health services also should be
considered. 
User fees will help generate additional funds for
operations and maintenance, and act to 
reduce inefficiencies by

reducing excess demand.
 



ISSUE # 4
 
MANAGEMENT IMPROVEMENT
 

STATEMENT. 
GSL Government organization and procedures are overly
complex and hinder its development programs.
 

DISCUSSION. 
Despite the need for reduced expenditures and better
management of 
resources, the Government's own structure continues
to grow. There are now 45 ministries and over 160 agencies, most
of which have overlapping responsibilities and poor coordination.
The World Bank and USAID both are discussing management improvement
activities with the GSL to address this problem. 
There is an
urgent need for the Government to rationalize its governmental
organization, joining appropriate functions and eliminating

unnecessary ones. 
 The World Bank hopes to address such
across-the-board problems as 
inadequate professional salary scales,
and overall GSL organization. 
USAID plans to work at the sectoral
level in connection with its project program.
 

One example of the problem is that of agricultural research in
which five ministries have separate programs. 
 This makes farm
systems research very difficult. USAID recently helped the GSL to
prepare a draft agriculture/food/nutrition strategy, and found that
the lead agency had to be the Ministry of Finance and Planning
because of the fragmentation of policy development among the line
ministries. 
 The Mission is pressing for an agricultural research
council as an 
interim step, but believes organizational

simplification would be much better.
 

RECOMMENDED U.S. POSITION. 
The Delegation should refer to the need
for rationalization of the Governent's structure, making specific
mention of the coordination of agriculture research. 
This is an
area 
in which USAID and other donors are heavily involved.
 



ISSUE # 5
 
POPULATION GROWTH
 

STATEMENT. During the past decade, the Sri Lanka rate of natural
increase of population has been at a relatively stable, high, 2.1%
plateau in one of the most densely population areas of the world.
During this time the population growth rate of the country has
dipped to a low of 1.4% 
due to a high level of out-migration. This
reduced rate of population growth cannot be sustained as
 
out-migration declines.
 

DISCUSSION. 
The 2.1% rate of natural increase is comparable to
that of India and Indonesia and greater than that of Thailand. If
this rate continued unabated, the population would double to 33
million in 33 years (2018). With the exception of the June 1983
increase in cost reimbursement to sterilization acceptors by the
Government of Sri Lanka (GSL). 
no major new initiatives have been
undertaken to address this problem of high rate of natural
 
increase.
 

A USAID health/population sector review in 1983 and a World Bank
PHN sector assessment in 1984 both strongly recommended increased
GSL efforts to reduce the rate of population growth. The USAID
review suggested that additional investments in population to
improve family planning services emphasize non-permanent or birth
spacing methods of contraception. 
The review also identified a
number of institutional problems and other constraints impeding
efforts to improve family planning program performance. The
feasibility of improving program efforts could be enhanced if the
MOH. which delivers 85-90% of family planning services- placed more
budgetary emphasis on preventative services and worked to 
increase
the degree of community participation. Greater coordination of
population activities between the MOH, the Population Division of
the Ministry of Plan Implementation, and the non-governmental

organizations (NGO's), plus a willingness by the Ministry of
Finance and Planning to provide additional resources for family
planning would enhance the likelihood of program impact.
 

RECOMMENDED U.S. POSITION.
 

1. The Delegation should urge an increased budget for the Ministry
of Health (MOH) to support the promotion and delivery of
non-permanent methods of family planning.
 

2. The MOH should coordinate with the Ministry of Plan
Implementation. Population Division, in seeking increased resources
and in setting objectives for increasing the emphasis on
 non-permanent methods of contraception.
 

3. 
The GSL should encourage greater community participation in
family planning, perhaps by utilizing volunteers to deliver family

planning information and services.
 



ISSUE # 6
 
COMMUNAL CONFLICT
 

STATEME2NT: 
 The insurgency in Sri Lanka is worsening, with
alienation of the minority Tamil population rapidly increasing.
Can the Government's development program continue as before in view
of this 
new competition for scarc-e-financial resources? 
To what
extent does the insurgency directly impinge 
on development programs?
 
DISCUSSION. 
 The security situation, its effect on the economy and
on development programs 
are of major concern. The terrorist and
counter-terrorist campaigns have affected some development projects
already. 
A.I.D.had to terminate assistance to the Market Town
Water Supply Project in the Jaffna District because the Government
could not provide assurances 
that security in the District would be
adequate. 
Other projects near the Northern and Eastern Provinces
 are beginning to be impacted as well.
 

For the most part, the serious economic disruption has been
confined until recently co 
the northernmost part of 
the country
which contributes only a small share of total GDP. 
However, the
ethnic disturbances in the Easterni Province have now disrupted
activities in an area more important economically.
 

Another aspect of this problem is the growing share of
resources devoted to national defense. 
The original 1985 defense
budget of Rs. 
3.4 billion already had increased to Rs. 4.9 billion
by mid-May, representing approximately ten percent of the estimated
total budget for 1985. 
 President Jayewardene then announced
further defense increases after the tragic Anuradhapura incident.
These additional expenditures will have to 
be financed either
through increasing the deficit or 
reducing the funds available for
development programs. 
 Neither is a very attractive alternative

from a donor's perspective.
 

USAID/Sri Lanka estimates that, due to terrorism, one-fourth to
one-third of the domestic market may be lost in the north and east
where such problems as 
curfews and lack of transport, production
inputs and markets, severely restrict economic activity. Fisheries
production, for example, is down about 40 percent with resulting
higher fish prices in the market place. 
 The problems in the east
have also brought the unrest close to the geographic zones with
concentrations of donor activity, particularly the Mahaweli
 
region.
 

USAID/Sri Lanka reports that virtually all Colombo
representatives of donor countries believe their governments should
speak at Paris about the increase of violence since the last
meeting, the effects on development, and the need for a political
solution. USAID considers it likely that a number of countries
will make statements along these lines.
 



-2-

RECOMMENDED U.S. POSITION.
 

1. 
The U.S. delegation should state that we view resolution of the
communal conflict to be the highest priority facing the
Government. 
The increasing alienation of 
a large minority group
not only makes the insurgency much more difficult to combat, but is
souring the reputation of a country which has been viewed as an
outstanding example of how democracy, economic growth, and a
concern for basic human needs can be combined.
 

2. 
The U.S. delegation should ask the GSL for a realistic
assessment of what the Government believes can be carrieO out in
the way of development programs, given the current security
situation. 
How much attention is the Government going to have to
devote to defense-related issues and at what cost to the
development effort? 
How can donor assistance be used to help bring
about or 
implement a political solution. 
One example wight be the
restoration of productive capacity in the troubled areas.
 

ANA/ASIA/PNS, 5/2/85,1409c
 



U.S. GENERAL STATEMENT
 
FOR THE SRI LANKA AID GROUP
 

JUNE 20, L985
 

MR. 	CHAIRMAN:
 

FROM AN 
ECONOMIC STANDPOINT 1984 WAS A PARTICULARLY
 

FAVORABLE 
YEAR FOR SRI LANKA, WITH A REAL GROWTH IN GDP OF
 

ABOUT FIVE PERCENT. 'MUCH-OF THIS__WAS1HELPED BY HIGH TEA
 

PRICES, THE 
RECOVERY OF TEA PRODUCTION, AND A SHARP INCREASE IN
 

GARMENT E-XPORTS. ...
AS A RESULT, COMMERCIAL BORROWING WAS
 

REDUCED, AND OFFICIAL FOREIGN EXCHANGE RESERVES ROS'E\TO A LEVEL
 

OF 
3.5 MONTHS OF IMPORTS. THE GOVERNMENT BUDGET DEFI IT WAS
 

REDUCED TO 10.2 PtRCENT OF GDP IN 198 
, ALTHOUGH SUPPL MENTAL
 
BUDGETS-DURING THE YEAR PREVENTED THE GOVERNMENT FROM,'MEETING
 

ITS 
INITIAL TARGET FOR DEFICIT*REDUCTION. 
. 

ON THE 
OTHER HAND, A NUMBER OF TROUBLING ECONOMIC PROBLEMS
 

ALSO BECAME MUCH MORE EVIDENT IN 1985. 
 SRI LANKA'S HIGH
 

EXCHANGE RATE 
CONTINUES TO ENCOURAGE 
IMPORTS AND HURT EXPORTS.
 

THE DOMESTIC SAVINGS RATE IS INELASTIC AND UNSATISFACTORY, AND
 

UNPROFITABLE PUBLIC SECTOR CORPORATIONS CONTINUE TO DRAIN
 

GOVERNMENT BUDGET RESOURCES. 
ESCALATING DEFENSE COSTS ADD
 

ANOTHER BURDEN.
 

THE SRI LANKAN ECONOMY IS 
LIKELY TO FACE A DIFFICULT
 

BALANCE OF PAYMENTS POSITION IN 1985 AS 
TEA PRICES DECLINE FROM
 
THEIR 1984 HIGH. 
 LOWER PRICES FOR TEA WILL ALSO CONTRIBUTE TO
 

A HIGHER BUDGET DEFICIT UNLESS THE GOVERNMENT TAKES QUICK
 

ACTION TO CUT EXPENDITURES.
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THE UNITED STATES CONCURS WITH THE RECOMMENDATIONS OF THE IMF
 
AND WORLD BANK THAT THE GOVERNMENT SHOULD MAKE EVEN GREATER
 

EFFORTS TO 
REDUCE THE BUDGET DEFICIT -- THROUGH RESTRAINTS ON
 

EXPENDITURE AND COMPREHENSIVE EFFORTS TO INCREASE REVENUES,
 

ESPECIALLY THROUGH USER 
FEES AND MORE EFFICIENT COLLECTION OF
 

TAXES AND FEES.- IDEALLY, BUDGET DEFICITS SHOULD BE HELD TO
 

BETWEEN 8 TO 10 PERCENT OF 
GDP AND FINANCED PRIMARILY FROM
 

CONCESSIONARY SOURCES. 
 ON THE MONETARY SIDE, BECAUSE INTEREST
 

RATES REMAIN HIGH DESPITE THE DECLINE IN INFLATION, MOST PRIVATE
 

SECTOR FIRMS CANNOT FINANCE INVESTMENT THROUGH COMMERCIAL BANK
 

BORROWING. 
WE WOULD RECOMMEND THAT THE GOVERNMENT ADOPT A
 

MODERATELY EXPANSIONARY MONETARY POLICY WHICH PROVIDES SUFFICIENT
 

CREDIT FOR NEEDED INVESTMENT BUT DOES NOT REKINDLE INFLATIONARY
 

PRESSURES. BUT.THIS OBJECTIVE CANNOT BE 
ACCOMPLISHED WITHOUT
 

IMPROVED FISCAL DISCIPLINE. A RESTRICTIVE FISCAL POLICY SCALING
 

DOWN THE PUBLIC INVESTMENT PROGRAM WOULD BE 
HIGHLY APPROPRIATE.
 

THESE POLICIES SHOULD BE 
LINKED TO A DEVALUATION OF THE RUPEE TO
 

IMPROVE EXPORT COMPETITIVENESS AND TO REDUCE THE DEMAND FOR
 

IMPORTS.
 

WE DO HIGHLY COMMEND THE GOVERNMENT'S CONTINUING EMPHASIS AND
 

INTENTION TO RELY ON THE 
PRIVATE SECTOR FOR ECONOMIC GROWTH. THE
 

TARIFF CODE REVISIONS MADE LAST WINTER SHOULD REMOVE SOME OF THE
 

ANTI-EXPORT BIAS WHICH HAD HINDERED SOME TYPES OF 
INVESTMENT. W4E
 

WOULD RECOMMEND THAT THE GOVERNMENT MOVE QUICKLY TO IMPROVE
 

FURTHER THE 
CLIMATE FOR ENHANCED INVESTMENT, FOR PRIVATE SECTOR
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GROWTH, AND FOR INCREASING THE PRODUCTIVITY OF THE
 

NON-GOVERNMENTAL SECTOR. 
 THE HIGHEST PRIORITY, IN OUR VIEW SHOULD
 

BE GIVEN TO IMPROVING THE MACRO-ECONOMIC SNVIRONMENT. NEXT, THERE
 

IS A NEED TO ARTICULATE AN INDUSTRIAL DEVELOPMENT POLICY WHICH IS
 

CLEAR AND PREDICTABLE, AND 
UPON WHICH PRIVATE ENTREPRENEURS CAN
 

RELY IN MAKING INVESTMENT DECISIONS. WE WERE PLEASED TO LEARN
 

THAT THE GOVERNMENT HAS FORMED 
A HIGH LEVEL COMMITTEE WHICH WILL
 

RECOMMEND SUCH A POLICY TO THE CABINET LATER THIS YEAR.
 

WE HOPE THAT THIS NEW COMMITTEE AND THE COMMITTEE ON PUBLIC
 

ENTERPRISES WILL DEAL FORTHRIGHTLY WITH THE QUESTION OF PUBLIC
 

CORPORATIONS. 
WE ENCOURAGE THE GOVERNMENT TO DIVEST PUBLIC
 

ENTERPRISES AS EXPEDITIOUSLY AS POSSIBLE. WHERE THE GSL DOES NOT
 
CHOOSE TO DIVEST, ALTERNATIVE STEPS NEED TO BE TAKEN TO PUT
 

PUBLICLY-OWNED CORPORATIONS ON A BETTER SELF-FINANCING FOOTING.
 

THE INDUSTRIAL DEVELOPMENT POLICY SHOULD ALSO SET THE
 

FRAMEWORK FOR FOREIGN INVESTMENT. IN ADDITION TO PROVIDING
 

INCENTIVES FOR NEW INVESTMENT, PROBLEMS AFFECTING EXISTING
 

INVESTMENTS IN SRI LANKA SHOULD BE ADDRESSED IN ORDER TO ASSURE A
 

HOSPITABLE FOREIGN INVESTMENT CLIMATE. 
 OTHER PRIVATE SECTOR
 

ISSUES INCLUDE THE NEED TO REFORM TAXES TO INSURE THAT THEY ARE
 

NOT A DISINCENTIVE TO PRIVATE SECTOR PRODUCTION, AND TO STREAMLINE
 

REGULATORY PROCEDURES.
 

I WOULD LIKE TO MENTION SEVERAL ITEMS OF SPECIFIC CONCERN TO
 

MY DELEGATION. THE FIRST IS "POST-MAHAWELI" REQUIREMENTS. THE
 

MAJOR DAMS AND OTHER CONSTRUCTION WORK OF THE ACCELERATED MAHAWELI
 



DEVELOPMENT PROGRAM WILL SOON BE COMPLETED. 
 HOWEVER, IT WILL TAKE
 

A GREAT DEAL OF FOLLOW-ON WORK TO MAKE THE 
SETTLEMENT AREAS VIABLE
 

AND PRODUCTIVE. FARMERS IN THE 
SETTLEMENTS MUST HAVE AN
 

OPPORTUNITY TO RISE ABOVE SUBSISTENCE LEVELS. 
 THEY WILL FIND
 

AGRICULTURAL DIVERSIFICATION ESPECIALLY IMPORTANT, WITH PARTICULAR
 

EMPHASIS ON SUBSIDIARY FIELD CROPS. 
ATTENTION ALSO SHOULD BE
 

GIVEN TO DEVELOPING RURAL ENTERPRISES 
-- ESPECIALLY AGRIBUSINESS
 

-- IN THE NEW SETTLEMENTS. 
 AT THE SAME TIME, IN VIEW OF REPORTS
 

OF OCCASIONAL ACTIVITIES BY 
SEPARATIST INSURGENTS IN SOME OF THE
 

MORE REMOTE MAHAWELI AREAS, THE GOVERNMENT WILL HAVE TO GIVE
 

CONSIDERATION TO PROVIDING APPROPRIATE SECURITY TO RESIDENTS OF
 

THE NEW SETTLEMENT5
 

As CONCERNS DEVELOPMENT GENERALLY, WE ARE 
STRUCK BY THE FACT
 

THAT, DESPITE THE NEED 
FOR REDUCED EXPENDITURES AND BETTER
 

MANAGEMENT OF RESOURCES, THE GOVERNMENT'S OWN SIZE CONTINUES TO
 

GROW. THERE ARE NOW 45 MINISTRIES AND OVER 160 AGENCIES WHICH
 

MUST BE COORDINATED. 
WE WOULD URGE THE GOVERNMENT TO RATIONALIZE
 

ITS GOVERNMENTAL ORGANIZATION, MERGING APPROPRIATE FUNCTIONS AND
 

ELIMINATING THOSE WHICH ARE 
REDUNDANT. FOR EXAMPLE, FIVE
 

MINISTRIES CURRENTLY HAVE AGRICULTURAL RESEARCH PROGRAMS TO
 

COORDINATE, PARTICULARLY WITH RESPECT TO FARM SYSTEMS RESEARCH.
 

IN ADDITION TO ORGANIZATIONAL SIMPLIFICATION, AGRICULTURE RESEARCH
 

NEEDS TO BE BASED ON A SET OF ESTABLISHED PRIORITIES. 
THE
 

GOVERNMENT'S DRAFT AGRICULTURE/FOOD/NUTRITION STRATEGY IS A GOOD
 

START, BUT MORE NEEDS TO BE DONE.
 



WE COMMEND THE STEPS THE GOVERNMENT HAS TAKEN THIS YEAR TO
 

IMPROVE MAINTENANCE AND OPERATIONS OF CAPITAL INVESTMENTS. WE
 

URGE EVE14 
GREATER EMPHASIS ON EFFECTIVE OPERATIONS AND MAINTENANCE
 

SYSTEMS FOR THE IRRIGATION SCHEMES THROUGHOUT THE COUNTRY, WITH
 

INCREASED FOCUS ON FARMER ORGANIZATIONS AND USER FEES. 
 THE SAME
 

CONCERNS FOR MAINTENANCE, USER FEES AND INTEREST RATES EXTEND TO
 

HOUSING PROGRAMS AND UTILITIES.
 

TURNING TO A SIGNIFICANT SOCIAL ISSUE, SRI LANKA'S RATE OF
 

NATURAL POPULATION INCREASE HAS REMAINED AT A RELATIVELY STABLE
 

2.1 PERCENT DURING THE PAST DECADE. 
DURING THIS TIME THE
 

POPULATION GROWTH RATE DIPPED TO A LOW OF 
1.4% DUE TO
 

OUT-MIGRATION. HOWEVER, THIS SAFETY VALVE CANNOT BE COUNTED ON
 

MUCH LONGER, AND A DOUBLING OF SRI LANKA'S POPULATION TO 33
 

MILLION OVER THE NEXT 33 YEARS IS IN PROSPECT.
 

WE WOULD URGE THE GOVERNMENT TO EXAMINE AFRESH THE DEMOGRAPHIC
 

PERSPECTIVE, AND TO IMPROVE ITS PROGRAMS FOR THE PROMOTION OF
 

CHILD SPACING AND THE DELIVERY OF NON-SURGICAL METHODS OF FAMILY
 

PLANNING. 
WE ALSO RECOMMEND THAT THE GOVERNMENT ENCOURAGE GREATER
 

COMMUNITY PARTICIPATION, PERHAPS BY USING 
LOCAL VOLUNTEERS TO
 

DELIVER FAMILY PLANNING INFORMATION AND SERVICES.
 

FINALLY, I WANT TO SAY A FEW WORDS ABOUT THE SECURITY
 

SITUATION. 
 ITS EFFECTS ON THE ECONOMY AND ON DEVELOPMENT PROGRAMS
 

CONCERN ALL OF US, BOTH BECAUSE OF THE TRAGIC LOSS OF LIFE AND
 

BECAUSE SRI LANKA'S LONG TERM DEVELOPMENT IS JEOPARDIZED.
 

INSURGENT MOVEMENT AND GOVERNMENT EFFORTS TO COUNTER IT ALREADY
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HAVE AFFECTED SOME DEVELOPMENT PROJECTS. 
WE HAD TO TERMINATE OUR
 

ASSISTANCE TO A MARKET TOWN WATER SUPPLY PROJECT IN THE JAFFNA
 

DISTRICT BECAUSE OF SECURITY CONCERNS, AND WE FIND INCREASING
 

NUMBERS OF OUR PROJECTS DIRECTLY AFFECTED BY THE INSURGENCY.
 

WE ARE ALSO CONCERNED BY THE 
EXPANSION OF ECONOMIC DISRUPTION
 

DUE TO THE ETHNIC DISTURBANCES. UNTIL RECENTLY, IT WAS CONFINED
 

MAINLY TO THE NORTHERNMOST PART OF THE COUNTRY. 
 LATELY, CLASHES
 

IN THE EASTERN AND NORTH CENTRAL PROVINCES HAVE AFFECTED ECONOMIC
 

ACTIVITY IN A MUCH GREATER AREA.
 

THE INSURGENCY HAS 
LED TO A GROWING SHARE OF RESOURCES BEING
 

DEVOTED TO NATIONAL DEFENSE. 
 THESE ADDITIONAL EXPENDITURES MUST
 

BE FINANCED EITHER THROUGH INCREASED DEFICIT SPENDING OR
 

REDUCTIONS I 
THE FUNDS AVAILABLE FOR DEVELOPMENT PROGRAMS.
 

NEITHER IS AN ATTRACTIVE ALTERNATIVE FROM A DONOR'S PERSPECTIVE.
 

WE ESTIMATE THAT, DUE TO SEPARATIST INSURGENT ACTIVITIES,
 

ONE-FOURTH TO ONE-THIRD OF 
THE DOMESTIC MARKET MAY BE LOST IN THE
 

NORTH AND EAST WHERE SUCH PROBLEMS AS CURFEWS AND LACK OF
 

TRANSPORT, PRODUCTION INPUTS AND 
MARKETS, SEVERELY RESTRICT
 

ECONOMIC ACTIVITY. FISHERIES PRODUCTION, FOR EXAMPLE, HAS DROPPED
 

ABOUT 40 PERCENT WITH RESULTING HIGHER FISH PRICES IN THE MARKET
 

PLACE. THE PROBLEMS IN THE EAST HAVE ALSO BROUGHT THE UNREST MUCH
 

CLOSER TO AREAS WITH CONCENTRATIONS OF DONOR ACTIVITY.
 

PARTICULARLY THE MAHAWELI.
 

MINISTER DEMEL ALREADY HAS TOUCHED ON THE PROBLEMS OF COMMUNAL
 

VIOLENCE AND NATIONAL SECURITY. HOWEVER, WE ASK THAT HE ELABORATE
 

FURTHER ON THIS TOPIC. 
 WE WOULD APPRECIATE A REALISTIC ASSESSMENT
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OF WHAT THE GOVERNMENT BELIEVES IT CAN CARRY OUT IN THE WAY OF
 

DEVELOPMENT PROGRAMS, GIVEN THE CURRENT SECURITY SITUATION. 
HOW
 

MUCH ATTENTION WILL THE GOVERNMENT DEVOTE TO DEFENSE-RELATED
 

ISSUES AND AT WHAT COST TO THE DEVELOPMENT EFFORT? THE GOVERNMENT
 

MIGHT WISH TO ADDRESS THE AID GROUP ON HOW IT MIGHT USE DONOR
 

ASSISTANCE TO 
HELP BRING ABOUT OR IMPLEMENT A POLITICAL SOLUTION.
 

ONE EXAMPLE WHICH COMES TO MIND IS HELP TO RESTORE PRODUCTIVE
 

CAPACITY IN THE TROUBLED AREAS.
 

As MY GOVERNMENT HAS STATED BEFORE, PUBLICLY AND PRIVATELY,
 

THE COMMUNAL PROBLEM 
 NEEDS A POLITICAL SOLUTION, ONE WHICH WILL
 

PROVIDE ALL SRI LANKANS WITH THE OPPORTUNITY TO PARTICIPATE IN
 

DEVELOPMENT AND 
RECEIVE ITS BENEFITS. I WISH TO REITERATE WHAT
 

OUR GOVERNMENT HAS SAID IN THE PAST: 
 A PURELY MILITARY APPROACH
 

TO THE COMMUNAL/SECURITY PROBLEM NOT ONLY IS 
NOT FEASIBLE, BUT
 

ALSO FAILS TO STRIKE AT THE ROOTS OF COMMUNAL ANTAGONISM WHICH
 

HAVE 
SPAWNED THE CURRENT INSURGENCY. 
 SRI LANKA HAS A JUSTLY
 

ACCLAIMED REPUTATION FOR MEETING THE BASIC HUMAN NEEDS OF 
ITS
 

PEOPLE WHILE FOLLOWING ECONOMIC POLICIES WHICH PROMOTE GROWTH AND
 

DEVELOPMENT. 
 WE HOPE THAT THESE POLICIES WILL BE VIGOROUSLY
 

APPLIED AND WILL NOT BE ERODED BY THE SECURITY SITUATION OR
 

COMMUNAL TENSIONS.
 

ANE/ASIA/PNS, JNGUNNING, 6/11185,#1429C
 

A
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AID GROUP MEETING
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1. MISSION PROPOSESTHAT THE FOLLOWING CHANGES 
TO THE OFFICIAL STATEMENT FOR SRI LANKA AID
 
GROUP MEETING BE MADE IN ADDITION TO THOSE SENT
 
IN REF (A). 


2. CHANGES CORRESPOND TO THE PARAGRAPHS OF TEXT 


IN REF (B).
 

- A. PARA 4, SECOND TO LAST LINE: DELETE QUOTE
 
- OF ABOUT 25 PERCENT UNCUOTE. COMMENT: THE
 
- RUPEE SHOULD BE DEVALUED BUT STATING A
 
- PERCENTAGE MAY CAUSE NEEDLESS QUIBBLING.
 

- B, PARA 9, LAST LINE: FOLLOWING QUOTE IN THE
 
- NEW SETTLEMENTS UNQUOTE ADO THE FOLLOWING SENTENCE
 
- QUOTE. AT THE 
SAME TIME, IIIVIEW OF REPORTS OF
 
- OCCASIONAL ACTIVITIES BY SEPARATIST 
INSURGENTS
 
- IN SOMEOF THE MORERETIOTE AREAS,THEMIAHAWELI 

- GOVERNMENT
OF SRI LANKA WILL HAVETO GIVE
 
- CONSIDERATION TOPROVIDING APPROPRIATE SECURITY
 
. TO RESIDENTS OF THENEWSETTLEMENTS. UNQUOTE. 

- C. PARA 8. DELETE ENTIRE PARAGRAPH AND
 
- SUBSTITUTE QUOTETHE INDUSTRILL DEVELCPMEINT
 
- POLICY SHOULDALSO SET THEFRAMEWORK
FORFOREIGN 
- INVESTMENT. IN AODITION TO PROVIDING INCENTIVES
 
- FORNEW INVESTMENT, PROBLEM.or EXISTING
 

INVESTMENTS SHOULD ININ SRI LANHA BE ADDRESSED 

- ORDER TO ASSURE V HOSPITABLE FOREIGN INVESTMENT
 
- CLIMATE OTHER PRIVATE SECTOR ISSUES INCLUDE 
THE
 
- NEEDTO DETERMINE REGULATORY PPOCEDIRES ANDTO 
- REFORM THE TAX SYSTEM. SRI LANhA RELIES HEAVILY 
- ON INDIRECT TA(ES, UHICHHAVEA DISINCLNTIVE EFFECT 
- ONTHE PRIVATE S(CIOR BY FOCUSING ONPRODUCTION AND 
- TURNOVER THANPROFITS.RATHER UNQUOTE. 

- D. PARA 15, LINE 5: DELETE QUOiE THE TERRORIST 
- ANDCOUNTER-TERRORIST UNQUOTEANDSUBSTITUTE 
- QUOTEINSURGENT MOVEMENTANDGOVERNMENT TOEFFORTS 
- COUNTER IT. UNQUOTE. 

- E. PARA 16. DELETE ENTIRE PARAGRAPH AND SUBSTITUTE 
- QUOTE WE ARE ALSO CONCERNED BY THE EXPANSION OF
 
- ECONOMIC DISRUPTION DUE TO THE ETHNIC DISTURBANCES, 
- UNTIL RECENTLY, IT WAS CONFINED MAINLY TO THE 
- NORTHERNMOSTPARTOF THECOUNTRY.LATELY, CLASHES 
- IN THE EASTERN PROVINCES ANDNORTHCENTRALPROVINCES 
- HAVE AFFECTED ECONOMIC ACTIVITY IN A MUCH GREATER 

COLONB 03873 0/10231 &J6E 058595 AID7448 
- AREA. UNQUOTE. 

F. PARRIt, L INEI: DELETE QUOTE TERRORISM UNQUOTE
 
- AID*SUBSTIIUTF QUOTESEPARATIST INSURGENT ACTIVITIES
 
- UNQOOTE. 

- G. PARA 20, LINE 5: FOLEOWIN3 THE WORD QUOTE 
- BENEFITS UNOUOTE, ADO THE FOLLOWING SENTENCE QUOTE
 
- I CAN ONLY REITERATE WHATOUR GCVERNNENT HAS SAID 
- IN THE PAST: A PURELY MILITARi APPROACH TO THE 
- COMIIUNLAL/SECURITY PROBLEM NOT OILY IS NOT FEASIBLE,
 
- BUTALSOFAILS TO STRIE AT TUEROOTSOF COIlIUNAL 
- ANTAGONISM WHICH HAVESPAWNEDTIF CURRENTINSURGENCY. 

- UNQUOTE. 
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1. MISSION HAS REVIEWED PROPOSED U.S. GENERAL
STATEMENT AND 
PLEDGING {STATEMENT TRANSMITTED REFTELS.
 
WE CONCUR WT'H THE STATEMENTS, FINDING THEM TO BE 
APPROPRIATE EXPOSITIONS OF 
USG POSITION WE HAVE TWO
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A. THE FINAL SENTENCE OF THE GENERAL STATEMENT WOULD
BETTER SUMMARIZE USG VIEWS IF IT READ QUOTE WE HOPE
 
THAT THESE POLICIES WILL BE VIGOROUSLY APPLIED AND
 
WILL NOT BE ERODED BY 
THE SECURITY SITUATION OR
 
COMMUNAL TENSIONS UNQUOTE. 

B. IN THE PLEDGING STATEMENT IN THE PARAGRAPH 
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Sri Lanka's development

OTHER DONOR ASSISTANCE
considerations,
institutions strategy combines equity and growth
an ha
inttui_ 
and has beenvr
been very attractive to donor Countries and


At the Aid Group mee 
 in Paris, June 1984 

World Bank reportedthat commitments for prOJect aid during 1985
 
were the
 
the Accelerated Mahawelj Program. 


likely to be about $541 million, including $168 million for
commitments 
of $3,583 The aid community made
billion to Sri Lanka from 1972 through 1983.
Million Of 

Of which $2.287 billion was disbursed during that periou.'. ($967
 

the aid commitments
Of over was for 
4ahaweli)t

Netherlands, Sweden. 

Bilateral donors
 
$100 million included Canada. West Germany, Japan. the
six countries to which Finland provides aid. 


:e U.K. and the U.S. Sri Lanka is oe of only
significat 
 donor. 
 India is 
a
Arabia. the UAE. and the various Other Arab funds. 

IFAD are active in 

Sri Lanka also receives assistance from Saudi
Sri Lanka as The EEC andare
Lanka in 1982 obtained three IDA loans for $86 mllion, 


the various UN agencies.
loan for $42.7 Million Sri
 
an ZERD
and five ADD loans totalling $60.6 million.
Gross foreign aid disbutsements
GDP in 1984. represented approximately
concessional project aid receipts 
8.7% of


Expressed in terms of government expenditures.
63% 
of the capital budget in 1984. 
were expected to finance about
The Government Projects a
years. 


gradual increase in foreign aid disbursements
Commitments 
 however, over
are the next few
Pledges are completed. 
likely to decline as Mahaweli
 

The Accelerated Mahaweli Program is of such a magnitude (over $2
 
billion) and With so many donors, that the IBRD played'a special
 
role in coordinating aid inputs duringits in eption. 

was 
the major topic of discussion
several years. The Program
The coordination
the GSL itself 

at annual Aid Group meetings for
role now is
through the MahaweliD handled competently 
by
Ministry of Finance and Planning which has 
o 
 h 
 oit 
nth
responsibility
receipt and coordination of foreign aid. 

for the
 

receipt of foreign aid. Donors would like to 


7:e Government does a good job in general of coordinating 
the
 
see 


better job of monitoring its expenditures. the GSL do a
 
strengthening. For example, the
 
machinery for ensuring prompt tiling of reimbursement 

plannin- However, the Government does 

claims needs
 
Plnnngne a competent job of
interests.new actvie
It encourages donors to 


ati.vities and approaching donors according to their
 
in adition to coordinate
the annual IBRD-sponsored on specific projects
consortium meeting.
representatives 

is a monthly donors meeting in Colombo which enables donor 

There
to become acquainted and arrange further meetings
o. topics of mutual interest.

USAID maintains close relationships
donors directly related on a sectoral basis with other
to an AID project.
contact with donors involved in the It maintains general
same
ven examining Possible 

sector, and consults them
new prjesects
 

= Prro-,u~ect ne.
 a~ u con ults the
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SRI LANKA AID GROUP
 
The Sri Lanka Aid Group consists of 
thirteen bilateral and four
multi-lateral members as 
listed 
in the table below.
observers at Official
recent meetings have 
included Belgium, India,
Switzerland, Italy.
IFAD and DAC/OECD. 
The Aid Group, chaired by the
World Bank, normally meets 
once a year to review Sri Lanka's
economic development progress and prospects, and
international donor community an 

to give the
 
opportunity to 
"pledge" new aid
for the coming year. 
 Donors made the following pledges at
Lanka Aid Group meetings: 

Sri
 

AID Grou p MembeRs 

1. Bilateral
 

Australia 


Austria

Canada 

Denmark 

Finland 

France 

Germany 

Japan 

Netherlands 

Norway 

Sweden 

United Kingdom 

United States'/ 


Subtotal 


2. Multilateral
 

IBRD 

ADB 

EEC 

UN 

Subtotal 


Total 


1980 


2.1 


70.2 


1.0 

15.6 

13.3 


105.2 

35.8 

10.7 

22.8 

6.2 


66.5 


349.4 


151.5 

55.0 

9.9 


13.4 

129.8 


479.2 


PLEDGES
 

1Mil
ion
 

1981 

8.2 


30.8 

2.3 

3.3 


25.6 

186.6 

96.7 

16.4 

8.7 


22.1 


70.3 


471.0 


161.0 

50.5 

27.8 

12.2 

251.5 


722.5 


1982 


8.1 


12.6 

.4 


4.6 

19.0 

6.0 


97.1 

21.2 

10..2 

21.9 


85._2 


280.3 


126.9 

45.4 

9.2 


13.2 


194.7 


475.0 


1983 


4.5 


19.6 

8.0 

7.8 


10.8 

29.9 

13.3 

9.4 


26.7 

.1 


94.2 


224.3 


56.7 

51.0 


.2 

18.0 


125.9 


350.2 


1984
 

4.9
 

30.8
 
2.3
 
8.6
 
9.5
 

10.6
 
99.4
 
12.6
 
10.0
 
3.7
 

44.5
 
85.9
 

322.0
 

110.0
 
52.0
 
12.2
 
30.9
 

205.0
 

527.0
 

/ Actual U.S. Assistance: FY 80-$59.1, FY 81-$71.7 (plus a
$25 HIG), FY 82-$71.7. FY 83-$81.4 
(plus a $10 HIG).
 
Data Source: 
IBRD Sri Lanka Aid Group Reports
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SRI LANKA - EXPENDITURES IN $ MILLIONS (SOURCE: OECD; February 1984)(520c)
 

DAC COUNTRIES-

AUSTRALIA 

AUSTRIA 

BELGIUM 

CANADA 
DENMARK 

FINLAND 

FRANCE 

GERMANY, F.R. 
ITALY 
JAPAN 

NETHERLANDS 
NEW ZEALAND 
NORWAY 
SWEDEN 
SWITZERLAND 
UNITED KINGDOM 
UNITED STATES 

TOTAL DAC 

1974 

4.5 
-

0.0 
7.1 
0.4 

0.0 

3.6 

18.8 

-0.3 
10.5 

0.5 
0.1 

0.1 
3.8 
0.0 
2.1 

7.0 

58.2 

1975 

9.0 

-

0.0 
9.4 
0.2 

0.1 
4.5 

17.2 

1.1 
16.1 

4.1 
1.5 

0.3 
9.3 
0.1 
4.1 

23.0 

100.0 

1976 

2.5 

0.0 

0.1 
13.1 
0.7 

0.0 

6.3 
11.1 

-0.2 
10.9 

6.2 
0.7 

0.3 
9.0 
0.2 
8.1 

26.0 

94.9 

1977 

2.5 

0.0 

0.0 
16.2 
0.9 

-

0.7 

9.6 

0.8 
18.6 

12.0 
0.2 

3.8 
11.7 
0.2 
5.1 
37.0 

119.4 

TOTAL ODA NET 

1978 1979 

5.9 5.0 
0.0 0.1 
0.1 0.5 

25.2 17.3 
2.0 0.0 
0.1 0.2 
2.9 6.2 

33.5 31.3 
-0.1 0.1 
39.5 40.0 
32.1 21.2 
0.2 0.1 
5.2 7.9 

13.7 35.4 
0.3 0.7 
14.9 26.0 
41.0 40.0 

216.3 232.0 

1980 

3.6 

0.1 

0.3 
29.3 
5.2 

0.4 

6.5 
19.1 

0.1 
44.8 

22.7 
0.1 

11.4 
23.1 
1.2 
73.3 

55.0 

296.1 

1981 

9.8 

0.0 

0.2 
32.8 
2.9 

2.1 
17.2 

9.6 

0.2 
49.1 

49.5 
0.1 

8.1 
22.7 
1.2 

50.4 

31.0 

286.8 

1982 

11.5 

0.1 

0.3 
33.4 
0.7 

3.4 

2.0 
24.4 

-0.3 
61.6 

21.5 
0.0 

14.7 
25.2 
2.5 

55.5 

49.0 

305.4 

1983 

7.9 
0.1 

0.4 
36.1 
2.4 

4.7 

5.1 
42.6 

0.1 
73.1 

25.4 
0.0 

11.7 
28.3 
4.5 

42.3 

58.0 

342.6 

MULTILATERAL 

AS.D.B.SP.F. 
E.E.C. 
IDA 

I.F.A.D. 

IMF TRUST FUND 
UNDP 
UNTA 

UNICEF 
UNFPA 
WFP 

TOTAL MULT 

TOT DAC & MULT 

2.8 
2.6 
10.9 

-

2.7 
0.6 

1.3 

0.6 

21.5 

79.7 

-

6.1 
12.2 
13.6 

_ 

4.7 
0.7 

1.6 

7.6 

46.5 

146.5 

4.3 
4.9 
5.0 

4,7 
0.8 

1.1 
-

15.0 

35.8 

129.7 

9.2 
6.0 

11.1 
-

-
4.0 
1.1 
1.4 
0.6 

18.2 

51.6 

171.0 

24.0 
6.3 

11.2 
-

50.8 
4.8 
1.3 

1.9 
-

0.5 
100.8 

317.1 

9.2 
4.4 

12.4 

1.2 

38.4 
6.3 
1.8 

3.6 
-
4.3 

81.6 

313.6 

5.8 
6.8 

19.7 
1.8 

32.7 
7.7 
0.3 

6.3 
1.1 
1.9 

84.1 

380.2 

9.3 
20.4 
27.8 
3.5 

0.5 
7.5 
1.9 

3.6 
1.5 

1.2 

77.2 

364.0 

16.8 
12.5 
53.6 
2.2 

-

7.9 
1.3 

3.0 
1.5 

6.1 

104.9 

410.3 

28.7 
13.5 
59.3 
1.8 

7.8 
2.0 

2.6 
0.7 

4.1 

120.5 

463.1 
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SUMMARY AND CONCLUSIONS
 

i. 
 After almost ten years of low growth, Sri Lanka intn-oduced a new
development strategy during the late 1970s, and the economy made good economic
progress in several ways; output, employment and investment recorded substantial increases. 
 GDP grew at 5.7% per annum in real terms between 1977 and
1984. 
The rapid growth in paddy output was most impressive, with the result
that rice imports declined from an average of 33% of total rice consumption
during 1970-77 to only 12% during 1978-83. 

reached self-sufficiency in rice. 

Today the country has virtually

The ambitious public investment program,
dominated by the massive Mahaweli irrigatio. and power development, was
equally noteworthy; it 
was designed to create new sources of long-term growth.
In support of this program, the country secured unprecedented levels of exter

nal aid&
 

ii. 
 Some of the policies which made these achievements possible, however,
also led to serious financial imbalances. For example, as the public investment program gained momentum, it grew bcyond the country's resource
availabilities, thus contributing to unsustainable budgetary and balance of
payments deficits and to undesirable levels of foreign commercial borrowing.
More importantly, the imbalances in the budget and in the balance of payments
were aggravated by an inadequate resource mobilization effort by the public
sector and by the existence of an overall policy environment which was not
conducive to growth in several major subsectors of the economy, and especially
the export sector. 
Exchange rate policy was of primary importance. Following
the unification and depreciation of the exchange rate in 1977, the Sri Lankan
rupee has more or less continuously appreciated in real terms, thereby moving
relative incentives in favor of non-traded activities and against sectors such
as agriculture and industry. 
Within agriculture, paddy production was
exception: it the
was not taxed directly; prices were allowed to rise to world
market levels; inputs were subsidized; other government spending such as
Mahaweli directly assisted paddy.; and it received substantial research and
extension assistance. Other agricultural subsectors performed relatively
poorly. 
This was especially true of the tree crop sector, which was subject
to high export taxes and continued weak management in the state plantations.
Industrial growth was also low. 
Although import tariffs were used to 
provide
higher protection to manufacturing, the growth opportunities created by this
inward-looking policy were 
limited by the small size of the domestic market.
Moreover, the tariff structure protected existing firms but discouraged the
creation of new industries, while the performance of publicly owned manufacturing enterprises, which still contribute about 40% of manufacturing value
added, was particularly poor. 
 Export growth based largely on tourism and
garments was sporadic. Excluding export earnings from the latter two
activities, the real growth rate of exports during 1979-84 was barely 2.1% per
year. 
Export earnings have remained concentrated on a.few products, with tea
and rubber alone accounting for half of total merchandise export value in
 
1984.
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iii. 
 Despite the considerable political and social unrest, real GDP grew at
5% in 1984, matching the 1983 growth rate. 
After several years of precarious
financial conditions, 1984 saw a significant reduction in both the extei6irfland internal deficits. 
 As a share of GDP, the overall budget deficit declined
from 13.4% in 1983 to 10.2% in 1984, while the current account deficit in the
balance of payments declined from 12.4% in 1983 to 3.7% 
in 1984. Net international reserves rose by $305 million. 
These achievements were partly the
result of Government policy, including the adoption of restrictive credit
policies towards the private sector, the introduction of new revenue raising
measures and the containment of public spending. 
Yet the dominant factor in
explaining these developments was 
tea; export earnings from tea rose by $267
million or the equivalent of 4.4% of GDP, while government revenue from tea
export taxes rose by Rs 2,794 million, the equivalent of 1.8% of GDP.
 
iv. 
 The sudden decline in tea prices during early 1985 underscores the
continued vulnerability of the Sri Lankan economy and hence the need to pursue
policies which will stimulate growth in 
new activities. 
 The two primary areas
of growth in the recent past, viz., paddy and public investment supported by
large concessionary foreign capital inflows, are expected to slow.
self-sufficiency is As rice
now being reached, this sector is likely to be a less
important 
source of growth in the future.

unlikely to -- and indeed should not 

In addition, public investment is

expand very rapidly, in part because
concessionary aid inflows are expected to level off. 
 Yet, if Sri Lanka is to
absorb the yearly addition to the active labor force and raise welfare levels,
it is vital to maintain output growth rates of the order of 5% per annum. 
The
primary issue facing the country, therefore, is 
to design and implement
policies which will generate growth in alternative activities, especially
exports. In addition, if growth is 
to be attained within a sustainable financial framework, issues of investment strategy and domestic resource mobilization will also need to be addressed.
 

v. The Government is well 
aware of these problems and, as demonstrated
by the 1985 budget, his continued the process of policy reform. 
The 1985
budget introduced three new policy initiatives related to trade taxes, namely
import tariff reform, a change in export taxes on tree crops, and a proposal
to establish stabilization funds for tea and rubber. 
The import tariff reform
is the first step in 
a phased program to reduce the variance in effective
protection and lower the average level of protection. The Government showed
considerable resolve in pushing forward with this reform despite much internal
opposition. 
The change in tree crop taxation, which accompanied the introduction of the Medium Term Investment Program for the state plantations, resulted
in an overall reduction in the tax burden on 
tree crops and thus helped
restore producer incentives in the sector. 
A decision was also made to establish stabilization funds for tea and rubber as a countercyclical measure
designed to reduce macro-economic fluctuations in an economy dependent on
primary commodity exports with wide price fluctuations. In addition to 
these
budgetary actions, the Government's report on a National Agricultural, Food
and Nutrition Strategy lays 
out a framework for important reforms in the
support services which would greatly assist in creating conditions for
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broader-based agricultural growth. 
Also, to help develop a consistent
industrial policy framework, the Government has formed a high level Industrial
Policy Committee, and it has continued to press hard to initiate reform of the
public enterprise sector. 
These are major steps in moving towards 
an incentive framework which will allocate and utilize resources more efficiently.
More needs to 
be done, however, if the Government is 
to achieve its objective
of a rate of economic growth of at 
least 5% per annum in the coming years.
 
vi. 
 Economic projections for Sri Lanka are more than normally uncertain
because of 
the current 
social and political tensions in the country. 
The
report's projections assume that substantial progress will be made in resolving the communal conflict. The analysis suggests that a 5% per annum rate of
economic growth is feasible and the current comfortable international
reserves' position provides a good background against which to introduce
further policy reform. 
It is recognized, however, that the volatile domestic
situation may make the type of policy shifts advocated here difficult to
implement. 
 This argues for patience, but it does not negate the importance of
continuing the process of reform.
 

vii. 
 Recent growth rates in agriculture, when import substitution in rice
was the major driving force, are unlikely to be repeated. Nevertheless, the
rehabilitation of the tree crop sector together with a determined effort at
agricultural diversification and continued but slower growth in paddy should
lead to a fairly high rate of expansion of some 3.6% 
per year during the next
five years. 
 The annual real growth rate of industry, on the other hand,
should accelerate from 3.5% during 1979-84 to 4.8% during the next five years
based on several anticipated developments. 
Processing traditional exports,
which constitutes about one quarter of value added in industry, should grow at
2 to 3% per annum, as 
opposed to stagnation in the past.
manufactures, which make up some 
Exports of


15% of industrial value added, should
increase at 10% 
per annum given adequate incentives. 
Other industrial output
should expand at 4.5 to 5.0% per annum, on the expectation that public
manufacturing enterprises will be rationalized and the demand for domestic
manufactures will increase in response to rising real incomes and an
appropriate exchange rate 
policy.
 

viii. 
 The diversification of growth in both the agricultural and industrial
sectors will need to focus 

substitution. 


on export markets and efficient import
This means, in turn, providing appropriate incentives
exchange rate and trade taxes -- the
 cum subsidy policies; providing support services
including research and extension; developing infrastructure, especially roads
and rehabilitating existing assets; and, pursuing institutional reforms,
especially in respect of public enterprises and financial markets. 
 Et must be
added that the success 
of this strategy depends crucially upon continued
growth in, and unrestricted access to, world export markets.
 
ix. It 
was mentioned earlier that the Government has initiated some
nificant reforms in agriculture designed to 

sig
revitalize parts of the sector.
If these initiatives are 
to yield maximum benefits, they need to be set within
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an overall strategy designed to encourage the most efficient
resources. use of land
The investment in Mahaweli is beginning to open up new areas of
irrigated land and the country's level of rice imports is minimal. 
Sri Lanka
is, therefore, well placed to diversify into other crops without sacrificing
the Government's prime objective of rice self-sufficiency. The challenge will
be to create a policy framework which encourages farmers to increase yields
from existing crops and to move land out of paddy in 
some
tive crops. areas into alterna-
The latter development is more likely to 
occur where the return
to producing alternative crops is high and the domestic policy biases in favor
of paddy are reduced. 

paddy as 

This will take time because farmers often perceive
an "insurance" crop, i.e., 
it does not 
have to be traded to provide
nutrition, farmers are familiar with optimal cultivation practices, and
Government policy is designed to support paddy.
 

x. 
 A program of reforms is required that reduces the risk and raises the
relative return to the farmer of moving land into its most productive use.
Such a program will include incentive, support service and institutional
components. 
The first step should be to restore producer incentives by allowing international prices to have a greater influence on the relative returns
to different crops with due regard to stabilization objectives. 
 This would
entail restructuring taxation and subsidy policies around a more neutral
framework, which includes cost recovery on publicly provided inputs such as
irrigation water or fertilizer. 
This would also necessarily imply broadening
the 
tax base in agriculture in order to equalize the tax effects
crops. 
 on different
Second, there is a need to renew efforts to channel more 
resources
into the necessary support framework. 
Improved research and extension services for a wider variety of crops and the rehabilitation and maintenance of
the infrastructure in rural 
areas appear to be high priorities. In addition,
whenever the opportunity arises, institutional reform should be pressed
forward, both to 
reduce direct Government involvement in production, marketing
or distribution and to consolidate and rationalize the remaining administra
tive structure.
 

xi. 
 As indicated, the Government has also begun to tackle in earnest
several important constraints affecting the industrial sector. 
These initiatives must now be pursued further. 
The phased process of tariff reform should
be continued and certain anomalies in the first stage corrected; 
 these
include the exceptions which were allowed as well
Turnover Taxes payable on 
as the increase in Business
imports which partially offset the reduction in
import duties. 
 Concrete action to reform the public enterprise sector should
be initiated early since this process is likely to 
take time. Above all it is
crucial for the Government to establish and maintain the exchange rate at 
a
level which will keep Sri Lanka internationally competitive in a wide.range of
exporting and import substituting activities.
 

xii. 
 In pursuit of the growth objective it is also crucial that financial
stability be maintained. 
 To that end, the ratio of investment to GDP will
have to be reduced from the average of 29.4% during 1980-84 to around 26.0%
during the next five years and the national savings 
rate will have to 
increase
 



from 16.4% of GDP during 1980-84 to close to 20.0%. 
The reduction in the
investment rate and the increase in the national savings rate will. depend to a
large extent on budgetary policies. 
 Private investment is projected to
increase as 
a share of GDP from 12.0% 
in 1980-84 to close to
1985-89 in response to 14.0% during
the growth policies discussed above. 
 Public investment
will therefore have to be reduced from more than 17.0% during 1980-84 to about
12.0% during 1985-89, a target which the Government itself has accepted. 
On
the savings side, it is important to maintain private savings at the level
achieved in recent years; 
this means following a more 
flexible interest rate
policy which offers a positive real 
rate of interest so as
saving. to attract private
Budgetary savings have been negative in most recent years.
projected to change as This is
a result of a combination of expenditure cuts and
revenue raising measures. 
Thus, budgetary savings 
are expected to average 3%
of GDP during the coming years.

there is 

Reducing current spending may be difficult;
a clear need to raise public sector salaries and the Government has
begun to provide increased allocations for much needed spending on operation
and maintenance. 
While several categories of current spending are fixed
obligations and cannot be cut, there remain within the Sri Lankan budget
several items of expenditure in the areas of subsidies, transfers and advance
account payments which can 
be cut without efficiency loss. 
 There is a clear
need to review the desirability of continuing to subsidize producer inputs, of
providing transfers and advance account payments to inefficient public corporations which cannot be expected to 
pay back, and there
where increased reliance on user charges must be pursued. 
are many instances
 
Nevertheless, even
if the Government succeeds in controlling current spending, there will continue to be a need to raise revenues and restructure the tax system in order
to reach the savings target. The challenges to continued good budgetary
management are illustrated by developments during early 1985.
decline in The unexpected
tea prices may make it difficult to reach the 1985 budget
targets. revenue
At the same 
time, the Government continues to be under a great deal
of pressure to admit new expenditures, partly due to the windfall accumulation
of reserves during 1984.
 

xiii. 
 The attainment of the 5% growth objective also rests on some
assumptions regarding external factors. 
important


The accumulation of reserves 
which
occurred in 1984 has established a base from which the immediate balance of
payments outlook is heal.thy under most scenarios. 
 Even with a successful
export drive as assumed in this report, however, Sri Lanka will continue to
require substantial amounts of foreign assistance over the medium term.
the past the large resource In
gaps arising from successive budget deficits and
slow export growth were 
financed by rapidly growing remittances and especially
by the increased use of foreign concessionary capital made available by
donors. Remittances are unlikely to continue their past growth and concessionary capital has become much scarcer. The projections assume that'remittances remain constant in real 
terms. 

decline even 

Official grants are projected to
in current prices, while commitments of new concessionary loans
remain constant in real terms at 
the current level of about $300 million.
There is, however, projected to 
be some real increase in non-concessionary
financing from official sources, 
so 
that total commitments from official
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sources, loans and grants, are projected to remain constant in real terms.
In the comiug years the Sri Lankan economy will be forced to adjust to much
smaller resource gaps than in the past and ':o rely partly on commercial borrowing to fill those gaps.
 

xiv. 
 The balance of payments projections in this report depend, above all,
on 
the restoration of international competitiveness; the significant real
appreciation of the Sri Lankan rupee since 1977 must be reversed. 
In volume
terms export growth is projected to exceed import growth, although this will
not be the case in current prices during the next five years because of
deteriorating terms of trade. 
The bulk of external finance needed during the
next few years to 
cover the current account deficit, amortization, repayments
to 
the IMF and the addition to reserves, would come from official sources on
highly concessional terms. 
 New'commitments from these sources, loans and
grants, would have to rise from $460 million in 1984 to $600 million by 1988.
It 
should be noted that this level of commitments implies no growth in real
terms. 
 Commitments of official assistance have declined substantially from
the peak of $800 million in 1981. 
 In the past 
two years they have averaged
about $450 million a year, partly because both Government and donors made a
conscious effort to limit 
the introduction of new projects in a public investment program which had grown beyond the country's absorptive capacity.
Current indications are that the aid donors are likely to make new commitments
amounting to about $500 million during 1985.
to For 1986 we would also recommend
the donors a level of new aid commitments of the order of $500-550 million.
This level of support is a vital component in the overall strategy of restructuring the Sri Lankan economy at the 
same time that foreign commercial borrowing is contained at a manageable level. 
 Areas most urgently in need of support include rehabilitation of existing irrigation schemes, completion of
downstream work in Mahaweli, rehabilitation of the road network, power transmission and generation, and telecommunications. 
 Financing of local expenditures in support of the Government's own efforts to raise public sector
savings and reduce the overall budget deficit should also receive high

priority.
 

xv. 
 Together with the strengthening of Sri Lanka's export sector the
country would also gradually become creditworthy for increasing levels of
commercial borrowing. 
The balance of payments projections in this report
assume that 
new commitments of private loans rise from $130 million in 1985
to about $285 million by 1988. 
 A substantial portion of this commercial
borrowing would be related to cofinancing requirements for some 
large projects
with good economic justification, such as 
the major upioming power projects.
 
xvi. With a concerted effort to 
build up exports, strong support from
donors and prudence in the use of commercial debt, Sri Lanka's debt servicing
burden will be manageable. 
The public debt service ratio implicit in the
balance of payments projections

repurchases, rises 

in this report, including IMF charges and
to 18.8% in 1987 but

15.1% then declines to 18.0% in 1988 and
in 1994. 
 The most crucial element in balance of
to ensure payments management is
that the export growth targets are 
achieved. 
 If the Government were
 



-vii

to maintain a high rate of investment and GDP growth through increased
reliance on foreign borrowing to compensate for the shortfall in export
receipts, the external debt service ratio would quickly rise
levels, 	 to unacceptable
soon 	restricting the country's access 
to voluntary foreign capital
inflows. 
On the other hand, if the Government reacts to the weaker export
performance by curbing investment and import growth and reducing the growth of
output, incomes and employment, the rate of growth of total consumption would
eventually be reduced severely to unacceptably low levels, jeopardizing much
of the economic progress made during the past few years.
 
xvii. 
 In sum, attaining the growth targets postulated in this report in the
context of internal and external financial stability, entails a policy agenda
for 	the Government which includes:
 

(1) 	an appropriate exchange rate policy and changes in trade taxes
and subsidy policies to create a producer incentives' framework
which is 
more 	neutral between different activities: this
includes, among others, a further review of tree crop taxation,
and 	continuation of the phased process of tariff reform;
 
(2) 	increased emphasis on 
support services, including research and
extension, for broad-based agricultural growth;
 

(3) 
investment in infrastructure such as 
roads, rehabilitation and
 
powar;
 

(4) 	concrete action towards public enterprise reform;
 

(5) 	a public investment program not exceeding around 12% of GDP; and
 
(6) 	an increase in public savings to around 3% of GDP through a
 

combination of expenditure cuts and revenue increases.
 
To complement the above, the donor community should consider:
 

(1) 	maintaining total official commitments roughly constant in real
terms 
in the future, and in the range of $500-550 million during

the coming year;
 

(2) 	giving priority to 
meeting needs related to rehabilitation of
existing irrigation schemes, completion of downstream work in
Mahaweli, rehabilitation of the road network, power transmission

and distribution, and telecommunications;
 

(3) 	continuing to 
finance local currency expenditures; and
 

(4) 	continuing to 
provide technical assistance to 
the 	Government.
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SAST-91 A.5. THE SRI LANKANS SHOUL, BE ASKED TO PROVIDE A 
REALISTIC ASSESSMENT OF WHAT THEY BELIEVE CAN BE CARRIED 
OUT INTHE WAY OF DEVELOPMENT PROGRAMS, GIVEN THE 
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WHICH PROVIDES ALL SRI LANKANS WITh THE OPPORTUNITY TO 
PARTICIPATE INDEVELOPMENT AND RECEIVE ITS BENEFITS. 
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ASSISTANCE COULD BE HELPFUL INBRINGING ABOUT A POLITICAL 
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AIDAC* "PRODUCTIVE CAPACITY INTHE TROUBLED AREAS, FOR EXAMPLE. 

E.O. 12356: N/ASECT1236: H A ATOPIC 
SUBJECT: SRI LAIIKA AID GROUP MEETING 

3. THE STATE OF THE ECONOMY SHOULD BE ANOTHER PRINCIPALFOR DISCUSSION. THE ANNEX TO THE POLICY DIALOGUE 
;FRAMEWORK, RECENTLY SUBMITTED, PROVIDES DETAILS ON THE 

REF: COLOMBO 0729 MAJOR PROBLEMS OF THE MACRO-ECONOMIC SITUATION HERE IN
SRI LANKA. BASICALLY, THE ECONOMY COULDBEFACEDWITH 

1. WE HAVE BEEN ADVISED INFORMALLY BY THE GSL THAT THEIR 
DELEGATION WILL BE HEADED BY RONNIE DE MEL, MINISTER OF 
FINANCE AND PLANNING AND THAT THE DELEGATION WOULD 
INCLUDE THE MINISTRY'S DR. W. M. TILAKARATNE, SECRETARY; 
DR. LLOYD FERNANDO, DIRECTOR, NATIONAL PLANNING DIVISION; 
AND AKIEL MOHAMED, DIPCTOR, EXTERNAL RESOURCES DEPART-
MENT; AND POSSIBLY OR. W. RASAPUTRA, GOVERNOR, CENTRAL 
BANK. 

A DIFFICULT BALANCE OF PAYMENTS POSITION AGAIN BECAUSE
TEA PRICES ARE DECLINING FROM THE FAVORABLE RATES IN 
1984. 
LOWER TEA PRICES WILL ALSO CAUSE THE BUDGET DEFICIT TO 
EXCEED ORIGINAL PROJECTIOHS--THE FINANCE MINISTER HAS 
ESTIMATED AS MUCH AS RS. 2 BILLION SHORTFALL INREVENUES 
FROM TEA. SUCH A DEFICIT WOULD CONTINUE THE TREND WHICH 
HAS WEAKENED ECONOMIC AND FINANCIAL VIABILITY THROUGH 
HEAV BORROWING FROM FINANCIAL MARKETS. 

2. WE SUGGEST THAT COIUSIDERATION BE GIVEN TO RAISING 
FOLLOWING MAJOR PROBLEMS BY U.S. AT THIS YEAR'S MEETING: 

8.0. THE MISSION CONCURS WITH IMFAND IBRO RECOMMENDA-
TIONS THAT THE GSL MAKE EVEN GREATER EFFOkTS TO REDUCE 

A.L. THE SECURITY SITUATION AND ITS EFFECT ON DEVELOP-
MENTPROGRAMSSHOULD BEA PRINCIPAL TOPIC OFDISCUSSION. 
THE TERRORIST AND COUNTER-TERRORIST CAMPAIGNS HAVE 
AFFECTED SOME DEVELOPMENT PROJECTS ALREADY. THE U.S. 
DELEGATION COULD POINT TO THE MARKET TOWN WATER SUPPLY 
PROJECT (383-0063) WHICH A.1.D. HAD TO TERMINATE BECAUSE 
THE GSL. COULD NOT PROVIDE ASSURANCES THAT SECURITY IN 
THE JAFFNA DISTRICT WOULD BE ADEQUATE FOR WORK TO 
CONTINUE (SEE REF. A FOR MORE DETAIL). FOR THE MOST 
PART, THE SERIOUS ECONOMIC DISRUPTION HAS BEEN CONFINED 
UNTIL RECENTLY TO THE NORTNERNMOST PART OF THE COUNTR7 
WHICH CONTRIBUTES DALY A SMALL SHARE OFTOTAL GOP. 
HOWEVER. THE ETHNIC DISTURBANCES IN THE EASTERN PROVINCE 
HAVE NOW ISRUPTED ACTIVITIES INAN AREA MORE IMPORTANT 
ECONOMICALLY. 
A.2. ANOTHER ASPECT OF THIS PROBLEM ISTHE GROWING 
SHARE OF RESOURCES DEVOTED TO NATIONAL DEFENSE. THE 
ORIGINAL 1985 DEFENSE BUDGET OF RS. 3.4 BILLION ALREADY 
HAS INCREASED TO RS. 4.9 BILLION AND NOV REPRESENTS 
APPROXIMATELY 10 PERCENT OF THE ESTIMATED TOTAL BUDGET 
FOR 1985. THESE ADDITIONAL EXPENOITURES CAN BE FINANCED 
EITHER THROUGH INCREASING THE DEFICIT OR REDUCING THE 
FUNDS AVAILABLE FOR DEVELOPMENT PROGRAMS. NEITHER ISA 
VERY ATTRACTIVE ALTERNATIVE FROM A DONOR'S PERSPECTIVE. 

THE BUDGET DEFICIT--THROU.,! RESTRAINTS ON EXPENDITURE
AND A BETTER REVENUE EFFORT. BUDGET DEFICITS SHOULD 
IDEALLY BE HELDTOBETWEEN&TO 19 PERCENT OFGOPAND 
FINANCED PRIMARILY FROM CONCESSIONARY SOURCES. ON THE 
MONETARY SIDE, BECAUSE INTEREST RATES REMAIN HIGH 
DESPITE THE DECLINE IN INFLATION, MOST PRIVATE SECTOR 
FIRMS ARE UNABLE TO FINANCE INVESTMENT THROUGH COMMERCIAL 
BANK BORROWING. THEREFORE WE BELIEVE THE GSL SHOULD 
ADOPT A MODERATELY EXPANSIONARY MONETARY POLICY WHICH 
WOULD PROVIDE SUFFICIENT CREDIT FOR NEEDED INVESTMENT 
BUT NOT REKINDLE INFLATIONARY PRESSURES. THIS OBJECTIVE 
CANNOT BE ACCOMPLISHED WITHOUT IMPROVED FISCAL DISCI-
PLINE.., HENCE, THE MISSION RECOMMENDS A RESTRICTIVE 
FISCAL POLICY. THESE POLICIES SHOULD BE LINKED TO A 
DEVALUATION OF THE RUPEE--OUR CALCULATIONS WOULD SUGGEST 
AROUND 25 PERCENT ISAPPROPRIATE--BOTH TO IMPROVE EXPORT 
COMPETITIVENESS AND TO REDUCE THE DEMAND FOR IMPORTS. 

C. A THIRO MAJOR TOPIC OF DISCUSSION SHOULD BE INCREAS-
ING THE PRODUCTIVE CAPACITY OF THE NON-GOVERNMENTAL 
SECTOR. -AN IMPROVUIENT INTHE MACRO-ECONOMIC ENVIRON-
MENT WOULD PROVIDE A GREAT DEAL OF IMPETUS TO PRODUCTIVE 
INVESTMEAT BY THE PRIVATE SECTOR AS WOULD THE 
ESTABLISHMENT OFAN INDUSTRIAL DEVELOPMENT POLICY. 
SUCH A POLICY SHOULD STATE CLEARLY THE GSL S INTENTIONS 

A.3. THE MISSION ESTIMATES THAT DUE TO TERRORISM, ONE-
FOURTH TO ONE-THIRD OF THE DOMESTIC MARKET MAY BE LOST 
IN THE NORTH AND EAST WIIERECURFEWS AND LACK OF TRANSPORT 
PRODUCTION INPUTS AND MARKETS, ETC., SEVERELY RESTRICT 
ECONOMIC ACTIVITY. FISHERIES PRODUCTION, FOR EXAMPLE, 
IS DOWN ABOUT 40 PERCENT WITH RESULTING HIGHER FISH 
PRICES INTHE MARKET PLACE. 

REGARDING THE STATE-OWNEO CORPORATIONS, WHAT PLANS ARE 
FOR DIVESTITURE OR CLOSURE AND WHAT ROLE THE STATE 
CORPORATIONS HAVE IN THE ECONOMY (WHAT ADVANTAGES OR 
LACK THEREOF THEY WOULD ENJOY IN COMPETITION WITH 
PRIVATE INVESTORS). THE MISSION WILL ENCOURAGE THE 
GSL TO DIVEST PUBLIC ENTERPRISES AS EXPEDITIOUSLY AS 
POSSIBLE. HOWEVER, IF--AS IS LIKELY--THE GSL DOES NOT 
CHOOSE TO DIVEST, ALTERNATIVE STEPS MUST BE TAKEN TO 

A.4. THE PROBLEM IN THE EAST HAVE ALSO BROUGHT THE 
UNREST MUCH CLOSER TO THE GEOGRAPHIC ZONES WITH 

PUT PUBLICLY-OWNED CORPORATIONS ON A BETTER FINANCIAL
FOOTING. THE POLICY SHOULD ALSO SET THE FRAMEWORK 
FOR FOREIGN INVESTMENT. IN THIS CONTEXT, THE U.S. 
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DELEGATION COULD POINT OUT THAT IFEXISTING INVESTORS
 
ARE EXPERIElCING PROBLEMS IN SRI LANKA, THIS WILL HAVE
 
AN ADVERSE EFFECT ON POTENTIAL NEW INVESTMENT. IN
 
ADDITIOI, THE PRIVATE SECTOR CONCERN OVER THE TAX SYSTEM
 
:dICHBEARS HEAVILY ON PRODUCTION AND TURNOVER AS
 

OPPOSED TO PROFITS, AND THE BURDENSOME BUREAIICRATIC
 
PROCEDURES AND DELAYS SHOULD BE REVIEWED FOL 
AREAS OF
 
IMPROVEMENT. THE MISSION WILL BE WORKING WITH PRIVATE
 
SECTOR ORGANIZATIONS TO ENHANCE THEIR CAPABILITY TO
 
RESEARCH AND PRESENT TO THE GOVERNMENT LOGICAL CASES FOR
 
POLICY AND PROCEDURAL CHANGE WHICH WOULD PROMOTE INVEST-

MENT, PARTICULARLY N THE EXPORT SECTOR.
 

D. ANOTHER AREA WE BELIEVE SIOULD BE COVERED ISTHE
 
POST-MAHAWELI NEEDS. THEMAJOR DAMSAND
OTHER
 
CONSTRUCTION WORKOFTHEACCELERATED MAHAWELI DEVELOPMENT
 
PROGRAM(AMP) ARENOWCOMPLETED ORNEARING COMPLETION,

BUTTHEFOLLOV-ON WORK
TO MAKETHESETTLEMENT AREAS
 
VIABLE, PRODUC.IVE PARTS OFTHE COUNTRY TOBE
REMAINS 
DONE. 
 MUCHWORKSTILL MUST BEUNDERTAKENTOPROVIDE 
FARMERS INTHE SETTLEMENTS Al OPPORTUNITY TO RISE ABOVE
 
SUBSISTENCE LEVELS. AN 
IMPORTANT ASPECT OF THIS WORK
 
WILL BE AGRICULTURAL DIVERSIFICATION, PARTICULARLY IN
 
THE SUBSIDIARY FIELD CROPS. ATTENTION ALSO SHOULD BE
 
GIVEN TO DEVELOPING RURAL ENTERPRISES--ESPECIALLY
 
AGRIBUSINESS--IN THE NEW SETTLEMENTS.
 

E. AT A TIME WHEN MACRO-ECONOMIC PROBLEMS DICTATE
 
REDUCED GOVERNMENT EXPENDITURES, THE CAREFULLY PLANNED
 
USE OF DOMESTIC AND DONOR RESOURCES WILL BE CRITICAL
 
TO THE CONTINUED DEVELOPMENT OF THE MAHAWELI 
AN1DOTHER 
RURALPARTS OFTHECOUNTRY. DONOR RESOURCES, HOWEVER,

CANNOT
HAVEADEQUATE IMPACT WITHOUT SUFFICIENT GSL 
BUDGETARY RESOURCES TO SUPPORT JHEM. 
THE GSL SHOULD
 
CAh..FULLY LIMIT PROJECTS UNDERT4KEN TOTHOSE CANTHAT 

BEADEQUATELY BUDGETED FOR WITH'THE 
 RESOURCES AVAILABLE. 
DESPITE THE NEED FOR REDUCED EXPENDITURES AND BETTER
 
MANAGEMENIT OF RESOURCES 
 THE GSL BUREAUCRATIC STRUCTURE
 
CONTINUES TO GROW. 
 THERE ARE NOW 45MINISTRIES AND
 
OVER 160 AGENCIES MOST OF WHICH HAVE OVERLAPPING
 
RESPONSIBILITIES AND POOR COORDINATION. 
 THE GSL MUST
 
BE CONVINCED TO RATIONALIZE ITS GOVERNMENTAL ORGANIZA-

TION, JOINING APPROPRIATE FUNCTIONS AND ELIMINATING
 
'UNNECESSARY ONES. 
 THE AID GROUP MEETING SHOULD PRESENT
 
A STRONG, JOINT INTEREST INTHE GSL DOING SO.
 
3. INADDITION, THE FOLLOWING AREAS ARE OF 
INTEREST
 
TO THE MISSION:
 

A. COORDINATION OF AGRICULTURAL RESEARCH BASED ON A
 
CLOSER SET OF ESTABLISHED PRIORITIES,
 
B. EFFECTIVE OPERATIONS AND MAINTENANCE SYSTEMS FOR THE
 
IRRIGATION SCHEMES THROUGHOUT THE COUNTRY, AND
 

C. INCREASES IN THE RATE OF 
INTEREST AND REPAYMENT OF
 
NATIONALLY-SUPPORTED HOUSING PROGRAM.
 

4. THESE POINTS OF DISCUSSION ARE PRESENTED INMORE
 
DETAIL 
IN THE POLICY DIALOCUE FRAMEWORK SUBMISSION
 
RECENTLY COMPLETED.
 

5. WE ARE MEETING INFORMALLY WITH A FEW OTHER DONOR
 
REPS ON FRIDAY, MAY 17, TO INQUIRE INFORMALLY WHAT
 
POINTS THEY MAY BE RAISING AT PARIS MEETING AND WILL
 
REPORT ASAP.
 

6. THEAMBASSADORHAS SEEN ANDAPPROVED THIS MESSAGE. 
REED
 

AI08272
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Mr. Eugene S. Staples
 
Deputy Assistant Administrator
 
Asia Bureau
 
Room 6212 NS
 
Washington, D.C. 20523
 

Dear Rocky:
 

Enclosed is the paper on Policy Dialogue Framework

for Sri Lanka that you requested during the CDSS
Review and Procram eek activities. 
We are also
responding to the request 
for a policy dialogue plan
(STATE 088820) by incorporating the plan aspects into
this paper. 
 The paper sets the macro-economic stage
and then presents the specific policy issues we plan to
work on over the next several years. I believe this
pacer will provide the appropriate framework for our
program that Allison Herrick and others were 
interested
 
in at the reviews.
 

We are also now preparinc a short cable which we will
clear throuah the Embassy on issues for the donor group
meeting in Paris. 
 It should reach you shortly.
 

Cordially,
 

Frank D. Correl
 
Director
 

cc: John Gunning, ASIA/PNS
 

Attachment: 
as stated.
 



POLiCY DIALOGUE FRiAME WORK FOR SRI LANKA 

1. Intoduction: 

The major development issues facing Lanka theSri over medium tern will bereducing the public sector share of the economy and increasing the productive capacityof the non-governmental sector. As elaborated below, this Mission believes these issueswill be best aadressed through tightly controlled restrictive fiscal policy and moderatemonetar, policy at the macro-economic level. While the AID Program in Sri Lanka is initself not sufficient incentive to bring about major restructuringAID Prograin of the economy, thecan be a positive influence for decsions which lead creating a moreproductie economy,especially to
when taken together with programs of the I1 F, the WorldBanK, Asian Development Bankand other donors. 

2. Miacro-Economic Policy Setting:
 

Given the 
 current economic situation (reviewed
iaakers are imitea to three 

in Annex) Sri Lankan policymacro-economic policy options.a All threerequire realistic exchange rate and fromresult different combinations of fiscal andmonetary policies. They are: (a) restrictive fiscal ana monetary pulicy combination; (b)expansionary fiscal and restrictive monetary policy combination; and (c) restrictivefiscal and expaisionarj moneLary policy combination. 

(a) Re=.trictive fiscal and monetar policy combination:
 

From an economic management point cL view, 
 the minst alogical option is restrictivefiscal ana monetary policy combination. If Sri Lankan policy makr decide to pursuethis option, a significant inprovement in GSL budgetary discipine could bepublic -spenuingwould be expectea aslargely linited to available resources. The bucicet deficit as asrar of GDP woula not likely exceed 8 % and would be financed fron foreizncorcn uounary loans. There would no 
crants andbe borrowincs for budget financina and thegovernment would gradually reduce its liabilities to the commercialthe Central tank which currently amount to over 

banking :-yjtem anu 
Rs.15.0 billion.
 

A restrictiv monetary policy calls for 
 very tiont credit controls tozucply growth. The commercial banking 
contain money

system would be required limitto its lenciaorli to productive areas as directed by the Central Bank. Bankseverely curtailea lendina would beto trade (bothi wholesale and retail, services, financing of importsand consumption. The commercial interest rate is likely to be lower becauselimited of thelending capacity of the commercial banking system. Under tnis option bothsavings ana investment would be relatively low. 

Th-is option offers the least attraction to the GSL as it leads to a deflationary situation,particularly in shortthe run, accompanied by reduced economic activities andeconomic rowth. Moreover, despite credit restrictions, the will 
lower 

difficulties in controlling 
GSL confront serious money supply because of the role ot financial intermediaries.if financial intermediaries are not brought

likely to 
under Central Bank control, the economy isexperience lower economic growth ,along with increased money supply andrelativaly high inflation during the medium-term. 

(b) Ex )ansionary Fiscal Palicy ana Restrictive Monetary Policy Combination: 
This option calls for a greater government role in the economy similar to the experience 



of the iinmediate past. In addition to focusing on continuing development projects, tinegovernment towould hawe undertake new development projects to maintain growthmomentum in economythe and to adiieve proected growth targets. Annual budgetswould reflect the growing nature of public expenditure programs, and even if therevenue base is improved, triere are likely to be budget deficits of substantial magnituderequiring the govenment to depend on extra-budoetary resources such as bank andcommercial borrowings. Also, concerted efforts (as in option (a) above) would have to bemade by the government to maintain a restrictive monetary policy, and reduce the rate
of growth in money supply. 

The fiscal and monetary policy combination that the government is currently pur3uing isquite similar to this option. Itoffers relatively high growth prospects in the short run.However, with growing budget deficits, (exceeding 20 % asmanagement will- be 
a ratio to GDP), economicextremely difticult. Moreover, maintaining a restrictive monetarypolicy will be even more difficult wirh an expansionary fiscal policy because of highpublic spending supported by bcrrowings. These developments will, in ,turn exert strongpressures on balancethe of payments. Continued reliance externalon borrowings, inac uition to the use of external reserves, would be inevitable. In the medium-term,economic growth would be slowed down and inflation would remain high. Within a shortpernou the government would have to considkr seriously the implementation of ootion (a). 

(c) Restrictive Fiscal and Expansionary Monetary Policy Combination 

lt_ most promising growth outlook, particularly in the mediu.m-term, is enbodied in acombination of restrictivea fiscal ana a mo'erately expansionary monetary policy.bUuer this option, the focus or public spending would be on (a) the completion ofongoing development projects, (b) improvement of physical, economic and socialinfrastructure, and (c) maintenance of physical and economic assets. Ti- level ofspenuing would be determined largely by the flow of financial resources available tc theoverninent from donestkic re-venue as aswell external concessionary sources. Thebuocet deficit, wtach would be expected to remain around 8 t to 1O % of GuP, wouldentirely rinanced from concesionar beexternal support. In addition, efforts would bemad.i to cuntain the rapid growth in recurrent expenditure by better management ofexi--ting assets resources pdblicand of the sector. The government would also acootvery tignt financial regulations with regard to public sector corporations and undertakedivestiture of non-profitable businesses as expeditiously as possible. 

'Ihis cption allows the monetary policy to be moderately expansionary. Theof pursuing an expansionary policy 
mnain purpose

would be to allow the private sector to get activelyinvolved in growth promodion through credit facilities from the banking system. Becauseof the restrictive fiscal policy, the from public sector on the bankinapressure the
systein is either mininized or totally eliminated, and this allows the bankicna si'stem toprovid necessary capital to the private sector for activities related toprocuction and export promotion. lcher domestic

Al:hougi' money supply is likely to 00 up, itcan bei ore easily controllea ana kept within desired targets. The annual increase of the rateol intaation would be ibely to remain around i0% to 12 %. 

Under this option, economic mowth in the short run would be expectect to be somewhatlower than the 5% to 5.5% presently projected the becauseby G51, or the re-ducedcovernment role in the eccnomy in terzns of public sending. The main focus cf publicq'nding would be on improving the existing economic resource andproductivity. Ths-e efforts together 
base inproving

with the accive role of the private sector shouldlead to a high growth path in the medium-term along with reduceci pressure on thebalanc oz payments, relitively low intlation and higher levels ot both savings and 

/
 



investment. 

As noted earlier, all three policy options require a realistic exchangerealistic exchange rate policy. Arate simply means the salection of an exchange rate which couldbring down the dericit in the current account of balancethe ot paymentsr'rmal capital flows to matchsuch as private foreign investments and foreign grants andcznce-sonary disbursements but excluding commercial borrowings either mediumterm. or shortNhen defined in this context, the selected excliange rate should result in higherexport earnings, reduced imports or both. A floating exdiange rate approach is perhapsthe ideal systein to establish a realistic rate as the inperfections in exchange rateseliminacea tnrough market meciinisms. However, a floating exchange 
are 

popular policy in mnost developing cuntries because 
rate is the least 

consequenc of its direct and unpredictableon domestic prices. The price adju;tments associat-.cd with a floatingexdange rate aresystem difficult to control since movements in exchange rates areairecdLi" reLiected in the prices on nnported consumer, intermediate ana investment 
goods.
 

Atvidina a floating system leaves the foreign exchange rate adjustment to beimplemented through a devaluation. The amoult of devaluation necxssaryj to bring theexdianoe rate to realistic levels difficult determineis toinvolea in tne determination. given the complex factors 
circumstanc- in Sn 

Most economists who support a devaluation under present 
25 t against the 

Lanka tena to believe that a rupee devaluation in the magnizude ofU.S. dollar should eliminate almcst all the distortions currentlyprevailing in the foreign exdicanqe market.
 

Ahat:ever the options that Sn 
 LanKa selects of the three mentioned, thereeconomic will be soineand social costs- The Misicn believes the third option to be theapprc,.riat in the present mostcontext despite its slower growth prcs-cts in the short'Itie fiscal and monetary policy combination proposed in option (c) would lead 
run. 

ecor-.o,ny ana inprovea to a stablemudi growta- perforinance during the meciium-termn. Inac2rnce ot adjust,nent policies either dieor the selection of inappropriat._ policies sudi(o), cur-cent problems as ootionare likely to be intedsifiec in the mediuam-term, and difficultmoreanu paiC Ld adjustment policies woula be requirea later to bring some stabilityoaCtnon/. It is tills restrictive fiscal ana to themoerately expanzionary monetary edicy whi iU6AID will advocate in our macro-economnic policy dialogue. In this efLcrt expect towebe woring with the /L4 F, iorld Bank and other bilateral donors. 

3. Policy Dialogue Plan: 

The tighter fiscal palicy of option (c) will. require thatbudget deicit substantially. While enhanced 
the G6L bring down the 

revenue generation would cntributereuucing the buuget deficit, the toMision would
damnpen private 

argue against revenue increases likely toinvestment initiatives. Thus, even with moaerate revenue increases,turthier reuuctons in the operational accounts will be necessary and capital programswill have to be elLinated or delayed. N-hout the expansionary fiscal policies that havebeen folioweu over the past eight years, it will be difficult to maintain, over therear-term, the 5% to 5.5% growth rates projected by the government.stabLizing tme economy However,should allow for improvements in private sector confidence= andexport com petitiveness accompanied by a return to respectablemeaiunn--rm. growth rates in the 

Tile set of macro-economic policies recommended by tne Mission (and other donors) foracieving stable growth over the rest of this decade will require that moreexisting resources. be done withThese policies set the framework within wlhidch the USAID strategy 

http:associat-.cd


. T 

will provide direct support to the development effort. The major policy isue that willoccupy the attention or the Miseion over the next three to five years are: 

- A rationalization of the GSL bureaucratic structure.- Selective reversion of state-run enterprises to the private sector.- Establishment of an industrial development policy which provides clear guidelinesfor private sector involvement. 
- Esablishment of an agricultural diversification strategy (within overallAgriculture, theFood and Nutrition Strategy) whicn reduces biasthe for rice among
GSL support services. 

- Coordination of agricultural research based on a clear set of established
priorities.- Reform of agricultui-J pricing and subsidies policies to allow for a more open andmarket regulated commerce in agricultural inputs and outputs.- Reform of the land tenure system to efficiently legalize land holdings and toprovide for holdings of adequate size to be commercially- Development of the viable.private sector througn adoption of measures to facilitateprivate investment and assure competitiveness.- Commitment to cperations and maintenance programsthroughout for irrigation schemesthe country including the participation and support of water users andthe callection of user fees. - Increases in the rates of interest and repayment for nAtionally-supported housing
programs.
- Integration of planning into decision ma-dna for the program areas in which USAID
is o erating.
- Commitment by the Ministry o: Health to the need for preventive health programsrather than curative facilities. 
- Lricrovement in the conditions for private sector credit, especially in the rural 
areas. 
- Incy2ntives for management improvement.
 

One of the Mi sion's 
 principal policy objactives is a rationalizationbureaucratic structure. of the GbL's 
and 

There are presently 45 Ministries, over 160 autonomous agenciesuntold numbers of committees, councils and other such bodies.sroonitiLties of these organizations The functions andoverlap severelytakes place. yet little, if any, coordination 
reduce 

The Mission, therefore, will be recommending that an appropriate waythe budget deficit through reduced to
expenditures will thebureaucracies duplicating be elimination offunctions and responsibilities beat carried out in anothergovernnent organization. The World Bank is nowimproving management and efficiency 

developing a projct to be directed at
within the government. We will
theirs at the policy level add our voice to 
reforms will 

to help bring about needed changes. In addition, bureaucraticbe pursued thewithin organizations directly affected byactivity. For example, the our projecteffort to develop acapability the 
planning and financial managementwithin Mahaweli Authority of Sri LanKa (MASL)
argue for organizational changes both within and 

will allow the Mission to
 
outside the whereMASL overlappingor unnecesary functions can be eliminated. 

The need to return publicly run 
ownership 

enterprises, both agricultural and industrial, to privatehas long been recognized as a policy issue. The AID program in Sri:t been sufficiently large for Lanka has'LD to take on this issue directly.today. That remains the case 
Tne 

Donors have raised the question of de-nationalization on government-held estates.GoL remains unwilling to do tiat in any significant andway, the privateseems unwiimg to re-enter the field in view sector
of massive investments neededsutr.quent renationalization. anu fear ofIn any case, with the World Bank and the ADB providing 



suhstantial assistance to rehabilitate the estate sector, there seems little opportunity to 
pursue this issue furtner. 

The- Mission will. continue to support divestiture of the publicly owned corporations suchas those in steel, cement, paper products, buildingtelecommunications materials, hardware, andto name but a few. In some cases, such as telecommunications,dialogue within the theGSL has begun. We 
corporations if there is 

would also argue for the closure of loss makingno private sector interest in aexpect the takeover. Realistically we cannotAID program to provide suficient leverage toprivate hands, but can the 
put these industries intowe use program to support case.the ThroughBusines Development Center (SLBDC), as one means, the 

the SrL Lanka 
with a series of well supported arguments 

go rment can be presented
to show that decisions to divest shouldmade sooner rather than later. beThis

deficit and the strain placed 
case can be based on the need to reduce the budgeton the budget by the continuing losse,state-run oorporations incurred by theand, equally important, the

with ownership in private hands. 
prospects for profitable operations

will useThe USAID appropriate opportunities to bringthis argument before high-level government officials, but ourdeal most effective meanswith tothis policy issue will be Jn strengthening institutions, such therepresenting the private as SLBDC,sector in the policy dialogue with the government. 
Siic2 state-owned enterprises still generate over halt of industrial output and dominateseveral industrial sectors, there is lingeringa and often very real antagonismpowrful vestea interests in te goveniment, on one hand, 

between 
interests on the and the private sectorother, regarding the whichrole eachrhis antaconism creates enough doubts about 

should play in a given industry.
government intentions ability(or itsreist vestea interests) for prudent private to

investors to be cautiousinvestments which when contemplatingmay become vulnerable to government decisions to protect orotherwise favor competing state enterprises. 

The fundamental issue can be reduceu to the G.D L's intentions"privauzation" of state-owneo (and actions) oncorporations. Several studies by UStilD (i9b A.D. LitLea-ivate sector assmemt), UNLP, and the vcrld BanK havebe gained thrcuan addresses the advantages tovarious privatization
b/ the 

moves, ranging from outright divastiture (favoredMi-ion) to retention of state corporations but on a truly equaltcoing with mo.intiLvethe private sector. To date there has beenon recommendations mudi verbal commitment to act 
Public 

made in these studies, and a special GSL-aopcanted CommitteeEnterprises (COPM) has onbeen esablished to guide the government's decisions.However, no state corporation 
concrete actions which 

has yet been disposed of by the government. The mosthave been taken are several management contracts (most notablyfor tWe state textile mills) under which 
to foreign private managers have been brought inturn arouna ailing state enterprises, or instances in wichs-ate-monopolized a previouslysector (e.g., bus transport) has been opened up to private sector
co)moetirion. 

In this environment it is essential that the government decideimplement, through upon and convincinglyvisible actions, an overall privatization plan for continued operationof state-owned enterprise- advantages (ideally none) whichand the 
competing with the pri they are to have inate sector. At a minimum, the privatebecomeh oonvincea sector community mustthat vested interests committed to protecting the state's rolecontainea, that new state entarprises are unlikely to start up, that a 

can be 
anct future wave ofnationalization will not occur. 

Since mia-i984, the government has fcrrnally recognized the need for a nationalindustrial development policy and has brought into beLng a high-level joint 



government-private sector Industrial Policy Comnmttee toand implementation of 
worK toward the etablishmentsuch a policy. The Committee as a whole, and inprivate sector leadership particular theon this Committee, can and should bereaching supported by USAID inis oujectives. Ultimately, what is needed is three-fold: (1) a well-articulatedoverall industrial development policy providing a frameworkinve-tmnent to guide and encouragedecisions; (2) sector-by-sector, and subsector-by-suLe ctor,development strategies industrialwhich spell out in vry specific terms the futurethe private and state roles for bothsectors, including any specificana (3) innpementation of the program 

guidance for foreign investment; 
action where such action is called 

with primary attention to concrete privatization
for. Such a policy statement will be a primaryobjective ot our private sector program. 

In agriculture sectoral policy, there is currently a clear public bias towards rice, interms ot interest, resource allocation 
fiela 

and infrastructure development relative to othercrops, This bias is understandable given the importance ot rice. toand producers. Rice_ sel-sufficiency both consumers 
goal ana is 

has been the GSL's number one agricultural sectornow within reach. Further extension of the rice productionpoint, however, marain at thiswould not be an optimal allocation of resources. While continuedinvestment in rice research, production and marketing is clearly needed,necessary for the GSL it also isto adopt ana suooort a cLear strategy of rational agricultural
diversification. 

Apart trom the lack of an overall strategy, there are no significant policies adverselyaftecting agricultural diversification. The quantity and timing ofbut are a policy issue. This problem can be handled trouch 
imports 

better 
have been aproblem not 

intelligence, marketforward planning and more timely action, all of which should result fromcinprehensive agricultural diver=ification plan. There are no effectiv 
a 

rative to the subsidiary field product subsidies 
inpact the two 

croos (Si C); prices are determined by the market and theoc major input subsidies (rertilizer
since and irrigation water) is nealigible,most SFC are produced without chemical fertilizers under rain fed conaitions.is another subsidized input discussed below. Divarsification is dependent onLicreaiec investinent (public and private) in resear-, and market development andcon miuzrneric on me part of the aG6L to support rational alternatives rather than continueto push rice prodution beyona the boundaries of economic rationality (at the liKelyoL renewea producer anu/or costconsumer subsidies ana price controls). In conjunctionour errorts in divers-iied agriculrural withrasearch (383-uu58) and agricultural polio,planning (3b3-J083), the Mission will attempt 

and 
to get a rational agriculturaldiversification strategy/policy statement.
 

Production ana marKeting of inproved 
field crop seed isthe now entirely in the hands ofDepartment of Agriculture. Costs farmers are subsidized.cannot to As long as quality seedbe sold at a price rerlective of its true costs of production, sigaficant privatesector investment in the seed industry is unlikely. A change inrational seed pricing GSL policy toward moreappears warranted, from theresource perspective_ of bothallocation ana promotion of 
more realisticprivate investment.

is accurd The Department ot Agriculturein with this view; tie problem lies in the politicalNetherlands are currently involved the 
realm. UbAD and the 

through 
in seed production/marketing areathe Diversified Agriculture (USAID,
Research Project) arepromote a more 

anu working together torealistic seed pricing and production policy on the part of the GSL. 
A large number of institutions are engaged in agricultural researchConsequently, it is highly fragmented, in Sri Lanka.and the minute sub-aivision of researchproblems of poor planning and has led toresource management at the national la -"cultural Reources forresearch are not allccated on the basis of clearly defined research 
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priorities, as there is no mechanism to so.do Another serious concerninter-institutional is the lack ofcoordination of research; though farming systeminvolts more one research (whichthan agency) is widely discusse, therepractic-d anywhere in the country. is no evidence of it beingMaximizig farmlana and water resouroes income through the optimal use ofclearly requires improve(! coordination of agricultural research
activities. 

The Misain has initiated a project on Diversified Agricultural Researchwhicn will provide (383-0058)for improvement in the technicalcarried out aspects of agriculture researchwithin the Department of Agricultureproject (DO A). An integral partis the dialogue leading to of thatinproved coorcunationpriorities tor the institutions within the DOA. 
and the setting of research

Through that project and the PL480VII program, Titlewe alo will be encouraginginstitutions outide the DOA. 
better coordination among the DO A andThe NAFt,,S recommended the establishmentfor Agricultural Research or a CouncilPlcy to aovise the GLpromotion on research priorities and theof inter-i tutional research projects. Ihedevelopment d Mision will support theo this council if it is to be given real authority and actively carries outthe intended role. 

With market forces determining the prictes of agricultural outputsamccultural pricing policy of the and inputs, theGSL continues open economic to remain largely inconsistent with itspolicies. The government's rolelimited in agricultural pricing isto setting floor prices essentallyin ice and 14 sui.ddary arois.prices for sugar and wheat it aLso determines the"No-profit, No-loss"are determined 
on a basis. All other aqncultural pricesby market forces. Tlhedomestic rice mnarket, through buffer 

vernment occasionally interenes in thestoc Operations,acxicultur inputs, to stabilize prices. Amongthe fertilizer price is to some extent influencedsulsidy, out its role by the overnmnent'sis gradually uiminishing a. tne fertilizer subsidyRs i.0 billion in current pric,_s since 
has been fixed at1981. The governinent playsrc- m role in setting,s cf other farm inputs ana wages, andbanks is abz declining its rcle in rural credit throughdue to a high inciaence state ownedof default. An inceasing share ofcredit is being providea to the farmers by private Lenaers but at 

rural 
mriuam hiaher interest 

rates. 

fhe iacro-ecorioirdc environmentmansidera which has prevailed sincedistcrtions in agricultural pricing. about 1980 has produceij
maniold increas hile rapid inflation resultedin production in acosts, the overvalued exchangeprices of agricultural gods to remain low 

rate caused the domestic 
under-valued food imports such 

or to stagnate because of substitution fromas wheat. Theprices ot farm 
growing disparity in production costs andproduce is being reflected in the deteriorationprocuction. Ihis situation warants o" profit margins in farmsrious conideration as it couldcon1straint to the ecome a majorpromotion of food production. Inadequateinformation and inperfect marketingis another issue hindering agricultural productiondiversification. This shortcoming and particularly cropoften leads overto production in some crops andalortages in others. 

As the agricultural pricing policy
inprovement in 

functions within a macro-economic environment, annacro-economnic management, throughmonetary and exchange rate 
an appropriate mi< of fiscal,policies, should be the major focus at the present time.macro policy mix should place Thepriority on relatively low intation and elimination ofexchange rate distortions, and macro-economnic option (c) recon mended by thein coaforfrty with these objectives. These dianges are 

mission is 
up by about 20 %. To help 

likely to push agricultural pricesprotect
inplementation of the proposed 

the low income househola from risina prices, earlyrevisions to foodthe stamp sclemne is important. A 



gradual removal of the fertijizer subsidy is another important step that shouldbe taken by the government anc should be implelmentea within an appropriatemacro policy setting, as in option (c), to reduce the adversities of subsiayremoval on production costs and prices. These issues are being discussed withthe GSL in the context of the PL 480 Title I/li progran and the ongoing workof the National Agriclture Food and N.utrition Strategy (NAFtYS). They willalso be a focus of the proposed Agriculture Policy and(383-00b3) which will Planning Projectfollow the NALbNS effort. Agricultural pricing andsubsidies are also affected by other priority agricultural development needs onwhidi the U&ID will be working, and the Mission strongly feels that the GSLsnould place its investment priority in agriculture on (a) agriculturalresearch, incluning crop diversirication, (b) improvements in marketing andextension net works, and (c) better ater management. 

Land tenure is particularly imrportant to increasina the small farmer'sproauctivity - especially in field and minor export crops - as he will be lesswilling to undertake innovations and, in most cases, incure the debt necessaryto be innovativ without secure title to h.is land. GSL policy supports the"reqularization" of tenure on public lands,behina. Improvements but bureaucratic practice lagsin te process of lana titling must farbe made together witha policy decision to 
 grant clear title. The lana tenure issuepriinari concern of the wiLl be aentire agriculture and rural development proorain anwill also be addressed by the PL 480 Title I/ill program. 

Farm size and structure are a critical issue, particularly with the large-scalesetti- nts currently being implemented in the Mahaeli area. In thesettlements eachi farmer is being allote 2 1/2 acres ot lowland and a half acrecf K:ilanu (homestead), regardless of his location in the soil catena. This
zoli. c ignores soil type and hydrology ano the productive - abilityiand. Sake farmers may benefit substantially 
of the 

wiiile others cai. o little betterthan subsistence farming. 0:nsequently, the settlement policy neeascar Lully assessed in terms of its likely impact 
to be 

on the quality of income. rj.equestion of scale ot settleirent is pivotal to 
 creating
omnercial-vs-susistence agriculture. In the System B area of the Mahabeli,whicn is still in the pre-settleinent stage, AID is in a position to addressairectly. Priority will it:be given to assessing the income potential o:different soil types and sand classes and to identifying viable optionsalternatives andfor settlement. Through ongoing M-haweli development prograns theUSAIL will carry on the dialogue to demonstrate torange the GCL that given the wideof soil types ana agroclimatic conditions over different areas of thecouitry, the policy of inplementing a standaraized unit of settlement acrossthe boarc; is not the best policy. The new Naiiaweli AgricultureDeelopmrent Project and Rural(3b3-0086) will incorporate the findings of the land size 
stuuies.
 

Th2 government appears to be orimttea to more direct privateparticipation in national-level planning, 
sector 

but how this cotrmitment can evolveinstitutionally 
will depend mainly on

initiatives. At present the private 

the private sector's own oroanizational 
sector is 
too fragmented inorganization to be as strong a voice as it 

its 
could be in influencinq overnmentpolicy. 'There are five or six principal chambers and also a Federationcham ofs of CTnmerce and Inuustry. While each hashalone been able 

articulate spokesiren whoto project its membership's particular views to the governm-ent
on issues of the manent, there is no single organization that has constantly,conprehensively and successfully represented the private sector's position onthe overriding policy issues affecting national development.
 



vWhat is needed ultimately was expressed in the !983 A.D. Little study asprivate sector "National Econanic Development Aavisory aouncil" 
a 

(L /EAC), whichwoula be recognized by the President, represent a true cross-section of privatebusiness organizr.tions and interests across the country, and be supported by amiiLpetent full-tiine secretariat. 
 The secretariat would conduct studies,prepare reports, arrange for dialogue on key issues, proviae inputs to nationaleconomic development strategies, and help impiement the NLDAC's agenda. One
opportunity to move toward the establishment or a group like the proposedIhl)AC, and which is ww receiving tSAID support, is the newly-incorporatedLanka Business Development Onter (SLBDC). The 
Sri 

SLBDC has a Business anaEcononic Policy Division which is geared to undertake policy studies for theprivate2 sector under 
 the guidance of an advisory 
 group consisting of
representatives of the principal private sector chambers and other businessleacers. This advisory group, (whose work is only just beginning) could, ifwell nanagea, evolve into a more formally constituted organization, i.e.,"irLDAC", anwith the SLEOC providing the secretariat until such tie as theorganization spun oft completely and had a secretariat of its own.
 

This opportunity will be 
 pursuea during the next several years, 
 while at
same tiine other approaches theto coordinating or organizing the private sector forbetter articulation on policy issues will be investigated. 

A muc larger concern regariing the role of the private sector and itsprouuciv particiration in the econony arises from econaic factors.Frequently voieeo issues by the private sector include: (a) high market
interest races, (b) buraenson administrative procedures and delays 
 inobtaining relativeLy low cost redium-term. funds made available by the orldoank tnrotLuq te dai-estic banking system, (c) high rate of inflatioJ, (d)
.xiriir imoort copetition due to either over-'ale<d exchange rate or lowerumort tarift, anu (e) high rate of donestic taxation, particulariy, the£tsi.Pess I'urnover Tax (J1T), which, must be paid even under the circumstance3prouLIction losses. Despite eftorts to promote the private sector to 

of 
assume agreater role in the economy, the sucaess is bouna to be severely limited if duecorsiderat±on isi not given

the 
to these issues. Moreover, business confidence oneconomy and governmrent policies is likely to deteriorate if measures are
not taken to deal with these issues and constraints. In our opinion, thesolution, to a greater extent, lies with an aporopriate macro policy mix.
 

i'h'eCL policy of providing free or nearly free water 
to the farmer for
agricultural proauction 
 is the largest subsidy in the agricultural sector.
Over 46t or 
the GbL public investTkent budget goes to the agricultural sector.Over 6; or 
tiie agricultural budget goes to support irrigated agriculture, most
of wnicn is for construction, operation and maintenance of irrigation systems.bince so much of the agricultural budoet goes toward providing free or nearly
tree water to the farnier, development of a system of cost recovery to pay forirricated agriculture on a sustaining basis 
 is an urgent priority which the
Governiment acknowledges. The Mission's 
efforts in this regard have beensuostantlal ana some progress is being made. 

'No policy issues which represent major constraints; (1) the inability of thepresent irrigation system to provide 
the correct anount of water to the rightplace wnen needed at minimun cost; and (2) no system for providing the required
tunds to properly manaqe, operate and maintain the irrigation systems. In the
first, the need is to establish clearly a system of operations and maintenancethat will keep the irrigation systens operating at efficient and effectivelevels. Technical assistance is now being proviaed to the GSL in the first 

it, 



stages of developing such a policy. A caffiit-nent to follow through on thepolicy will be critical to continuing U.S. assistance in this area.
 
Another policy 
 concern is the participation ofsmall farmers, the water users, principallyin managing the systems.
project (383-0057), 

Under the ongoing vater Manageam-ntwater user associations have been formed andsuccessful found to beway to involve the afarmer in decisionscontinuation of on water use.. Thethis prograin has run into problems which may reflectfull cmnitment a lack ofby tie Ci L. Ihe collection of watercosts of operating user fees to recover theand maintaining 
user 

the irrigation systems is linked withassociations. theThe GSL has initiated fees for irrigation water;there are still bureaucratic mechanisrms while 
to be worked out,decision that major policlhas been made. However, the water user associationseducating farmers on are i noortant inwny the fee is needed and allowingis spent. The Mission 

them a moice in how itrenains convinced
inoortant that water user associationsif the irrigation systems are are to operate efficiently.(5L arinitsrent to institutionalize Therefore, athe programn fully will be a condition toLuture projects in water management.
 

Ahile subsidies are a feature of many 
 of Sri Lanka's public sectorthe Mission progrcams,has paid particular attention to the problems of the shelter sectorand has worKeu with the GSL to identify and gradually minimizesubsidies. Shelter sector existingsubsidies tenaprices to be located either in(wnich 6o buildingnot reflect actual cost), interestrange from rates levies (wni mayzero upwards) or lac 01 ommitment to collect aounts due or totaKe punitive action for ncn-pertormance.
 

when AiD enteread the shelter sector 
 in 1960, it beganwitn tle GL a series or negotiationsto identify major issues. AsAiD's proauction a result of these discussions andor a Shelter Sector kssessinent, four topics were dcosenfurther study: forfinance , suisidies, housinghousing needs, and managecent. Of these,subsidy was found to be the key element, and a principal objectivethe subsequent or$iuu million Sri Lanka Housino Guarantee progrance proaress on reducing was deemed tothe extent of subsidy. AID embarked onassistanoez and a tec-inicaltrainino effort withi the G L to reiredy scneproblems: of the outstandingbuilding stanaards and types were radically changed soactual costs that thewere arroraable. Prograns were developea to introducesector the privateas the "turi)key" builder. Througn a process
and incremental of strenuous negotiation
implementation, interest rates were levied onunits and raised from 3t public housingto 6% to 9% and at present to 10% on certainloans. Finally, an innovative types ofand vigorous collections effort was mounted
 
using techniques ana technologies transferred from
much the United States. Althoud,worK remains to be done,rates selected districtsor over 8U% collections for in Sri Lanka are achievinghousing programs in which LbAID- a significant performance was involvedfor this type of progran.continue to see The Mission willa raise in interest rates towardin the real market rates, currently16 to 22t range, and acceptable
national (over 90%) collection ratesprograns. Interest and for allcollection rates in these magnitudesallow tie private sector to re-enter the housing market. 

will 

Recently, with AiD support, the GSL has prepared a Nationaland Nutrition Agriculture FoodStrategy (LNAFNS), but despite thethroughout the NA iNS effort, planningGSL is still perceived as project preparation, often in responsetO donor initiatives. Priority is given to developing new ideasratlier into projectsthan careful management ot limited resources. Planningby senior officials in deciding is little usedpolicy and operational objectives. The reason 



may be the "chicken and egg" predicament. Is planning weak because it has norole in decision-making or does planning have no role because or weak technical 
skills? 

The Mission plans to build upon the NAH4S to foster institutionalizationplanning and policy formulation capacity within 
of the 

the relevant agriculture andrural development organizations. We will work to convince policy makersneed for good planning, and the of the 
will 

use of planning in the decision-making processbe a specific objective of our work in agriculture policy aid planning,ana in the further programs in the Mahaweli region.
 
Iiproverrent in 
 the availability of credit, particularlywill in the rural areas,be a crucial factor for the development eftorts tothe rest of be undertaken throughthis decade. Credit will be needed to make effective useavailable land, water of the ana labor resources in agriculture, as wellincrease investnent as toin rural enterprises. Currently almost allschemes are developed at the national level 

rural credit
with no design input from thelevel. Hence, prograuiis are localoften ill-suited for areas they are intended to 

serve. 

Tne USAID, through prograins in agricultural planning and ruralwill enterprises,encourage the development of credit plans specifically gearedregion/aistrict targetted. to theThese plans should identify and assess the creditneeds or tne area anc propose suitable arrangementsFurther study to finance those needs.will be supported and appropriate policies will be proposedtnrough those studies. 

J'ne iinprcveint in the macro-economic climate is also an influencingthe availability of rural factcr oncredit. Reaucing the GL budgetborrowincs deficit and itsin the da-restic credit market coupled with mildly expanding moneysupoly shouid ailow for greater availability
locether with private 

of credit at reasonable cost.investors, the contidence of bankers and otherinter.ediaries financialshould incredse with economic stabilization, thus loosening
credit bounds. 

In the health area the Mis.3ion policy will be to encourage the Ministryintroduce tothe internal, administrative retorms that will permit a iroreeftective use of manpower and financial resources,
to put to encourage the governmenthealth programs on a self-financing basis, andgovernment's to support thepolicy of irnroving the preventive health care systen. Whileconor assistance can be helprul in identifying problemscianges, only the 

anu recmirenaing policyMinistry can carry out the basic reforms which arefre Mission, therefore, will needed.
continue to 

available to 
make limited technical assistancehelp the Ministry adaress critical problems; however,anticipated with thebuaget stringency in world wide U.S. development prograns andslim prospects theof early payoff in the field of administrative improvementsthe HeaLth Ministry, this inis not likely to be an area of major effort for theMission in the future. 

A universally recognized constraint to development
manageirent, and in Sri Lanka is poorthe resolution lies in provision of performance incentivesLEtter management. forThe NAi-iS identified four factors responsible forpublic poorsector management: 1) past policies of public sector empLoymrentpractices, 2) low salaries in the public sector, 

and 
3) limited trainingopportunities, 4) few incentives to improve the caliber of management.AID program can do litle Theabout the "spoils" system of the past, and we are 



unlikly to have any influence in raising salaries, particularly in light of theneed to hold down public expenditures. The World Bank project ona(iinistratie reform is expected to deal with these issues, and the Missionwould support improwements in these areas. We can, however, hae some directinpact in tie area of training. We are insisting now that training be clearly
related to improving managaient or technical capabilities in specific fieldsrelatie to our progran and that training under our sponsorship be part of anestablished plan and set of priorities of the GSL. On the fourth point, theMission wilI be attempting to build in non-mTonetary manageient incentives toproject activity to stimulate an interest in improving managae±-ant practices.Sudi incetiws could include increased authority/status, trainingcportunities, access to te&cnology anu others to be deve loped under theDexx-lopirerit Training anu Support project (383-0085). 

I>
 



AMNEXMACRO-EmNy REVIl, 

'I-e 	 Sri Lankan econaiy has shown respectable progressimplexrentation 	 since theof econanic and trade liberalization progress is 	 policies in 1977.evidenced 	 Thisin the growth in Gross Danestic Production (CG)P).GDP growth averaged 	 Real6,8% per annum between 1978 and 1980 andana 1983. In 	 5.3% between 19811984, real G)P growth has been tentatielyannual G)P 	 estimated at 5%.groAth rate 	 Anof between 5% to 5.5% ingovrnment's growth target for 	
real terms -renains thethe future, particularly during the mediun-term. 

Maintaining growth around this projected magnituaeto Sri Lanka to 	 -*s crucially importantaddress its de-velopament needs.important 	 A growing econcony isto carry out liberalized 	 alsoeconoxnic and tradeto introduce cuantitative 	 policies without havingrestrictions 
in the period 	

and trade and ex-ange rate controls asbefore 1977, howe*r, the ability of the governmentthe projectea growth 	 to maintainon a 	 sustainable basis appearspresent context to be less prcxnisirig in-theof Sri Lanka's economic conditions.cegu- tc 	 The econamy hasshow considerable 	 alreadystrains of excessive demandby 	 pressures, accxripaniedovr ambitious developrent prograns, and a less conduciveenvironment 	 externalwhi-& errged after the 1979 oil price hi/e.
 

in i9t4, hi, 
 .er tea prices produoedi exaeptional circunLstanceshal-er 	 whid, leadgtn pe'iormance 	 totian wouldn5c1 ions. Higher tea prices helped 
have been possible under normal 

az-ro rec- ipts the two 
both the balance of payments andt1e 	 last few major proolemYears. hcoever, confronting theas price ixlf-mnts Sriin Larkan economyinternational 

-2;? 1trarkets hava 	 repeatedly SnOWn a hia d-aree of volatility, higher tealikely tc be,mcre-or-less, a tanporary feature.J .Jr ta2 zyin interrnational coitrryity 	 Given thismarrets ... iz situation, t-rhe coraf 	
and the ou-rent ditficultrnnt will have t: be seriously oncE-rn.dec zcc &u de"-_ oprent policies to bring 	

with its
them 	 in line- . of tr 	 witn the potentialecona-ny. Ess-.etally, sacr, 	r~aliairent callsMa, .7c.;etarv 	 for cnrrectivearn exc-anoe rate oicies to promoteIf s(. t.-_res are 	 econonic stabilization.not taken or deiaveu too long,e -rinc3 	 tne Sri Lankan economy willfrt;,er oeterioration in its econoinic situation wnia will inresuiz ir. a less 	 turnfavrable arow-th outlook durinc t.ie mdiu'n-term.
 

r.-E dizscsion t~iat 
 follows (Section 2) brieflyuoua ,> 	 reviews tie manirue of thearv and baiance of pa-,ments problems withperioc aiter 1980. In trie 	
specific reference to thethird section, their LnMiicatlons on thewifl1 dis-Sss.d as reflecec in 	 economy 

inilation 	 (a) savinas and investTmen- imbalance, (b)ana (c) puolic debt. 

4. 	 Erie- Review of £onartic Issues:
 

Sri Lanka's current 
 econcnic problems arecontinuinc 	 very closely linkeddel icits 	 to itsin botri tne budoet and the current accountof paments. TrYese prooleins areroec in 	
ot the balance 

tne earlygcD-V7ra_-nc's continued reiience on 	
19bU's partly due to theexpansionaryanbiticus 	 financing fordevelopi-ent programs 	 its overand partly due to a 	 mabinationcuused 	 of events whichthe international economic environii-2rnt tc be less 	 favorable.incluis substantial 	 Tte latterfluctuations in world calirodity prices, sharp increases inthe 	 cost of energy products and capitai rcods, reduced growthman-or industrial 	 performance incountries and 	 hidn market interest
a _vz.ating eflect 	 rates. 'lbhe mostof the aeio'rse external factors on Sri Lanka's eConcny has 

-L Ofan 9ha 



been observed in its sharply detzriorating terms ot trade.
 

in spite of the m3Terqing 
 difticult econcinic situationgovernxrent remained firmly 
in Sri Lanka, the a anitted to pranoting growth in the econony, anldthe developments that followed clearly retlected the ainsequencesgovernirent's priorities oL tle 

subsidies which wre 
on econonic growth. Moveover, most of the consuuerrprevailing in the Sri Larnan econoiny for ffany yearsbeen rerrovea by the early had198U's in order to divert donestic resources awaytran consualption and into developirent. This dive-rsion led to the expectationof taster econotnic growth and inudi inproved socio-ecanic living standards to

the Sri Lankan population. 

a) Public Spending and BuIget Deticits 

Table I sunirarizes the goermLn-nt's
period. 

budgetary operations over the 1978-85A number of points are clearly apparent in the figures presented inthis table: (a) public spending has been growing at an unprecedented rate;budgetary receipts persistently lag (b)
behind budgetary expenditures;deficits have reurained urnanagably larqe; 

(c) budget
and (d) financing of budget deficitsrequired borrowings fran both danestic and external sources.
 

In aggregate terms, total 
 public spending (current and capital) of bothactual and planned over the 1978-85 period anounted to Rs.29e.5 billioncurrent prices, while revenue during the sa_1 period 
in 

totalled Rs.17U.6 billion,accounting for only about 55% in terms ot total expenditure. This differenceresulted in an accunulated budget deficit of Rs.109 billion equal to 451 of theexpenditure total. In both 1980 and 1982, budqet deficits renained higher than 
co verniiknt revenue. 

In financing the mssive buuget &iticits, external assistance, includinaboth concessionary and non-conessionary sourcr ;, remained a principal supportaccounting for 
 65% ot the total del-icits and indicating the extent to whidi
daitestic expenditure outlays are dependent upon foreign financing. Borrowingsfran non-banking sources, i,e., trust funds, provident funds, andinstitutions, savingshave assLuired second unbortance while the borrowing fron thedomestic banking systen supported Rs.17.0 billion (16% of the budget- deficit in 
aggregate terms).
 

There havea 
 been soni. ettorts by the goventint to improve budgetarytiscal discipline and to strengthen economic 
and 

and financial viability. Spendingcuts v-re imposed in te 1981 and 19b3 approved budgets (10%respectively). In 1981, and 20t a cabinet decision was taken not to introduce newprojects either by the governmrint or by the public sector corporations.anphasis 'iTewas plac-d on the successtul ct ipletion of on-going projects. Tb.Ministry of Finance and Planning also issued directions to all- publiccorporations sectorto improve their financial viability without dependingTreasury for budgetary support. 
on the

Ln addition, almost all consecutive budgetssince 198U have resulteu in higher taxes frcan indirect sources.
 

Despite these etforts, the budgetary discipline hnproved only 
 nmrqinallyrellecting the continuing preseno_2 of inas;ive financial inbalances. 1iIe reasonLor the poor performance stems fron the governirent's failure to strictlyenforce the proposed ireasures. Although the "no new development projects"decision was understood 
 to be a ganeral rule applicable to all new 
proiecLs,
the c-binet from tim, to tihii approved new developint projects, thus do:!viatingfran the rule laid down by the governmrent itselt. In addition, the Ministry ot 
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SUMMARY OF 

Table I 

B11IDGETAPY OPEPATONJS (1978-1985) 

1978 1979 1980 1981 1982 1983 b/ 1984 c/ 1985 d/ TOTAL 

1. Revenue, Expenditure and Financing (Rs.Mn.)
Reenue 
Current Expenditure a/
Capital Expenditure 
Budget Deficit 

Financed by 
a) Forecan Grants and Loans 
b) Domestic Non-Market Borrowings 

c) Domestic Market Borrowina 
From BNon-wank Sourcesd) B1rrowings From The Bankina Systeme) Other (Cash Balance) "58 

11,688 
12,239 
6,614 
7,165 

4,454 
453 

2,085
115 

12,730 
12,531 
8,991 
a,791 

4,237 
1,096 

2,806
680 

- 28 

14,068 
16,489 
13,854 
16,274 

6,735 
- 216 

2,700
7,126
- 72 

16,228 
17,721 
13,373 
14,866 

8,208 
400 

2,379
3,917 
- 38 

17,809 
19,231 
18,669 
20,091 

8,794 
1,713 

5,984
3,915
-315 

25,210 
25,083 
23,131 
21,606 

10,950 
2,385 

7,797
1,168
-694 

34,588 
28,217 
23,160 
16,789 

13,068 
-

3,721
-
-

38,041 
29,764 
29,734 
21,457 

14,071 

7,386 
-
-

1979-198, 

170,362 
161,275 

137,526 
108,957 

70,517 
5,831 

34,85816,930-459 

2. Memorandum Items (As GDP Shares) AVERAGE 

Revenue 

Pecurrent Expenditure 
Cap1tal ExpenditureBudget Deficit 

28.9 

30.2 
6.317.7 

25.6 

25.2 
18.117.7 

22.6 

26.5 
22.326.1 

20.5 

22.3 
16.918.7 

19.4 

21.0 
20.421.9 

22.6 

22.5 
20.819.4 

27.0 

22.0
18.1
13.1 

25.7 

20.1
20.1 
14.5 

24.0 

23.719.1 
18.6 

a/ Includes Advance Account Operations 

b/ Provisional 

c! Estimate 

-/ Pro*ection 
Source : GSL Budaets and Central Bank of Ce-'lon. 



Finance and Planning was axrpelled to acoxrlrodatebudgetary allocations, requests for additional 
ministries, 

in excl s of approved allocations,and this practice threw by various
balance. Moreover, the budgetary discipline corpletely outdue to political pressure, ofsupport the policy ofto public sector corporations" "no financial 
197b bec--ame practicallyarxi 1983, impossible. Betweenpublic sector corporations,Authority, were granted excluding the Mahaweli DevelopmentRs.25.0 billion for operational losses and capitalimprovements.
 

The expansionary 
 nature of development programswhen the major budaetary featurEs is clearly demonstratedare expressedana 1953, the annual expenditue 
in terms of (DP. Between 1978

to be between 4i 
total (botn recurrent and cpital)to 48; of (LP. worked out

expenditure shares 
Even the 19b4 and 1985 estimatesto be around show the40%, implyinabudgetary no significantdiscipline. In contrast, as 

improvement inrevenueparticularly during i share of GDP remained poor,tne 1980-83 period,resultingof ()P. Although in a high Ludget deficit 
the 

the budgetary developments show some 
share 

improvements are still improw-ment since 1984,far from satisfactory to restore economicfinancial stability. and 

b) Current Account Deficits in the Balance of Payments
 
As shown in Table 2, 
 Sri Lanka's balancedestabilising pressures of payments experienced'strongunder econaic andparticularly during tie period trale liberalizationbetween 1980 and

envirorr-ent and 1983, whenturned tne worldless favorable. econcknicThe currentGcP sharly increased fraT, 12% 
account deficit as a ratio tobetween in 1979 to 21% in 1980,i980 and 1963, (due slightly mooeratedto reduced expenditureprivate rinittances) on hnports and increasedand declined snarplyearlier, higner tea to around 5t in 1984.x -: As notedexhort ernings were the princioai reason for this arked 

Tre recent dev-lo-nats 
two inorzant factors: 

in the balance of payments reflect(a) deterioration the effects ofin thed=-_mnd pressures. terms of trade and (b) donesticThe ter.nsout turiec of trade . have progressivelyincreasincly unfa crabie declinec since 197batter thethe 1979 surgeot.er hand, increased in energy prices. Onpublic spending stinulatedtogether with expansionary m-ans domestic o-emand whici&. 
on balance of payments. 

of deficit financing intensifieo the 
financ.ial marets, 

In addition, historically high interest rates 
pressure 

declining in worldforeianecoricnnic recession aid on concessional terms,further cuixcunded and globalthe balance of payments difficulties. 
Although ad3ustient policies to ease the mounting pressueof rayments, became on the balancecruciallygovernrent important to the Sriresponse remained Lankan economy, thegrossly inacrequate. Exdange 

poor. As a result, the measures taken provedrate adjustment9o:errunent employed was the main instrument that theto correct the situation.proaressive depreciation, particularly against 
The rupee experienced

Qepreciation the U.S. dollar,was 
rupee 

monitored and supervised by the Central Bank. 
but the rate of 

was kept artifically over-valued As a result thecurrencies. against all theIn the case leading internationalof leading European currencies&2ut-&i Mark and the Fren&, Franc, suc- as Sterling, thethe Sri Lankanrefcring rup=ee in fact strenothened,serious distortions and rigidities in exdana-e rate policies.
 
Tre over valued exchang rates 
 considerablybalance increasedof payt.ents problem due the severity of theto reduced export competitiveness in both 



BALANCE OF PtY!N'TS AND FINANCING 
OF THE EXTEPJ L RESOURCE GAP 

(RS. ILLION) 

1979 1980 1981 1982 1983 1984 

Trade Balance : -7,288 -16,312 -15,616 -20,403 -20,168 -10,365 

Exports 15,282 17,603 20,507 21,092 25,038 37,347 
Imports -22-,570. 33,915 36,123 41,501 45,206 47,712 

Services (net) 740 859 82 - 314 -1,911 - ],555 
Private Transfers (net) 753 2,260 3,918 5,494 6,441 7,03 

Current Account Balance -5,795 -13,193 -11,616 -15,223 -15,638 - 4,884 

Capital Repayments a/ -1,760 - 5,193 -13,766 -14,075 -17,0J2 -15,519 

Total Resource GaD -7,555 -18,386 -25,382 -29,298 -33,-450 -20,405 

Finance 

Grants 2,239 2,281 3,118 ,379 4,016 3,903 
Direct Investment 769 753 1,003 1,377 929 912 
Concessionarv Aid b/ 2,903 4,243 5,350 5,987 7,330 10,075 
Non-Concessicnary c! 3,819 6,963 17,966 20,685 21,&20 12,099 

Short-term (609) (4,455) (10,966) (10,504) (14,370) N/A 
Sucpliers Credit ( 41) C 441) ( 429)( 3,396) ( 871) N/A 
I M (1,834) ( 630) ( 4,52 ) ( 1,506) ( 1,622) N/A 

Other d/ - 2,360 401 - 119 84E - 67" 
External Assets -2,175 42,286 -2,456 -2,011 -1,292 -5,9!5 
C- = Increase) 

As a % of GDP : 

a) 
b) 

Trade Balance 
Current Account 

14.6 26.2 19.7 22.2 18.5 -

Deficit 11.6 21.2 14.6 16.6 14.4 -

Exchance Rate 15.5 18.0 20.5 21.2 23.6 25.5 

a/ Include repayments on 
suppliers credit. 

long-term loans, short-term loans, 

b/ Tnclude project Aid, t
Fund. 

ommodity Aid, Food Aid, IMF Trust 

c/ Include short-term Credits and borrowinas under the IMF
 
stand by agreements.
 

d/ Include SDR allocation, valuation adjustments and errors
 
and omissions.
 

Source Central Ban): of Ceylon
 



traditional and non-traditional export goods.competitiveness This reducedoccured while export 
significantly 

the demand for imports Continued to increasebased on high domestic demand and increasedDcnestic credit money supply .rapidly increased from Rs.25.8 billionbillion in 1983, and in 1980 to Rs.49.3this credit expansion has been an important contributor tohigher expenditure on imports.
 

3. Implications cf Structural Imbalances 

a) Investment and Iavings:
 

Since 1978, 
 the Sri 
capital 

Lankan economy experienced impressiveformation. growth inBetween 1979 and 1983,of GDP increased from 27% 
gross capital formation as a shareto 32%.


than 20%, and 
Before 1977, this ratio often remained lessin this context,

improvements the recent experience indicatesin capital formation. However, capital 
notable 

formationthe amount of investment that has taken place 
only .reflects 

how in the eonamythis investment but does not 9howwas made possible.
capital formation, To understand the daracteristicstherefore, ofthe savings investment behavior must be examined. 

Table 3 illustrates investment and savingsperiod. trends duringAlthough investent the 1978-83as a share of G)Pthe period, the reinained appreciably high duringsavings record reflects an extremelyindicates poor performar;c-an extensive andgap between savings and investment.public sector investment Moveover, althoughremained consistently positive,than accounting50% of annual invesLTents, for morethe public1-2gative. A reciable growth 
sector savings balance re-nainedin public sector investments did not axri fromits own savings.
 

The trends in invesLnart 
 and savingsFirst, capital lead to t-o important observations.formation has been supported to a great extentand external borrowings. Secondly, by both &dorestic a considerablesavings share of privatehas been utilized sectorby the public sector toand budget deficits. finance its expenditure plansThis level of borrowingsituation in the private 
led to a very tight liquiditysector resultinaprivate sector decision aking 

in considerable difficulties inon investrentslevel in capital formation.of inv-strent Thus, thein the private sector remains highly inadequate to sustainprogressive iinproverrents in production.
 

The conclusion 
 drawn from this cxnparisonformation has been is that the growth in capitalbrought about by unprecedentedprograins spending on developmentand supported by borrowings from both donesticThe savings behavior and external sources.of the economy
growing econc-ny and 

as a whole remained inadequate for a 
maintained by 

this was despite the historically high interest ratesthe covrlercial banking system toUnfortunately, attract dorestic savings.high inflationary tendencies eliminatedmarket interest rates the incentive of hicheron savings. 
 In fact the 
 real interest
negative throughout, perhaps rate has beenwith 1983 being the only exception. 

b) inflation :
 

Sri Lanka's inflation 
remained persistently
liberalization. high after econonic and tradeThe Cblombo (3nsumer Price Index roseto from 208 in January 1978518 in December 1984 indicating a 150% increase in averageremained unprecidentedly prices. Inflationhigh during 1981-82, averaging over 20% per annum. 



INVESTMENT AND SAVINGS TRENDS 1978 - 1983
 
(RS. MILLION IN CURRENT PRICES)
 

1978 1979 ?980 1981 1982 1983 

(a) Investments 8,554 13,527 22,465 23,610 30,608 35,146 

Public 
Private 

5,120 
3,434 

6,443 12,307 11,816 15,922 
7,084 10,158 11,794 14,686 

-
-

As a % GDP 

Total 
Public 
Private 

20.0 
12.0 
8.0 

25.8 
12.3 
13.5 

33.8 
18.5 
15.3 

37.8 
13.9 
13.9 

30.5 
15.9 
14.7 

-
-
-

(b) Foreign Investments .31 769 754 1,003 1,377 929 

Savings 

Total 
Public 
Private 

. 6,517 
- 821 
7,338 

7,218 7,443 9,944 11,851 16,781 
- 640 -4,398 -3,912 -5,173 -
7,858 11,841 13,856 17,024 -

As a % GDP 

Total 
Public 
Private 

-

15.3 
1.9 

17.2 
-

13.8 
1.2 

15.0 
-

11.2 
6.6 

17.8 
-

11.7 
4.6 

16.3 
-

11.8 
5.2 

17.0 

-
-
-

Source : 	Central Bank of Ceylon
 
World Bank
 
Our Computation
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'lte continuerd reliance on expansionary fiscal and moretary policies 
appears to have beeni the itost predaninent reason for high inflation during the
last few years. Lxpanisionary fiscal and monetary policies positively inluence
ioney supply through the expansion of donestic credit or, in other words,
borrowings by the public mid private sectors from the banking system. Money
creation through credit expansion in turfn ouses a positive influence on the 
rate of inflation. As shown in Table 4, banking credit to the public andprivate sectors reiained as the principal souroe of money supply throughout the 
1980-83 period. Between 19bu mid 1983, both public ajnd private sectors became
equally sirnificant borrowers fromn the banking system. However, the full
impact cf credit creation was not felt on money supply mainly because of a
aorresponding drop in external assets. 'I[ latter in turn implies a close
relationship between domestic credit creation and expenditure on fimports. In
1984, increasing external banking assets, resulting fran higher export earnings
became the leading source of money supply. 

'Ih most serious implication of high inflation is that it reduc es export
competitiveriess in international markets, In addition, high domestic inflation 
also attracts imports in the absence ot strict import re:strictions. 'Thus
inflation causes severe pressures on balance of payments from both ex[x)rts and
imports sides of the equation. 'lie increasing pressure on balance ot 
payments frequently warrants exdiange rate devaluations to restore export
mupetitiveness, reduce imports and improve balance of payments. However, ifexdange rate depreciation is not adoptea within a tight fiscal and monetary

policy frairNwork, depreciation often becoties another factor fuelling inflation.
In fact, the latter has been the experience in Sri Lanka, as the covernrent 

continued to rely on expansionary fiscal and monetary policies along with rupee 
ciepreciation. 

c) Public Debt 

A surious problem that ixrged fron heavy reliance on borrowinas to
finance over anbitious developmrent prograis was the sharply increasing public
debt. It increased by aore than three told between 1978 and 1983, fran Rs.27.7
billion in 197b (foreign Rs.14.6 billion, don'stic Rs.13.2 billion) to Rs.86.4
billion in 19b3 (foreign 46.0 billion, dotnestic Rs.40.4 billion). Public debt 
as a share of W)P iicreased significantly Iran 68t in 1978 to 8U% in 1983.
These measures clearly indicate that Sri Lanka's debt situation is serious by
any standard. As a UGP ratio, Sri Lanka ranks first among the South Asian
 
cDuntries.
 

Dix? size and the omposition of the external debt situation assumes 
greater importance in the present ontext becau.e of its implications on
balance of payments anid credit worthiness ot the Sri Lankan econony. The
composition of Sri Lanka's debt structure experienced substantial dianges alter 
1979 with the government's entry into the oaercial market for funds when
ouncessionary external assistance becaie inadequate to support development 

programns and the current account deficits in the balance of payments. In 1979,
the mxnposition of the external debt, showea 73t conoessional borrowings, 21% 
1iW credits, and 6% CuiL-rcial borrowings. Beause of a 13 fold aLowthoitinIercia] borrowings between 1979 and 1963, 

in 
the share of oam'rcial borrow;ings

draimnatically increased to 33% while the shares of cxucessionlal assistance and 
hvik credits declined to 55% and 12% respectively. 

A steady and fast growth in exteriial d-bt result,3 in increasing debt 
o[Ditittnints as wll. 'lYh debt secvic.? ratio in 1979 accounted [or 12.4t of 



Table 4
 

SOURCES OF MONEY SUPPLY 
(RS. 	MILLION)
 

1979 1980 
 1981 1982 
 1983 1984
 

1. 	Monetary Aggregates *:
 

Annual Change in Money

Supply (M2) 
 4,166 4,803 4,587 
 6,063 6,747 6,171
 

a) Currency held by Public 
 759 407 642 1,165 1,212 1,361

b) Demand Deposits held by


Public 
 974 1,352 - 46 
 571 1,776 715
c) Private Sector Time and
 
Savings Deposits 2,433 3,044 3,990 4,328 3,759 
 4,095
 

2. 	Sources of Money Supply
 

a) Net Credit to the GSL 1,057 6,051 3,817 4,361 
 383 	-2,979
b) 	Gross Credit to the

Public Sector 
 2,567 5,123 4,513 
 4,122 6,512 3,612


c) 	External Banking

Assets (net) • 
 1,236 -4,096 - 690 - 569 815 6,772
d) 	 Other Items 
(net) - 695 -2,278 3,054 -1,852  964 	-1,240
 

3. 	Annual Increase (%)
 

a) M! 
 29.2 22.9 
 6.3 17.3 25.4 14.1
 
b) M2 
 38.2 31.9 23.0 
 24.8 22.1 16.6 

Source : Central Bank of Ceylon
 



the receipts fran merchandise exports, services privateand transfers, and in1983 17.8%. In the was1984, ratio expected to rise to 21%,but according totentative estimates, remainedit around 18% because of higher export earningsfrom tea. In the event of lower tea in theprices coming years, the ratio willincrease to over 20% as higher export earnings from other sources remainseverly limited at the present time. 

4. Eonanic Reforms and Adjustment Policies 

Cbntrolling inflation and promoting exports fran traditional as wellnon-traditional assources are the
maintaining a viable economy 

two major tasks that confront Sri Lanka inon a sustainable basis over the medium andlong-term. Both these issues have a grcat deal toparticularly budget deficits. If budget deficits 
do with public spending,

continue to renain high, bothdomestic demand pressures and the real effective exchange rates will show aonrresponding rise. 

The government must place strong emphasis on public expenditure programswhich could be financed from revenue resources instead of mobilizing extrabudgetary resources as has been done in the past. This emphasis essentiallyrequires the government either curtailing its spendingits programs or increasingrevenue base or a combination of both. Given the government's priorcomnitt-nents on various development projects, limited tlexibility in rtducingrecurrent expenditure, and rising expenditure related tooperations, the focus invariably defence and securityshifts to expanding the revenue1Norld BarnK expects the budget deficit to he less than 10% 
base. As the 

of G)P by 1987, the
9 ye rt~ent appears to be making considerable efforts toAltnouah little is known increase revenues.so far about the proposalscunsideration, the focus is likely to be on the expansion 

- that are under 
of the tax base aswell as to increase the elasticity of the tax system. 

In addition to inproving the budgetary discipline, the div-stiturepublic sector corporations ofalso should be considerea. The current practice of 
L-- a-ary suport to the public sector corporationswithd-awn. shouldAltnouch the covernment is be cmpletelyslavly moving in this direction, thereappears to be no significant change in the overnaent policy towards financialsupport to public corporations. 
are 

A large number of unprofitable corporationsstill depending on the government for budgetary relief, despite thego,.ernment's policy on no financial support. 

The nature of fiscal policy, to a great extent, decides the!onetary policy. If nature ofthe fiscal policy is expansionary,developments the monetaryare bouna to show expansionary daracteristicspresence of restrictive measures to control 
even in the 

earlier, Sri Lanka's money 
money supply growth. As mentioned 

the few 
supply growth remained extraordinarily high during 

finance 
last 

its 
years despite strict credit restrains. If the government canPublic spending prograns from pressure its own revenues sources, theon the banking system will be significantly eased which turnin willhelp to minimize the money supply growth. 

QuntroLling inflation is also crucially importantexport to maintain a viablesector. As exportLie prices of dcnestic products depend on productioncosts ano exdiange rates, maintaining export canpetitiveness requires eitherlower inflation or exchange rate adjustment. In crxnparisonmajei: trading with Sri Lanka'spartnerns as well as export crnetitors, Sri Lanka's inflationrate re rined persistently high. Teorotically, the difference between the Sri 



Lanka's inflation rate and the trading partners/export cxnrpetititors translatesinto pressures for a rupee depreciation of the same magnitude. 

TABU, 5 

EXOANGE TE MOVEMENTS AND INFLATION 
(% Change) 

U.S. Sterling D.M. F.F. Yen Inflation 
Dollars 

1978 
1979 
1980 
19b1 
1982 
1983 
1984 

-3.02 
-0.39 
16.54 
12.42 
3.61 

14.72 
4.51 

8.03 
9.14 

23.52 
-9.21 

-12.94 
3.57 

-14.57 

16.09 
5.22 
2.36 

-1.61 
-0.95 
1.37 

-9.06 

12.02 
3.04 
2.98 

-11.03 
-,12.84 
- 6.66 
-14.57 

18.08 
-22.85 

35.66 
6.16 

- 2.27 
14.83 
1.63 

12.01 
11.0i 
26.01 
18.00 
11.01 
13.09 
16.01 

'OTAL 48.02 7.81. 14.64 -26.88 32.16 108.04 

Table 5 omrares the exdhanae rate moveents with the rates of inflationduring tne 197b-84 period. This comparison clearly showsrupee tnat the Sri Lankahas substantially gone out of line with all mJor currencies duec uestic inflation. Understandably, to rapid
this difterence in exchange ratesrate of inflation is the principal and the 
reason for growing pressure for a npee

de va-luat ion. 
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E.O. 12356: NIA
TAGS: EFIN, ECON, E 


SUBJECT: FY 85 ECONOMIC POLICY PROFILE 
IKEMP REPORT):

SRI LANKA 


.REF: STATE 369917 


1. THIS CABLE PROVIDES INFORMATION REQUESTED IN STATE 

369917 FOR AN FY 85 ECONOMIC POLICY PROFILE 
(KEMP

REPORT). PARAGRAPHS AND FORMAT ARE KEYED TO REFTEL. 

2. ECONOMIC POLICIES AND PROSPECTS 


A. SRI 
LANKA ISESSENTIALLY AN AGRICULTURAL AND 

TRADING NATION, ALTHOUGH INRECENT YEARS THERE HAVE 

BEEN INTENSIVE EFFORTS TO DIVERSIFY INTO 

EXPORT-ORIEIITED LIGHT INDUSTRY. 
 THE COUNTRY'S MAJOR 

ECONOMIC RESOURCES ARE A HEALTHY, VELL-EDUCATED,
 
LOW-COST LABOR FORCE; A RELATIVELY PRODUCTIVE
 
AGRICULTURAL SECTOR; 
SOME COMMERCIALLY-EXPLOITABLE
 
MINERAL DEPOSITS; HYDROELECTRIC POTENTIAL; AND A WIDE
 
VARIETY OF TOURIST ATTRACTIONS. IN 1977, THE THEN
 
NEWLY-ELECTED UMP GOVERNMENT TURNED FROM THE
 
WELFARE-ORIENTED ECONOMIC POLICIES OF SUCCESSIVE SRI
 
LAIJKAN GOVERNMENTS SINCE INDEnENDENCE AID INSTITUTED A
 
NUMBER OF POLICY INNOVATIONS AIMED AT STIMULATING
 
GROWTH, PROMOTING ECONOMIC DEVELOPMENT, AND REDUCING
 
UNEMPLOYMENT. 
FROM 1978-1981, 
REAL GNP GROWTH AVERAGED
 
MORE THAN 6 PERCENT ANNUALLY. 
 SINCE THEN, GROWTH RATES
 
HAVE BEEN CONSTRAINED BY MORE AUSTERE FISCAL AND
 
MONETARY POLICIES NECESSITATED BY THE OVERHEATING WHICH
 
ACCOMPANIED THE GOVERNMENT'S AMBITIOUS DEVELOPMENT
 
PROGRAMS. 
 LARGE BUDGET DEFICITS FUELED INFLATION, WITH
 
PRICES RISING BY AN AVERAGE 15PERCENT ANNUALLY OVER
 
THE PAST SEVERAL YEARS. 
 IMPORT LIBERALIZATION IN1977
 
RESULTED IN RAPIDLY EXPANDING TRADE AND CUIRENT ACCOUNT
 
DEFICITS AND DIMINISHING RESERVES. 
 THE DEBT SERVICE
 
RATIO ALSO BEGAN TO RISE AS THE GSL BORROWED LARGE
 
AMOUNTS ABROAD TO FINANCE ACCELERATED DEVELOPMENT AND A
 
GROWING IMPORT BILL. 
 FORTUITOUSLY, 
IN 1984 THE WORLD
 
PRICE OF SRI LANKA'S MAJOR EXPORT PRODUCT, TEA,
 
JUMPED. EARNINGS FROM TEA EXPORTS ROSE TO OVER U.S.
 
DOLLARS 59IMILLION IN 1984, RESULTING IN AN OVERALL
 
BALANCE OF PAYMENTS SURPLUS FOR THE FIRST TIME 
IN
 
SEVERAL YEARS, AN INCREASE INRESERVES, AND A DECLINE
 
IN THE DEBT SERVICE RATIO. 
 ECONOMIC PROSPECTS FOR ISIS 
ARE CLOUDY BECAUSE OF THE UNCERTAIN POLITICAL 

COLOo ,003GoB 01 OF 96 171133Z 5375 851328 AI0IS3 
J11ATION.IFWEATHER CONDITIONS REMAIN FAVORABLE, AND
 

BARRING ANY MAJOR DISRUPTION IN PRODUCTIOR THROUGHOUT
THE YEAR, A GROWTH MATE OF AROUND 5.5 PERCENT I
 
LIKELY. 
 AS LONG AS TEA PRICES REMAIN HIGH, EXTERNAL
 
PAYMENTS SHOULD REGISTER A SMALL 
.UPPLUS. TOWARDS 
THE
 
END OF 1584, 
BOTH THE MOIIEY SUPPLY AND INFLATION SHOWED
 
SIGNS OF DECELERATION, BUT THIS TREND COULD BE REVERSED
IN 1985 IFTHERE IS SIGNIFICANT EXCHANGE RATE
 
DEPRECIATION, POLITICAL UNREST, OR BASIC FOOD CROP
 
FAILURE FOR ANY REASON.
 
- B. SRI LANKA'S POLICY FRAMEWORK AFFECTING PRIVATE 
INVESTMENT AND COMMERCE WAS SET 
IN 1977, WHEN THE

NEWLY-ELECTED UNP GOVERNMENT INTRODUCED MAJOR POLICY
 
REFORMS. 
 THESE INCLUDED DISMANTLING THE EXTENSIVE
 
SYSTEM OF PRICE, IMPORT, AND FOREIGII EXCHANGE CONTROLS;
 
CHANNELING BUDGETARY RESOURCES INTO A PUBLIC INVESTMENT
 
PROGRAM TO REHABILITATE THE COUNTRY'S INFRASTRUCTURE;
 

ANDENCOURAGING FOREIGN ECONOhIC CONTACTS IN THE FORM
OF AID, RADE, AND INVESTMENT. INSTITUTIONAL
 

INNOVATIONS INCLUDED ESTABLISHMENT OF THE EXPORT
 
DEVELOPMENT BOARD, NATIONAL DEVELOPMENT BANK,
PRESIDENTIAL TARIFF COMMISSION, SRI 
LANKA EXPORT CREDIT
 
INSURANCE CORPORATION, AND THE GREATER COLOMBO ECONOMIC
 

COMMISSION (GCEC), WHICH ADMINISTERS THE INVESTMENT
PROMOTION ZONE (IPZ -- POPULARLY KNOWN AS THE FREE
TRADE ZONE.) 
THE IPZ OFFERS TAX HOLIDAYS AND OTHER
 
INCENTIVES TO FOREIGN INVESTMENT IN 100 PERCENT
 
EXPORT-ORIENTED 
INDUSTRIES. IN ADDITION, MORE LIMITED
 
JOINT VENTURES WHICH MARKET SOME OR ALL THEIR PRODUCTS
 
INCENTIVES ARE AVAILABLE FOR FOREIGN INVESTMENT IN
 

DOMESTICALLY. 
 THE SRI LANKA CONSTITUTION ALSO
AODR!SSES THE ISSUe OF FOREIGN INVESTMENT, ENDOWING
 
IILATERAL GOVERNMENT TO GOVERNMENT INVESTMENT TREATIES
 
WITH THE FORCE OF LAW. 
THE MAJOR POLICY CHANGE INTHE
 
TRADE SYSTEM OVER THE PAST YEA:!
WAS A READJUSTMENT OF
 
THE EFFECTIVE PROTECTION LEVELS PROVIDED BY IMPORT AND
EXPORT DUTIES AND TURNOVER TAXES TO ELIMINATE SOME OF
 
THE BIAS AGAINST LOCAL PRODUCTION AND EXPORTS. THE NEW
 
"RATES, WHICH WERE RECOMMENDED AFTER AN EXTENSIVE REVIEW 
BYTE PRESIDENT'S TARIFF COMMISSION, WERE INTRODUCED 
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INFO ASPN-9 ASDP-02 PPCE-01 PPPB-92 GC-91 GCAS-Il GCFL-I1 - 197-I9U lboI-l983PPOC-i1 STAG-92 STPO-81 SAST-I1 ES-0l STFA-0L RELO-21IIAST-1l /822 AS 1-23 

I1) REAL PER CAPITA
 

OCT-Il
INFO ..............................................................-
COPY-U! ADS-08 AID-00 INR-I SS-00 CIAE-U0 (21 INCOME 2.4 2.8DOE-Il H-1 EXIM-06 NEA-07 NSAE-I0 COME-90 MI (CASH ANDL-I3 " CHECKING DEP.) 17.8 16.3
LAB-04 ITC-I1 
 OPIC-I7 CEA-O1 
 OMB-Il STR-14 
 SIL-I 
 (3) SAVINGS AND TIMEFRB-8l AGR-9I 
 JUS-9I USIE-9 SP-02 SNP-I1 SPa-12 - DEPOSITS/873 V 29.7 31.9
 
(4) RATIO OF TAXES TO
 ----------------- 316422 172912Z /5I
R 179521Z JAN a5 GOP 
 17.4 16.9
3) GOP DEFLATOR 
 12.5 15.4FMAMEMBASSY COLOMBO 

3. POLICY INDICATORS 
TO SECSTATE WASHOC 8712DEPARTMENT OF TREASURY WASHOC 
 - A. MAJOR DETERMINANTS OF MONEY SUPPLY
 
UNCLAS SECTION 92 OF16 COLOMBO9938 

(1)RELATIVE ORDER OF INFLUENCE UPON THE MONEY
 
- SUPPLY:
 

TREASURY/OSIA/IDM FOR DEBORAH MCCARTHY ROCHA - (AiGOVERNMENT DEfiCITSSTATE PASS AID/PPC/EA FOR KEN KAUFFMAN 

- (1) CREDIT TO AGRICULTURE 

-E.0. 12355: NIA (C) CREDIT TO EXPORTERS 
TAGS: EFIN, ECON, CE (D)CREDIT TO IMPORTERS
 

SUBJECT: FY 85 ECCNOHIC POLICY PROFILL REPORT): 
" 21 CREDIT TO PARASTATALSO(EMP 
 ) CREDIT TO MANUFACTURERS 

() FOREIGN EXCHANGE FLOIUS
WITH THE 1985 BUCGET IN NOVEMBER 1984. SRI LANKA'SEXCHANGE RATE ARRANGEMENT IS CHARACTERIZED AS MANAGED 

FLOATING. (OOTNOTE)s ACTUALLY, FOREIGN EXCHANGE FLOWS WEREREGULATIONS GOVERNING THE FORWARD EXCHANGE 
 THE MOST SIGNIFICANT DETERMINANT OF THE MONEY SUPPLY IN
MARKET WERE MODIFIED INMARCH 1984 TO DISCOURAGE 194, UT THIS 
AS AN AOALOUS SITUATION RESULTING
SFECULATION AGAINST THE RUPEE AND SPEED UP REPATRIATION 

OF EXPORT PROCEEDS. FRO THE HIGH TEA PRICES AND UNUSUALLY HIGH INFLOWS OFFRO TEEIGXTAOPICSTNDUNSUOLYHIEENFOW
FOREIGN EXCHANGE FROM TEA EXPORTS. THEREFORE WE HAVEO
 

- C. THE ECONOMIC REFORMS OF 1977-7: AND SUBSEQUENT PLACED THE ABOVE FACTORS INTHE ORDER OF USUALINFLUENCE UPON THE MONEY SUPPLY.
£CONOMIC DEVELOPMENTS HAVE RESULTED IN INCREASED GROWTHRATES, A DECLINE IN UNEMPLOYMENT, BUT ALSO A LARGE 

IMBALANCE (2)RELATIVE ORDER OF IMPORTANCE OF POLICYBETWEEN NATIONAL SAVINGS ANDINVESTMENT. TOOLS INCONTROLLING MONEY SUPPLY:
REAL GROWTH AVERAGED 6 PERCENT FROM 1578-1983.
 
AGRICULTURAL PRODUCTION INGENERAL, AND PADDY OUTPUT IN
 
PARTICULAR, HAVE RESPONDED VERY WELL TO THE ELIMINATION
 
OF PRICE CONTROLS. SRI 
LANKA IS NOW ON THE VERGE OF
 
SELF-SUFFICIENCY INRICE PRODUCTION, AND HAS INCREASED
 
ITS OUTPUT OF SUBSIDIARY FOOD CROPS. 
THE PLANTATION
 
SECTOR, OH THE OTHER HAND, HAS SUFFERED FROM LONG
 
PERIODS OF INADEQUATE INVESTMENT. OH THE INDUSTRIAL
 
SIDE, RESULTS HAVE BEEN MIXED. 
 FREE TRADE ZONE
 
INCENTIVES ATTRACTED CONSIDERABLE PRIVATE INVESTMENT
 
FROM 1973-82, BUT IT WAS HEAVILY CONCENTRATED IN
 
TEXTILES AND GARMENTS. SINCE THE IMPOSITION OF QUOTAS
 
AND OTHER RESTRICTIONS BY DEVELOPED COUNTRIES,
 
INVESTMENT IN THIS SECTOR HAS COME TO A HALT. 
 OUTSIDE
 
THE FREE TRADE ZONE, INVESTMENT FLOWED INTO REAL ESTATE
 
AND TOURIST HOTELS, WHERE INVESTORS COULD EXPECT RAPID
 
RETURNS ON THEIR MONEY. 
 THERE WAS ALSO A SURGE IN
 
CONSTRUCTION ACTIVITY AS A RESULT OF THE EXPANSION In
 
PUBLIC INVESTMENT, BUT CONSTRUCTION GROWTH HAS BEEN
 
SLOW SINCE 1981. 
 SINCE 1989, SERVICES HAVE BEEN THE
 
PRIMARY CONTRIBUTOR TO GOP GROWTH. 
PRIVATE SECTOR
 
EXPANSION SINCE 1977-78 HAS BEEN CONCENTRATED INAREAS
 
WHERE INCENTIVES ARE GREATEST AND RETURNS HIGHEST:
 
TRADE, TOURISM, REAL ESTATE, AND PRIVATE OMNIBUS
 
TRANSPORT. 
 FEW PRIVATE RESOURCES HAVE FLOWED INTO
 
DOMESTIC MANUFACTURING CONCERNS BECAUSE DISINCENTIVES
 
-- AN OVERVALUED EXCHANGE RATE, BIAS AGAINST EXPORTS 
AND LOCAL PRODUCTION IN THE TARIFF AND TAX STRUCTURE, 
POOR INFRASTRUCTURE, HIGH INTEREST RATES, AND THE 
UNAVAILABILITY OF MEDIUM AND LONG-TERM FINANCE -- HAVE
 
OUTWEIGHED INCENTIVES.
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ACTION OFFICE 
INFO ASPN-O2 

PPDC-8L 
MAST-91 

PPEA-11 
ASOP-r7 PPCE-I 
STAG-62 STPO-0I 
/921 A5 1-23 

PPPB-2 

SAST-01 
GOC-B GCAS-1 
ES-91 STFA-81 

. 

CFL-11 

RELO-l 

. PROCEDURES APPLY TO CERTAIM IMPORTS OFCAPITAL GOODS, SUCH AS MACHINERY IMPORTS 
RELATING TO FOREIGN INVESTMENT. EXCEPT FOR 
SPECIFIED RESTRICTIONS IMPORTS CAN BE 
EFFr!TEO BY LETTERS OF. CREDIT. 

--- ----------------------------
INFO OCT-Of COPY-bl ADS-9 AID-00 IR-I8 _ 7SS-06 CIAE-I8 
 (C)EXPORTS TO COUNTRIES ITH WHICH SRI
CODE-80 H-01 EXIM-6 
 NEA-07 NSAE-90 COME-06 L-63 " 
 LANKA MAINTAINS BILATERAL PAYEUITS ARE
LAD-94 ITC-91 OPIC-07 CEA-I1 OBO-1 
 STR-14 SIL-91 
 -FR6-9I AGR-81 JUS-I1 USIE-g SP-92 SNP-l1 

SUBJECT TO THE APPROVAL OF THE DIRECTOR OF
SPD-62 - COMMERCE.
/073 V A NUMBER OF SPECIFIED ITEMS
 
- REQUIRE PRIOR LICENCINO BY THE CONTROLLER
---- ---- -.... 316435 172913Z /159 OFIMPORTS ANDEXPORTS. RE-EXPORTS OFR 17521Z JAN 85L-

FM AIEMASSY COLOMBO NON-MONETARY GOLD, SILVER, DIAMONDS ANDPLATINUM ARE ALLOWED ONLY IN SPECIAL CASES.
TO SECSTATE WASHOC 6713 

DEPARTMENT OF TREASURY WASHOC 

-D) IMPORTS AND EXPORTS OF GOLD INANY FORM
 
REQUIRf LICENCES ISSUED BY THE CONTROLLER
 

UNCLAS SECTION 93 OF 5 COLOMBO 19359 N OF IMPORTS AND EXPORTS WITH THE APPROVAL OFTHE CONTROLLER OF EXCHANGE. 
COMMERCIAL
 

" 
 ARTICLES CONTAINING GOLD AND SILVER ARE
 
TREASURY/OASIA/IDN "SEVERELY RESTRICTED.


FOR DEBORAH MCCARTHY ROCHA
STATE PASS AID/PPC/EA FOR KEN KAUFFMAN 

-1) 
 INWARD REMITTANCE OF FOREIGN EXCHANGE
 

E.O. 1236: .N/A PROCEEDS FROMEXPORTS U. S.OOLLARS 5, 91TRANSACTION ANDABOVE REQUIRES PRIOR 
A 

TAGS: APPROVAL OF THE CONTROLLER OF EXCHANGE.SUBJECT: 
FY 85 ECONOMIC POLICY PROFILE 
DIEMPRErORT): 

(A.1ADMINISTRATIVE CONTROLS (CREDIT A NNI) FOREIGN EXCHANGE PROCEEDS FROM
 
" INVISIILES MUST BE SURRENDERED. A
CELINGS, ETC.) RTRAVELLER 


ENTERING SRI 
LANKA MUST DECLARE
() ADJUSTMENT OF RESERVE REQUIREMENTS IHIS
HOLDINGS INCLUDING CURRENCY AND COINS.
 
- (C)ADJUSTMENTS IN THE DISCOUNT RATE(0)ADMINISTRATION OF INTEREST RATES 
 (0)CERTAIN PAYMENTS FOR INVISIBLES REQUIRE
(E) OPEN MARKET OPERATIONS (SALE OF 

-GOVERNMENT SECURITIESi EXCHANGE CONTROL PERMISSION. FOR TRAVEL
 
" 
 ABROAD RESIDENTS OF SRI LANKA ARE ALLOWED A
 

- B. EXCHANGE RATE POLICIES 
Gi DASIC FOREIGN EXCHANGE ALLOWANCE OF INDIAN
 

RUPEES 2,919 FOR TRAVEL TO INDIA AND Sb
 
-

SG BRITISH POUNDS ARE ALLOWED EVERY 4 YEARS
(1)SRI LAKA HAS A HARAGED"
FLOATING 

EXCHANGE RATE POLICY, FOR TRAVEL TO OTHER COUNTRIES. FOR
THE RATE IS SET EVERY 


- UUSINESS TRAVEL EXCHANGE IS ALLOWED AT THEDAY BY THE CENTRAL BANK, AND INPRACTICE IT
 
- HAS FOLLOWED MOVEMENTS OF THE DOLLAR MOST
 
- CLOSELY.
 
- (2CURRENT MAJOR FOREIGN EXCHANGE CONTROLS:
 

- EXCHANGE CONTROL ISADMINISTERED BY THE
 
DEPARTMENT OF EXCHANGE CONTROL OF THE
 

" 
 CENTRAL BANK AS AGENT OFTHE GOVERNMENT.
 
- THE CONTROLLER OF EXCHANGE IS THE AUTHORITY
 
- FOR MAKING REGULATIONS IN RESPECT OF
 
- EXCHANGE CONTROL REQUIREMENTS. LISTED
 
" 
 BELOW ARE SOME OF THE MAJOR FOREIGN
 

EXCHANGE CONTROLS.
 

(A)ALL REMITTANCES OF FOREIGN EXCHANGEIN 
SRI LANKA MUST NORMALLY BE MADE THROUGH 

" COMMERCIAJ.BANKS AUTHORIZED TO CARRY OUT
 
" 
 OPERATIONS INFOREIGN CURRENCIES IN 
- ACCORDANCE WITH EXCHANGE CONTROL FACILITIES 
- PRESCRIIED BY THE CONTROLLER OF EXCHANGE.
 

(1) IMPORTS ANDIMPORT PAYMENTS: EXCEPT
 
FOR CERTAIN SPECIFIED IMPORTS, 
 NOPRIOR
 
LICENCING IS REQUIRED. IMPORTS THAT ARE
 

- SUBJECT TO PRIOR LICENCING INCLUDE THOSE
 
" 
 SUBJECT TO CONTROL FOR SECURITY REASONS.
 
" THESE ITEMS 
INCLUDE PRECIOUS METALS,

" 
 ALCOHOL, NEWSPRINT, FROZEN POULTRY AND
 

CERTAIN CONSUMER GOODS. 
 IMPORTS OF
 
SPECIFIED I n4 ARE REFERRED TO AS
 

UNCLASS [FIED
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ACTION OFFICE PPEA-11 

0. CURRENTINFO ASPN-07 ASOP-02 PPCE-01 	

RANGEOF TAX RATES ONTHE FOLLOWING:PPPB-r2 GC-I1 GCAS-91 GCFL-11PPOC-9I STAG-f2 STPO-11 SAST-81 ES-Il STFA-1 RELO-Il - (1)PERSONAL INCOME: 7.5-55 PERCENTAST-II /632 AS 1-23 
(2)CORPORATE INCOME: 
40-55 PERCENT 

INFO OCT-03 COPY-01 ADS-Ia AID-0O 
....E-9_ H-gl EXIM-I5 NEA-07 
LAB-4 ITC-I OPIC-07 CEA-l 
FRB-I1 AGR-91 JUS-I1 USIE-00 

/673 W 

---------IHR-19 SS-01 
NSAE-00 COE-0I 
OMB-01l STR-14 
SP-92 SNP-01 

-------
CIAE-99 
L-33 
SIL-l 
SPD-12 

-

E. 

(3)SALES AND OTHER GENERAL TAXES ON GOODS ANDSERVICES; 1-49 PERCENT 
(4) AVERAGE CUSTOMS DUTIES: 5-10 PERCENT 
PRICING POLICIES: USE OF GOVERNMENT 
CONTROLS/SUBSIDIES TO AFFECT THE FOLLOWING: 

------------------
R 173521A JAN 85 
FM AAEMBASSY COLOMBO 

51713 219755Z /11 " (1)CONSUMER PRICES: ALL FOOD ITEMS AND
ESSENTIAL COMMOOITIES ARE GOVERNED BY THE 

TO SECSTATE WASHOC 8714 

DEPARTMENT OF TREASURY WASNOC 

CONTROL OF PRICES ACT OF 1956 SUBSEQUENTLY 
AMENDED BY ACT NO. 16 IN 1966 AND LAW NO.43 OF 
a375. WITH TIE LIBERALIZATION OF TRADE 

UNCLAS SECTION 94 OF 95COLOMBO 09331 A-OPOLICIES IN1977, MOST OF THE PRICE CONTROLS-ON FOOD ITEMS AND ESSENTIAL COMMODITIES HAVE 

TREASURY/OASIA/IDN FOR DEBORAH MCCARTHY ROCHA 
STATE PASS AID/PPC/EA FOR KEN KAUFFMAN 

S 
" 

-

" 

BEEN LIFTED. PRESENTLY ONLY WHEAT FLOUR, 
IREAD, AND MYSORE DHAL COME WITHIN THE PURVIEWOF THE PRICE CONTROL ACT. THE CONSUMER 
PROTECTION ACT NO. I OF 1979 WAS BROUGHT INTO 

E.0. 12356: N/A 

TAGS: EFIN, ECON, CESUBJECT: FY 85 ECONOMIC POLICY PROFILE tHEM? REPORT): 

. 6:FORCE TO PROVIDE PROTECTION TO CONSUMERS.UNDER THIS ACT 467 ITEMS HAVE BEEN GAZETTED 

AND CONSIDERED AS ESSENTIAL ITEMS. OF THESEITEMS, 133 MUST BE PRICE HARKED. THE PRICES 
RATE OF U.S.DOLLARS 45 A DAY UPTO A MAXIMUM 
OF 39 DAYS. " 

OFSOAP,TOILETRIES, SOFT DRINKS,OTNER ITEMS ARE OETZMINED BY THE 
AND A FEW
N.TIONAL 

- PRICE COMMISSION. A FIXED SUM IS STILL 

" 

-

01)PROCEEDS FROMTHESALE ORLIQUIDATION 
OF INVESTMENTS NOT APPROVED BY THEGOVERNMENT MAY NOT BE TRANSFERREL ABROAD, 
BUT MAY B9 RE-INVESTED WITH THE APPROVAL OF 
THE CONTROLLER OF EXCHANGE. 

" 
" 

-

INCLUDED IN THE BUDGET FOR FOOD STAMPS FORLOWER INCOMEGROUPS. 

(2)PRODUCER PRICES: A GUARANTEED PHICE FOR 
PADDY IS MONITORED BY THE PADDY MARKETING 
BOARD. FLOOR PRICES FOR TEA, RUBBER, AND 

(I)RESIDENT OWNED SECURITIES ON WHICH THE 
PRINCIPAL, INTEREST, OR DIVIDENDS AREPAYABLE IN ANY FOREIGN CURRENCY MUST BE 
DECLARED TO THE CONTROLLER OF FOREIGN 
EXCHANGE. THE SALE OR TRANSFER OF SUCH 

-

" 
COCONUT HAVE BEEN IMPOSED AS THERE ARE NO'PRODUCER CONTROLS INFORCE. 

(3) PRICES CHARGED BY PAAASTATALS: THE 

SECURITIES ISPERMITTED ONLY WITH THE 
PERMISSION OF THE CONTROLLER OF EXCHANGE. 

" C: GOVERNMENT BUDGET: AVERAGES FOR PERIODS 

1978-1981 181-1983 

(a) TOTAL GOVERNMENT
 
EXPENDITURES/GDP 
 3.7 33.6 

t2) TOTAL GOVERNMENT 
REVENUE/GOP 
 21.2 19.7 

1) BUDGET DEFICIT/GOP
- 9.5 19.9 
" (4) PERCENT OF GOVERN
" MENT BUDGET DEFICIT 
- FINANCED THROUGH: 

A. DOMESTIC NON-MARKET
 
- BORROWINGS 42.6 
 26.5
 

1. 	 DIRECT BORROWING 
FROMCENTRAL 

BANK 13.4 23.1 
C. DIRECT BORROWINO
 

FROM COMMERCIAL
 

BANKS 
 3.3 1.6 
D. FOREIGN SOURCES 
 40.1 51.4 

OF WHICH:
 

PROJECT LOANS (19.71 (1.2) 
NON-PROJECT LOANS (15.8) (3.4) 
GRANTS (7.31 (17.2) 

UNCLASS IFIED
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ACTION OFFICE 

INFO ASPN-02 
PPOC-01 
MAST-l1 

PPEA-81 ACTIN OFICL PEA-1 
ASDP-R2 PPCE-I1 PPPB-f2 GC-I1 
STAG-02 STPO-81 SAST-91 ES-I1 
/920 A 1-23 

GCAS-l 
STFA-91 

GOCFL-01 
RELO-I 

-LOCAL 

-

(1 CEYLON STEEL CORPORATION: 19BPERCENTSTEEL MANUFACTURE. 

U) STATE PLANTATION CORPORATION: 39 
PERCENT PLANTATION CROP PRODUCTION. 

INFO 
--------.------------------ ...---.-------.........--------------OCT-S0 COPY-IL ADS-Il AID-Of IIIR-i SS-69 CIAE-0R 
DODE-09 H-S1 EXIN-96 NEA-07 IISAE-00 COME-IS L-93LAB-04 ITC-01 OPIC-07 CEA-0I OB-ol STR-14" SIL-i1
FR-Il AGR-8l JUS-91 USIE-00 SP-92 SNP-I1 SPD-82 

/873 W 

-
0) JANATHA ESTATES DEVELOPMENT BOARD: 35PERCENT PLANTATION CROP PRODUCTION. 

) NATIONAL SALT CORPORATION: 1O1 PERCENT 
LOCAL EXTRACTION ANDMARKETING OFSALT. 

------------------ 0i174 
R A1E721Z JAN 85 
F" AMEBASSY COLOBO 

20919Z /21 

" 
DIDLANKA PORCELAIN LIMITED: LIMITED 
LIARIILITY COMPANY CONTROLLED BY THE 

TOSECSTATE WASHDC8715 
GOVERNMENT, INVOLVED IN 71 PERCENT OFLOCAL 

DEPARTMENT OF TREASURY WASHOC 
MANUFACTURE OFPORCELAIN WARE. 

UNCLAS SECTION 9S OF.06 COLOMBO 99389 DO VIJAYA TILES LINITED AND NOORANI TILEWORKS: VESTED UNDERTAKINGS OF THE 

TREASURY/OASIA/ION FORDEBORAH MCCARTHY 
STATE PASS AID/PPC/EA FOR KEN KAUFFMAN 

ROCHA 
ARGOVERNMENT INVOLVED IN69 PERCENT OF THE 
-PRODUCTION OF TILES FOR LOCAL CONSUMPTION. 

E.O. 12355: N/A 
TAGS: [FIN, ECON, CESUBJECT: FY 85 ECONOMIC POLICY PROFILE OKEMP REPORT): 

. N2. 

-

-W 

AND 3. INCENTIVES/DISINCENTIVES FOR 
INVESTMENT: 

INCENTIVES FOR DOMESTIC PRIVATE 

" 

-

S 

GOVERNMENT SUBSIDIZES THE COST OF KEROSENE
THROUGH THE CEYLON PETROLEUM CORPORATION. 

FERTILIZER ISALSO SUBSIDIZED THROUGH THE 
STATE FERTILIZER CORPORATION. THE WATER AND 
POWER COMPANIES CHARGE ON A SLIDING SCALE, 

.WITH HIGHER RATES AS CONSUMPTION INCREASES. 
F. INVESTMENT AND SAVINGS POLICIES: 

MAJOR PARASrATAL ENTERPRISES: 

" MT 

INVESTMNTS 
TAX HOLIDAYS FOR NON-TRADITIONAL EXPORT 
INDUSTRIES. 
TAX DEDUCTIONS FOR CAPITAL EXPENDITURE IN 

AGRICULTURE AND FISHERIES. 
EXPORT EXPANSION GRANTS, 
CUSTOMS DUTY REBATES.FINANCE ONCONCESSIONARY TERMS FROM 
DEVELOPMENT BANKS. 

-

-

-

" 

STATE-OWNED ENTERPRISES DOMINATE SRI 
LANNA'S INDUSTRIAL SECTOR. THEY ACCOUNT FORAROUND TWO-THIRDS OF INDUSTRIAL OUTPUT AND 
FIXED CAPITAL, AND OVER HALF OF INDUSTRIAL 

) I 

EMPLOYMENT. 

(A)CEYLON PETROLEUM CORPORATION: ACCOUNTS 
FOR 5I PERCENT OF TOTAL PUBLIC SECTOR 
INDUSTRIAL OUTPUT AND ig9PERCENT OF 
REFINERY OPERATIONS. 

(A) STATE FERTILIZER CORPORATION: ACCOUNTS 
- FOR iI PERCENT OF LOCAL FERTILIZER 
- IMANUFACTURE (NAPHTHA-BASEDI. 

(C)SRI LANKA CEMENT CORPORATION: Ill 
PERCENT LOCAL CEMENT MANUFACTURE (OTHER
PRIVATE COMPANIES PACKAGE IMPORTED CEMENT). 

ID)NATIONAL TEXTILE: 15 PERCENT OF GARMENT 
AND TEXTILE MANUFACTURE. 

(EllSTATE TIMBER CORPORATION: 91 PERCENT OF 
FORESTRY MANUFACTURE. 

F) NATIONAL PAPER CORPORATION: If$PERCENT 
OF LOCAL PAPER MANUFACTURE. 

(G)SRI LANKA SUGAR CORPORATION: 10I 
PERCENT OF LOCAL SUGAR MANUFACTURE. 

-1) STATE DISTILLERIES CORPORATION: 71 
PERCENT OF LOCAL SPIRIT MANUFACTURE. 

UNCLASSIFIED
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ACTION EB-08
 
ACTION OFFICE 
PPEA-01
 
INFO 
ASP.. f0a ASDP-02 PPCE-01 PPPB-02 
 GC-01 GCAS-01 GCFL-OL
PPDC-01 STAG-02 STPO-01 
 SAST-01 ES-01 
 STFA-01 RELO-O


MAST-0i /020 A5 1-23
 

INFO OCT-00 COPY-O 
 ADS-00 
 AID-00 INR-.10
DODE-00 H-01 SS-00 CIAE-00
EXIM-06 NEA-07 
 NSAE-00 COME-00 L-03
LAB-04 ITC-01 
 OPIC-07 CEA-01 
 OM-Ol ....STRZ--"TIL-O!
FRB-O AGR-01 
 JUS-01 USIE-00 SP-02 
 SNP-01 SPD-02
 
/073 W
 

R 170521Z JAN 85 
 ------------------352123 
 180454Z /13
 
FM AMEMBASSY COLOMBO
 
TO SECSTATE WASHDC 8716
 
DEPARTMENT 
OF TREASURY WASHDC
 

UNCLAS SECTION 06 
OF 05 COLOMBO 00380
 

TREASURY/OASIA/IDN FOR DEBORAH MCCARTHY ROCHA
STATE PASS AID/PPC/EA FOR KEN KAUFFMAN
 

E.O. 12356: N/A
 
TAGS: EFIN, ECON, 'E
SUBJECT: 
FY 85 ECONOMIC POLICY PROFILE 
 (EMP REPORT):
 

LOW-COST, WELL-EDUCATED LABOR FORCE.
 

-
 GCEC:
 
-
 TAX HOLIDAYS.
 
-
 100 PERCENT FOREIGN OWNERSHIP ALLOWED.
 -
 FREE TRANSFER OF SHARES.
 

DUTY-FREE IMPORT OF 
MACHINERY.

(C)DISINCENTIVES FOR PRIVATE DOMESTIC AND
 

FOREIGN INVESTMENT:
 

UNCERTAINTY ABOUT GOVERNMENT POLICY.
 
UNCERTAINTY 
IN THE POLITICAL SITUATION.
 
LACK OF SUFFICIENT RESOURCES 
(CAPITAL,

LABOUR, MACHINERY).
 
MARKET UNCERTAINTY (PRICES, DEMAND,
 
IMPORTS, ETC.).

OVERVALUED EXCHANGE RATE.
 

-
 FAULTY TARIFF STRUCTURE 
THAT ENCOURAGES
 
- IMPORTS 
OVER LOCAL MANUFACTURE.
 
-
 HIGH INTEREST COST AND UNAVAILABILITY OF
 -
 MEDIUM AND LONG-TERM FINANCE.
POOR AND 
DETERIORATING INFRASTRUCTURE.
 
-
 HIGH COST OF ENERGY.
 
-
 EXCESSIVE NUMBER OF 
NON-WORKING DAYS.
 
- 4. SRI LANKA IS NOT A 
CONOR NATION. IN 1984,
-
 THE GSL PROVIDED SMALL AMOUNTS OF FOOD AID
- AS A 
TOKEN DONATION TO POOR COUNTRIES SUCH
 -
 AS THE MALDIVES AND TANZANIA.
 
REED
 

UNCLASSIFIED
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ACTION NEA-07 


--------..--------------------------------------------------------
INFO ASPN-02 ASDP-02 !S-01 /905 A2 t217 


LOG-SO
INFO -- - --------------------------....---------------------------------COPY-SI ADS-00 AID-0S INR-I 
 SS-O CIAE-S9 

El-S8 
 DODE-S0 H-SI EXIM-06 NSC-91 NSAE-00 LAB-94 

ITC-91 OPIC-07 CEA-01 OMB-SI STR-14 
 SIL-01 FRI-91 

JUS-01 USIE-90 SP-02 OE-0 SNP-91 SPD-9I /069 W 


-------------- 0--
964224 179658Z /16/16 


R 179516Z MAY 85

FM AMEMBASSY COLOMBO 

TO SECSTATE WASHOC 0756 


INFO USDA FAS WASHOC
 
DEPARTMENT OF TREASURY 
WASHOC 


USDOC WASHOC 


UNCLAS COLOMBO 03359 


DEPT PASS OPIC EXIMBANK, AID 


F.0. 12356:N/A 

TAGS: ECON, EFIN, CE 

SUBJECT:SRI 
LANKAN ECONOMIC INDICATORS THROUGH DECEMBER 

19A4 


I.SUMMARY: 
 THE CENTRAL BANK ESTIMATES A 5.1 PERCENT 

INCREASE 
IN GOP FOR 1984, AND PER CAPITA INCOME FOR THE 

YEAR AT RS.8,643 (U.S. DOLLARS 3401. 
TEA PRODUCTION 

RECORDED A 16 PERCENT INCREASE DURING THE 
YEAR, WHILE 

COCONUT PRODUCTION DROPPED BY 
17 PERCENT . TOURIST 

ARRIVALS REGISTERED A SLIGHT UPTURN 
IN DECEMBER, 

SUGGESTING A POSSIBLE RECOVERY, BUT ARRIVALS FOR THE 

YEAR WERE 6 PERCENT LESS THAN IN 1983. 
 THE ENCOURAGING 

DEVELOPMENTS DURING THE 
PERIOD WERE THE NARROWING BUDGET 

AND TRADE DEFICITS, Al INCREASE 
IN EXTERNAL RESERVES, 

AND A SLCWING OF INFLATION. 
PUBLIC DEBT OUTSTANDING 

WIDENED CONSIDERABLY. 
 THE RUPEE CONTINUED TO DEPRECIATE 

AGAINST THE DOLLAR. 


2. 


VIS-A-VIS 1983. 
RUBBER PRODUCTION FOR THE FIRST EIGHT 

MONTHS OF THE YEAR REGISTERED AN INCREASE OF 
7 PERCENT
OVER THE SAME PERIOD IN 1983. 
 COCONUT PRODUCTION DURING 

DECEMBER APPEARED TO BE IMPROVING, RECORDING AN 
INCREASE 

OF 7 PERCENT OVER DECEMBER 1983, BUT PRODUCTION FOR THE 
" 

YEAR AS A WHOLE DECLINED BY 17 PERCENT. 
PUBLIC SECTOR 

INDUSTRIAL ENTERPRISE' RECORDED A 7 PERCENT INCREASE 
IN 

OUTPUT DURING 
1984, MAINLY ATTRIBUTABLE TO THE 22 

PERCENT RISE IN THE OUTPUT OF 
THE PETROLEUM CORPORATION 

WHICH OPERATED WITHOUT ANY SHUTDOWNS IN 1984. 

3.TOURISM: 
 TOURIST ARRIVALS DURING DECEMBER 1984 

AMOUNTED TO 29,590, A MARGINAL INCREASE 
OF 0.8 PERCENT 

OVER THE CORRESPONDING MONTH OF THE PREVIOUS YEAR. 

CUMULATIVE TOURIST ARRIVALS FOR 
1984 DECLINED BY 6 

PERCENT FROM 337,530 IN 1983 TO 317,734 
IN 1984, BUT THE 

DOWNTURN WAS EVEN GREATER 
-- 22 PERCENT-- WHEN COMPARED 

WITH 1982 TOURIST ARRIVALS. 
THE GREATEST REGIONAL 

DECREASE CAME FROM ASIA, WHICH RECORDED A 28 PERCENT 

DROP FROM 1983. TOURISTS'FROM WESTERN EUROP!, THE
LARGEST SOURCE, INCREASED BY 8 PERCENT VIS-A-VIS 1983, 

BUT WERE STILL 22 PERCENT BELOW THE RECORD NUMBER OF 

EUROPEAN ARRIVALS REACHED 
IN 1981. 


4.BUDGET: GOVERNMENT REVENUE IN DECEMBER 1984 AMOUNTED 

TO RS.4,590MILLION AND REFLECTED AN INCREASE OF 7 

PERCENT OVER THE SAME MONTH 
 IN 1983. THIS INCREASE CAN 

BE ATTRIBUTED TO HIGHER RECEIPTS FROM TEA AND TOBACCO 

TAXES. REVENUE COLLECTIONS FOR THE YEAR ARE 
ESTIMATED 

AT RS.36,619 MILLION, AN INCREASE OF 45 PERCENT OVER THE 

CORRESPONDING PERIOD IN THE PRECEDING YEAR. 
EXPENDITURE 


COLOM 53359 05 
OF 03 178656Z 
 3258 A1014
 
IN DECEMBER AMOUNTED TO RS.11,802 MILLION. CUMULATIVE
 

EXPENDITURE FOR 1984 AMOUNTED TO RS.5,887 MILLION, AND
 
RECORDED AN 
INCREASE OF 15 PERCENT OVER THE EXPENDITURE
 

FOR 1983. THE BUDGET DEFICIT THUS REACHED RS. 15,287
MILLION, AN IMPROVEMENT OVER THE 
RS. 21,557 MILLION
 
DEFICIT IN 1983. 
RECURRENT EXPENDITURE FOR 1984, AT
 
RS.29,947 MILLION INDICATED, AN INCREASE OF 25 PERCENT
 
WHILE CAPITAL EXPENDITURE IEXCLUSIVE OF SINKING FUNDS),
 
AT RS. 21, 940 MILLION, RECORDED AN INCREASE OF 21 PERCENT.
 

6. MONEYSUPPLY: IN DECEMBER (NARROW1984, M I MOlEY 
SUPPLY) INCREASED BY 7 PERCENT AND STOOD AT RS. 16.8
 

BILLION. FOR 
1984 AS A WHOLE, M 1 ROSE 14 PERCENT, AN
 

IMPROVEMENT OVER THE 25 PERCENT INCREASE IN 1983. M 2
 
REGISTERED AN INCREASE OF 
3 PERCENT OVER DECEMBER 1983
REACHING RS. 43.4 MILLION, AND GREW BY 17 PERCENT
 
THROUGHOUT 1984, VIS-A-VIS 22 PERCENT 
IN 1983. A
 
NOTEWORTHY DEVELOPMENT DURING DECEMBER WAS THE
 

SIGNIFICANT INCREASE 
IN THE MONETARY BASE, A RESULT OF
INCREASES IN CENTRAL BANK 
RESERVES AhD NET CREDIT TO THE
 
GOVERNMENT. 
DURING 1984, THE MAJOR FACTORS DETERMINING
 
THE NET CHANGE 
IN M 2 WERE A 213 PERCENT INCREASE IN
 
EXTERNAL BANKING ASSETS, A 17 PERCFNT DECREASE IN NET
 
CREDIT TO THE GOVERNMENT (CENTRAL BANK CREDIT DROPPED
 
WHILE COMMERCIAL BANK CREDIT ROSE) ,AND AN 1t PERCENT
 
INCREASE IN GROSS CREDIT TO THE PRIVATE 
SECTOR.
 
7. PRICES: IN DECEMBER 1984 THE WPI DECREASED BY 1.3
 
PERCENT COMPARED WITH 0.6 PERCENT 
INCREASE OVER THE
 
PREVIOUS MONTH, MAINLY 
BECAUSE OF A DROP IN FOOD
 
PRICES. 
 FOR 1984 AS A WHOLE, ON A POINT-TO-POINT BASIS
 
THE WlOLEASALE PRICE INDEX INCREASED BY 5.3 PERCENT
 
COMPARED TO A 44 PERCENT INCREASE 
IN THE CORRESPONDING
 
PERIOD IN THE PREVIOUS YEAR. THE AVERAGE ANNUAL
 
INCREASE FOR 1984, AT 
25.6 PERCENT, WAS ALMOST THE SAME
 
AS 25 PERCENT REACHED IN 1983. THE APRIL 
1984 TO APRIL
 
1985 CHANGE IN THE CONSUMER PRICE 
INDEX WAS 2 PERCENT
 
WHILE THE CHANGE IN THE CORRESPONDING 1983/1984 PERIOD
 

WAS 19 PERCENT. AS REPORTED IN PREVIOUS CABLES, THE 1584
POINT-TO-POINT INCREASE 
IN THE CPI WAS 9 PERCENT, WHILE
 
THE AVERAGE REACHED 16.6 PERCENT.
 

8. BALANCE OF PAYMENTS: 
 TOTAL EXPORT EARNINGS FOR 1984
 
AMOUNTED TO RS. 37,347 MILLION 
(SUR 1,432 MILLION), AN
 
INCREASE OF 49 PERCENT IN RUPEE TERMS AND 43 PERCENT IN
 
SONS. TOTAL EXPENDITURE ON IMPORTS AMOUNTED TO
 
RS.47,711 MILLION 
(SOR 1,829 MILLION) RECORDING AN
 
INCREASE OF 5 PERCENT OVER 1983 IN RUPEE TERMS AND ONE
 
PERCENT IN SON TERMS. 
 EXPORT EARNINGS FROM TEn, RUBBER,
 
COCONUTS, GARMENTS AND PETROLEUM PRODUCTS INCREASED,
 
WHILE MINOR AGRICULTURAL EXPORTS DECLINED AS COIIARED
 
WITH 1983. 
 OH THE IMPORT SIDE, EXPENDITURE ON
 
INTERMEDIATE AND 
INVE. TMENT GOODS VAS HIGHER, WHILE
 
OUTLAYS FOR RICE 
AND SUGAR DECLINED VIS-A-VIS 1983. THE
 
TRADE DEFICIT FOR 1984 WAS RS. 10,345 MILLION (SUR 397
 
NILLION),AS AGAINST A MUCH HIGHER DEFICIT-OF RS.20, 461
 
MILLION 
(SOR 813 MILLION) IN 1983, SHOWING.SUBSTANTIAL
 
IMPROVEKENT.
 

S.EXCHANGE RATE: 
 DURING DECEMBER THE SRI LANKA RUPEE
 
APPRECIATED BY 4.2 PERCENT AGAINST THE POUND STERLING,
 
1.8 PERCENT AGAINST THE JAPANESE YEN AND.1.4 PERCENT
 

AGAINST THE 
DEUTSCHE MARK WHILE IT DEPRECIATED BY 0.7
PERCENT AGAINST THE U.S. DOLLAR. 
 FOR 1984 AS A WHOLE,
 
THE RUPEE APPRECIATED BY 17.6 PERCENT AGAINST THE POUND
 
STERLING, 9.1 
PERCENT AGAINST THE DEUTSCHE MARK, 2.1
 
PERCENT AGAINST THE JAPANESE YEN, AND 1.2 PERCENT
 
AGAINST THE SOR WHILE IT DEPRECIATED BY 4.9 PERCENT
 
AGAINST THE U.S.DOLLAR VIS-A-VIS 1983. ON.VIAY 10 1985,
 
THE RATE WAS US OOLLAR IRS.27.42
 

UNCLASSIFIED
 

http:IRS.27.42
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KEY ECONOMIC INDICATORS THROUGH DECEMIER, 1984
 

INDICATOR 
 1983 (Al)1913 (1) 194 PERCENTAGE 
MERCHANDISE EXPORTS, 25,996 25,996 37,347 49
 
FOB, ADJUSTED
 

IN RUPEES)
 

MERCHANDISE IMPORTS, 
 45,558 45,558 47,711 
 5
 
CIF ADJUSTED
 
Ir'1 RUPEES) 

TRADEBALANCE -29,461 -29,461 -10,345 -41 
IN RUPEES) 

TEA EXPORTS 8,295 8,295 15,764 91
 
IN RUPEES)
 

RUBBER EXPORTS 2,152 2,852 3,391 15
 
iN RUPEES)
 

COCONUT EXPORTS 1,921 1,921 2,118 II
 
GINRUPEES)
 

PETROLEUM PRODUCTS 
 2,682 2,682 3,288 23
 
EXPORTS (MNRUPEES) 

TEXTILE/GARMENT 4,738 4,738 7,535 
 59
 
EXPORTS (MN. RUPEES) 

OTHER MFG. EXPORTS 1,492 1,492 
 1,769 26
 
IN. RUPEES) (2) 

CRUDE OIL IMPORTS 11,924 11,024 10,681 - 3
 
IN. RUPEES)
 

GROSS EXTERNAL 12,840 13,062 18,942 
 45
 
ASSETS (ENDDEC) (ENDDEC) (ENDDEC)
 
(IN RUPEES)
 

EXTERNAL DEBT 46,925 46,925 53,681 t7
 
OUTSTANDING 13) (ENDDEC) (ENDDEC)(ENDDEC)
 
GINRUPEES)
 

EXCHANGERATE 23. 62 25.14 27.22 -

MID-RATE (RS/DOLS) IAVG) (ENDAPRIL) (ENDAPRIL)
 
(1)BASED ON S PERCENT SAMPLE OF PUBLIC CORPORATIONS,
 
WHICH IN TURN ACCOUNT FOR 19-15 PERCENT OF GOP.
 

(2) INCLUDES FOOD, BEVERAGES, TOBACCO, CHEMICAL PRODUCTS,
 
LEATHER, RUBBER, WOOD, CERAMICS, CEMENT, MACHINERY,
 
AND MECHANICAL PRODUCTS.
 

(3)PUBLIC DEBT ONLY. TOTAL EXTERNAL DEBT OUTSTANDING
 
YE 1984 WASRS. 74,329 

SOURCE: CENTRAL BANK BULLETIN JANUARY 1984, AND 
UNPUBLISHED DATA 

PREPARED BY: RCALOYSIUS 

REED 

AID1417
 

UNCLASSIFIED
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ACTION OFFICE ASOP-02 


INFO ASPN-02 FM-02 ASPO-03 C-92 
 CPS-02 CT-Il RELO-8I MAST-I 


CNEA-03 /019 At X14
 
"..:...............................................................-


INFO LOG-GO COPY-O CIAE-00 EB-08 JOOE-09 NEA-97 EAP-Ol 


/016 W 

------------------ 41171 141325Z /158 17 


A 140655Z FEB 8s 

FM AMEMBASSY COLOMBO 

TO SECSTATE WASHOC 9163 


INFO AMEFBASSY BANGKOK 


UNCLAS COLOMBO 91964 


AIDAC 


FOR ASIA OP FOR MICHAEL CROSSUELL 


E.0. 12356:N/A 

SUBJECT: SRI LANKA'S CAPACITY TO SERVICE HG LOANS 


REF: (A) 12/24/84 MEMO CROSSWELL TO CORREL, (B)7/23/84 
IHF, SRI LANKA - RECENT ECOrNOMICDEVELOPMENTS, 
(C) 5/4/83 WORLD BANK, SRI LANKA 
- AN INTERIM
 
ASSESSMENT OF EXPERIENCE AND PRIORITIES, (0)51/27/12 

WORLD BANK, ECONOMIC ADJUSTMENT IN SRI LANKA 
-
ISSUES AND PROSPECTS 


I. SUMMARY: THE ISSUE PRESENTED BY REF (A) IS WHETHER, 

CONSIDERING CERTAIN STRUCTURAL PROBLEMS IN THE SRI 
LANKAN 

ECONOMY, IT MAKES SENSE 
To PROVIDE ADDITIONAL HG LENDING 

IN THAT COUNTRY. USAIO'S 
VIEW IS THAT ALTHOUGH IT IS NOT* 

POSSIBLE TO MEANINGFULLY EVALUATE THE CREDITWORTHINESS OF 

ANY COUNTRY 
OVER THE LONG TERMS OF HG LENDING, RECENT 

MACRO-ECONOMIC OEVELOPMENITS MAKE SUCH LENDING PRUDENT FOR 

THE FORESEEABLE FUTURE IN THE 
PRINCIPAL AMOUNTS CURRENTLY 

CONTEMPLATED. END SUMMARY. 


2. THE TENTATIVE COIICLUSION OF THE ASIA BUREAU 
(REF A) IS 

THAT WEAKNESSES IN THE UNDERLYING STRUCTURE OF THE 

BALANCE OF PAYMENTS MAKE THE PROSPECTIVE CAPACITY OF SRI 

LANKA TO AMORTIZE ITS DEBT TOO UIICERTAIN TO WARRANT 

ADDITIONAL HG LENDING. THIS POSITION APPEARS 
TO BE 

DERIVED FROM THE 
JUNE 1934 IMF REFORT, VHICH WAS IN TURN 

BASED UPON TRENDS REFLECTING THE 1979 TO 1983 PERIOD. AT 

THE END OF 1983, SRI LANKA'S EXTERNAL DEBT TOTALLED SOR 

2.8 BILLION (DOLLAR 2.93 BILLION)I INCREASING FROM SOR 

1.1 BILLION (DOLLAR 1.43 BILLION) AT THE END OF 1979. AS 

A RATIO TO DEBT
GOP, EXTERNAL IICREASED FROM 40 PERCENT 

IN 1979 TO 51 PERCENT IN 1983. THE OVERALL DEBT SERVICE 

RATIO PROGRESSIVELY INCREASED FROM 12.1 PERCENT IN 


1979 TO 22. 0 PERCENT 
IN 1983. HOWEVER, SUBSEGUElT EVENTS
 
ARGUE FOR A MORE POSITIVE EVALUATION OF SRI LANKA'S FUTURE 

DEBT-SERVICING CAPACITY. 


3. THE FAVORABLE INTERNATIONAL TEA PRICES SINCE THE FINAL 

QUARTER OF 
1983 YIELDED AllADDITIONAL DOLLAR 250 MILLION 

WORTH OF FOREIGN EXCHANGE IN 1984, COMPARED TO 1983 

EARNINGS OF DOLLAR 353 MILLION FRO AVERAGE
TEA TEA 

PRICES INCREASED 4G PERCEIT 
IN 1984 OVER 1983. THE 

BALANICE OF PAYMENTS POSITION IN 1994 IMPROVED URAMATICALLY 
WITH THE CURRENT ACCOUNT DEFICIT DECLINING FROM DOLLAR 488 
HILLION IN 1983 TO DOLLAR 350 MILLION INI1984. INE DEBT
 
SERVICE RATIO DROPPED TO AN ESTIMATED 17 PERCENIT AND THE 

GROSS EXTERNAL RESERVE POSITION INCREASED TO A VERY 

RESPECTABLE TOTAL OF 
AROUIID DOLLAR 700 MILLION. (GUIVALENT 

TO AUOUT FIVE MONrIIs OF IIPORTS. IF THIS TREND CONTINUES 

DURING THE NEXT 
3 TO 4 YEARS, THE BALANCE OF PAYMENTS OUT-
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LOON IS LIKELY TO REMAIN FAVORABLE DURING THE MEDIUM-TER.
 

SINCE THIS IS MOSTLY CONDITIONAL ON INTERNATIONAL TEA
 
PRICES, IT IS NECESSARY TO BRIEFLY LOOK AT THE 
PROSPECTS
 
OF CONTINUING HIGHER TEA PRICES OVER THE NEXT FEW YEARS.
 

4. ALTHOUGH THE IMF 
AND THE WORLD BANK CONSIDER THE HIGHER
INTERNATIONAL TEA PRICES AS ESSENTIALLY 
 SHORT-TER"
 

PHENOMENA, NOT LASTING MUCH BEYOND 1985, TEA EXPERTS HERE
 
BELIEVE THAT THE TREND SHOULD LAST AT LEAST 
3 TO S YEARS.
 
SINCE THE BEGINNING OF 
1982, THERE HAS BEEN A CONTINUING
 
SHORTFALL IN THE WORLD'S 
TEA SUPPLY, RELATIVE TO THE
 
INTERNATIONAL DEMAND FOR TEA, TOTALLING LOO MILLION KGS AT
 
THE BEGINNING OF 1984. DUE TO PRODUCTIOI INCREASES IN
 

INDIA, SRI LANKA AND OTHER TRADITIONAL TEA PRODUCING
 
COUNTRIES, THE SHORTFALL IS REPORTED TO HAVE BEEN REDUCED
 

TO NEARLY HALF DURING 1984. 
 EVEN WITH MODEST INIREASES IN

ANNUAL TEA PRODUCTION, THIS SUPPLY SHORTFALL 
IS LIKELY TO
 
PERSIST DURING THE NEXT FEW YEARS BECAUSE OF THE ESTIMATED
 
ANNUAL 2.5 PERCENT GROUTH IN WORLDWIDE TEA DEMAND WHICH
 
TRANSLATES TO AN ADDITIONAL ANNUAL 
REQUIREMENT OF 41
MILLION KOS. 
AS THE WORLD'S LARGEST PRODUCER ArIDCONSUMER
 
OF TEA, IT APPEARS THAT ONLY A DECISION rO LIFT TEA EXPORT
 

CONTROLS IN INDIA COULD REDUCE OR ELIMIIATE THE SHORTFALL

DURING THE MEDIUM-TERM. 
 INDIA HOWEVER, IS CONSTRAINED BY
 
ITS OWN RAPIDLY GROWING INTERNAL DEMAND.
 

5. INDIA'S TEA PRODUCTION IN 1984 IS ESTIMATED TO HAVE
 
REACHED AN ALL 
TIME HIGH OF 635,809 METRIC TONS. THE
 
TENTATIVE FORECAST FOR 
1985 IS BETWEEN 645,099 TO 650,30
 

ETRIC TONS. 
 THE INDIAN TEA BOARD ESTIMATES THE 1984 TEA
EXPORT VOLUME TO BE 
AROUND 215,800 METRIC TONS, COMPARED
 
TO 218,5811 METRIC TONS 
IN 1983, AIIDPROJECTS THE 19815
 
EXPORT VOLUME TO BE IN THE REGION OF 220,000 METRIC TONS.
 
IN 1844, DOMESTIC CONSUMPTION HAS BEEN ESTIMATED TO BE
 
419,106 METRIC TONS AND THIS IS EXPECTED TO INCREASE TO
 
416,901 METRIC TONS IN 1985. 
 THE PROJECTED INCREASE IIN
 
DOMESTIC TEA CONSU"OTION 
IN 1985 FULLY ABSORBS THE
 
PROJECTED INCREASE IN PRODUCTION. ACCORDINGLY, IF THE
 
PRODUCTION TARGET IS NOT MAINTAIIED, THE PROJECTED EXPORT
 

TARGET CAN BE MAINTAINED OILY AT THE 
EXPENSE OF DOMESTIC
 
CONSUrPTION WHICH 
IN TURN COULD LEAD TO HIGHER DOMESTIC
 
TEA PRICES. EVEN WITH TEA EXPORT CONTROLS, IT HA: BEE,
 
REPORTED THAT DOMESTIC TEA PRICES IN 1964 INCREASED BY 21
 
PERCENT. AS SUCH, THE LIKELIHOOD OF COMPLETELY LIFTING
 
INDIAN EXPORT CONTROLS ON TEA OR ;UBSTANTIALLY !NCREASING
 
THE VOLUME OF TEA EXPOpTS FROM THE CURREIIT LEVELS APPEARS
 
UNLIKELY AND, THEREFOkE, A CONSIDERABLE DEGREE OF
 
STABILITY IN THE PREVAILIN INTERNlATIONAL TEA PRICES
 
SHOULD PREVAIL IN THE MEDIUM-TER. 
 BEYOND THE MEOIUM-TERM
 
IT IS POSSIBLE THAT THE WORLD'S 
TEA SUPPLY WILL INCREASE
 
DUE 
TO EXPANSION IN THE AREA UNDER CULTIVATION IN
 
TRADITIONAL TEA GROWING COUNTRIES AS WELL AS NEW ENTRY TO
 
THE MARKET BY NON-rRADITIONAL TEA GROWIIG COUNTRIES.
 

6. BASED ON THIS REASONING, THE SRI LANKIN TEA EXPERTS
 
FEEL VERY CONFIDENT ABOUT THE LIKELIHOOD OF SUSTAINING
 

HIGHER FOREIGN EXCHANGE EARNINGS FROM TEA DURING THE NFXT

FEW YEARS. AFTER SEVERAL CONSECUTIVE YEARS OF DISAPPOINT-

ING PERFORMAPnCE, 
THE TEA EXPORT VOLUME INCREASED TO ABOUT
 
293 MILLION KGS IN t984, A 21 PERCENT 
INCREASE OVER 1933.
 
AN ANNUAL INCREASE OF BETWEEN 5 PERCENT TO 8 PERCENT I
 
PROJECTED, 
SUBJECT TO FAVORABLE WEATHER CONDITIONS, DURING
 
THE NEXT FIVE YEARS DUE 
TO ON GOIIG AND PLANNED EFFORTS TO
 
REVITALIZE THE TEA INDUSTRY.
 

7. GIVEN THIS PREDICTION OF SUSTAINING HIGHER EXPORT
 
EARNINGS FROM TEA, 
THE BALANCE OF PAYMENTS OUTLOOk SHOULD
 
REMAIN RELATIVELY FAVORABLE DURING THE 
MI'DIUM-tFRM. TilE
 
MfEDIUM-TERM BALANCE OF PAYIIENTS 
OUTLOOK DEIERMINIES THE
 
POSSIBLE LONGER TERM DEVELOPhENTS IN THE BALANCE OF
 

imi i~ ir 4r
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PAYMENTS. IF THE MIEDIUM-TERM BALANCE OF PAYMENTS REMAIN 

FAVORABLE, THE GSL WILL BE 
IN A POSITION TO (A)RETIRE 

MOST OF ITS SHORT-TERM LOANS AND CREDITS OURINU THE 
NEAT 

FEY VEARS AIID BS)MEET THE COUNTRY'S FOREIGN EXCHANGE 

REQUIREMENTS WITHOUT SECURING HIGH COST COMMERCIAL
 
BORROWINGS. THE MANAGEMENT OF SHORT-TERM REPAYMENT 

OBLIGATIONS TOGETHER WITH ONLY LIMITED DEPENDENCY ON SHORT 

TER" BORROWINGS DURING THE NEXT FEW YEARS SHOULD LEAD TO 4 

SIGNIFICANT IMPROVEMENT BEYOND 
THE 1990-1992 PERIOD. 


1. AS NOTED BY THE IMF 
IN REF B SRI 
LANKA'S DEBT STRUCTURE 

HAS UNID.RGOIIE
SUBSTANTIAL CHANGES, PARTICULARLY AFTER 1979 

DUE TO INCREASED SHORT-TERM BORROWINGS. WHILE THE SHARE 

OF CONCESSIONAL BORROWIN6S DECLINED FROM 73 PERCENT 
IN 

1979 TO 55 PERCENT IN t933, DESPITE NEARLY DOULING IN 

ABSOLUTE TERMS FROM SOR 304 
MILLION TO SOR 1,540 MILLION, 

THE SHARE OF COMMERCIAL BORROWINGS INCREASED FROM 6 

PERCENT IN 1979 
TO 33 PERCENT 
IN 1983 DUE TO A 13 FOLD

GROWTH FROM SDR 66 MILLION TO SOR 924 MILLION. THE 

RESIDUAL, WHICH CONSISTS OF 
THE IMF 
CREDITS AND STAND-BY 

FACILITIES INCREASED FROM SOR 231 
MILLION IN 1979 TO SOR 

336 MILLION IN 1933, BUT DECLIIIED AS A .HARE FROM 21 

PERCENT TO 12 PERCENT DURING TIlESAME PERIOD. 
 AS THE 

WORLD BANK REPORT POINTS OUT 
(REF D, P,641 THE MORE 

SIGNIFICANT FACTOR IN THE 
INCREASE IN DEBT OBLIGATIONS HAS 

BEEN THE CHANGE IN THE COKPOSITION OF THE TOTAL DEBT AS A 

RESULT OF SRI 
LANKA'S DECISION ro BEGIN COMMERCIAL 

BORROWINGS ON A SIGNIFICA 
T SCALE. THE INCREASED 

COMMERCIAL BORROWING CONSISTING MOSTLY OF SHORT-TERM 

CREDITS WITH MATURITY OF LESS THAN ONE YEAR, HAS ALSO LED 

TO THE DETERIORATION OF 
THE MATUJRITY STRUCTURE WITH THE

SHARE OF SHORT-TERM DEBT INCREASING FROM I PERCENT TO 

ALMOST I PERCENT BETUEEN 1979 AND 
1983 (REF B, P.55). 

FYI,. THE MATURITY ON 
A NG LOAN IS USUALLY 31 YEARS. END 

FYI. 


9. ONE OF THE MAJOR IMPLICATIONS OF COMMERCIAL BORROWING 

IS THE HIGH RATE OF INTEREST AND ITS INFLUENCE ON THE DEBT 

SERVICE RATES. 
 AS THE WORLD BANK POINTS OUT (REF C, P.171 

A DOLLAR 
IOD MILLION BORROWING ON COMMERCIAL TERMS 

DURIIIG 1943 
(ASSUMING 10 PERCENT INTEREST, 3 YEARS GRACE 

AND ID YEARS MATURITY) WOULD 
ADD ABOUT 1.3 PERCENTAGE 

POINTS TO THE DEBT SERVICE RATIO BY 1936. EXAMINING THE 

COMPOSITION OF DEBT SEROICE RATIOS PAST
IN THE (REF B, 

TABLE 25), LEADS TO THE CONCLUSION THAT INTEREST PAYMENT 

1S THE MAIN FACTOR UNOERLYING TAE GROWIIG DEBT SERVICE 

COMMITWENrTS. FOR EXAMPLE, THE 1979 DEBT SERVICE RATIO 

WAS 
THE SUM OF 8.0 PERCENIT AMORrIZATIOII AND 4.1 PERCENT 

INTEREST WHILE THE RESPECTIVE FIGURES 
FOR 1983 WERE 9.6 

PERCENT AND 12.4 PERCENT. THIS INCREASE IN THE SHARE OF 

INTEREST PAYMENTS IN THE OVERALL 
DEBT SERVICE RATIO IS 

LARGELY AN OUTCOME OF COMMERCIAL BORROWINGS AT MARKET 

INTEREST RATES. THE 
IMPORTANCE OF COMMERCIAL BORROWIIGS
 
ON THE DEBT SERVICE RATIO CAN BE EMPHA3IZED FURTHER BY 

EXAMINING THE DECLINE 
IN DEBT SERVICE RATIO FROM 23 

PERCENT IN 1373 TO 12.1 PERCENT IN 1974 AS A RESULT OF 

REPAYMENTS OF COMMERCIAL BORROWINGS AND A REDUCTION IN 

ADDITIONAL COMMERCIAL BORROWING; DURING THAT PEAIOO. 


19. AS THE ABOVE DEMONSTRATES. 
COMMERCIAL BORROWINGS IS 

PERHAPS THE SOLE CONTRIBUTOR TO THE 
RECENT DETERIORATION 

IN THE EXTERNAL DEBT SITUATION. IF THE GSL CAl MONITOR 

COMMERCIAL BORROWITISS WITH A VIEW TO DRASTICALLY REDUCE 
ITS DEPENDENCY ON 'UCH BORROIN,'S, THE EXTERNAL DEBT 
SITUATION WILL SIGNIFICANTLY IMPROVE ONCE THE CURRENT 

SHORT-TERM OBLIGATIONS ARE MET BY 1991. 
 THIS WAS 

PRECISELY THE POINT THAT THE WORLD BANK MADE 
(REF 0, P.941 

WHEN IT STATED THAT "WHILE THIS (EXTERNAL DEBT) IS 

RELATIVELY HIGH 
COMPARED TO MOST DEVELOPING COUNTRIES, 

OVER 58 PERCENT OF THE DEBT COMPRISES LONG-TERM 
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CONCESSIONAL LOANS, WITH THE 
CONSEQUENCE THAT THE PRESENT
 
DEBT !ERVICE RATIO AT 
ABOUT 8.7 PERCENT OF EXPORTS OF
 
GOODS AND NON-FACTOR SERVICES AND 2.6 PERCENT OF GOP, 
IS
 
RELATIVELY LOW."
 

11. ACCORDING-TO SENIOR OFFICIALS OF 
THE CENTRAL BANK AND
 
THE MINISTRY OF FINANCE 
AND PLAII4.NG,.JB GSL IS VERY
 
CONSCIOUS OF THE IMPLICATIONS OF COMMERCIAL BORROWINGS ON
 
THE BALANCE OF PAYMENTS AND PARTICULARLY ON THE DEBr
 

SERVICE RATIO. THEY BELIEVE THAT, 
IF TEA EXPORT EARNINGS
REMAIN FAVORABLE, 
THE SRI LANNAN ECONOMY CAN COPE WITH THE
 
FOREIGN EXCHANGE REQUIREMEUTS WITHOUT COMMERCIAL
 
BORROWINGS AT ANY SIGNIFICANT SCALE. MOREOVER, THE GSL
 
HAS ELTABLISHED A DEBT MANAGEMENT DIVISION, WITHIN THE
 
MINISTRY OF FINANCE AND PLANNING, TO MONITOR, CONTROL AND
 
SCRUTINIZE COMMERCIAL EXTERNAL BORROWINGS BY THE PRIVATE
 
SECTOR AND PUBLIC SECTOR CORPORATIONS.
 

12. THE ASIA BUREAU MEMO STATES IN SECTION S THAT SRI
 
LANKA ENTERED INTO A STAND-BY AGREEMENT WITH THE IMP IN
 
SEPTEIIBER 1993 BUT SOON FELL OUT OF COMPLIAHCi, IN PART
 
DUE TO THE ETHNIC DISTURBANCE. OUR UNDERSTANDING IS THAT
 
THE GSL WAS HOT WILLING TO IMPOSE ADDITIONAL REFORM
 
MEASURES, PARTICULARLY A RUPEE DEVALUATION, DUE TO
 
IMPROVED INTERNATIONlAL MARhET FOR TEA E.PORTS AID AS A
 
RESULT THE STAND-BY AGREEMENT CEASED AFTER THE RELEASE OF
 
THE FIRST SOR S MILLION OF THE SCR 
101 MILLION AGREEMENT.
 
IN FACT, SRI LANKA SECURED MORE CONCESSIONAL ASSISTANCE
 
THAN ANIICIPATED FROM THE AID GROUP 
IN JULY 1934, DESPITE
 
THE ABSENCE OF A STAND-BY AGREEMENT WITH THE IMF.
 

13. THE GSL 
HAS NOT BEEN IGNORING THE NEED FOR STRUCTURAL
 
REFORM. RECENT REFORM ACTIONS TAKEN BY THE 
GSL INCLUDE:
 
ID)THE REVISION OF TARIFF POLICY WITH THE AIM OF ELIMI-

HATING THE BIAS AGAINST EXPORTS NOTED BY THE IMF 
AND
 
REDUCING THE RANGE OF RATES; 
12)REFORMS OF PUBLIC ENTER-

PRISES INCLUDING THE INTRODUCTION OF SOME MANAGEMENT
 
PERFORMANCE INCENTIVES AND TH 
 APPOINTMENT OF A HEW
 
MINISTER OF 
INDUSTRY AND NEW DIRECTORS FOR STATE ENTER-

PRISES WHO SHARE A MORE COIIPETITION AND EFFICIEICY-ORIENTE
 
PERSPECTIVE; (3) THE APPLICATION OF 
SURPLUS iEA EXPORT
 
EARNIIIGS TO THE REPAYMENT OF SHORT-TERM DEBT; (4) IlPLE-

HENTATION OF THE MEDIUM TERM 
INVESTMENT PROGRAM TO REHABI-

LITATE TREE CROP PLANTATIONS; (SI IMPLEMENTATION OF A TIORE
 
RATIOIAL ENERGY POLICY WHICH, WITH THE COMPLETION OF THE
 
FIRST PHASES OF THE MAHAWELI PROJECT, WILL 
REDUCE RELIANCE
 
ON OIL IMPORTS AND, AS A CONSEQUENCE OF MARHET PRICING,
 
WILL PROMOTE CONSERVATION; AND 
(6)THE INTROOUCTION OF
 
BUDGET REFORMIS TO IIICREASE CONTROLS ON EXPENDITURES AUD
 
RATIOIIALIZE PUBLIC INVESTMENTS. 
 IN ADDITION, THE RATE OF
 
INFLATION IS FALLING AND A REAL 
GOP GROWTH RATE OF 5 TO 6
 
PERCENT IS PROJECTED FOR 1985.
 

14. CERTAIN REFORMS SOUGHT BY THE 
IMF HAVE NOT BEEN
 
IMPLEMENTED BY THE 
GSL. MOST IMPORTANTLY, TAX REFORMS
 
NEEDED TO MAINTAIN PUBLIC SECTOR REVENUES AND THE 
MANAGE-

PIENTOF EXCHANGE RATES 
IN A MANNER CALCULATED ro ENCOURAGE
 
INVESTMENT IN NON-rRAOiTIOIAL 
EXPORT PRaOUCTOII NAVE NlOT
 
BEEN THE SUBJECYS OF MUCH rSL ENTHUSIASM, ALrHOIJGH A 5
 
PERCENT DEVALUATION IN 1933 AND A SUBSE,2IIENT MA IAGED FLOAT
 
HAVE RESULTED IN SOME OEPRECIATIOH OF THE 
RUPEE AGAINST
 
THE DOLLAR. APPRECIATION AGAINST THE CIRRIENCIES OF SRI
 
LANKA'S MAIN EUROPEAN TRADING PARTNERS CONTINUES, HOWEVER.
 
GSL OFFICIALS DEFEND THESE POLICIES ON 
THE GROIIDS THAT 
CURRENT EXCHANGE RATES DONOT OVER-VALUE THE RIJPEE AND 
THAT THE EXPORT-INCENTIVE VALUE OF DEVALUATION MUST BE
 
BALANCED AGAINST OTHER CONSIDERATIONS INCLUDING THE COST
 
OF NECESSARY IMPORTS AND EXTERNAL LOAN REPAYMENTS. SINCE 
TEA EARNINGS ARE CURRENTLY HIGH, SUCH OTHER FACTORS WEIGH 
HEAVILY.
 

ItNflLASSI I F f
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15. IT IS AISO WORTH NOTINIG THAT:
 
(A)ALTHOUGH EXPORT EARNINGS FROM RUBBER HAVE STAGNATED
 
. AND COCONUT EAhNINGS HAVE DECLINED, REDUCTIONS IN THE
 
- COST OF IMPORTED COMMODITIES INCLUUING PETROLEUM,
 
.
 WHEAT AIIOSUGAR HAVE COMPENSATED;
 

(B)TOURISM HAS NOT RECOVERED FROM THE BAD PUBLICITY
 
. ATTENDING SRI LANKA'S COMMUNAL 
PROBLEMS AND WOULD
 
. PROBABLY RECOVER ONLY GRADUALLY EVEN IF THESE
 
. DIFFICULTIES COULD BE IMMEDIATELY ENDED;
 

(C)REMITTANICES FROM EXPATRIATE WORKERS CONTINUE TO
 
- INCREASE SLOWLY IN SPITE OF REDUCTIONS IN THE DEVELOP
. KENT PROGRAMS OF GULF COUNTRIES. NO DECLINES IN SUCH
 
- EARNINGS ARE ANTICIPATED IN THE NEAR FUTURE ALTHOUGH
 
- GROWTH IS LIKELY TO BE 
SLOW;
 

(0)AN IMPORTANT EFFECT or THE MAHAWELI PROJECT, AMONG
 
- OTHER EFFORTS, HAS BEEN TO BRING SRI 
LANKA NEAR TO
 
- SELF-SUFFICIENCY IN RICE PRODUCTION. 
 ALTHOUGH
 
" 
POSSIBLE FUTURE RICE SURPLUSES ARE UNLIKELY TO BE
 
- EXPORTASLE BECAUSE OF QUALITY PROBLEMS, THERE MAY BE
 
S5011E ROOM TO DISPLACE WHEAT IMPORTS, DEPENDING UPON
 

- PRICING PCLICIES.
 

16. THE LARGEST UNKNOWN Il ANY PROJECTION OF SRI LANKA'S
 
ECONOMIC FUTURE IS THE ETHNIC SITUATION. THERE HAS BEEP
 
VERY LITTLE PROGRESS TOWAFDS RESOLUTION OF THE ISSUES AND
 
THE SITUATION WILL CONTINUE TO BE UNSTABLE. ALTHOUGH WE
 
DO NOT SEE THE ETHNIC PROBLEMS HAVING AlY MAJOR NEW IMPACT
 
ONTHEBALAIICE OFPAYMENTS, A SPREAD OFTHECOMMUNAL 
VIOLENCE TO THE TEA GROWIIIG AREAS COULO HAVE 
SERIOUS
 
REPERCUSSIOIS ON TEA EXPORT EARNINGS. 
 AT THIS POINT IN
 
TIME, WEO0NOT VIEW THIS AS LIKELY.
 

17. THERE IS NO MEANINGFUL 
WAY TO PREDICT THE DEBT-SERVICE
 
CAPACITY OF ANY DEELOPING COUNTRY OVER THE TYPICALLY
 
LONG TERMS OF HGGUARANTEES. WITH RESPECT TO SRI 
 LAIA,
WHATCAN SE SAID IL THAT EOTH THE CURRENT SITUATION AND
 
THE FORESEEABLE FUTURE ARE CONSIDERABLY HEALTHIER THAN
 
ANTICIPATED BY THE IMF. ALTHOUGH THE GSL 
HAS NOT DOTIE
ALL
 
THAT MIGHT FE OESIFABLE FROM A PURELY MACRO-ECOIIOMIC STAND
 
POINT IN THE LAY OF TAX AND1EXCHANGE REFORMS,
RATE THEY 
HAVE TAKEN A NUMBER OF POLITICAL AND ECONOMIC STEPS TO 
MAKE SUCH REFCRMS TIOREPALATABLE AND THEREFORE MORE
 
LIKELY. INANY CAIE, THEAE 
APPEARS To BE NO PERSUASIVE 
REASON TO RESTRICT SRI LAIKA FROM FURTHER HG BORROWING IN 
AMOUNTS NOW CONTEMPLATED. 

Il. MISSION WILL POUCH AVAILABLE TEA MARKET REPORTS TO
 
ASIA/DP FOR YOUR REVIEW. REED
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SRI LANKA - KEY ECONOMIC INDICATORS 

Money Values in millions of Exchange Rates 
rupees except where noted 
 SL Rupees per U.S. Dollar
 

1982 1983
 
Year End 21.32 25.00
 
Annual Avg. 20.85 23.62
 

1982 1983 % 1984
 
Change Proj.
 

PRODUCTION AND INVESTMENT
 
GDP at Current Factor Cost Prices 91,643 111,335 21.5 140,839
 
GNP at Current Factor Cost Prices 89,609 108,171 
 20.7 135,755

Per Capita GNP at Current Prices (Rs.) 5,900 7,017 18.9 8,736
 
GD2 at Constant (1970) Prices 21,756 22,824 4.9 24,079
 
Real GDP Growth Rate (%) 5.1 4.9 
 - 5.5
 
Gross Fixed Capital Formation 30,360 35,246 16.1 37,523
 
Foreign Investment Approvals 3,032 5,059 66.8 4,000
 

LABOR, EMPLOYMENT, AND WAGES
 
Resident Population (Millions) 1/ 15.2 15.5 2.0 15.8
 
Labor Force (Millions) 1/ 6.0 6.1 2.2 6.2
 
Unemployment (%) 1/ 15.0 17.0 - 18.0
 
Nominal Minimum Wage Rates
 
(% Growth)
 

-- Agriculture 18 10 - 20 
-- Industry and Commerce 7 1 - 10 
-- Government 29 15 - 15 

MONEY AND PRICES 
M-2 Growth Rate (%) 25 22 - 25 
Avg. Cost of Living Index (% Growth) 11 14 - 21 
Wholesale Price Index (% Growth) 6 25 - 15 

GOVERNMENT FINANCE 
Expenditures 
-- of which Mahaweli Investment 

37,900 
(7,313) 

46,772 
(6,952) 

23 
-5 

48,442 
(6,017) 

Revenue 17,809 25,210 42 30,770 
Budget Deficit 20,091 21,562 7 17,672 

BALANCE OF PAYMENTS ($ MILLION) 
Exports, f.o.b. 1,029 1,062 3 1,324 
-- U.S. Share 143 185 29 241 
Imports, c.i.f. 2,012 1,929 -4 2,058 
-- U.S. Share 111 114 3 117 
Trade Balance -975 -859 12 -734 
Current Account Balance 2/ -731 -647 -12 -526 
Gross Tourist Receipts 128 101 -22 131 
Gross Private Remittances 289 290 0.3 300 
Foreign Aid Disbursements 428 467 9 408 
-- of which U.S. 59 73 24 93 
Gross External Assets (Year End) 532 543 2 605 
External Debt (Year End)
Debt Service Ratio (%) 3/ 

2,400
19 

2,783
22 

16 
-

3,000
21 

Terms of Trade (1978-100) 38 44 - 48 
Main Imports from U.S. (1983): Wheat ($36 Million), Aircraft & Parts ($24 Million)
 

Machinery & Equipment ($6 Million)
 

Notes: 1/ Estimates; 2/ Includes Public Transfers; 
 3/ Includes IMF Repurchases
 
Source: Central Bank Annual Report, 1983; Public Investment 1984-1988; Customs Data;
 

Embassy Estimates
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SUMMARY
 

One year after a spasm of communal violence shattered Sri Lanka's
 
stability, the search for a long-term solution to the Sinhalese-

Tamil ethnic conflict continues to dominate the political scene
 
and adversely impacts the environment for foreign investment.
 
Economic growth, which in 1983 was 
affected by the disturbances
 
and a prolonged drought, is projected to return again to pre
violence levels of 5-6 percent. The country's ambitious capital
 
development program continues to strain the national budget, but
 
a more austere fiscal policy has reduced the relative size of the
 
deficit. Nevertheless, as the demand for credit skyrocketed in
 
the wake of the July 1983 violence, inflation surged back and
 
continues to be a problem. Although high tea prices have narrowed
 
the trade and current account deficits, they are only a temporary

palliative for the external sector's structural imbalance. Short
term indebtedness has risen, and the debt-service ratio is now at
 
21 percent. The most important challenges in the years ahead will
 
be stimulation of the priv te industrial sector, expansion of
 
exports, and repayment of the mounting external debt.
 

Relations between Sri Lanka and the United States 
are very good.
 
There is scope for expansion of trade within the constraints of
 
Sri Lanka's small domestic market. The most promising areas for
 
investment are in resource-based industries, including agrobusiness,
 
rubber products, and minerals processing.
 

I. CURRENT ECONOMIC SITUATION AND TRENDS
 

POLITICAL SETTING IS DOMINATED BY ETHNIC CONFLICT
 

Hopes that the reelection of President J.R. Jayewardene in late
 
1982 would set the stage for a new period of sustained political
 
stability and economic growth were shattezed in June and July
 
1983 by the outbreak of Sri Lanka's worst communal riots since
 
independence. Over 400 people are acknowledged to have been killed,
 
and property damages, both residential and industrial, reached an
 
estimated $150 million.
 

Since then, the political scene has been dominated by efforts to
 
reach a long-term accnmmodation and reconciliation of the interests
 
of the Sinhalese majority and the Tamil minority communities.
 
President Jayewardene convened an All-Party Conference (APC) in
 
January to provide a forum in which all communal grievances could
 
be discussed and dealt with rationally and peacefully.
 
Unfortunately, by mid-year reconciliation was no closer to
 
realization. In fact, the Sri Lanka Freedom Party -- the major
 
opposition --
 withdrew from the APC, and Tamil militants resumed
 
terrorist activity in the north, culminating in the May kidnapping
 
of an American couple working in Jaffna on an A.I.D. project. The
 
Americans were subsequently released unharmed, but the security
 
situation in the north remains highly unsettled.
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The July disturbances also took their toll 
on the economy. The
manufacturing sector suffered losses of around 150 factories,

including textiles, garments, coconut oil and products, processed
food, and PVC pipes and fittings. Trade was disrupted by the
destruction of many wholesale and retail outlets, and rail, road
and port transport services were interrupted. Road and telecommunications maintenance suffered because of personnel losses, and
construction activity, especially in public sector investment

projects, experienced delays. 
 The biggest casualty in services
 was the tourist trade, which has not fully recovered even a year
later. 
 Longer-term consequences which still cannot be fully
appraised include a "brain drain" of indigenous talent emigrating

abroad, capital flight, and the deleterious impact on investor
 
confidence.
 

PROSPECTS FOR ECONOMIC GROWTH
 

The over-6 percent growth rates of the late 70's have slowed in
recent years as structural imbalances surfaced. 
The combined

effects of a prolonged drought and the July disturbances brought
real GDP growth in 1983 down to 4.9 percent, and real GNP to

4.0 percent, the lowest rate since 1977.
 

In its planning document Public Investment 1984-1988, the Sri
Lankan Government projects a real GDP growth rate of about 5.5
percent per annum over the five-year period. This assumes,
somewhat problematically, a sharp and sustained recovery in both
construction and manufacturing a-tivity. 
The need to restrain

budgetary expenditures has slowed the 1984-1988 capital investment program, which will certainly affect the construction
 
industry. 
Efforts to revitalize the manufacturing sector have
 to date not met with great success, perhaps because of the
continued domination of state-owned corporations. The following

table shows official growth targets for 1984:
 

Percent of Real Projected
 
Real GDP Growth Real Growth
 
in 1983 in 1983 
 in 1984
 

Agriculture, Forestry,

Fishing 
 24 5.0 4.0
 
-- Tea (1.6) (4.5) (3.7)

-- Rubber (0.9) (8.8) (0.3) 
-- Coconut (2.3) (7.9) (1.8)
-- Paddy (6.4) (14.7) (2.6)

Mining and Quarrying 
 4 7.8 7.4
Manufacturing 
 13 0.8 6.2
Construction 
 4 1.0 8.0
Services 
 55 6.6 5.6
 

Total Real GDP 
 100 4.9 
 5.5
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AGRICULTURE: Agriculture has traditionally been Sri Lanka's most
 
productive sector, accounting for half the island's employment and
 
more than a quarter of GDP. Over the past 20 years, however, the
 
three major plantation crops -- tea, rubber, and coconuts -- have
 
suffered from neglect. The declining yields of recent years can
 
be attributed to a variety of factors, including low producer

margins, insufficient use of fertilizer, and poor management of
 
the estates since the sweeping nationalization measures of 1972.
 
Because of the present and potential contribution these three
 
crops make to exports, the plantation sector has become a new
 
priority of Sri Lanka's public investment plan. The Medium Term
 
Investment Program for state plantations extends from 1985-1989
 
and will cost an estimated 4 billion rupees.
 

Although by mid-1984 world prices for Sri Lankan tea are declining
 
somewhat since India removed its ban on exports of CTC tea, Sri
 
Lanka still expects a dramatic increase in tea export earnings

vis-a-vis 1983 because of the fortuitous combination of strong

prices and production gains due to favorable weather conditions.
 
Significant results from the replanting and rehabilitation
 
activities will not be evident for at least five years.
 

In the meantime, the vitality of the agricultural sector must come
 
from rice paddy and other food crops. The virtual explosion in
 
paddy output since 1977 has been one of the great success stories
 
of the current Government. Production of paddy almost doubled
 
over seven years, from 60 million bushels in 1976 to 119 million
 
bushels in 1983. During the same period, average yields rose from
 
44 to 70 bushels per acre.
 

Although the floods in the first quarter of 1984 reduced the
 
quantity and quality of the Maha harvest, paddy production could
 
still reach the record harvest realized last year if weather
 
conditions favor the Yala crop. Most studies agree that Sri Lanka
 
is likely to achieve sustainable levels of rice self-sufficiency
 
within the next five years.
 

Other crops which show export potential are groundnuts, soya beans,
 
greengram, blackgram, and fruits and vegetables.
 

INDUSTRY: The outlook for industry is less auspicious. Despite

recent efforts to promote private sector development, two-thirds of
 
industrial output still comes from the relatively inefficient state
 
corporations. Manufacturing output in 1983 increased only margin
ally, by 0.8 percent, as a 26 percent increase in private sector
 
production offset a 15 percent decline in state-owned industries.
 

Industry's poor 1983 performance can be attributed in part to a
 
two-month shutdown of the petroleum refinery early in the year -
petrochemical production has a heavy we4.ght in public sector
 
output -- and in part to the July troubles, during which around
 
150 industrial establishments were damaged or destroyed. Further
more, two large public enterprises, the nylon 6 project and the
 



- 6 

urea plant, were closed during the year because they' had become
unprofitable. 
On the other hand, the dynamic garment sector in

the Investment Promotion Zone registered a 34 percent increase
in production. Output of food, beverages and tobacco rose by
11 percent, due undoubtedly to strong performances of the Prima
Flour Mill in Trincomalee and the Ceylon Tobacco Company.
 

Barring unforeseen setbacks, industrial production should improve

in 1984, after last year's dismal performance. Most of the

productive units damaged last July have already been rehabilitated;

others which were unproductive or belonged to subsectors with
 excess capacity have been written off. 
 With the improvement in
weather conditions for tea, rubber, and coconuts, export processing
industries should be able to increase production. Although growth
in the textile industry may be somewhat lower in 1984 due to
quotas set in bilateral textile agreements with the U.S. and

European countries, this sector should continue its steady

expansion.
 

The 1984-1988 Public Investment Plan accords the primary role in
industrial development to the private sector. 
 Generally, however,

private sector industrial development has not yet caught fire.
This may be a result of the overbearing weight and relative

inefficiency of public corporations, and to a bias in tax, tariff
and exchange rate incentives against industry and in favor of
tourism, trade, and real estate. 
The Government is aware of the
need for further measures to improve the climate for private
industry. 
The Plan calls for a conscious reformulation of policy
instruments, institutional arrangements, and enhancement of

efficiency in both public and private sectors.
 

Perhaps the most promising area is further development of resource
based industry which would add value to Sri Lanka's agricultural

and mineral production. 
Three firms have signed joint venture
 agreements to invest in new import-substituting sugar projects.

When these come on stream by the late 1980's along with the
Sevanagala sugar project, estimated domestic production should
 
cover about two-fifths of demand. 
The Asian Development Bank is
sponsoring a $17 million aquaculture project, and a feasibility
study for a U.S.-Sri Lankan joint venture in dairy development is
 
under way.
 

SERVICES: 
 Despite the 17 percent drop in tourist arrivals and
the disruption in trade caused by last July's communal violence,

the services sector was 
largely responsible for the 4.9 percent
growth in 1983. Contributing 55 percent to GDP, services

registered a 6.6 percent growth rate last year. 
Trade and
 
transport showed the strongest expansion.
 

The tourism sector has been a major growth area since 1977 for
both investment and employment, and has become an 
important source
of foreign exchange. However, the outlook in 1984 is cloudy. 
As
 

-K?
 



- 7 

a result of the Western European recession, exacerbated by adverse
 
publicity from the July disturbances, tourist arrivals in mid-1984
 
are still lagging behind last year. The occupancy rates in many

existing facilities, particularly in the north and east, are
 
uncomfortably low. Several international hotel chains 
-- the Taj,

Ramada, Meridian, and Hilton -- are building new hotels in Colombo
 
which are in various stages of construction. When all are
 
completed the capital should have more than enough beds for many
 
years to come. The Government has decided that the needs of the
 
tourist industry have been largely met, and thus as a general

policy is not approving applications for new hotels.
 

FREE TRADE ZONE SEEKS TO DIVERSIFY
 

After just six years in existence, the Investment Promotion Zone
 
-- popularly known as the Free Trade Zone -- is easily the most
 
dynamic center of modern industrial activity in Sri Lanka. It
 
must be considered at least a qualified success. At year-end

1983, there were 66 factories in commercial production, employing

close to 29,000 workers, and representing a total equity investment
 
of about $80 million at current exchange rates. According to
 
figures compiled by the Greater Colombo Economic Commission (GCEC),
 
gross export earnings increased geometrically during the full five
 
years of operation, amounting to about $96 million in 1983.
 

One source of concern in the Zone has been the preponderance of
 
garment factories, which accounted for half of all the factories
 
in commercial production, 67 percent of employed workers, and
 
80 percent of export earnings by the end of 1983. As domestically
produced fabric does not yet meet international standards,

virtually all of the raw material for Free Trade Zone garments
 
must come from abroad, which means the local value-added amounts
 
to only about 25 percent of the finished product. GCEC management

is actively seeking to diversify the manufacturing base in the
 
IPZ, and in 1983 only one out of 13 new projects approved was in
 
the textile sector. The others were in agriculture, basic metals,

and other industries. 
 Sri Lanka has also become less attractive
 
for textiles because of the difficulty in obtaining quotas for
 
U.S. and European markets. Thus companies interested in investing

in the garment industry now prefer to purchase an existing
 
facility with its quota allocation.
 

The GCEC began work on its second industrial zone at Biyagama in
 
1983. The first stage will cover 112 acres, providing for about
 
20 industrial plots together with infrastructural facilities.
 

In the near term, the benefit from the Free Trade Zone has come in
 
the form of foreign capital and the creation of new employment
 
opportunities. However, the ultimate payoff -- transfer of
 
technology, work habits and managerial know-how, and links with
 
feeder industries outside the Zone -- is a gradual process which
 
is unlikely to come to fruition for several more years.
 

'4
 



- 8 -


MAHAWELI PROGRAM CELEBRATES COMMISSIONING OF VICTORIA DAM
 

The Accelerated Mahaweli River hydroelectric/irrigation/resettle_
 
ment program, an enormously complex and expensive undertaking for
a country of Sri Lanka's size, is the centerpiece of the national
development program for the 1980s. 
 Originally conceived as a
30--year undertaking, the program involves the construction of
several dams in the mountainous interior of the country and a
network of downstream irrigation canals extending in a wide
diagonal swath northeast to the Trincomalee region. The dams will
provide badly-needed hydroelectric power, while the irrigation
works open up dryland areas to intensive agriculture and resettlement of landless farmers. Under the accelerated program, it is
expected that the bulk of the construction work on the large dams
will be completed during 1980-86, although downstream development

projects will continue for many years.
 

Up to the end of 1983, foreign aid financed most of the Rs. 
20
billion expenditure incurred for the Mahaweli program. 
Major
donors include Canada (Maduru Oya), 
the United Kingdom (Victoria),
Sweden (Kotmale), West Germany (Randenigala), and the United States
(downstream System B and parts of System H). 
 The Mahaweli
continues as 
the biggest item in the Public Investment Program
through 1986, and an additional Rs. 21.2 billion is earmarked for
the program during 1984-88. Following is a thumbnail sketch of
the major components of the program:
 

(Rupees Million)
 
Construc-
 Projected


Generating tion Expenditure Expenditure
Headworks Capacity 
 Period Through 1983 1984-1988
 
Maduru Oya 
 - 1980-83 2,507 
 -
Victoria 
 210 MW 1980-84 5,107 2,538
Kotmale 
 132 MW 1980-85 4,742 
 3,024
Randenigala 130 MW 
 1982-87 1,045 
 2,919
Rantambe 
 40 MW 1986-89 0 -


Downstream Acreage to
 
Irrigation 
 be Settled
 

System B 120,000 1982-86 
 1,258 8,237
System C 
 60,000 1980-86 1,217 3,284
System H 106,000 1978-82 2,099 
 -
System G 
 1,300 1982-87 
 8 253
 

In 1983, the major part of the headworks of Victoria 
-- the largest
power project 
-- was completed, and power generation is scheduled
to commence in July. 
Maduru Oya, one of the major irrigation
reservoirs, was also finished.. 
Work on the other projects is
proceeding well, although heavy rains during the first part of
1984 caused some delays. 
By the end of 1983, a total of 215,000
acres had benefitted from Mahaweli irrigation.
 

R 
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ENERGY OUTLOOK
 

With the rising level of economic activity since 1977, the demand
 
for energy in Sri Lanka is on a steep upward curve. Up to 1983,
 
demand for electricity and petroleum products expanded at average

annual rates of 12 and 10 percent, respectively.
 

The pattern of energy consumption in 1982 was estimated as follows:
 

(000 tons of oil equivalent)
 

Electricity
 
Petroleum (Hydro) Fuelwood Percentage 

Industry/Commercial 349 69 586 28 
Transport 658 - - 18 

Households 185 40 1,684 53 

Other 5 36 - 1 

Percentage 33 4 63 100
 

The high cost of imported oil has placed a severe strain on Sri
 
Lanka's balance of payments. Although oil prices on the world
 
market fell in 1983, the severe drought restricted Sri Lanka's
 
hydrogenerating capacity. Thus domestic consumption of imported

oil products, especially heavy diesel used in thermal power plants,
 
increased.
 

The Public Investment Plan gives high priority to investment in
 
the power sector to meet the increasing demand for energy. Total
 
generating capacity is projected to expand from 511 MW in 1983 to
 
1,353 MW by 1990. Of this, 1,013MW will be hydro and 340 MW thermal.
 
Total hydropower potential is estimated at about 2,000 MW. The
 
Asian Development Bank is financing the feasibility study for a
 
proposed coal-fired plant to come on stream in the early 1990s.
 
There have been some efforts at oil exploration -- both offshore
 
and onshore -- but no discoveries or indications of significant
 
reserves have surfaced to date.
 

FISCAL POLICY TIGHTER
 

One of the most serious problems facing the Government since the
 
introduction of the economic revitalization program in 1977 is the
 
chronic and expanding budget deficit, induced in part by the
 
ambitious capital development program. The deficit rose, almost
 
steadily, from Rs. 3.1 billion in 1977 to Rs. 21.6 billion in
 
1983. The problem is well illustrated in the following table.
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(Rupees Million) 

Projected 

Budget 
1983 1984 1985 

GDP at current factor cost 
Budget Deficit 
-- as % of GDP 
Budget Expenditures 
-- as % of GDP 
Mahaweli Capital Expenditure 
-- as % of Budget 
-- as % of GDP 

111,335 
21,562 

19 
46,772 

42 
6,952 

15 
6 

125,809 
17,672 

14 
48,442 

38 
6,017 

12 
5 

145,938 
17,513 

12 
51,210 

35 
6,845 

13 
5 

Source: 	 Ministry of Finance and Planning,
 
Embassy estimates
 

During 1983, although the deficit continued to rise, overall fiscal
performance improved. 
The July 	disturbances affected revenue
collection from turnover and income taxes, but this was offset by
the tax and tariff increases enacted earlier in the year and a
windfall 	from the upturn in tea prices. 
 Total revenues thus rose
by 42 percent, while expenditures went up only 18 percent, largely
the result of 
a slowdown in capital development projects. 
 The
financing gap was lowered to 0.6 percent of GDP, considerably
reducing 	the budget's inflationary impact on the economy.
 

The policy of greater fiscal discipline is expected to continue in
1984. 
 Revenues will again benefit greatly from the fortuitous
strength of commodity prices, while the continuing moratorium on
new projects slows the growth in capital expenditures. Budget
expenditures are projected at 38 percent of GDP, with the deficit
equal to 	14 percent. The Government hopes to cover 75 percent of
the deficit by foreign financing and 25 percent with domestic
savings, 	obviating the need for any inflationary domestic bank

financing this year.
 

A very worrisome consequence of the chronic budget deficit is the
growing cost of debt servicing. 
 In 1984, 	inte--est and amortization
payments 	will swallow 21 percent of expenditures, by far the single
largest item. 
 Growth in this ratio shows no sign of abating.
 

MONETARY 	EXPANSION FUELS INFLATION
 

Monetary 	aggregates have undergone a similar explosion 
-- the
broad money supply rose at an average of 28 
percent from 1978-83 -because of both public and private sector needs for credit to
finance investment. 
In 1983, the slowdown in capital expenditures
and greater fiscal austerity greatly reduced government borrowing,
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but private sector demand mushroomed when interest rates were
 
lowered, the currency devalued and the prices of many staples
 
increased early in the year. The July disturbances again

increased the need for private sector credit to cover losses and
 
reconstruction. Although the Central Bank raised reserve require
ments for commercial banks last November and recently reimposed

credit ceilings, monetary aggregates are still rising at an annual
 
rate of over 25 percent. The boom in tea prices, while having a
 
salutary effect on the balance of payments, is aggravating the
 
problem of excess liquidity.
 

After a marked deceleration in election year 1982, inflation has
 
again jumped to uncomfortably high levels. Although the average

CPI rise was 14 percent in 1983, the December-to-December increase
 
reached 21 percent. Exacerbated by the rapid monetary expansion

and higher food prices stemming from adverse weather conditions,
 
rapid inflation continues to plague Sri Lanka in 1984, and the
 
Finance Minister acknowledges it is still at the 20 percent level.
 
Pressures for wage increases are also growing. Since the poorly
paid tea estate workers gained substantial salary raises by

staging a 10-day strike in March, it is not unlikely that workers
 
in other sectors may begin to push their demands.
 

BALANCE OF PAYMENTS GAINS FROM TEA WINDFALL
 

Sri Lanka's primary economic concern over the long term is the
 
structural imbalance in its external payments. Fueled by the
 
Jayewardene Government's liberal, rapid growth policies and high
 
oil prices, imports have more than doubled since 1978. Exports,

which are heavily biased towards agricultural products, rose by
 
only 50 percent over the same period. The import bill between
 
1978-83 totaled 41 percent of GDP.
 

Both tourism and remittances from the circa 150,000 emigrants
 
working in the Middle East have also become important sources of
 
foreign exchange in recent years, the latter second only to tea.
 

The structure of Sri Lanka's foreign trade in 1983 is shown in
 
the following table:
 

(Rupees Million)
 

Exports Imports 

Tea 8,295 Pet oleum Products 10,040 
Textiles/Garments 
Petroleum Products 
Rubber 

4,651 
3,017 
2,856 

Transport Equipment 
Machinery & Equipment 
Textiles and Textile 

4,502 
4,070 

Coconuts 
Minor Agricultural 

Products 
Gems and Jewelry 

1,921 

1,184 
980 

Materials 
Sugar 
Wheat 
Rice 

3,814 
1,677 
1,623 

918 
Other 1,939 Other 18,909 

Total 24,843 45,553 
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The 1983 trade and current account balances showed some improvement

vis-a-vis 1982, largely a result of improved prices for plantation

crops and a decline in imports which became more expensive in
 
rupee terms. A further improvement is forecast for 1984: 
 tea

prices are at near-record levels; favorable weather conditions
 
presage higher production for tree crops; and the demand for

petroleum products will be eased by increased availability of hydro
electric power. Nevertheless, the projected 1984 current account

deficit of $734 million is still a sizable amount to be covered
 
primarily by foreign loans and grants. 
 This points up the fact

that the fundamental imbalance between Sri Lanka's foreign earnings

and payments persists, and should commodity prices tumble in the
 
near term, a balance of payments crisis could ensue.
 

EXTERNAL DEBT: 
 Sri Lanka has been very fortunate in obtaining

extremely advantageous terms for its foreign borrowing, most of

which has been in the form of concessional loans and grants from

Western aid donors. 
 However, in recent years public corporations

such as Air Lanka and the Ceylon Shipping Corporation, and private

firms with FCBU's 
(Foreign Currency Banking Units) have contributed
 
to both the external debt outstanding from commercial borrowings

and the rapid growth of debt service payments. According to

Central Bank figures, commercial borrowings and suppliers' credits
 
stood at around $650 million at the end of 1983, with total

external debt at $2.8 billion. 
Debt service payments amounted to

around $300 million, pushing the debt service ratio to 21.6
 
percent.
 

All indications are that the foreign debt service burden will
 
continue to rise steeply through most of the 1980's as grace

periods expire and new loans are procured by both public and

private sectors. 
Although much depends on export performance and
 
terms of trade, it appears inevitable that the debt service ratio
 
will also go up.
 

EXCHANGE RATE POLICY: Because of Sri Lanka's high rate of
 
inflation relative to its trading partners since 1978, the rupee

has devalued steadily against all major currencies except the

French franc. In 1983, the rupee depreciated 14.7 percent vis-a
vis the dollar, from Rs. 21.32 to Rs. 25. 
 According to the

"flexible exchange rate" policy, the value of the rupee is set
 
every day by the Government. During the first few months of 1984,

it stabilized at around Rs. 
25.15 to the dollar.
 

With accelerating domestic inflation and a strong rupee, imports

have become relatively cheaper, while exports find it more

difficult to compete on the world market. 
International financial

institutions have made a number of well-publicized recommendations
 
to allow the rupee to devalue further, to bring price equilibrium

back to the external sector. 
*However, because of the improvement

in Sri Lanka's terms of trade, and concern about the domestic
 
politico-economic impact of devaluation, the Government is
 
reluctant to follow this advice.
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II. IMPLICATIONS FOR THE UNITED STATES
 

GENERAL: In international affairs, Sri Lanka puts heavy emphasis

on multilateral diplomacy and follows a strictly -- if moderate

nonaligned foreign policy, balancing its relations carefully between
the major power blocs. Bilateral relations between Sri Lanka and
the United States are very good and mutually beneficial. Because
of the critical importance of foreign trade and investment to its
economic development, Sri Lanka has turned to the United States and
to other OECD countries as natural partners in the economic arena.
In 1983, the United States was by far the largest single market
for Sri Lankan exports ($185 million) and supplied about 16 percent

of all foreign aid disbursed during the year ($73 million). In
addition, the United States is 
seen as a significant source of new

foreign investment in the years ahead 
-- provided Sri Lanka

continues to encourage and remove obstacles to such investment.
 

TRADE: The UNP Government remains firmly committed to its open

trading policy, and shows no sign of considering a return to quantitative import controls. However, in view of Sri Lanka's chronic
trade deficits, some restructuring of the tariff schedule is possible
to give greater protection to import-substituting industries.
 

With a population of less than 16 million and per capita annual
income of approximately $300, 
Sri Lanka does not offer a particularly large market for U.S. exports. There are, however, several
large capital development projects which might offer attractive
opportunities for U.S. engineering and consulting firms, such as a
proposed coal-fired power plant in Trincomalee, a single point buoy

mooring system and related facilities at the Colombo port, and the

aquaculture project financed by the Asian Development Bank.
 

In 1983, major U.S. exports to Sri Lanka were wheat, aircraft parts,
and construction equipment. 
For 1984-85, the Embassy has identified

the following products as having the best potential for additional
 
U.S. sales to Sri Lanka:
 

Power Generation, Renewable Energy, and Transmission Equipment

Medical and Hospital Equipment
 

-- Telecommunication Equipment
 
-- Chemicals and Plastics
 

INVESTMENT: 
As of mid-1984, U.S. investment in Sri Lanka remains at
a relatively modest $14-15 million. 
American Express, Bank of
America, and Citibank all have branch offices in Colombo, while

Girard Bank and Bankers Trust have opened up representative offices.
Other major U.S. investments - many of them going back bcore 1977
include IBM, Pfizer, Singer, Union Carbide, Warner-Hudnut,

Muller and Phipps, and NCR Corporation, several of whom have
manufacturing facilities aimed at the Sri Lankan market. 
More
recently, the Free Trade Zone has attracted U.S. investments such
 
as 
Smart Shirts and Star Garments.
 

JC\
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The Government is interested in attracting more foreign investment
 
to Sri Lanka, particularly in areas which will generate high
 
employment, make use of Sri Lankan resources to the greatest extent
 
possible, and result in a transfer of technology and managerial

expertise. Agro-based industries, food and rubber processing,
 
electronics, and mineral-based industries have been identified as
 
areas of investment that are both promising and desirable. The
 
tourism and garment sectors, on the other hand, which have attracted
 
significant investment in the past, are now considered saturated.
 

The attractions of investing in Sri Lanka include a low-cost,
 
literate, and trainable work force; tax incentives for export

industries; and geographic proximity to Asian and Middle Eastern
 
markets. Communal violence in 1983 and 1984 has tarnished Sri
 
Lanka's attractiveness as a politically stable environment for
 
investment. Other difficulties that have been observed include
 
infrastructure bottlenecks such as power outages and poor roads,
 
high electricity surcharges, capricious changes in laws and regula
tions governing banks, businesses, and credit, and often prolonged

negotiations, particularly when dealing with the Government as 
a
 
joint venture partner. Because of the structural weakness of Sri
 
Lanka's external sector, foreign financing is usually a key
 
component of any investment or major sales agreement.
 

Investing in the Free Trade Zone short-circuits many of the obstacles
 
and offers a special attraction to U.S. firms interested in investing

in Sri Lanka for export to overseas markets. Foreign investors are
 
permitted 100 percent equity ownership, and imports are of course
 
duty-free. Tax exemptions of up to 10 years are negotiable for
 
investors in the FTZ, depending on characteristics of the project

such as employment generation, foreign exchange earnings, and
 
introduction of new technology. For investments outside the FTZ,
 
tax holidays have been reduced due to Sri Lanka's growing revenue
 
requirements. Tax exemptions up to 5 years are available only for
 
non-traditional export industries and some types of agri-business.
 

U.S. investors will be interested to note that Sri Lanka is one of
 
a handful of developing countries, worldwide, singled out for
 
special emphasis in the "Private Enterprise Promotion" program under
 
the U.S. Agency for International Development (AID). In the initial
 
effort in this project to assist and invigorate the private sector,
 
the U.S. consulting firm, Arthur D. Little, identified the most
 
promising areas for new investment in Sri Lanka -- rubber-based
 
industries, light engineering, minerals processing, fisheries,
 
fruits and vegetables, and coconut products. The centerpiece of
 
the AID project is the Sri Lanka Business Development Center which
 
opens in July, 1984. The Center will provide a full range of
 
advisory services to potential investors, serve as a focal point
 
for analysis of investment policy issues and opportunities, and
 
undertake management training and entrepreneur development. With
 
AID assistance, a separate organization -- the Joint Agricultural
 
Consultative Committee (JACC) -- has also been set up to promote
 
Sri Lankan-U.S. joint ventures in the area of agro-based industry.
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- JSAIDePRoJr9CT- _LIOT DIALOGUE 

Cener.l AR2roach: USAID carries on policy dialogue with the GSL at several levels. 
 In the broader context of discusoions on
 the overall U.S. assistance program and negotiations 	of the larger components such as the PL-480 Title I program,
 
USAID does this in coordination with the IBRD and other donors.
with other donors at the Annual Consultative Group Meeting. 

Sri Lanka reviews its policies and structural changes
The USAID discusses macroeconomic and other policy issues
 
in its paper, "Policy Dialogue Framework for Sri Lanka", April 1985. 
This paper addresses policy dialogue at the project
level.
 

licy Dialogue Category_ 

to.Date 


Planned Actions
 
1. .AgriculturalSector
 

A. General
 

AID focuses its strategy and 
 USAID has encouraged the CSL and provided
hence its dialogue with the GSL 
 it with resources to develop a National Agricul-	
Initiate USAID's Agricultural
upon the GSL's objectives for the 
 ture Food-Nutrition Strategy and related 	
Planning and Analysis project in FY 86 to
agricultural sector: 
 to increase 
 investments policy. 	 strengthen the GSL's agricultural
GSL established eight
production, employment and income, planning and analysis capacity.
task forces to develop strategy proposals
 

and policy options. 
They have undertaken

several special studies, e.g., rural credit and
marketing of subsidiary field crops. 
USAID

has financed workshops, training and

limited commodities. 
GSL to complete draft
 
strategy by mid-1984.
 

B. Irrilation 
Improved GSL organizational 
 The GSL/USAID policy dialogue has included
structure and policy framework for 
 irrigation system operations and 	

USAID is presently designing two
managing its irrigation systems maintenance (O&M) 
major projects (Irrigations Syswith the farmers participating. as a major component. tems Management and Mahaweli
The current USAID irrigation project 
 Agriculture and Rural Development)
portfolio emphasizes improvements of O&M.
The Water Management project provides for 
which include major components
 

the development of an O&M operations model and 	
dealing with O&M. Both projects will
 
include appropriate mechanisms to
the introduction of water user associations. 


The dialogue has resulted in 
Assure that GSL complies with commitments
 

restructuring the Irrigation 
to O&M, farmer participation, and
 
water user charges.
Department and establishing a new


Division of Irrigation Management with
 



PoiM DialuS Cate&o 

C. Cereals
 
Policies and programs to increase 

cereals production, 


D. Privatization 
Policies and programs to increase 

private sector involvement in 

agriculturl Production and 

marketing, 


Pogresto Date 

a multldiciplinary cell. The cell willmonitor performance and identify and 
analyze problems of irrigation systems

island-wide. With the objective of
building a financially self-supporting

system, 
the GSL has instituted b system of
water charges to go into effect in 1984.
 

The Mahaweli Basin I project financed 
an irrigation O&M manual for use by
all Nahaweli systems. 
 The Mahavell
 
Basin II project finarnes a technical
 
assistance contract focussed on O&N in

Nahawali system B which began May 1985.
 

Goverrment concentration upon rice 

research and extention plus use of the 

private sector for rice marketing has
resulted in near rice self-sufficiency. 

Rbphasis now shifts to subsidiary

field crops. 
USAID bogan a Diversi-
fled Agriculture Research project in 

FY 84. 


USAID promotes private production 

of certified seed, private sales 

of other agricultural inputs

and private marketing of farm 

produce. It also supports the 

development of private marketing and

credit organizations in the Mahaveli 

and other irrigation areas. 
 USAID 

involves private contractors in
 
project implementation wherever feasible.
 

2. 

nlan.ed Actions 

Five year goals for diversified
 
agriculture research include:
 
(a) establishing eight research
ntations for selected subsidiary crops,

and maintaining the rice research
 
capability, (b) strengthening extension
service's capability in subsidiary crops.

(c) increasing certified seed production
 
by the private sector, and (d) establish
ing an integrated market development
 
program for subsidiary field crops.
 

Under a recently signed technical assistance
 
contract Coopers A Lybrand will
 
assist the GSL and the new private

Sri Lanka Business Development Center
 
to expand qer-,ices that facilitate private

sector investment. 
USAID will continue

policy initiatives described under
 
"Progress tc Date" and in other areas.
 



Policy D~iL eCaeo 

2. Hahaweli Basin Development 
Po!cies related to the settle-
ment and agricultural develop-
ment of the Basin area. 

3. lEvironMent1 _Uallth 

A. 
 aqr and Sapitation 
Policies related to the design, 

finance, installation and 

and sanitation systems,
maintainence of water suply 


PrPrs toDtined 

USA2ID's Private Knterprise Promotion

project emphasizes agro-business
opportunities as does PRu's 
Joint Agrieultural Consultative
Corporation (JACC) program of coil&boration
between Sri Lankan and American 
Lnvestors.
 

GSL expects to complete the construction

of the major dams and canals of theirrigation systems by 1986. 
 From 1986 

onwards, the program will concentrate on
the completion of downstream development, 

Water supply projects assist GSL to 

des gnconstruct and 


rehabilitate water supply systems
nntinal 
apablites
desgnWater
for town areas and to timp.ove

national capabilities to design. 

install and maintain 
water systems.
It emphasizes water user charges
 
and collection systems.
 

Actions 

The Kahaeli Agriculture and Rural
Development Project to begin
in Fr 1986 will support: (1) im
provements or changes in policies in
the areas of water management and
 
water charges; (2) in
improvenments
the capacity of the CSL to plan,
operate and maintain settlement 
and agricultural production activities;
(3) manpower Planning and strategies
to promote business enterprises;
 
and (4) new techniques 
 in designand construction, and methods of

data collection, analysis, operation,
 
management and implementation.
 

Increased comunity participation and
ae a e fon n g mechai oan
 

adequate financing mechanim remain
prerequisites r SmplementingSupply and Sanitation theProject which ban 
 in FY 84.
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B. Malaria Control
 
Policies related to establishing 
an effective integrated vector 
control progrm. 

4. Houning 

Policies relating to the design,

financing, construction and 

management of low cost hcusing. 


S. Private Sector
 
Policies which promote the 

development of the private sector 

and increase its participation in

the economic development process. 

Progress to Date 


Tha project has identi'ied the 

pockets of chloroquin-resistant 

malaria in the Dambulla District. 

The Anti-Malaria Campaign has filled 

82 of its 107 positions; it received 1.8

million pounds of malathion in 

December 1984. 


AID strives to replace tha 

GSL with the private sector as 

designer, builder, financer, 

collector, and proprietor of the housing

sector. Substantial participation by the

private sector will induce other significant
changes such as: 
elimination of subsidies,

full cost recovery, availability of long-

term financing, and standards and approaches
(self-help housing and upgrading programs)

that Sri Lanka society can realistically

afford, 


The GSL promotes and USAID 

supports a greater role for the 

private sector in Sri Lanka's development.
AID financed an assessment of 
the Sri Lankan private sector which a 
team completed in August 1983. The on-goingUSAID Private Enterprise Promotion project
now funds a private sector development
 

Planed Actions
 

The GSL will attempt to isolate and

control the vector of the choroquin
resistant malaria. 
Lanka Market
 
Research Bureau will complete a 
survey

to identify constraints to malathion
 
spraying and to the population's

accepting treatment. 
The project team will
 
devise strategies to address these
 
constraints.
 

Future policy dialogue with the GSL,
 
as a part of the overall HG program,

will emphasize: 
(1) encouraging the
 
development and use of a
 
comprehensive housing policy; (2) 1&*
proving the mechanism for establishing

and sorvicing loans for shelter and
 
related infrastructure, including the
 
initiation of interest charges, to
 put GSL programs on a self-sustaining
 
basis; (3) increasing the capacity to
 
collect and manage 
data appropriately;
 

and (4) strengthening the
hGusing finance institutions in the
servicing of shelter for low income
 
households.
 

The project team will complete initial
 
assessment of project progress and
 
requirements. 
The project will achieve
the ondowment fund goal for the Business 
Development Center. 
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SUBJECT: 
 LETTER FROM THE PRESIDENT TO PRESIDENT
 
JAYEWARDEN!
 

RIF: STATE 144751
 

- ENTIRE TEXT. 

2. EMBASSY COLOMBO PLEASE DELIVER TO PRESIDENT
 
JAYEWARDENE THE FOLLOWING RESPONSE FROM THE PRESIDENT TO
 
PRESIDENT JAYEWAROENE'S LETTER DATED APRIL 19 
(TEXT GIVEN
 
INREFTEL).
 

3. BEGIN TEXT:
 

DEAR MR. PRESIDENT:
 

THANK YOU VERY MUCH FOR YOUR LETTER OF APRIL 19 INWHICH
 
YOU DESCRIBE YOUR GOVERNMENT'S ECONOMIC PLANS AND
 
POLICIES. 
 I APPRECIATED THE REVIEW OF YOUR GOVERNMENT'S
 
CONTINUING PROGRAMS OF ECONOMIC REFORM AND LIBERALIZATION
 
WHICH ALREADY NAVE BROUGHT SO MUCH BENEFIT TO SRI LANKA.
 

YOU NAVE GOOD REASON TO BE PLEASED WITH SRI LANKA'S
 

FAVORABLE ECONOMIC PERFORMANCE OVER THE PAST YEAR, MOST
 
NOTABLY INREDUCING THE BALANCE-OF-PAYMENTS AND BUDGETS
 
DEFICITS. I KNOW FROM EXPERIENCE HW DIFFICULT THAT CAN
 
BE. AS YOU POINT OUT; ITWOULD BE IMPRUDENT TO RELY ON A
 
CONTINUATION OF HIGH COMMODITY PRICES. 
FURTHER, MOVEMENT
 
IN THE DIRECTION OF ECONOMIC LIBERALIZATION WOULD APPEAR
 
TO BE THE BEST APPROACH IN CONSOLIDATING THE GAINS YOU
 
HAVE MADE TO DATE.
 

YOUR ECONOMIC PROGRESS IS ALL 
THE MORE IMPRESSIVE INVIEW
 
OF THE CONTINUING COMMUNAL VIOLENCE IN SRI LANKA. 
WE ARE
 
SADDENED BY THE TERRIBLE ATTACK ON INNOCENT PEOPLE AT
 
ANURADNAPURA. AS 
INOTHER INCIDENTS OF VIOLENCE AGAINST
 
PEOLE OF ALL ETHNIC GROUPS INRECENT MONTHS. LINE YOU
 
AND OTHER SRI LANHAN LEADERS, WE WERE DISAPPOINTED THAT
 
THE ALL PARTY CONFERENCE ENDED WITHOUT REACHINGAN
 
ACCORD. 
WE STRONGLY CONCUR WITH YOUR ASSESSMENT OF THE
 
NEED TO ACHIEVE A SATISFACTORY POLITICAL SETTLEMENT OF

THE COMMUNAL PROBLEM TO USHER INAN EVEN MORE PROMISING
 
PHASE OF PEACE AND PROSPERITY IN SRI LANKA.
 

THE UNITED STATES REMAINS FIRM IN ITS SUPPORT FOR SRI
 
LANKA'S UNITY AND DEMOCRACY. 
WE WISH FOR PEACE IN SRI

LANKA, AND WELCOME THE OPPORTUNITY TO CONTINUE OUR
 

ASSISTANCE TO YOUR COUNTRY'S ECONOMIC OEVELOPMENT.
 

I HAVE PROVIDED COPIES OF 
YOUR LETTER TO THE DEPARTMENT
 
OF STATE AND THE AGENCY FOR INTERNATIONAL DEVELOPMENT FOR
 
THEIR USE INPREPARING FOR THE SRI LANKA AID GROUP
 
MEETING IN PARIS.
 

SINCERELY, RONALD REAGAN. 
END TEXT. SNULTZ
 

Source: State 16.4146 
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per6idcld of &i cania 

19th April, 1985
 

My dear President,
 

The 21st Meeting of the Sri Lanka Aid Group is to be held in 

Paris on 20 ,une 1985. Eight previous meetings of this Group have been 

held since my Government was returned to power in Sri Lanka in 3uly
 

1977. At each of these eight mostings, the donor Governments
 

represented in the Aid Consortium have made very generous aid pledges
 

to Sri Lanka. The aid given to us in pursuance of these pledges has
 

been of invaluable assistance in promoting Sri Lanka's economic and
 

social developmont. I wish, on behalf of the Government and people of
 

Sri Lanka, to express my deep gratitude to the donor Governments for
 

the substantial development assistance which they hive extended to us
 

in the past, and to express my fervent hope that they will continue to
 

assist our development efforts in the future.
 

Soon after my Government assmad office In 1977, we introduced
 

a wide-ranging package of economic reforms designed to stimulate tho
 

growth of Sri Lanka's economy. The economy was liberalised by 

dismantling the vast array of import and exchange controls which had 

inhibited the growth of production and trade in Sri Lanka. -Theprivate 
sector was given numerous incentives to develop and expand. Foreign 

investment was encouraged. The costly subsidies which had distorted 

the economy were sharply reduced. These were major changes in the 

economic policies which had been adopted by successive Sri Lankan 

Governments in the pest. They resulted in the conversion of a closed
 

dnd tightly controlled economy Into a free and open one.
 

These economic reforms have had impressive Xesults. Sri Lanka's
 

economy has, over the past 7 years, grown at more then twice its
 

previous rate. Agricultural production in particular has expanded
 

His Excellency Mr. Ronald Reagan,
 

President of the United States.
 



rapidly, and um are now sel sufficient in our staple food - rice. 

Unemployment, which wat probably the most serioua problem facing our 

Government when we took office in 1977 has been almost halved.
 

Many now industries have sprung up and our industrial output, parti

cularly in- th.private sector has risen sharply. We have been 

particularly encouraged by the response of foreign investors to the 

incentives which we have offered. Over 600 foreign investment 

projects five been approved since our Government assumed office and 

more then half of these are already in active operation. These projects 

beer testimony to the confidence which foreign investors have in the 

new economic policies which our Government has adopted and in the 

new economic climate which these policies have created. 

The year 1984 han, from an economic standpoint, been a 

particularly favourable one for Sri Lanka. The sharp rise in the 

prices of our export commodities, end particularly in the price or 

tea, has had very beneficial effects both on the countryle balance of 

payments as wall as on the Government's revenue. Our external reserves 

are now sufficient to finance 5 months of the country's imports while 

the Government's Budget deficit which was running at approximately 27% 

of the GDP in 1980 has been sharply reduced to around 9,1 of the GDP 

in 1984.
 

Unfortunately, our past experience has shown us how volatile 

our commodity prices can be. We are oware that the high commodity prices 

which prevailed in 1984 dre unlikely to continue. We are fully conscious 

therefore of the urgent need to adopt prudent economic and financial 

policier in order to conserve cur limited resources and to ensure that 

they are used in the best possible manner. It is my Government's firm 

conviction that our resources can be used most effectively if the major 

part of the country's investment is made in the private sector. This 

has unfortunately not been the case in the past. Because of the 

massive capital expenditure which the Government has incurred in recent 

years on large development schemes like the Mahaweli Development Programme, 

an unduly larve shere of the country'e total investn~nt has been 

channelled into the public sector. The Government intends to change 

this situation in the future. In the 1985 Budget presented in Parliament 

by my Minister of Finance, substantial reductions were made in the rates 

of personal tax to ensure that sufficient savings would be available in 



the hands of private investors for profitable investment in the private 

sector. 

We hope that there w111 be a substantial increase of private 

sector investment in industry, agriculture, animal husbandry and fisheries 

over the next few years, end that this increased investment will result 

in e substantial expansion of production, particularly of production for 

export. The Government itself will confine its own capital expenditure 

largely to the provision of the essential infrastructure required for 

developmenti such as a good road system, increased power supplies and 

improved telecommunications, and to the maintenance and improvement of 

its existing assets, including in particular the rehabilitation of the 

tea and rubber plantations which are in Government hands. The Government 

will not embark on new industrial or agricultural projects which can# 

in my view, be better handled by the private sector. 

I am fully confident thati over the next few years, Sri Lanka 

can maintain the relatively high growth rates which it has achieved in 

the recent past, We have achieved this growth inspite or the thnic 

problems which :vs cauaed serious difficulties for-y Government. I am 

actually conscious of the need to arrive at a speedy solution of theso 

.problems. My Government has bean making, and will continue to make, 

every effort to achieve a satisfactory political settlement of our ethnic 

differences, because we realize how important such a settlement is for 

the future progress and prosperity of our country. 

Your Excellency's Government has given Sri Lanka generous saisit

ance in the past. I trust t at the pledges which your representative
 

will make at the forthcoming Aid Group Meeting will reflect your
 

Government's continuing interest in Sri Lanka's future growth end
 

development. It is in this hope and expectation that I am addressing
 

this letter to you to seek Your Excellency's personal intervention in
 

this matter. 

Witb mmrm personel regards, 

Yours sincerely,
 

€,/.R.Q..yem ez'e 

President of Sri Lanka 

A, 



MEETING OF THE SRI LANKA AID GROUP
 

Paris. June 21. 
1984
 

Chairman's Report of Proceedings
 

Introduction
 

1. The twentieth meeting of the Sri Lanka Aid Group was held in Paris on
June 21, 1984, under the chairmanship of the World Bank. 
The meeting was
attended by delegations from the Governments of Sri Lanka, Australia, Canada,
Denmark, Finland, France, the Federal Republic of Germany, Japan, The
Netherlands, Norway, Sweden, the United Kingdom and the United States.
Representatives of the the Asian Development Bank, the Commission of the
European Communities, the International Monetary Fund, the United Nations
Development Programme, and observers from Belgium, Switzerland, DAC/OECD and
the International Fund for Agricultural Development also attended. 
The list
of delegates and the agenda are attached as Annexes I and II. The statements
of the World Bank, the IMF Representative and the ADB Representative and the
Head of the Sri Lanka delegation are attached as Annexes III, IV, V and VI.
The Chairman's Concluding Remarks are attached as Annex VII. 
The Press
Release is attached as Annex VIII.
 

Opening Statement by the World Bank
 

2. 
 In his opening remarks, the World Bank representative concentrated
on three key areas: (i)major developments during 1983, (ii) a review of the
basic economic trends during 1978-83; and (iii) impediments to further
 
economic growth.
 

3. 
 The World Bank representative noted that despite drought and civil
disturbances, GDP growth in 1983 was only marginally lower Lhan in 1982, and
the budget deficit and the current account deficit in the balance of payments
were substantially lower as 
a share of GDP than in 1982. 
 These gains resulted
partly from policy measures such as 
iucreased domestic resource mobilization,
partly from a decline in capital expenditures, but mostly from a 14% improvement in the terms of trade.
 

4. 
 Despite these improvements, the budget deficit at 15% of GDP and the
current account deficit in the balance of payments at 12% were large.
terms of trade improvement did not lead to 
The
 

a reserve build up and by the end
of the year, net international reserves remained negative. 
The public debt
cervice ratio had risen rapidly to 18%. 
 This mixed performance in 1983 underscores the basic structural weaknesses of the Sri Lankan economy.
 
5. 
 The World Ban representative noted that there were two bgsic and
related weaknesses: 6 
 the low level of national savings; and Q 
 a distorted system of incentives. The Government's budgetary management has been a
major contributing factor to the savings-investment imbalance. 
 Since 1980,
when the disequilibrium was 
the greatest, the Government has taken some steps
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to reduce the budget deficit but further efforts are necessary to both reduce
the size of public capital spending and improve the composition of the public
investment program. 
The growth experience during 1978-83 
illustrates the
important role of incentives. 
 Paddy, garments and tourism performed
remarkably well, benefitting from liberalization and appropriate incentive
measures; the 
tree crops, the public manufacturing sector and non-traditional
exports (other than garments) performed very poorly as a result of distorted
 
incentives.
 

6. 
 The impressive growth rate during 1978-83 was maintained through a
large increase in foreign assistance, commercial borrowing, and a drawdown of
international reserves. 
 Future aid commitments are unlikely to remain at 
the
1980-81 high levels, however, and further large commercial borrowings would be
imprudent. 
 Fiscal reforms to remove the savings-investment imbalance are,
therefore, necessary. 
The tax structure should be reviewed to make it more
elastic. In order to accommodate much needed additional 
resource requirements
for operation and maintenance and for increased civil service salaries in the
higher grades, the Government will have to 
reallocate expenditures away from
low return us- such as 
subsidies to public corporations. Furthermore, a
tightening oi 
-,,>getary procedures with a view to restricting public capital
expenditures i3 necessary. 
The World Bank representative commended the
Government for taking 
some encouraging steps in this regard, such as 
the
adoption of economic criteria for project selection, and the decision to
introduce a separate O&M budget from 1985 onwards in order to 
ensure adequate

allocations for this purpose.
 

7. 
 A strong expansion of non-traditional exports would be essential 
to
maintain the momentum of growth as there are 
clear limits to efficient import
substitution and the benefits of Sri Lanka's current efforts to 
revitalize the
tree crops sector will become available only after a number of years. 
 This
,cil1 be crucially dependent on providing a set of incentives to promote export

growth.
 

8. 
 Appropriate incentives and institutional support that have been the
sources of growth in paddy production will have to be made available to other
agricultural products, particularly tea, rubber and coconut. 
The formation of
the National Agricultural and Food Policy Committee to advise on producer
margins for agriculture is a welcome step. 
Apart from making this Committee
operational as 
soon as possible, the Government needs 
to undertake management
reforms in the state plantations and rationalize the multiple ministries and
 
agencies in agriculture.
 

9. The World Bank representative regretted that there was
to little'progress
improve the incentives structure in industry or the management of inefficient public enterprises. This sector 
can be a source of growth only if
further policy changes, including tariff reforms, take place. 
 Encouraging
policy changes in the energy sector had taken place in recent months and that
 
momentum should be maintained.
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10. 
 In conclusion, the World Bank representative cautioned that the 
current high prices and recent improvements in so6i_6nomic indicators should
not lead to complacency on the part of either the Government or
community. the donor
Substantial donor assistance will be necessary for Sri Lanka to
implement structural reforms and establish a solid foundation for growth.
Despite the current political difficulties, failure 
on the part of the
Government to undertake the needed reforms will not only lead to economic
problems but also make the resolution of the political problems difficult in
 
the future.
 

Statement by the IMF Representative
 

11. 
 The IMF representative noted that the wide-ranging economic reforms*
of 1977-78 and generous support from the donor community had revitalized the
economy, increased employment, and raised per capita incomes. But the period
since these reforms has also witnessed the emergence of imbalances between
an ambitious investment program and availability of domestic resources. 
While
public investment increased sharply, the Government was unable to generate
necessary savings which reflected the adverse impact 
on revenue of three
consecutive years of 
terms of 
trade deterioration, lack of buoyancy in the tax
system and the poor performance of public enterptises. The persistent high
rates of inflation were also not conducive to generate domestic savings. 
 Sri
Lanka thus financed its investment efforts increasingly through foreign
savings, leading to the accumulation of a large foreign debt.
 

12. 
 Given the rising external debt burden, policies'are needed to reduce
the current account deficit in the balance of payments. The current account
deficit declined in 1983 to around 12% of GDP from 15% 
in 1982, largely as a
result of improvement in the terms of trade owing to high tea prices. 
 The
current high tea prices cannot be sustained for long and Sri Lanka's terms of
trade are likely to deteriorate in 1985.
 

13. The IMF representative cautioned that 
the current high commodity
prices must not lead to relaxation of efforts for structural reforms. 
He
welcomed the recent measures to tighten credit policy and recommended that the
Government take further measures to bring down the inflation rate which
accelerated since mid-1983.
 

14. 
 The Government undertook a commendable expenditure pruning exercise
in early 1984. 
But the tax base has to be expanded and the tax system's
efficiency and buoyancy increased. Improvement in the financial operations
of public enterprises is also needed to enable them to 
contribute to the
domestic resource mobilization effort.
 

15. 
 While welcoming the Government's priority to 
the rehabilitation of
the tree crops sector, the IMF representative noted that a strong growth of
non-traditional exports is crucial to ensure a viable balance of payments.
In this connection, the distortions generated by the tariff structure need to
 
be corrected.
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16. 
 In conclusion, the IMF representative urged the Government of Sri
Lanka to implement further policy reforms and the donors to provide assistance
to Sri Lanka's adjustment efforts.
 

Statement by the ADB Representative
 

17. The representative from the ADB observed that, in spite of the acute
economic difficulties facing the Government since 1977 in its budget and
balance of payments positions, there had been major achievements in GDP growth
and in 
a substantial reduction in unemployment. 
 Furthermore, notwithstanding
the civil disturbances and drought in 1983, the deficits in the budget and the
current account of the balance of payments had declined relative to GDP as
compared with 1982.
 

18. 
 In discussing economic developmerts and prospects, the ADB representative concentrated his remarks on two major challenges now confronting Sri
Lanka, namely increasing national savings and private sector development.
 
19. 
 While the passage of economic reforms introduced in 1977 led to 
a
remarkable increase in the investment rate and a doubling of the economic
growth rate, the national savings rate did not improve to the extent required.
Government savings were consistently negative and the small improvement in
private savings resulted largely from an increase in the volume of remittances
from Sri Lankans working abroad. 
The ADB representative noted that mobilization of domestic resources needs to receive greater attention than ever
before in order to ensure that adequate domestic resources are available to
meet the objectives of the 1984-88 public investment program. 
He added that
the national savings rate can be raised only through the combined efforts of
all concerned including the Government, corporations, households, and domestic
financial institutions. 
 The Government needs to curtail expenditures and
raise revenues. 
The savings efforts of corporations in both the public and
private sectors also need to be

quality of management. 

improved through measures to strengthen the
Education and publicity campaigns may be warranted to
reinforce the savings ethic and increase household savings. The ADB representative also expressed his concerns with the availability of rural credit
and observed that rural credit systems must be made more effective as a prerequisite for increased mobilization of rural savings. 
 He noted with
encouragement that the Government is considering the introduction of new
arrangements for rural credit, possibly involving the establishment of
regional rural banks.
 

20. 
 The ADB representative also noted that one major objective of-the
Government's reforms in 1977 was 
to stimulate- the growth of the private
sector. The performance of the private sector since 1977 has been somewhat
mixed. 
Recently, the Government has taken steps to involve private sector
participation in 
a number of public sector industrial units. 
 The Government
has also decided that no new public investment should be undertaken in areas
where the private sector is
more suited.
 



21. 
 The ADB representatIveconcluded by recognizing that the issues which
he had raised were receiving the attention of the Government.
 

Statement by the Head of the Sri Lanka Delegation
 

22. 
 In his opening statement, the Honorable Ronnie de Mel, Minister of
Finance and Planning and Head of the Sri Lanka delegation, noted the substantial economic gains made by Sri Lanka over the past six years. 
 The economic
policies introduced in 1977 started a process of structural change that marked
a dramatic break from the inward-looking regulatory policies of the past.
a result, investment as a percent of GDP averaged almost 10% during 1978-83 
As
 

compared with 16% as
during 1970-77. 
 In real terms GDP growth averaged 6.0%
during the current period as opposed to 2.9% during the previous period. 
An
estimated 1.2 million jobs were created during 1977-83. 
 On the production
front, the country has moved from a situation of importing 46%
requirements in 1977 to a position of 
of its rice
 

near self-sufficiency today.
 
23. 
 The Minister recalled that these achievements were all the more
remarkable as 
they took place against the background of an extremely hostile
international economic environment characterized by the worst recession of
the post-war era with high inflation, crippling interest rates, volatile
exchange rates and deteriorating terms of trade. 
 He added that Sri Lanka's
economic progress had not been, however, without great difficulties.
difficulties in many ways stemmed from the ivery 

These
 
successes: 
 the efforts to
pull Sri Lanka out of 
the low investment, low growth and high unemployment
syndrome had placed great strains on the budget and the balance of payments,
especially in the context of this hostile external environment.
 

24. 
 The Minister noted that a number of corrective measures aimed at
domestic and external financial stability had been taken which should enable
the country to achieve a better balance in the budget this year. 
The improvement in the fiscal position is expected to 
lead to a substantial surplus in
the balance of payments. He noted that, in the 
same way as the deteriorating
terms of trade were an important factor in causing many of 
the financial
imbalances in the recent past, the current strengthening in the terms of
trade, due to 
increased tea prices, was a major explanatory factor of the
current improvement in Sri Lanka's macro-economic indicators. 
He added,
however, that these good tea prices leave no room for complacency. 
On the
contrary, the country is determined to use the current good export prices to
build up reserves so as 
to be able to support sound structural change in the
economy in the medium term. 
He also added that, although Sri Lanka's economy
is 
now in reasonably good order, the task of structural change is 
a difficult
one, and the country will need the continued support of the donor community.
In addition, the Government is fully aware that sustained growth and development can be achieved only if there is political and social stability. The
Government is determined to ensure that the traumatic events of July 1983 are
not repeated, and a sustained effort is being made to evolve a durable solution to 
the very complex ethnic problem in the country.
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25. The fundamental objectives of the economy will be rapid economic
growth, employment creation, price stability and structural change necessary
for future growth. 
The Minister pointed to a number of recent decisions which
will strengthen the institutional 
structure within which these objectives will
be pursued - a clear set 
of priorities has been identified; 
the whole process
of project approval has been rationalized; and efforts are being made to
improve public expenditure control 
as well as 
to evolve an overall incentive
structure in the economy which will help channel resources 
into priority
areas. 
 The Minister highlighted two very important recent decisions relating
to future strategies and priorities for development. As a first principle, it
has been decided that 
no project will be undertaken by the state sector if it
can be better handled by the private sector. 
 Public investment is viewed
basically as a means of providing infrastructure facilities necessary to
support the priv .te sector. 
Secondly, the Government has decided to allocate
sufficient funds for operation and maintenance of existing assets before

embarking on new investments.
 

26. 
 The Minister discussed briefly the public investment program, the
centerpiece of which will be the rehabilitation of the public plantation
sector. 
 He presented the Aid Group members with a document 'ntitled, "The
Medium Term Investment Programme - Project Identification Report", which is
a summary of the package of programs prepared at several levels 
- estate,
regional, corporate and national 
-- covering 530 estates. Another high
priority area of the investment program is the rehabilitation and maintenance
of 
the country's road network, particularly the major arteries. 
 While the
slow growth of the economy during the period before 1977 did not overtax the
existin- facilities, the dramatic upsurge in economic activity after 1977 has
put the country's infrastructure facilities, especially 
he road network,
under severe pressure. Other high priority areas for the public sector will
be energy development and agricultural diversification. With regard to the
latter, the Minister also presented the Aid Group members with a document
entitled, "National Agriculture, Food and Nutrition Strategy", which outlines
the elements of a program of dev 
 pment for this sector. It is basically an
exercise to identify priority areas 
for development and is 
an effective base
document for the consideration of donor support in the coming years. 
 The
Minister concluded by emphasizing that the Aid Group support has played a
major role in Sri Lanka's development programs during the past six years and
would be invaluable in the future if the country is to pursue 
a path of con
tinued development.
 

Observations by delegations
 

27. 
 The delegations praised the Government for its past achievements which
resulted from the successful liberalization strategy adopted in 1977-78.
Despite unfavorable conditions, GDP growth in 1983 at 4.9% was commendable.
 

28. 
 The delegates were very concerned, however, that a number of major
structural 
issues have remained unresolved. 
While the Government had been
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successful in addressing some of the short-term problems, these persistent
structural problems, unless tackled in time, could adversely affect Sri
Lanka's growth rate in the medium term. 
Although the budget deficit and the
current account deficit in the balance of payments declined in 1983, 
as a
share of GDP, they still remain high. 
 In addition, inflation accelerated
during the past year and the debt selvice burden rose 
to high levels as a
result of Sri Lanka's recourse to commercial borrowings abroad partly to
finance budget deficitp. 
 The delegates emphasized that the Government would
have to take furthex strong policy measures to achieve a sustainable budgetary
and balance of payments position in the medium term. 
 Some delegates felt that
the Government's budgetary praf.ctices were, in fact, at the root of many of
Sri Lankas current macro-economic problems and need to be addressed as 
a
priority item.
 

29. 
 The delegates believed that further restraint in-public spending would
be necessary to rectify the imbalance between expenditures and available
resources. 
 In the past, high levels of public expenditureo, particularly
public investment, had contributed to the need for commercial borrowings
abroad and increased the debt service burden. 
The GovernDent will have to
tackle the problem from both the expeudit-ure and 
revenue sides. 
 On the one
Land, the Government needs to restrain public spending; 
on the other,
increased domestic resource mobilization measures would have to be taken to
raise the level of national 3avings.
 

30. 
 Several speakers deplored the past neglect of operation and maintenaace of existing facilities. They emphasized that adequate O&M expenditures are necessary in order to avoid costly rehabilitation of assets in the
future. 
Several speakers welcomed the Government's decision to introduce a
separate O&M budget from 1985 onwards and allocate sufficient funds for such
activities. 
With increased demand for O&M expenditures and for higher wages
in the public sector, "he Government would have to 
consider to reduce the
level of public investment further in order to reduce total public spending.
 
31. 
 A number of speakers stressed the role of incentives in the development of the private sector and in exports growth.
pointed to In this connection, they
Sri Lanka's successful experience with rice and garments. 
The
delegates felt that the tariff structure should be reformed to 
remove the
current anti-export bias. 
 One delegate felt that the Government would have to
provide for training facilities of entrepreneurs, managers and skilled personnel to promote private industrial growth.
 

32. Several speakers referred to 
the lack of a coherent industrial
strategy and its adverse effect oL indurtrial growth. 
They were concerned
that inefficient public enterprises continued to be a drain on the
Governmett 9 oudget. 
 By improving enterprise efficiency and removing
subsidies, public savings could be increased even in the short run. 
 Several
speakers felt that the Government's stated policy of privatization had not
been acted upon. 
A number of reports including a report by the Parliamentary
Committee on Public Enterprises and a UNDP financed study recommended measures
 

C
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to 
improve efficiency of the public sector corporations. The Goverrment needs
to 
act upon these recommendations quickly.
 

33. A number of speakers referred to 
the composition of the Government's
public investment program as 
the Accelerated Mahaweli Program nears
completion. 
Questions were raised about priorities in public investment. The
delegates felt that the Government must clearly define such priorities in
advance. 
Maximum support should be given to the use and development of
productive resources. 
Aid requests to donors should be consistent with such
priorities. In this connection, several speakers felt that tree crops, export
development, infrastructure rehabilitation and downstream development should
enjoy high priority. 
As Sri Lanka nears self-sufficiency in rice, agricultural diversification also becomes important.
 

34. 
 Several speakers were concerned about insufficient attention given
to the social sectors. They cautioned that the social 
sectors should not
suffer in the pursuit of a growth and liberalization strategy. 
One speaker
pointed out that population growth had begun to accelerate in the recent past.
The natural rate of population increase wan 
now estimated at 2.1% per year.
At this rate, Sri Lanka's population would double in some 30 years.
outmigration has held the population growth rate down to 
Only
 

the current 1.7% per
year, buc this high migration rate may not continue for long. 
 These
demographic trends require the Government's urgent attention. 
One speaker
felt that family planning and population control programs do not receive
sufficient allocations in the Government's budget. 
 Other speakers were concerned about the adverse effect of the elimination of the food subsidy on
child malnutrition. The Government may have to 
increase target based nutrition programs to 
counter these adverse effects. Referring to the Living
Standards Study, jointly executed by the World Bank and the Central Bank of
Ceylon and funded by several donors, some speakers hoped that an early completion of the study would reveal measures to 
reverse some of the disconcerting

trends in nutrition and income distribution.
 

35. 
 Several speakers referred to the Government's National Agriculture,
Food and Nutrition Strategy study which was presented to 
the Aid Group. They
felt that this strategy should subsequently be developed into implementable
programs. 
The speakers hoped that these programs would relate to some of the
important issues raised in the meeting, including agricultural
diversification, rice self-sufficiency and nutritional improvements.
 
36. 
 Several delegates referred to the lack of coordination between various
agencies and ministries. There were overlapping ministries and agencies in
some sectors or even subsectors. 
 These overlapping jurisdictions need to be
rationalized. 
One speaker referred to problems of coordination between
national planning and planning at the regional/district level. Linkages and
support systems have to be developed between these various planning levels.
 



-9

37. 
 The delegates expressed deep concern about the ethnic troubles which
erupted last year. 
They cautioned the Government about the adverse impact
of such disturbances on Sri Lanka's economic development efforts.
that They felt
an equal participation of all communities in the process of development
and an equitable distribution of its benefits were necessary to 
ensure
stability and sustained growth. 
The delegates expressed hope that the
Government would be able to find an early solution to the communal problems.
 

Response to Observations of Delegations
 

38. 
 After the observations of the delegations, the Chairman invited
Mr. Ronnie de Mel, Minister of Finance and Planning and the head of the Sri
Lanka delegation to give a brief re3ponse particularly to the question on 
the
ethnic troubles which will require solutions at the political level. 
 The
Minister stated that the two major communities, the Sinhalese and the Tamils,
represented about 74% and 13%, respectively, of Sri Lanka's total population.
The two communities have lived togethez for almost 2,000 years. 
The Minister
provided considerable historical background to the current ethnic situation
and thereby gave the opportunity for the delegates to gain a better understanding of a clearly complex problem. 
He stressed that the Government is
very determined to resolve the issue. 
 The All-Party Political Conference has
been given the mandate to recommend remedial measures acceptable to both
communities.
 

39. With reference to 
concerns 
of the delegates about structural macro
issues, the Minister pointed out that the Government had reduced the overall
budget'deficit from 23% 
in 1980 to 13% 
in 1983. It is the Government's objective to reduce it further to 9% by the end of 1984. 
In order to reduce the
current account deficit in the balance of payments, the Government has
recently taken some measures to increase exports. 
Tax exemptions are now
allowed only to export and import substitution activities such as 
sugar and
livestock. 
 It is the Government's target to reduce the current account
deficit to 5% of GDP by 1988. 
 Inflation declined to 10% in 1982 from a high
level of 35% in 1980. 
 Although inflation accelerated in 1983, 
the Government
has taken some measures as 
a result of which decelerating trends are already
visible. Inflation which now stands at 
18% per year should decline to about
10% by the end of 1984.
 

40. 
 The Minister then outlined the Government's priorities for investments. These are: 
 (i) completion of ongoing schemes, (ii)consolidation
of past investments, (iii) rehabilitation of infrastructure in transpoFt,
water supply, irrigation, and (iv) energy. 
New schemes based on such.,
priorities would start only in 1986. 
 There are a number of schemes
in the energy sector which are under preparation, for example, Rantambe,
Samanalawewa hydro power, and the coal-based thermal station. 
The Minister
also emphasized that the Government would maintain Sri Lanka's past social
achievements and pay due attention to income distribution, nutritional
standards, population control and family planning in its investment
 
program.
 

*1 
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41. 
 After Mr. de Mel's brief response, Dr. W.M. Tilakaratna, Secretary,
Ministry of Finance and Planning, responded further to 
the comments and questions raised by various speakers. Dr. Tilakaratna agreed with the macroeconomic concerns expressed by the delegates and recognized the need for
further improvements in the major macro indicators. 
He agreed that the basic
problem was 
continued large budget deficits resulting primarily from too high
a level of public caital spending.

contributed in large measure to 

The budget deficit fueled inflation,

the current account deficit in the balance
of payments, and forced the Government to resort to unsustainable levels of
commercial borrowing. 
He argred that the Government had to embark upon an
ambitious investment program in 1977 in order to quickly meet 
the requirements
of energy, infrastructure rehabilitation and achieve self-sufficiency in food.
The Government has already undertaken a number of measured 
to reduce
investment, increase national savings, and bring the budget deiicit to manageable levels. 
 As a result, total investment as a proportion of GDP is expected
to decline from 29% in 1983 to an average of 26% during 1984-88, with public
investment declining from 16% 
of GDP in 1983
At the to 14% during the latter period.
same time, it was the Government's objective to increase domestic
resource mobilization as a result of which foreign financing is expected to
decline from 12.8% of GDP in 1983 
to about 6% in 1988. 
 The Government also
did not propose to take recourse to the banking system to finance budget
deficits except during exceptional short periods. 
He mentioned that inflation
which was running at an annualized rate of 21% 
at end-1983 had already
declined to 18% by end-May, 1984. 
 Dr. Tilakaratna outlined a number of policy
measures which had brought about this decl3,ne. The Government imposed a
freeze on private sector credit in October 1983 as a first step and -eplaced
it in November by increasing the statutory reserve requirements for both
demand and time deposits and other measures 
to tighten credit. Further, the
Central Bank of Ceylon would issue securities to the commercial banks and the
two plantation corporations to mop up excess liquidity. 
 On the fiscal policy
side, the Government decided not 
to borrow from the banking sector during
1983; in fact, 
it would retire some of its debt resulting in deflationary
pressure. Dr..Tilakaratna agreed that the current interest rates were too
high to promote private investment but argued that the rates would come down
once inflation was brought under control. 
 The Treasury has decided not to fix
interest rates in future and would pay for the Treasury Bills the in,.erest
rates determined by market forces.
 

42. 
 Dr. Tilakaratna concurred that public enterprises were a burden on the
budget and there were powerful vested interests wanting to perpetuate the
system. After long discussions, the Committee of Development Secretaries
recently approved draft legislation to convert government-owned busimess
undertakings and some public corporations into private companies. 
 Some shares
of the converted companies would be made available to the workers. 
 But these
corporations were undercapitalized; a group of accountauts are working to
resolve the undercapitalization problem.
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43. 
 As regards the Government's industrial and tariff policy,
Dr. Tilakaratna explained that the Presidential Tariff Commission (PTC) is
expected to 
submit final recommendations about tariff reforms by end-August
1984. 
The Committee had earlier recommended tariff reforms for 60 relatively
unimportant items out of which 57 recommendations were accepted by the
Government. 
 Tariffs on the important traded items are 
to be tackled in the
next round of PTC's recommendations.
 

44. 
 As regards exports incentives, Dr. Tilakaratna noted that the bias
in the tax system against exports had been removed by the abolition of tax
holidays other than for export and some import substitution industries. 
 The
tariff reforms are expected to remove further the anti-export bias. The poor
export performance resulted from not only the anti-export bias but also the
prolonged recession and the quota restrictions in the industrialized
 
countries.
 

45. 
 The Government was reviewing the tax system to introduce greater
elasticity and buoyancy. 
An incentive scheme for tax officials was under
consideration as 
part of efforts to improve tha tax administration.
 
46. 
 The Government is concerned about possible adverse effects of the
liberalization policy on income distribution and nutrition. 
In this context
the recently started Living Standards Study, when completed, should produce
useful and coaclusive results. 
 While there may have been a relative decline
in public expenditure on social sectors, higher employment
liberalization policy has increased incomes of the poor. 

as a result of the
 
decision to increase wages of estate labor and to 

A recent Government
 
introduce incentives would
increase the family income of this poor section of the population.
 

47. 
 As regards the composition of the public investment program,
Dr. Tilakaratna noted that Public Investment, 1984-88 includes the
Government's priorities as well as 
procedures to be used for inclusion of new
investment projects. 
These priorities are: 
 (i) completion of ongoing
projects, (ii) infrastructure rehabilitation, (iii) tree crops, (iv) power
generation and distribution, and (v) import substitution activities such as
sugar, animal husbandry, dairy, fisheries. 
 The directly productive activities
would be undertaken only in 
case of insufficient private sector interest.
Mahaweli downstream development would enjoy the highest priority as part of in
ongoing program. The Government would also undertake programs for manpower
development, particularly in management, so 
that private sector development
is not constrained because of skill shortages. 
 The Sri Lanka Business
Development Center is providing training in entrepreneurial development.
Evening courses 
in business administration have been started at the university
level. 
 The National Institute of Business Management and the Sri Lanka
Institute of Development Administration provide training facilities to the
private sector also. 
 The Government recently set up an Administrative Reforms
Committee to recommend steps for improvement in public administration. 
The
World Bank plans to carry out a study of public administration and business
and industrial management.
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48. The Government was conscious 
conditions in the estates. 

about the need to improve social welfare
Programs are underway for improvement of schools,
water supply and sanitation, and heath facilities. 
 The National Agricultural,
Food and Nutrition Strategy would now be translated into programs for
implementation by line ministries. 
The allocation to population control and
family planning in the 4nvestment program may appear low but the problem in
this sectcr is ineffective implementation rather than insufficient allocation.
The Government would allocate sufficient funds for the sector as 
and when
implementation improves.
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Chairman's Concludin2 Remarks
 

72. 
 In his concluding remarks, the Chairman stressed the urgency for the
Government to take decisive actions towards resolving the major structural
problems which now cloud Sri Lanka's economic future. 
He pointed to frequent
policy inaction in the past, to the gap between declared intent of Government
and practice, and noted that, although the economy somehow or other had
managed to make it through each year and continue to gr.w, moves to strengthen
the longer-term economic outlook must be undertaken soon lest the growth
momentum risks being lost and donor confidence undermined. The Chairman
impressed upon the Sri Lankan delegation the importance of this message and of
its being passed on to the Government Cabinet.
 

73. 
 The Chairman then briefly touched upon some of the major structural
issues that afflict the national economic oui:look. He discussed the importance and urgency of establishing a suitable incentives' framework including,
among others, adequate interest rate and exchange rate policies, so as 
to
encourage greater private sector participation in the growth process. 
 He
referred to the need for greater budget discipline, for improvements in the
efficiency and financial performance of public sector enterprises, for a
thorough re-examination of government subsidies which are a heavy burden on
the budget, and, in the light of the serious depletion in the country's
economic physical infrastructure, for giving necessary operation and maintenance expenditures priority over the launching of new projects. 
 The
Chairman also discussed the issue, raised by several delegations, of the
possible slippage during the past few years in the level of living of many Sri
Lankans, and he urged the Government to give this subject an early review;
given evidence of a slight increase recently in the population growth rate, he
suggested that national demographic trends and the effectiveness of the family
planning program be reviewed. 
He also stressed the urgency of examining and
rationalizing the organization, structure and functioning of the national
administration as 
there is much room for enhanced efficiency and greater cost
effectiveness in dealing with the nation's needs. 
 Finally, the Chairman
emphasized that the Public Investment Program for 1984-88 be re-examined
thoroughly with the objective of ensuring, among others, that necessary operation and maintenance expenditures are accounted for and, in function of
resource constraints, some large new projects possibly deleted or postponed.
He underlined the importance of reactivating local aid group meetings with the
objective of ensuring a close coordination between donors and Government in
the selection, financing and implementation of projects.
 

74. 
 The Chairman concluded by asking for a continued commitment on the
part of the Government to sound economic managemeat and a careful matching
of declared intent and Government actions, and he suggested that donor confidence in the Government's following this course of action is the basis for
the substantial indications of aid at this meeting.
 

10
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DEEP CONCERN ABOUT THE NEED FOR STRUCTURAL REFORM. 'HE
 
ELECTIONS AND THE 
COMM1UNAL OIJTURBANCES UHICH DISTRACTED
 
ATTENTION FROM THIS URGENT BUSINESS ARE NOW CEHIND US,

AND UNEXPECTEDLY HIGH TEA PRiCES HAVE GIVEN BREATHING
 
SPACE ON THE BALANCE OF PAYMENTS. THE GSL MUST NOW
 
ACT. THE CRITICAL NEEDS ARE FOR: 
(A)BUDGETARY
 
DISCIPlINE; 
(8)DOMESTIC RESOURCE MORILIZATION; (C A
 
CHANGED INCENTIVE STRUCTURE TO STIMULATE THE PRIVATE
 
SECTOR AND EXPORTS; AND (D)REDUCTION IN FOREIGN
 
EIiROWING. THESE PRIORITIES WILL WORK BEST IF
 
ADDITIONAL DOlESTIC RESOURCES CAN IE hOBILIZED AND
 
COMPLEMENTED WITH EXTERAL RESOURCES INA STRATEGIC
 
APPROACH APPROVED BY THE ENTIRE CABINET.
 

1. THE PRESCRIPTION: 
 A PAUSE IN INVESTMENTS, WITH A
 
VERY CAREFUL EXAMINATION OF WHAT NEEDS TO BE
 
REHABILITATED. A GENUINE EFFORT TO FULLY ENGAGE THE
 
PRIVATE SECTOR, AND A SERIOUS, SUSTAINED EFFORT TO
 
ADDRESS STRUCTIUiAL ISSUES. FURTHER, HIPPER NOTED THAT

ANUNDERSTANDING HAS EXISTED BETUEEN THE GSL AND THE AID

GROUP TO THE EFFECT THAT ADDITIONAL FUNDS WOULD BE MADE
 
AVAILaSLE FOR MANAVELI, 
BUT ON CONDITION THAT THE POLI
 
WOJLD PE MAINTAINED. IN FACT, IT 
 HAS BEEN PERMITTED TO
 
GO DOWN. IN THIS CONNECTIOn, IT ISGENERALLY AGREED
 
THAT SRI LANKA IS APPROACHING THE DANGER POINT IN ITS

POPULATION GROWTH. FINALLY, HOPPER WARNED THAT FAILURE
 
TO IAKE SIGNIFICANT PROGRESS DURING THE COMING YEAR
 
COULD RESULT IN SERIOUS EROSION OF DONOR CONFIDENCE.
 

11. SEVERAL POINTS WORTH SPECIAL MENTION EIERGED FROM
 
THE FORMAL STATEMEPTS AND THEQUESTION'AND ANSWER
 
SESSICN DURING THE MEETING:
 

(A)ALL DONORS SHOVED CONCERN ABOUT THE DILATORY NATURE
 
OF THE GSL DECISION-MAKING PROLESS, POLITELY
 
CHARACTERIZED BY THE CANADIAN DELEGATE WITH THE PHRASE
 
QUOTE LESS THAN OETERMIUED FOLLOW-THROUGH. UNQUOTE. 
WE

HOPE THAT THESE EXPRESSIOS WILL 
BE USEFUL TO MINISTER
 
DE MEL AND HIS COLLEAGUES INPUSHING THROUGH NECESSARY
 
ACTIONS.
 

I) THE DONORS REACTED POSITIVELY TO THE GSL'S
 
INITIATIVE 
INPUTTING FORWARD A COORDINATED AGRICULTURE,

FOOD ANI NUTRITION PLANNING OOCUIiENT. INTER-MINISTERIAL
 
COORDINATION REMAINS A TROUBLED AREA. 
THE GSL-PROPOSED
 
STRATEGY MAY HELP OVERCOME PLANNING AND IMPLEMENTATION
 
PROBLEM 
INTHIS KEY SECTOR.
 

(C)THE SRI LA4MAN DELEGATION'S ASSURANCE THAT FAMILY
 
PLANNING REMAINS A PRIORITY VAS WELCOMED, AS WAS THEIR
 
INDICATION THAT THE 
IMPORTAI CE OF REVISING EXPORTS IS
 
RECOGNIZED. 
WITH REGARD TO THE KEY PLANTATION SECTOR,

WE AGREE WITH THE UK DELEGATE'S rOINT COMCERNING THE
 
INTERCONNECTEDNESS OF PROGRESS ON THE SOCIAL AND
 
PRODUCTIVITY FRONTS.
 

(0)PERHAPS MOST WELCOME OF ALL WAS THE 
SRI LANHKAN
 
DELEGATION'S INDICATION THAT CLEAR PRIORITIES FOR FUTURE
 
INVESTMENTS HAVE REEN IDENTIFIED. 
 FIRST ISDOWNSTREAM
 
DEVELOPMENT OF MAHAWELI. 
 SECOND WILL BE INFRASTRUCTURE
 
REHABILITATION AND O& EXPENDITURES. 
 (THE GSL HAS
 
DECIDED TO INTRODUCE A SEPARATE O& BUDGET FROM 19s5
 
ONWARDS). THIRD, NEW INVESTMENTS IN THE PLANTATION,
 

POWER, SUGAR, AND QUOTE MINOR EXPORT CROPS UNQUOTE
 
SECTORS. SHULTZ
 

UNCLASSIFIED
 



PART II 
- WORLD BANK GROUP OPERATIONS
 

17. 
 Since the beginning of its operations in Sri Lanka in 1954, the World
Bank has approved 10 
Loans totaling US$127.7 million (net of cancellations)
and 37 credits totaling US$712.6 million (net of cancellations) in support of
47 projects. 
About 52 percent of World Bank assistance has 
been for agriculture (irrigation, tree crops, and rural and dairy development), 23 percent
for power, 10 percent for transportation, and the remainder of 15 percent
among development finance company operations, a program credit (involving the
import of raw materials for inc!ustry), 
water supply, construction industry,
telecommunications, and small and medium industries. 
 Eight loans and 13
credits have been fully disbursed. 
Annex II contains a summary statement of
World Bank Group operations as 
of September 30, 
1984.
 
18. 
 In Sri Lanka, *the IFC has a total investment of US$2.13 million
equivalent in equity and US$16.74 million equivalent in loans. 
 Investments
.have been made so far in two textiles industries, one polypropylene bag
industry, one equipment-leasing 
company, one hotel, and two IFC lines of
credit, one of which has been extended to the government-owned Bank of Ceylon
for term loans to medium-sized industries.
 

19. 
 The World Bank's current strategy is primarily to assist Sri Lanka
in reaching a more sustainable balance-of-payments position in the medium
term through export promotion and import substitution in viable economic
activities. 
In order to achieve this, the lending strategy includes support
to policy changes in 
a number of macroeconomic areas: 
 investment priorities,
the incentive framework, coordination of economic policies and programs,
operational and maintenance expenditures and cost recovery. 
Projects currently under preparation include a fourth tree crops project and second dairy
development project.
 

20. 
 Within the above framework, the World Bank lending program concentrates 
resources on 
productive sectors, energy, and infrastructure.
Within agriculture, the strategy gives the highest priority in the'vital tree
crops subsector. 
The objective is to channel resources
which Sri Lanka has a comparative advantage so as 
into an activity in
 

to stabilize the subsector
in the short term and to promote-sustainable export growth in the medium
term. 
Whether in the irrigation, rural development or tree crops subsectors,
the strategy focuses on rehabilitating the existing capital base, increasing
its utilization capacity, and to 
ensure better operation and maintenance in
the future.
 

21. 
 The Government's priority to rehabilitate rundown infrastructure is
well placed and needed to support expanded economic activity, particularly in
the private sector. Major elements of the lending program would be directed
at helping the energy needs of the economy and easing transport bottlenecks.
The World Bank has provided financing to a number of power projects for
generation, transmission and distribution. 
The future program would focus on
energy conservation through both required investments and policy measures.
The old and inefficient power distribution system would be rehabilitated to
reduce system losses; 
small but significant improvements in energy conservation would be undertaken in large energy consuming industrial/commercial
units; and a study, to be completed shortly, would recommend measures 
to
improve energy efficiency in the transport sector, a large consumer of
commercial energy in Sri Lanka. 
All of these activities would be supported
 

http:US$16.74


through policy measures and institutional development. 
 Support to 
the
transport sector would continue with rehabilitation of
ilnstitutionalizing 
 the road network,
proper maintenance methods and improving sectoral planning
of policies and programs.
 

22. 
 The World Bank has provided financing for a broad range of large-,
medium- and small-scale industrial enterprises, in the private sector,
through suppirt of development finance companies. 
 Export development would

primarily focus on this assistance which has also included support to
ing tbhe performance of private enterprises. improv-


Future lending in the sector
would continue to emphasize this focus.
 
23. 
 Institutional capabilities, in both the planning and the impLementation areas, have been constrained with the recent expansion of public
investment. 

component. 

Past World Bank projects have included an institution building
In addition to 
this project, the future strategy would focus more
 on issues such as human resource development, business and industrial
management, and public administration. 
Public administration constraints
which affect the performance of'all sectors would be identified and addressed
directly through the lending program.
 
24. 
 The need for a substantial transfer of.resources to Sri Lanka has
been a recurrent theme of World Bank economic reporting, both to offset the
deterioration in the world trade environment and to
sustained growth rate. support a high and
Despite Government's increased domestic resource
mobilization effort in the recent past, World Bank projects in Sri Lanka have
included sector financing of local expenditures. 
The World Bank strategic
focus on agriculture, rehabilitation rather than new infrastructure, institutional development means that the foreign exchange component of projects
tends to be small. 
 Also, the Government's budgetary situation continues to
 
be tight as increased operation and maintenance requirements make demands on
domestic resources.
 

25. The World Bank, as 
of the end of 1983, accounted for 10.7 percent

and disbursed, and 5.0 percent of debt service on medium- and long-term debt.
 

(IBRD, 1.6 percent; IDA, 9.1 percent) of Sri Lanka's total debt outstanding
 

and disbursed will increase to 


The projected World Bank's share in total existing external debt outstanding
17 percent by 1985 (with IBBD's share declining to 1.3 percent). 
 The IBRD and IDA portions of debt service are expected
to decline to about 4 percent by 1985.
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THE STATUS OF BANK GROUP OPERATIONS IN SRI LANKA
 

A. 	 STATEMENT OF BANK LOANS AND IDA CREDITS (as of March 31, 
1985)
 

Loan or 
 US$ Million
 

Amount
 
Credit 


No. 	
(net of cancellations:
Year Borrower 
 Purpose 


Bank 
 IDA UndisbursE
 
Eight loans and 
thirteen credits fully disbursed 	 72.9
701 	 96.1
Sri lanka
1977 	 Mahaweli Ganga Development II
818 	 19.0
1978 Sri Lanka Tree Crop Rehabilitation (Tea) 

9.2
 
891 1979 Sri Lanka 9.3
Kurunegala Rural Development 	

21.0 


900 1979 	 20,0 8.9
Sri Lanka 
Road Maintenance 

16.5
931 	 6.3
1979 Sri Lanka Agricultural Extension and
 

Adaptive Research
942 1979 Sri Lanka 	 15.5
Small and Medium Industries 	 10.6
 
979 	 16.0
1980 	 2.9
Sri Lanka 
 MahawEli Ganga Technical Assistance
994 1980 Sri Lanka 	 3.0 1.4
Road Passenger Transport
1017 1980 Sri Lanka 53.0 17.4
Smallholder Rubber Rehabilitation


1020 1980 	 16.0 12.1
Sri Lanka Telecommunications 

1041 	 30.0
1980 	 4.9
Sri Lanka Second Water Supply

1048 30.0
1980 Sri Lanka Sixth Power 17.2
 
1079 /a 1981 19.5 10.0
Sri Lanka 
 Second Rural Development

1130 La 	 33.5 15.4
1981 Sri Lanka Construction Industry
1160 La 
 1981 Sri Lanka 	 13.5 4.8
Village Irrigation Rehabilitation
1166 /a 1981 Sri Lanka 	 30.0 19.2
Mahaweli Ganga-Development III
1182 /a 1982 	 90.0 36.4
Sri Lanka SMI II 

1210 La 30.0
1982 Sri Lanka Seventh Power 	 24.4
 

36.0 14.0
1240 La 1982 
 Sri Lanka Tea Rehabilitation and
 
Diversification 


1982 	 20.0
2187 Sri Lanka Eighth Power 12.7
 
1317 La 1982 - 10.4
Sri Lanka Forestry I 	

42.7 


1363 La 1983 	 9.0 8.0
Sri Lanka 
 Third Rural Development

1401 La 1983 Sri Lanka 	 23.0 20.0
Industrial Development Project
1494 La 1984 	 25.0 18.0
Sri Lanka 
Mahaweli Ganga Development IV
2437 Lb 	 30.0
1984 Sri Lanka 	 30.0
Mahaweli Ganga Development IV 12.1
1537 /a 1985 Sri Lanka 12.1
Major Irrigation Rehabilition
TOTAL
 17.0 17.0
 

of which has TTL127.7
been repaid 
 712.6 352.6
Total now outstanding 	 49.7 5.6 -

78.0 707.0
Amount sold 

3.6


of which has been repaid 3.6
Total now held by Bank and IDA 
 c 78.0 707.0
 
Total Undisbursed 


10.4 342.2 
 352.6
 

La 
 IDA 6th Replenishment Credits, principal amounts shown in US dollars equivalent
at 
date of negotiations, 
as shown in the President's Reports and
amonts 	 undisbursed
shown in US dollars equivalent at 
the rate of exchange for the SDR at

March 31, 1985.
 

Lb Not yet effective.
/c 
 The original principal of credits under replenishments 1, 2 and 3 has
increased by the 	 been
amount of the translation adjustment 
as a result of the
devaluation of th US dollar in 
1972 and 1973.
 



UNITED NATIONS PROGRAMME DES NATIONS UNIESDEVELOPMENT PROGRAMME POUR LE DEVELOPPEMENT 

ONE UNITED NATIONS PLAZA 
NEW YORK, N.Y. 10017 

CAULK ADORNKUD UNDEVPRO NK W YORK 
LEPHONgs 906-U00 

R".I IF:. SRL/O 
3 May 1985 

Dear Mr. Mles, 

Further to our telephone conversat ion on 2 May I enclosecOpf aCOP list of the UNDP Projects whichway, are currently underand those which are expected to start withinprogramme period (1984-1986) our country
for Sri Lanka. The list isInto dividedtwo part , the first part being planned projects whichcurrently under way, areand the second part being pipeline projectswhich are expected to start through the present country programecycle. In the latter case the identificationAgencies is only tentative. at UN ExecutingMore information about the orientationof UNDP's cooperation with Sri LankaProgramme doctuent, 

can be found in the Countryof which I enclose an extra copy in casehave not already seen youit. Please let me know if I can be of anyfurther help.
 

Tours sincerely, 

Richard Millar
Are, Officer, Division I

Regional PFaree for Asia and the Pacific 

Mr. Henry Miles
 
8302 West Blvd. Drive
 
Alexandria
 
Virginia 22308 



U1NDP Projects in Sri Lanka 

Number 
 Title 


(a) Approved ProJects: 

SRL/83/005 	 Development Planning, Phase II 


8RL/83/021 
 National Statistical System, Phase II 


SRL/79/037 Apprenteofship Training 


BRL/82/005 
 Labour Market Information 


SRL/82/009 
 Vocational Skills 


SRL/83/023 
 National Institute of Business
 
Management Computer Course 


BRL/84/038 
 Public Enterprise Management 


SRL/84/04O 	 Assistauc4 to the Sri Lanka 

National Design Centre 


SRL/T7/Oll Forest Inventory 


BRL/T9/023 	 Aquaculture 

SRL/T9/058 
 Land Ues Planning 

SRL/81/Oll Maheli Byatem B Farm 

SRL/81/0l5 Serioulture 


SRL/81/016 
 Feed Resources Inventory 


BRL/82/O02 Roots and Tuber Crops 

BRL/84/0o6 
 Plantation Management 


SRL/84/oI0 
 Tea Smallholders 


Executing Agency 

UN Department of Technical 

Cooperation for Development
 

International 	Labour Organization 


" 

h 

International 	Labour Organizatign/

F.ed andgrieujture o*&Zisatio *f 
the United Nations
 
Food and Agriculture organization of
 

the United Nations 


"f 


" " 

" 

" " 

UNDP Contribution
 

$ 

562,'000
 

368,000
 

780,000
 

78,000 

726,000 

13,000
 

22,000
 

1,000 

732,000
 

T
7149,000 

280,000
 

4f
k96,000
 

646,ooo 

7,000
 

36,000
 

171,000 

35,OQ 
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Number 
 Title 

Executing Ageney 
 UNDP Contribution
 

Approved Projects (Contd.) 
 I
SRL/84/012 
 Development of Palmyrah Industry Food and Agriculture Organization

SRL/8h/013 	 1,000Horticulture, Phase II Food and Agriculture Organization 

BRL/79/046 Environmental Protection 	
of the United Nations 144,000
 
United Nations Educational, Scientific
 

SRL/81/005 	 and Cultural Organization
Education Quality Improvement 	 111,000 
it 


SRL/81/013 Technical Teacher Training College 
800,000
 

United Nations Educational, Scientific 
 8k7,0Co
 
and Cultural Organization/World Health
OrganizationBRL/84/008 
 Aqurtio Research 


303,000SRL/84/02i 
 Open University, Phase 

" 


1,055,000
SRL/84/O0l Water Supply Board, Phase II warld leath.. .e..&ti. 
 75,000
SlL/814/020 Traditional Medicine 
i .
 

SRL/81/09 	 5Civil AT/ition Training Centre International 	Ciil Aviation 769,000 

Organization

S..L/83/006 
 Airport and Aviation Services 
 t it 

278,000
SR../83/015 Telecomm=cations Training Centre International Teleconmnication Union 1,125,000
B1L/83/008 
 Short-term Consultants/Fellor 

UNP/Office for Projects Execution 
 262,000
 

RRL/831017 
 Scientific Adviser to the
 
Presidential Secretariat 
 91,000
 

SRL/8/011 Transfer of Know Now through

Expatriate Nationals, Phase II 

SRL/814-/025 Mahaveli Training 	 138 00
136,,,
 



NumberExcsigAey 
Title 

Approved Projects (Contd.) 

-3-

UNDP Contribution 

BRL/T9/05. Textile Centre 
United Nations Industrial 

C 

BRL/81/OOT Leather Products 
Development Organization 

2,385,000 

SRL/82/003 

SRL/82/OOT 

Standards and Quality Control 

Industrial Energy Conservation 

" " 

293,000 

689,000 

SRL/83/003 Leather Industry 
3T5,000 

SRL/83/007 Mineral Sands 
112,000 

S1J/83/012 

SRL/83/016 

BRL/83/019 

Energy Management 

Foreign Investment Committee 

Assistance to the greater ColomboEconomic Commission 

t 

It 

It 

It 

150,000 

198,000 

150,000 

BL/8/o6 Ports Authority Training United Nations Conference on Trade 

332,000 

390,000 

SRL/81/010 Structural Engineering 

and Development/International 
Labour Organization 
United Nations Centre for Human 

sRL/814/003 Low Income Shelter 
Settlements/Habitat 

180,000 

BRL/81/ol1. 

SRL/81/006 

sRL/82/001 

SRL/83/022 

Export Development Board 

Mahaveli Plan Coordination 

Agriculture Settlements Training 

Solar Kiln 

International Trade Centre/United 

Nations Conference on Trade and 
Development 
Government 

Government 

Government 

150,000 

851,000 

682,000 

180,000 

44,000 



Number Title 

(b) Pipeline Projects
BRL/83/002 Winged Bean De*elopenti Programme 


SRL/84/007 
 Sugar Reheafch 


SRL/84/o14 
 Rubber Research institute 

BRL/8/Ol5 National Food Control 
SRL/84/O24 
 Rainfed Rice 


SRL/8/028 
 Minor Export Crops, Phase IV 

SRL/84/030 Roots and Tuber Crops, Phase II 

BRL/814/032 
 Land Use Planning, Phase II 

BRL/84/03T Planning And Training in Land Settlement 

SRL/85/001 
 National Institute of Education 


RL/81/O19 nstitute of Health Sciences 


SRL/8h/02l 
 Health information System 

SRL/84/048 
 Aviation Security 


SRL/81/039 Marine Entineers/Deck Officers 


BRL/84/002 Programme Logistical Support 

SRL/83/OO4 Entrepreneurship 


SRL/83/020 InfrastrUcture Studies 

sBL/84/O45 
 Central Freight Bureau 


RL/84/0o42 Low Income Shelter, Phase I 

.theduting Agency UHDP Contribution 

Food "hd Agriculture Organization 

i, ,187,000 

. . 

.
 

O 


- .00 

United Nations Education4t Scientific

and Cultural 

Organization
 
orld Health Organization 

World Health Organization 

International Civil Aviation
Organization30 

International Maritime Organization 


UNDP/Office for Projects Execution 

United Nations Industrial 

Development Organization


i 


United Nations Conference on Trade 

aorld Bank 
WondDevelopme000 

122,000 

375,000 

251,000 

7
T53,000
 

600,000
 

2
 
2T,,0.
 

1,200,000
 
563,000
 

312,000 

333,000 

306000
00
 

I87,000
 

82,000 

250,000 

,000 

30,000
 
398,000
 



Nuber Title Executing Agency UNDP Contribution 

Pipeline Projects (Contd.) 

BRL/8h/023 Export Development 
International Trade Centre 500,000 

sn/8/m/0 

SRL/85/O04 

Promotion of Technical Cooperationamong Developing Countries 

Soyabean, Phase IV 

Government 

Govezment-
88,000 

150,000 

25/myo2.5.85 
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 ANNEX I
 

Sri Lanka - Fund Relations
 
(As of February 28, 1985)
 

I. 	 Membership Status
 

(a) Date of membership: 
 August 	29, 1950
 
(b) Status: 
 Article XIV
 

A. Financial Relations
 

II. 
 General Department (as of February 28, 1985)
 

(a) Quota: 
 SDR 223.1 million.
 
(b) 	Total Fund holdings


of Sri Lanka rupees: 
 SDR 542.14 million (243.0 percent of
quota)
 
(c) Fund credit: 
 SDR 325.01 million (145.67 percent of
 

Of which: 
 quota)
 
(SDR million) (Percent of quota)
 

Buffer 	stock 
 5.2 

Compensatory financing facility 	

2.3
 
31.98


Extended fund facility 	
14.3
 

237.80 
 106.6
 
Credit tranche purchases

Ordinary resources 
 32.8 
 14.7

Enlarged access resources 17.2 
 7.7
 

(d) 
Reserve tranche position: 
 SDR 5.98 million. 
 2.7
 
III. 
 Current and Previous Arrangements and Special Facilities
 

(a) Current stand-by arrangement: None.
 

(b) 
Previous stand-by and extended arrangements during the past 10 years.
 

1. November 22, 1977-November 22, 1978: 
 Stand-by arrangement

Amount: 
 SDR 93.0 million; 94.9 percent of quota
 

2. 	
(full amount purchased).
January 1, 19 79-December 31, 1981: 
 Extended fund arrangement

Amount: 
 SDR 260.3 million; 218.7 percent of quota, of
which: 
 SDR 80 million purchased in 1979; SDR 30 million
purchased in 1980; SDR 150.3 million purchased in 1981.
3. September 4, 1983-July 31, 
1984: 	 Stand-by arrangement.*

Amount: 
 SDR 100 million; 44.8 percent of quota, of
which: SDR 30 million purchased in 1983 and SDR 20 million purchased in 1984; the balance of SDR 50 million
 was undrawn after the arrangement was interrupted in
 
January 1984.
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ASIA DEVELOPMENT
 
II. BANK OPERATIONS IN SRI LANKA
 

A. Hanr---pations (1968-1983)
 
27. 
 Bank operations in Sri Lanka started in 1968.
so far provided The Bank has
37 loans 1/ amounting
projects. to $411.76 million
Of these, six loans amounting to $14.14 

for 31
 
million were 
from
ordinary capital resources and 31 loans, amounting to $397.62 million,
were from Special Funds. 
 To help mobilize a larger inflow of external
assistance 
to meet the 
country.'s 
development
promoted co-financing needs, the Bank
arrangements has
totalling
with a number of about $230.10 million
bilateral 
 and multilateral 
 sources 
 2/ for
10 projects.
 

28. The principal sectors assisted 
by the Bank are set 
out in
Table 
I below.
 

Table 1: 
 Sectoral Allocation of Bank-Assisted
 
Loan Pro-lects in Sri Lanka
 

(As of 30 Noivember 1984)
 

Sector 
 Aount
(S million) 
 Per Cent
 
Agriculture 


294.47
Energy 71.5
 
40.25
Industry and Development Banks 9.8
 
30.11
Lransportation/Communications 7.3
 

Education 21.51 
 5.2

16.11 
 3.9
Health 


Total 
 9.31 
 2.3
411.76 100.0 

Consistent with the Government's prioritiesof Sri Lanka, and the development needs 
program 

the Bank has placed particular emphasis on developing ain the agriculture sector. The Bank
loans for agriculture, of which six have been for irrigation, six for
agro-industries, 

has so far provided 19 

three for 
fisheries 

credit, and the remaining
coconut development, for rural
livestock and forestry.
 

I/ 
 Including two loans for one project, four supplementary loans for
four projects and one "special assistance" supplementary loan for

2/ five ongoing projects.
Federal Republic 
of Germany, 
India, Kuwait,
Sweden, the Netherlands,
Overseas Development Authority
International of the United Kingdom,
Development 
 Association
International (IDA), OPEC
Development, Fund for
International
Development (IFAD), Fund for Agricultural
and United 
Nations Development 
Programme
(UNDP).
 



As of
29. 30 November 1984, the Bank had provided technical
assistance totalling S5.485 million, including $1.77 million financed
by EEC, the Government 
of Switzerland 

which and IFAD, for 35 projects
18 have so of
far resulted 

million. The principal 

in Bank loans amounting to $262.3
sectors assisted by the Bank 
are set 
out in
Table 2 below.
 

Table 2: 
 Sectoral Allocation of Bank-Assisted
 
Technical Assistance Projects in Sri Lanka
 

(As of3 oember 1984)
 

Sector Amount
 
($ million) 
 Per Cent
 

Agriculture 

3.590
Energy 65.5
 
0.704
Industry and Development Banks 

12.8
 
0.693
Education 12.6
 
0.150 
 2.7
Transport and Communications 
 0.348 
 6.4
 

Total 
 5.485 
 100.0
 

Of the -35 projects for 
which the 
Bank has
assistance, provided technical
ten were advisory and 
operational,
preparatory, 24 -were project
and one was 
both advisory and 
operational 
as well as
project preparatory.
 

30. 
 Of the 31 projects
substantially completed and the 
assisted 
loans closed. 

by the Bank, 12 have been
 
Implementation of five
ongoing projects has tended to 
lag from schedule 1/. 
 The reasons for
delay include inadequate allocation of budgetary resources
in achieving and delays
loan effectiveness, 
 appointing
recruiting consultants. project staff and
Underlying 
 these factors
imposed on the is the strain
Government's 
limited financial, institutional and
trained manpower resources imposed by the large investment outlays of
recent years 
(particularly 


arise 
on AMDP). Individual problems they
have been brought to as

the notice 
of the Government 
by project
review missions and appropriate assurances 


steps needed have been obtained on the
to minimize 
further delays. Project 
implementation
continues to be closely monitored by the Bank.
 

I/ Thesis are Kirindl 
Oya Irrigation and 
Settlement 
(Loan No.
approved on 324
9 Dec. 
1977 and Supplementary Loan No. 612 approved
on 
9 Dec. 1982); Sevanagala 
Sugar Development (Loan No. 
369
approved on 29 Nov. 1978); Rural Credit (Loan No. 432 approved on
6 Dec. 1979); Mahaweli Area Roads 
(Loan No. 
471 approved
1980); on 30
Sept. and Anuradhapura Dry Zone Agriculture (Loan No.496
approved on 
15 Dec. 1980).
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31.. 
 Sri Lanka's implementation 
record compares well with that of
 
other major Special Funds borrowers. 
 Loan disbursements 

30 at 43.3 per
September 
1984, 


cent of the total Special Funds amount available for withdrawal
exceed
Special the compa
Funds able
(38.8 for
per cent). Banksd. fe
disured cparable
Froma aercntae 
 ben
Government will be able to pay 
f
more
 

attention to the planning and implementation 
of non-AMDP projects* and
 
this should have a beneficial impact on the Bank's ongoing projects.
B. 
 The Bank's Operational Strategy (1984-1987)

32. 
 The 'Governments broad development objective since 1977 has
 
been 
the establishment 
of an 
open
advantage, in which export growth will be critical to 


economy 
resting 
on comparative
of resources 
sufficient to
desirable sustain imports, the generation
levels. investment and growth at
 
Private 
sector
the generation development,of exports particularlymajor impulse and employment* through

behind is intendedgrowth to provide1/. In theits medium-termdevelopment objectives and proposed investments 2/, the Government has
 

assessmentdrawn 
some important of 
conclusions
the past from the
seven years successes 
and
development (see paras 5-9). failures of
It has reconfirmed
emphasis. its basic
(i) There is an 


strategy, but wishes to bring about significant changes in
implicit recognition that public invest-*
 
ment has been larger, longer in gestation and 
more inflationary than
in 1984 

it should 

to 
have been, and needs to be reduced (from 15 per cent af CDP


per cent
generate 
12 in 1988), to
returns be evaluated
more 
quickly. more fully and
the availability of re3ources 

(ii) Steps to
are proposed 
to increase
to the private sector 
(through enabling
 
it to borrow from non-banking financial institutions)
the export investment environment (through a tariff structure unbiased
 

and to 
improve
against exports). 
 (iii) There
have deteriorated is a realization
through neglect that capital 
assets
of operat-ion and maintenance
(iv) Investment (O&M)

on 


and an intention to make specific O&M budget allocations in future 3/.

public AMDP is projected
investment to decline from 43 per cent of
(1984)
resources to 3.5 
per cent
for neglected sectors, (1988), releasing
systemeti larger
investment 
planning 
for

some of which has already commenced.
 
33.

objectives The Bank considers
of appropriate both
Government
the 

and the the broad development
medium-term 
macroeconomic

adjustments it has proposed. The Bank shares the Governmentfs belief
 
that, with one major exception (tree crop plantations)# 
infrastructure
 

I/ The-Government 

has recently
undertaken by the 

decided that 
no project
public sector will be
the private sector. if it can 
be better handled by
Public investment is viewed basically 

means of providing infrastructure
private as a
entrepreneurship. facilitieS necessary to support
2/ Public 
Investment 
1984-1988 
(Ministry of 
Finance


3/ and Planning,
O&M needs will in fact receive higher priority than new projects.
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development should remain the focus of the public investment program.
The Bank has identified certain priority criteria against whichwill test alternative prolect proposals. 
it 

34. First, high priority attaches 
to reversal of the 
trend
towards deterioration of capital assets. 
This is particularly true of
the tree crop (tea, rubber and coconuts) sector, whose rehabilitation provides the viablemost medium-term means of rectifying theexport weakness of Sri Lanka's external account. Other, affected
sectors include irrigation,, power distribution and roads. The Bankhas recently approved or is considering projects in all these sectors,and -ill seek to improve resource use efficiency through a mix ofphysical rehabilitation and institutional development (particularly of
O&M) in a more productive policy environment.
 

35. Second, equal priority will attach to certain structuraladjustments 
needed in the economy. In agriculture, there is 
arequirement for crop diversification now that rice self-sufficiency isin sight. Subsidiary crops need the mix of production incentives andinstitutional support that has enhanced paddy productivity. 
Largescale hydropower potential is approaching exhaustion and there 
is a
need for investment .in 
thermal generation, to stabilize
requirements and base load
to replace existing uneconomic plants. Energy
conservation is important -in an economy dependent on imports for muchof its commercial energy. 
Projects to assist these adjustments are in
the Bank's pipeline. On a longer perspective, the Bank is considering
how best 
it can assist the difficult transition to private
a
sector/export-oriented economy, which lies at the core of theGovernment's development strategy.
 

36. An underlying theme of 
the Bank's future assistance is the
concern to improve the structure of Sri Lanka's external account. The
Governent's development 
 strategy is critically dependent 
 on
increasing export earnings, and 
lack of progress in achieving that
objective has been one 'of its malor disappointments. Export promotion
(tree crops, minor export crops) or import substitution (coal-basedfor oil-based energy,paddy production) constitute important components
of a number of the Bank's pipeline projects.
 

37. Finally, 
the Bank will maintain its support of human
resource development and the meeting of basic needs (health, education
and water aupply) at 
a level compatible with absorptive capacity in

the social sector.
 

38. 
 The Bank's endeavor will be to give its projects a sector or
subsector development focus whenever feasible through adoption of the
sector lending modality. This will make possible a dialogue on sector
institutions and policies and 
so lead to adjustments of a kind that
will strengthen the prospects of many pipeline projects.
 



STATUS OF IBRD/IDA PROJECTS IN EXECUTION
 
(As of March 31, 1985)
 

SRI LANKA 

SRI LANKA
 

Cr. No. 701 
 Mahaweli Canga Development II Project; US19.0 Million Credit
of June 27, 1977; Effective Date: December 29, 1977; Closing

Date: June 30, 1985
 

Construction of irrigation infrastructure and settlement are
complete. almost
System H has become 
an important contributor to national rice
production, and output of other field crops 
is steadily increasing.
Attention will need to be given to the further development of settler communities to 
ensure 
that improvement of incomes and living standards will
sustained and be shared equitably by all. 
be
 

Also, canal lining needs to be
continued and on-farm water management given increased attention for the
project to reach its full potential. An extension of the closing date from
June 30, 
1984 to June 30, 1985 was given to complete remaining items of
construction work. 
The project is expected to exceed agricultural targets as
projected in the SAR.
 

Cr. No. 818 
 Tree Crop Rehabilitation (Tea) Project; US$21.0 Million of
Juy 12, 
1978; Effective Date: 
 December 28, 1978; Closing
Date: December 31 
 1985
 
Field development is complete and estate standards 
are high. Estate
factory rehabilitation is almost complete but there have been some problems
with quality and timeliness of factory equipment supply;
ful monitoring. Performance on the housing component has 

this requires care
improved but 
completion of physical targets will not be possible by the closing date.
Private factory owners, unlike those in the low country participating under
Cr. 1240-CE, have shown little initiative in arranging security to enable
them to participate in the credit program; this component is unlikely to
completed. Submission of accounts has been brought up to 

be
 
reports are date.
being produced. Audit
Plans for production of a Completion Report are
in hand.
 

Cr.No.891 
 Kurunegala Rural DevelopmentProject; US$20 Million Credit
of April 26, 1979; Effective Date: 
 August 27,1979;Closing

Date: June 30, 
1985
 

June 30, 
In October 1983, IDA granted a one-year extension of the project from
1984 to June 30, 
1985, with a possible extension of a further year,
to enable project objectives 
to be achieved in the still on-going components:
irrigation, coconut development, and farm credit. 
 Other components
ing agricultural extension, input supply, livestock, rural roads and water
supplies, electrification, health, and education 


- includ

-
near completion. have been completed or are
The Government has requested

project from June 30, 

a second extension of the
1985 to 
June 30, 1986, which is
consideration. currently under'
If granted, it is estimated that by June 30, 1986, project
investments would amount to 
Rs 510 million, compared to 
the appraisal project
cost of Rs 465 million.
 

/
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Cr. No. 900 
 Road Maintenance Project; US$16.5 Million of June 22, 1979;
Effective Date: December 19, 1979; Closing Date: June 30,

1985
 

Project implementation is progressing well, and the project is
expected to be completed by the current closing date.
 
Cr. No. 931 	 Agricultural Extension and Adaptive Research Projiect; US$15.5
 

Million Credit of Jul 
24 1979; Ei-fective
iate: October 4,
1979; Closing Date: June 30, 1985
 
The basic components of the T&V extension system have been in place
for some 
time and the Department of Agriculture (DOA) has been making sustained efforts in implementing the project. 
 Major implementation constraints
continue to be shortage of experienced and qualified middle and l6
wer level
staff, particularly of Subject Matter Officers, inadequate monitoring and
supervision by the DOA headquarters staff, insufficient budgetary support,
and staff shortages at the research stations. 
 Procurement of vehicles and
equipment, and civil works 
are proceeding satisfactorily. Overseas training
under the technical assistance program is well underway.
 

Cr. No. 942 
 Small and Medium Industries Project; US$16.0 MillionCredit
ofJuly24, 1979; Effective Date: 
 October 23, 
1979; Closing

Date: June 30, 
1985
 

The subloan component of US$12 million has been fully committed.
About US$0.7 million remain undisbursed for technical assistance services but
full disbursement is expected by June 1985. 
 Collection has averaged 65% 
but
portfolio arrears are increasing. 
 Banks have increased staff at branch level
to arrest increasing arrears. 
The technical assistance components have been
streamlined and 	their completion is expected by the current closing date.
 
Cr. No. 979 
 Mahaweli Ganga Technical Assistance Project; US$3.0 Million
Credit of April 16, 1980; Effective Date: July7, 
980;
Closing Date: 
 September 30, 1985
 

Studies and designs carried out under the EEC Special Action Credit
have been completed. The Transbasin Diversion Study, financed under the IDA
credit, also has been completed and the draft final report (scheduled for
July 1984) detailing the consultant's findings has not yet been received.
About US$0.4 million of the EEC Special Action Credit and US$1.4 million of
the IDA Credit have not yet been utilized. A Government request to utilize
funds to finance consultants for the recently approved Mahaweli IV project,
due to delays in approval of the Saudi Development Fuud loan which was 
to
finance these consultants, was 
approved on October 23,
extension of the credit was granted for this 
1984. A nine-month
 

closing date to 
purpose, extending the credit
September 30, 1985. 
 The appointment of the consultants is
expected soon.
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Cr. No. 994 Road Passenger Transport Project; US$53.0 Million of Arl
 

16, 1980; Effective Date: 
 October 27, 1980; Closing Date;
September 30, 1985
 

Project completion is 
now expected by 	September 30, 1985, 
over two
years behind the original schedule due to lack of management continuity in
the implementing agency and slow progress in procurement procedures.
Management stability has now been restored, project execution reorganized,
and project implementation can be rated as satisfactory.
 

Cr. No. 1017 
 Smallholder RuLber Rehabilitation Proect; US$16.0 Million
Credit of June 24, 1980; Effective Date: September 10, 1980;
Closing Date: 
 June 30, 1986
 

The project is behind schedule with regard to its replanting targecs
because of weather conditions in 1983, land ownership disputes and absentee
ownership. 
 The civil works 	program and procurement of motor vehicles and
equipment is nearing completion. 
 The staff situation has improved.
 
Cr. No. 1020 	 Telecommunications Project; US$30.0 Million of June 24, 1980;
Effective Date: September10,1980; Closing Date: 
 June 30


1985
 

All major works under the project are expected to be completed by
September 1985. 
 Some minor works would extend into 1986. 
 The credit,
however, is expected to be fully disbursed by end December 1985. 
 Sri Lanka
Telephone Department's (SLTD) financial performance is satisfactory.
 
Cr. No. 1041 
 Water Suply and Sewerage II Project; US$30.0 Million of
September24, 1980; Effective Date: 
 February 26,1981;
Closing Date: 
 September 30 
 1985
 

Project implementation, which has sustained some delay, has been
rescheduled to reflect availability of counterpart funds. 
 Financial performance covenants 	have not 
been met, but Government is actively pursuing a
financial recovery program in consultation with IDA to redress the situation.
 
Cr. No. 1048 
 Sixth Power Project; US$19.5 Million CreditofSetember 24,
1980; Effective 	Date: 
 March 30,1981;Original ClosingDate:
March 31, 
1985, Current Closing Date: 
 March 31, 1986
 

The project started very slowly because of delays in arranging
cofinancing with Saudi Fund and Ceylon Electricity Board's (CEB) very slow
procurement procedures, but is 
now progressing 	satisfactorily.
Government of Sri Lanka (GOSL) requested an extension of 
The
 

to 12/31/86, and IDA agreed to 
the closing date
 

an extension to 3/31/86. 
 The main sector
problem is weak 	CEB management, principally due to 
its inability to
experienced staff as retain
 
force CEB to 

a result of GOSL imposed conditions of service which
pay uncompetitive salaries. 
 This is 
a public sector 	issue.
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Cr. No. 1079 
 Second Rural Development Prolject; 
US$33.5 Million Credit of
February 2, 1981; Effective Date: 
June 2, 1981; Closing

Date: June 30, 
1986
 

Most project components are progressing according
revised after the 1980 and 1981 budget cuts. 
to schedule, as
 

Construction of buildings and
procurement were essentially completed by end 1983. 
 Rehabilitation of
irrigation systems is being implemented satisfactorily, with improved water
management practices being introduced systematiially in all rehabilitated
schemes. 
 The forestry development program in Matale is still significantly
behind schedule, although there has been some recent improvement. 
 The use of
agricultural credit also has been much below expectation, and steps taken
to 
accelerate implementation of this component have not yet taken effect.
 
Cr. No. 1130 	 Construction Industry Project;, S13.5 Million Credit of June
1, 1981; Effective Date: 
 September 19, 1981; 
Closin 


December 31, 1985	 
te:_
 

The Project continues to show progress and is expanding into
areas such as new
highway sector training and manpower development for the
Government's housing program. 
Output of the different training courses
close to appraisal target. 	 is
An issue is the 	loss of instructors but a new
instructor training program is now underway to overcome this problem.
 
Cr. No. 1160 
 VillageIrrgation Rehabilitation Project; US$30.0 Million
Credit of July 15, 
1981; Effective 	Date: 
 September24, 1981;
Closini Date: 
 December 31, 1986
 

The rate of project implementation is steadily increasing after a
slow initial start, but 
is still substantially below projections in the SAR.
The quality of construction work is generally satisfactory. While the phasing of downstream development has much improved, problems have been
encountered in land alienation and in Department of Agrarian Services (DAS)
taking over completed schemes from the Irrigation Department (ID). 
 The DAS
water management program is proceeding well in most districts and is beginning to have an 	impact on farmer activities and agricultural production.
Nevertheless, the program has fallen behind the SAR targets, due to 
initial
build-up problems, exclusion of certain districts, political disturbances,
and budgetary constraints.
 

Cr. No. 1166 
 MahaweliCanga Development Project III; US$90.0 Million
Credit ofNovember 5, 1981; 
EffectivenessDate: February8,
1982; ClosingDate: December 31, 
1987
 

The Minipe Right Bank Transbasin Canal 
was completed in
now in operation. 	 1984 and is
Construction of the main and branch canals for zones
tc 6 is progressing well, although this work was 
3
 

delayed by about six months
mainly due to 
severe and unprecedented monsoon rains during December 1983 
-

A 
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March 1984. 
On-farm development works for Zone 3 have been completed and are
progressing well in Blocks 401, 402, 403 and 411 of Zone 4. 
Zone 3 is
receiving irrigation water during the current maha 84/85 
season. Procurement
of equipment is proceeding satisfactorily and there are no major problems.
It is expected that project completion will be delayed by about one year.
 
Cr. No. 1182 
 Second Small and Medium Industries Project; US$30.0 Million
of February 5, 1982; Effective Date: 
 May 5, 1982; Closing
Date: December 31, 1985
 

The objectives of this project are to further develop the term
financing and extension service capabilities established under SMI I (Cr.
942-CE). Progress is considerably slower than that estimated at the time of
appraisal. 
After three years of effectiveness, only 10%
component has been utilized. of the subloan
This is due in part to the impact of .the
worldwide economic recession during FY82-FY83, and the ethnic disturbances
which have continued since July 1983 and which have significantly constrained
new industrial investment. 
An intensive ongoing project promotion program
initiated in February 1984 has improved utilization of credit funds. 
 The
technical assistance components of the project are proceeding sacisfactorily.
 

Cr. No. 1210 
 Seventh (Mahaweli Transmission) Power Project; US$36.0
Million Credit of April 8,1982; EffectiveDate: July 23,
1982; Original Closing Date: 
 May31, 1985, Current Closing

Date: May 31, 
1986
 

The project started slowly because of poor performance of the contractor for the transmission lines, and was 
further delayed when the contractor abandoned the work after serious ethnic riots had broken out 
in mid-1983.
The contract had to be renegotiated with another contractor. The project is
now moving fairly well but commissioning will be late. 
 The closing date has
been extended to March 31, 
1986.
 

Cr. No. 1240 
 Tea Rehabilitation and Diversification Project; US$20 Million
Credit of June 28, 
1982; Effective Date: November12 
 1982;
Closing Date: 
 Septmeber 30, 
1986
 

Overall 
the performance of project management is good and the status
of the project is satisfactory. Rehabilitation of tea
targets have been met 
is almost complete and
or exceeded. Diversification is somewhat slow because
of the prior need to establish shade and support for the diversification
crops. 
 The performance of suppliers of factory equipment will need careful
watching, with regard to both quality and timing. 
 Progress on housing has
improved and substantial completion of this component should be possible by
the closing date. Procurement of vehicles is complete. 
Social welfare and
medical programs are satisfactory.
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Cr. No. 1317 
 Forest Resources Develupment Project; US$9 Million Credit
of Februar 
2, 1983; Effective Date: 
 November 28 
 1983;

Closing_.Dte;. December 31,
1989
 

Progress is good. Consultants continue their work and the preparation of the master plan and the plantation prugrams are on
Procurements proceed on schedule.
schedule and disbursements are 
somewhat behind
appraisal estimates but 
are expected to

started as 

improve. The University course has
planned and student enrolment is satisfactory. The staffing of
some middle and lower level positions is still behind schedule and may affect
project implementation if no 
solution is found.'
 

Cr. No. 1363 
 Third Rural Development Project; 
US$23.0 Million Credit of
June 20, 1983; Effective Date: 
 November 3, 1983; Closing

Date: September 30, 1989
 

Good progress is being made in most components but the work programs
of several implementing agencies are behind schedule, partly becaiiqe of
unusual weather condition- experienced in early 1984 and also because of
security problems due to 
recent disturbances. Procurement and building
construction are proceeding at a good pace, however, and project expenditures
for 1984 slightly exceeded budgetary allocations. Agricultural programs are
gradually gaining momentum, and it is expected that wi-th 
the appointment of
staff to additional posts approved by Treasury, earlier delays in project
implementation gradually will be made up.
 

Cr. No. 1401 
 Industrial Development Project; US$25.0 Million Credit of
October 12, 
1983; Effective Date: 
 January 5 
1984; Closing
Date: June 30, 1986
 

The subloan component is progressing satisfactorily with project
commitments of 70% and disbursements 22% 
as of March 31, 1985. 
 With a healthy project pipeline, the subloan component is expected to be fully committed
ahead of schedule. 
Use of the US$2.0 million technical assistance component
for improving the efficiency of public sector enterprises is behind schedule
because of delays 
in locating and hiring consultants, a reduced Government
commitment to implementing public sector improvement programs and frequent
change in public sector management. 
 IDA review missions have been scheduled
to follow-up on this component.
 

Ln. No. 2187 
 1~ . ..
Eight Power (Diesel) Project; US$42.7 MillionLoanofAugust
.119 . Loa 
 o Au us18, 1982; Effective Date: Novemer11, 182;
O -ri

Closing Date: 

a
 
March31, 1985,Current ClosingDate: March
 

31, 1986
 

All four generators have now been commissioned, about seven months
behind original schedule. 
 The delay was due to slow procurement procedures
and challenges to contract award by unsuccessful bidders. 
 Because some work
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on auxilliary systems remains t:o 
be done, the closing date has been extended
to March 31, 1986.
 

Ln. No. 2437 
 Mahaweli Ganga Development Project IV;
Cr. No. 1494 US$12.1 Million Loan
and US$30.0 Million of July 11, 1984; Closing Date: 
March 
31, 1990
 

The Loan and Credit 
are not yet effective. 
 Due to delays in signing
of the Loan Agreenent by the Saudi Fund, the effectiveness date has been
extended from February 7 to May 7, 1985. 
 However, in an attempt to keep the
project on schedule, IDA has agreed that funds under Cr. 979-CE could be used
to 
finance connultants for the main and branch canals until co-financing
problems have been resolved.
 
Cr. No. 1537 
 Major Irrigation Rehabilitation Project; US$17.0 Million 

Credit of February 7, 1985; ClosngDate: 
March 31, 1990
 
The Credit is not yet effective.
 



RHUTAN 

BHUTAN 

Cr. No. 1416 Technical Assistanc :Million Credit of 

February 29 1984; Effective Date: 
Date: December 31, 1987 

April 20, 1 4; Closing 

Subprojects approved are: 
 establishment of the Technical Assistance
Coordination Cell and telex facilities. 
The 'atter is to provide telex
equipment in conjunction with the microwave communication system provided by
the Government of India. 
 Several stibprojects identified to strengthen planning and project preparation have been financed by bilateral sources.
 
Cr. No. 1460 
 Forestry Development Proiect; US$5.50 Credit of June 25
1984; Effective Date: 
 September 27, 
1984; Closin Date:
 

September 30, 1990
 

Project implementation is progressing in all project components.
Targets for the first year are relatively modest and should be achieved.
Government funding for civil works is being arranged and construction of
roads and nurseries, staff recruitment and procurement has started.
 



U.S. !CONqONIc ASSIsTNi 
FOR SRI LA.K
 
SFY 1976-FT 1986
 

PLAN 011 FT 84 
 FT as 
 FT as FT 84 MORlT-
THRU Actual 
 CP 
 Oil 
 CF

oKVEoPxasT ASSIST2Jw 
 FT 83
 

0040 Rice RUseacch 
 3.700 
 3.700
0041 Paddy Storage 
loan 

loan 
 4.775 
 4.775
0042 Mahaveli Ganqa 
 grant 
 634 
 634
Irrigation 
 loan
0044 Dev Svc 4.432 4.432
& Trnq grant 6.500 
 5.700
0045 Aq.Base Mappinq g00
loan 3.863 
 3.863
0049 Aq. Education Dev. 
grant 7.500 
 7.500
0051 Aq. Inputs


0055 Reforestation & 
loan 30.436 30.436
grant 1.450 
 1.250
watershed De. 200 200
loan 9.O00 6.843
0056 Mahmeli Ham Dey I 2.157 2157
loan 10.000 
 10.000
0057 Watea Management 
 grant 5.100 
 3.600 
 1.500
 

0058 Divesifled Aq. 
loan 10.800 10.800
 
grant 7.900 
 790
2, ,sarch 1.750 3.040 1.460
loan 3.500 2.610
0040 PVO CO-Financin 1.960
q grant 2.500 
 1.540
0073 mahawli. Basin 

900 201 402 402
grant 3.000 498 5001.000
Development 11 1.000 2.000loa 107.000 48.000
0075 Nabav.JLi Environ. grant 
27.294 15.041 11.7065.000 
 1.500 
 3.500
0073 Naaweei Sector So
0010 Irrqation loan 50.000grzaut 50.0OO
5.000


Syutom N t 1.500
loan 14.000 1.500 3.500

2.750
0082 Pvt Enterprise Dew 10.000
0083 Aq Planning G Svs grant 1.E00 4.000
grant 4.000 1.500
 

000
 
0065 Dey. Trnq I S~t. 

loan 3.000 

grant 1.000 3.000
0065 9.0OO ev. Tnq &3.000
0046 NahaveLL Aqr. 1.000
grant 4.5iO 500 1.000 7.500
Rural Dev. 
 -40'loan 34.700 2.050 1.490
6.000 
 -.-1 
 10.533 
 22.457
 
mTOTM 354,790 215,433 
 12,044 
 32.600 
 25215
grant (63.584) (22.584) (7.790) 28041 48,057
(5.852) (7.102)
loan (291.20e) (192.849) (29.254) (7.508) (18.600)0043 Malacia control (26.748) (19.113)
grant 4.000 (20.533) (29.457)
1.000 
 2.000 
 2.000 
 1.000
0060 PVO Co-Financinq loan 26.000 20.852
grant 1.224 3.148 1.000
724 2.000
100 .
1000062 Inst. of Hfltf 100 100Sal. 200grant 2.200 
 2.200
0063 Market ToVn 
 grant 2.000 
 2.000
Water Supply

0081 Preventive Health 
loan 6.000 6.000grant 5.000POP Services 


1.000"
0086 WatC Supply 4 
0 

grant 5.000 

Sanitation Sector S00 1.000 2.000
loan 1.500
7.300 1.000
2.300 
 2.100 
 4.100 
 900
 

EmTOTAL 
 58,724
grant (19.424) IIJL7A 7048
(4.924) (1.600) 7.200 10.200
(4.100) (4.100) 3.500loan (39.300) (2.600) 120
(24.852) (5.442) (1.200)(3.100) (6.100) 
 (900) 
 -0081 Preventive Health 
 grant 
 5.000
G Pop Services 
 1.00
 
TOaL 1000 

grant 5.000 
 1,000
 

(1.000)
0060 PVO Co-Flnancinq grant 
 959 
 514 
 143 
 200 
 200 
 100 
 -

TOTAL 
 m VA ingrant (959) 200 200(51) (143) (200) (200) (100)
0060 PVO Co-Financinq grant 1.800 
 300 
 S00
0062 250Private enterprise qcanr 
500 359 3911.500 
 1.500
Promoction loan 1.000 1.000
 

TOTM 4,300f 
 2.800
grant 500
(3.300) (1.800) (500) (500) 3592
 
OTAL (250) (359) (391)
DEVLOPFIT loan (1.000) (1.000)


hSSISTAMcE 423,77 i2.91i1 44.73 jj,Grant (92.267) (29.824) (10.0331 36.845 32.000 49.4.(11.652) (11.6S2) (10.567)
Loan (331.506) (220.701) (34.702) (20.191)

4 F (29.848) (25.213) (21.433)
TOTAL (29.457)
Title II loan 30031 30.396 985 97
25.000 26.000Title 11 (VOLAG) grant 26.000 26.000 

5.031 6.114 
 3.855 
 3.716
 
FOOD ASSISTANCE 


74.766 
 77-896 
 66.720 L1.716ROUSIoa
(f UAJRANtY 
 (100.000) 
 (35.000) 
 (15.000) (25.000) 
 (25.000)
PEACE CORPS (Non-Add) 

40 
 260 
 340 
 330
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COUNTRY. 83) SRI LANKA FY 86 CP ECONOW AND SOCIAL DATA 

*BASIC DATA* 
..
BASIC..DTA*FOREIGN 


TOTAL POPULATION.. (THOUSANDS.MID 1984) 
 15.925 


PER CAPITA GNP 
.......... (DOLLARS.1952) 
 320 

ANNUAL PER CAPITA REAL GNP GROWTH RATE.. 
(1960-82) 2.6% 


ANNUAL RATE OF INFLATION (1970-82) 
13.3% 


NATIONAL INCOME RECEIVED BY LOW 20% OF POPULATION..(1979) 
 3.8% 

LIFE EXPECTANCY AT BIRTH. IN YEARS 


(1984) TOTAL 68.9 
MALE 67.0 FEMALE 70.9
(1970) TOTAL 63.6 
MALE 62.5 FEMALE 64.8 

ADULT LITERACY RATE 
 (1981) TOTAL 
86% MALE 91% FEMALE 81% 


PSERVICE
ANNUAL PER CAPITA AGRICULTURAL PRODUCTION GROWTH RATE 


(1974 -1983 ) 0.4% 


AGRICULTURAL PRODUCTION AS % OF GOP
............. 
(1983) 28% 

POPULATION DENSITY / SQ KM OF AGRICULTURAL LAND (1979) 
 763 


MAJOR CROP(S) 

ARABLE LAND 
YEAR 


SUBSISTENCE: RICE 
 48% 

CASH: TEA RUBBER COCONUTS 
 35%
MAJOR AGRICULTURAL EXPORTS:(1983) TEA .RUBBER .COCONUTS 


MAJOR AGRICULTURAL IMPORTS:(1983) WHEAT .RICE 
..
 

PROPORTION OF LABOR FORCE 
IN AGRICULTURE ........ (1981)

'CENTRAL GOVERNMENT FINANCES. 


TOTAL REVENUES AND GRANTS (S MILLIONS. U.S.) 


(1978) 
 763 (79) 
 870 (80)

TOTAL EXPENDITURES AND NET LENDING (S MILLIONS. U.S.)
(1978) 1.102 (79) 
 1.275 (80)

DEFICIT(-) OR SURPLUS (S MILLIONS. U.S.)
(1978) 
 -339 (79) 
 -405 (80) 


AS % OF TOTAL EXPENDITURES.. 
(1975) 2.8% (76) 2.2% 
(77)
AS % OF GNP ................. 
(1975 0.7% (76) 0.6% (77) 


(1983)
 

----............
 

TRADE*
 

MAJOR EXPORTS(1982)TEA 


(S MILLIONS, US. FOB) (1981) 


AS % OF TOTAL EXPORTS (1980) 


MAJOR IMPORTS(1982)PETROLEU 


EXPORTS TO U.S.
 

IMPORTS FROM U.S.
 
(S MILLIONS. US. CIF) (1981)
AS % OF TOTAL IMPORTS (1980) 


•RUBBER 
 .PETROLEUM PROD
 

143 (1982) 
 143 (1983) 
 181
 
14% (1981) 16% (1982) 16%
 

.MACHINERY 
 .TRANSP. EQ
 

128 (1982) 115 (1983)
6% (1981) 102
9% (1982) 7%
 

TRADE BALANCE($ MILLIONS. U.S.)(1980) -602(81) -533(82) 
-709
 
TRADING PARTNERS: JAPAN .UNITED STATES *SINGAPORE
 

EXTERNAL PUBLIC DEBT AS % OF GNP (1981) 
 71.0%
 

PAYMENTS ON EXTERNAL PUBLIC DEBT.
(S MILLIONS. U.S.)
............................... 
(1982) 135

AS % OF EXPORT EARNINGS (DEBT SERVICE RATIO)
---------------------------------------------- .... (1982) 13.3%
 

*SOCIAL DATA.
 

POPULATION GROWTH RATE...(1970) 
 1.9% (1978) 1.8% 
(1984) 1.8%
 

POPULATION IN URBAN AREAS
............ (1970) 
 22% (1984) 28%
 
LIVE BIRTHS PER 1.000 POPULATION. 
 (1970) 30 
 (1984) 28
 

(1983) MARRIED WOMEN AGED 15-44 YRS. USING CONTRACEPTION. (1982) 54.9%
POPULATION (1984) 
IN AGE GROUP:
 

INFANT DEATHS IN FIRST YR OF LIFE PER 1000 LIVE BIRTHS (1984)
45%
 

PEOPLE PER PHYSICIAN
................ 
(1980) 7.172
 
MAJOR CAUSES OF

DISEASE
AO 
ASSO
(1979) UNKNOWN AILMENTS.FLU & PNEUMONIA
974 DEATH.. (1981) .MALARIA
FLU & PNEUMONIA .DEFICIENT DIET 
 .UNKNOWN AILMENTS
 

1.711 
 PER CAPITA CALORIE SUPPLY AS A % OF REQUIREMENTS.. (1977) 93%
 
-737 
POPULATION WITH REASONABLE ACCESS TO SAFE WATER SUPPLY(1976) 
 20%
 
2.7% TOTAL SCHOOL ENROLLMENT AS RATIO OF POPULATION IN AGE GROUP:
0.6% PRIMARY ......... (198i) TOTAL 100 
 MALE 103 
 FEMALE 97.2
OFFICIAL INTERNATIONAL RESERVES. GROSS HOLDINGS END OF PERIOD. 
 SECONDARY ....... (1976) 
 TOTAL 54.7 MALE
POST SECONDARY.. (1980) TOTAL 2.3 50.0 FEMALE 63.8
($MILLIONS. U.S.) MALE 2.6 FEMALE
(1980) 249 (81) 330 (821 2.0
 

EQUIVALENT TO 354
1.6 MONTHS OF IMPORTS (1982) 
 ENERGY PRODUCTION AS % OF CONSUMPTION ............. t1982) 
 10.7%
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PROGRAM SUMMARY
 
(In thoumno ofdollars)

Agriculture, Education
Final 
 Rural Population nd Human SelectedYear Total Development OtherPlain Health Resources DevelopmentandePlanning Programs

Develop- ActivitiesNutrition mont ESF Other 
1984 
Loans 

Grants 
34,702 
10,033 

29,254 
7,790 

-

-
5,448 
1,600 

-
143 

Total1985 44,735* 37,044 7,0487, 41 143350_ 
Loans 
Grants 

25,213 
11,652 

19,113 
7,102 

-

n 
6,100 
4,100 

-
200 

36,865 26,215 " 10,200 200 
1986
Loans 
Grants 

21,433 
10,567 

20,533 
7,508 

_ 
-

900 
2,600 

-
100 

Total 32,000 28,041 
- 3,500 100 

* FY 1984 totals i.iclude $1,066,000 in reobligations.
 

500 

500 

- _ 

250 

250 

- _ 

-

359 _ 
-

_ 

359 1 

FY 1986
 
PROGRAM HIGHLIGHTS 

A.I.D.'s FY 1986 program will emphasize:
 

-
increasing and diversifying food production, rural incomes and employment
by supporting the development and rehabilitation of irrigation systems,
improved water management, agricultural research on diversified crops,
reforestation and the strengthening of S-i Lankai development
institutions, $27.4 million.
 
- improving the institutional capacity to plan and carry out programs for
malaria control and water supply and sanitation as well as providing
opportunities for community participation in development efforti, $4.6
million, and
 - supporting the government's agriculture, food and nutrition strategy and
rela.'d policies, and providing food supplements for malnourished
infants, young children and mothers, $29.7 million in PL 480.
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RESOURCE FLOWS
(In thousands of dollars) 

Program (Actual)FY 1984 FY 1985(Estimated) FY 1986(Proposed) 

Aid
 
Loans 25,353 66,184 
 45,076
Grants 
 5,829 13,821 13,311
 

Total AID .31,182 80,005 58,387 

P.L. 480 *" 
Title I 
 25,000 26,000 
 26,000
(ofwhich Title is) 26,000Title II 5,031 3,855 3,716
 

Total P.L 480 30,031 29,855 29,716
 

Total AID and P.L. 480 61,213 109,860 88,103
 
*AID levels represent actual and estimated expenditures
P.L. 480 levels represent actual and estimated value of shipments 

P.L. 480 
(in thousands of dollars) 

FY 1984 FY 1985 FY 1986Program (Actual) (Estimatd) (Proposed)
MT $ MT $ MT $
 

Title I
 
Wheat 173,100 25,000 163,000 26,000 
 167,000 26,000
Rice - - - - - -Feedgrains ...... 
V egoil ......
 
Non-food ......
 

Title I Total 173,100 25,000 163,000 26,000 167,000(ofwhich Title III is) 
Title II 1/

Voluntary Agencies 16,117 5,031 14,012 3,855 14,012 3,716
Government - to  - - - - - -

Government 

Title I Total 16,117 5,031 3,85514,012 14,012 3,716 

Total P.L 480 189,217 30,031 177,012 29,855 181,012 29,716 
I-See main volume P. L. 480 narrative and table for breakout of the World Food Program by country 
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PERSONNEL DATA 
Ctegory FY 1984 FY 1985 FY 1986 

(Actual) (Estimated) (Prop sd)
U.S.National Personnel
 

AID Direct Hire a 
 24PASA b 25 24 
-

Total 
24a Full time equivalent workyears of employment 25 24Do nor include HIG or excess property Personnel. One wor. 

b year - 2080 hours (40 hours per week).On board end ofyear. 

PARTICIPANT TRAINING DATA 
FY 1984Category FY 1985(Actual) FY.(Estimated) (Proposed)Academic a Technical b Academic Technia Academic TechnicalS&T /IT Managed c 

Contract Managedd 
04 02 50 05

55 
03 0710 03 45 11 13


Total 7 

aDegree seeking participants,

bNon-degree seeking participants(may be at universities).

CParticipants programmed by Missions &id sent to S&T1lT for managementdparrici ants r rammed b Missions and sent to contractors hired b Miions or A..offic 
*Third Country Training 28 
 103 
 102
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Development Overview 

For 30 years following independence in 1948,"the Government of Sri Lanka(GSL) emphasized expenbdftres on health, education and social programs, butprovided little investment in economic productivity. The policies resulted
in an impressive performance in social development, with food consumption
by the mid-1970s increasing to 2,200 calories per capita, and life
expectancy to 68 years, while infant mortality was reduced to 42 per 1,000,
and the net po ulation growth rate to 1.9 percent. The adult literacy rate
grew to 85 percent, the highest in the developing countries of Asia.
 

Unfortunately, these impressive gains 
economy and 

were being undermined by a stagnantdeteriorating public services. Welfare-oriented policies andincreased reliance upon the public sector of the.economy, combined with
droughts and unfavorable prices for basic exports, resulted in low grossnational product (GNP) growth (2.9 percent)
agricultural production 

and even lower growth in(2 percent). The most serious consequenceswidespread unemployment were(about 25 percent) and massive food deficits.Since 1977, a far-reaching program has
growth 

been launched to accelerate economicand employment. This program is based upon the liberalizationopening of the economy. Particular attention has 
and 

been given to: (1)self-sufficiency in rice production; (2)'accelerating the growth of
exports; (3) stabilizing the price level and growth of imports through
budgetary discipline, subsidy reduction, and the encouragemant of private
savings and investment. 
From 1977 to 1982, CUP growth averaged 6.2
percent and unemployment fell to about 14 percent. 
Concurrently, rice
production increased at an average of over 7 percent per annum, even in the'
face of serious droughts and floods.
 

For the 1984-88 planning period, the GSL remains committed to the
objectives of an open economy, accelerating economicgeneration, while 
growth, and employmentsafeguarding the living standards of the poor.highest priority remains Thethe Accelerated lahaweli Development Program toprovide employment, increase food production, and expand power capacity.
The plan stresses the need for operations and maintenance,position that the and taken thegovernment will not undertake activities which could bemore easily and efficiently handled by the private sector.
investment over the next five years will 

Public 
concentrate onproduction-oriented projects, essential 

quick-yielding,
infrastructure, and urgent needs insocial services. Iahaweli expenditures are followed in importance bypower, transport, plantations and field crops. 

In spite of communal disturbances in 1983, economic growthrecorded a strong for the year4.9 percent. Due to high tea prices, growth in 1984 isexpected to exceed 5.8 percent. 

Adequate donor support is critical 
pcoblems 

if Sri Lanka is to overcome its economicand maintain its sound economic policies. Substantial aid is 
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required to help strengthen institutions, expand the country's productive

base further and improve social services.
 

U.S. Interests and Objectives
 

U.S. interests ara to support a viable, independent,Lanka. and democratic SriThe country has a strong record of freeequity. elections and socialIt plays a moderating role in the nonaligned movement, keeps its
ports open to the navies 
fora in a responsible way. 

of all nations, and is active in international
U.S. interest in Sri Lanka also ia reflected inthe increasing trade between the two countries.


Sri Lanka's largest export market 
The United States is now


(about $185 millionLargest source in 1983) and sixthof imports (approximately
result of $114 million in 1983). As a 
investment 

the GSL's economic reforms and private sector incentives, U.S.in Sri Lanka has risen from $500,000 in 1978 to an estimated $15million in 1983.
 

In addition, the GSL's development
enterprise, offers 

program, which now encourages privatean opportunity to thedevelopment can 
United States to demonstrate thatbest be achieved 

thus serves as a model 
by taking a "western" approach. Sri Lankaof the type of economic development that the UnitedStates pronotes and supports throughout the wo-ld. 

A.I.D. Development Strategy 

The A.I.D. program will continue .to assist Sri Lankacapacity for self-sustained growth. 
in building the

A.I.D. support will emphasize three
objectives: 1) expanding food production, 2) increasing employment and
income, and 3) improving productivity and well being. These areas are onesin which additional assistance is needed and where A.I.D. has a comparativeadvantage over other donors. 
 A.I.D. resources will continue to support the
GSL's Accelerated Mahaweli Development Program (AMP). The AMP, by bringinga relatively poor area of the country into greater productiveprovide use, willfor expanding food production and improving income and employment,as well as enhancing human well being. .I.D. assistance will alsocontribute to these three objectives in programs outside the Mahewali, with
projects in agriculture and rural development -- particularly irrigationand water management -- and for the improvement
to of health services relatedmalaria control and water supply and sanitation. 

A.I.D. Progra (FYs 1984-1985) 

A.I.D.'s current program includes Development Assistance, PL'480 food and a
Housing Guaranty. 

A. Ariculture. Rural Development andNutrition 
Six ongoing projects in the rural development sector --
Development Mahaweli BasinI and I (383-0056 and 383-0073), Mahaweli Environment(383-0075), Mahaweli Sector Support (383-0078), Reforestation and
Watershed
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Management (383-0055) and Mahaweli Agriculture and Rural Development
(383-0086) 
 support the GSL's large, multi-year, multi-donor Mahaweli
River Basin development scheme. 
They help finance the design and
construction of an irrigation system encompassing about 62,000 acres of
rice land and homesites for some 25,000 settler families. 
On-farm support
systems will be developed to assure productive use of the agricultural base
established through irrigation and settlement. 
Alt-, included is the
reforestation of over 24,000 acres of degraded land in the upper catchment
of the Hahaweli River and the planting of 35,000 acres of fuelwood forests
in the Mahaweli dry zone. Additionally, special attention is being given
to developing the institutional capacity to plan and manage natural
 resources and conserve the environment.
 

Five additional projects are in process to improve the productivity of Sri
Lanka's agricultural sector. 
The Agricultural Education Development
project (383-0049) will put in place a highly trained Faculty of
Agriculture and Postgraduate Institute of Agriculture at the University of
Peradeniya, together with necessary facilities and equipment to double thenumber of indigenously trained college graduates and triple theindigenously trained post graduates in the field of agriculture. 
The
Development Services and Training project (383-0044), which will finish in
FY 1985, and the new Development Training and Support project (383-0085)
provide a sound basis for development through various training activities
for up-dating technical and management skills, and through technical
assistance and pilot activities directed towards needed policy changes in
areas such as energy conservation, environment and women in development.
While funding the rehabilitation of older irrigation 'systems, the Water
Management project (383-0057) is also focused on the "software" aspects of
irrigation, including the greater efficiency of water use, farmer
participation, and systems operation and maintenance. 
Under the
DiversifiedAgricultural Research project (383-0058), A.I.D. assistance
will help improve the GSL's institutional capability to plan and carry out
research, seed development and extension on subsidiary field crops which
offer significant agricultural potential. 
Rice, as the most important food
grain, will continue to receive some support.
 

The PL 480 Title T food assistance program contributes to: (1) supporting
the government's national agriculture, food and nutrition strategy and
related policies, (2) supporting agriculture and rural development, and (3)
reducing Sri Lanka's balance-of-payments 
gap. Wheat flour milled from
Title I wheat is distributed to cooperatives, bakeries and registered
retail outlets. 
 Low-income families purchase wheat flour and bread from
outlets under the CSL's food stamp program which replaced a non-targeted
ration that had been provided to everyone. Local currency sales proceeds
are used by the government for agriculture and rural development, with
emphasis on irrigation and water management activities. 
A special Title I
impact evaluation conducted in 1982 concluded that Sri Lanka's rural-development strategies are sound, the GSL's total budgetary commitments to
the rural.sector are significant, and the Title I program represented a
positive balance-of-payments resoirce.
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B. Health
 

A.I.D. currently has four projects in this sector. 
The Malaria Control
project (383-0043) has been remarkably successful in helping to reduce the
incidence of malaria since 1977. 
 A.I.D. efforts are now focussed on
effective institutionalization of the malaria control program.
also includee Ilan Assistance
introduction of alternative vector control measures and
decreasing levels of financing for insecticides as the GSL phases these
costs into its budget. 
The National Institute of Health Sciences project
(383-0062) supports the construction of additional training facilities for
primary health care workers. 

(383-0063) and the Water Su.. 

Thea Market Ton Water Supply project
and Sanitation Sector projectare improvin the institutionl capacity (383-0088)
of the GSL to plan and implement
potable water and sanitation programs as they finance the design and
installation of such systems. 
Thes projects will also help to educate the
public in basic health and sanitation measures.
 

PL 480 TitleI 

which manages a 

voluntary agency programs are admi.nistered through CARE,
school-feeding 
program in collaboration with the Ministry
of Education Services, and a Maternal/Child Health (MCH) program and other
smaller programs in collaboration with the Ministry of Health.
program addresses three nutritional problems in Sri Lanka: 
The HCH
 

malnutrition, nutrition anemia and vitamin A deficiency. 
protein-calorie
 

reaches approximately 550,000 medically..selected, The program 
pregnant and lactating
mothers and pre-schoolers through the monthly issuance of a pre-cpoked food
supplement, Thriposha. A.I.D.school-feeding is phasing out its support for tht
program over the FY 1985-1987 period.
Title II assistance in FY An evaluation1982 found the Thriposha program 

of 
better MCH to beactivities one of-thesponsored underdocument Title 11 worldwide, but could notthe nutritional impact of the school-feeding Aprogram.
subsequent GSL nutrition study, which indicates that the level of
malnutrition in Sri Lanka has increased over the last 10 years, appears to
support the view that the school-feeding
of combating this malnutrition problem. 

program is not an effective means
As a result, in policy discussionswith the GSL, A.I-.D. will be encouraging the GSL to focus itscombating malnutrition resourcesat an earlier stage in the growth cycle through 
on 

mutually supportive national programs. 
At the same time, we will be
working with the GSL to strengthen the MCH program.
 

C. Selected Development Activities
 

The GSL has taken dramatic steps since 1977 to liberalize the economy and
encourage private sector development. 
Rigid controls over foreign exchange
and imports have been relaxed, 
nd several tax and other incentives have
been introduced to encourage private investment. Promotion of such private
investment, both domestic and foreign, which is essential for achieving
sustained economic growth, expanded employment, and profitable utilizationof Sri Lanka's rich natural resource base is the purposeEnterprise of the atroect (383-0082). 
This project's principal components are:
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Pre-feasibility studies, investment promotion,entrepreneurial dev'elopment, management training,selected private sectorestablismnt of a Sri 
support, and theLankan Business Development Center.
 

The Low-Income Housing Guaranty program hasfinance its primarily rural, low cost housing 
been 
program. 

assisting the GSL to 
In FY 1985 the
program's Phase III will be extended to assist those settler households who
move to new lands in the Mahaweli area as well
"Million Houses Program." as assist the ongoing
In addition, assistance may also be provided toSri Lanka's first, newly created Savings and Loan Association, the HousingDevelopment Finance Corporation and the re-organizedInvestment Bank. State Mortgage andThe capital costA.I.D.'s Housing Guaranty Loan 

of these programs is supported byProgram. Technicalare assistance andalso provided trainingto assist the GSL in the areas of cost recovery,
development of appropriate automated management informationsupport systems,for the development of a national housing finance system andnational housing policy, and the strengthening of the private sector's role
in private housing construction and finance.
 
The PrivateVoluntaryOrganizatin(o) Co-financing project (383-0060)will continue to provide opportunity for local communities to participatein their own development by assisting indirenoug andcollaborative activities which improve the lives of the poor. 


U.S. PvOs undertake 
fourteen sub-projects Eight of the 
completed. Some 

now in various stages of implementation will heof the planned achievements for the period are:
reforestation of a thousand acres of land in the Mahaweli Project Area;
coumnity-based, integrated development of 16 villages resulti.ng in
increased agricultural production, increased employment and installation ofa village water supply scheme, drinking wells, bathing wells and latrines;provision of books and uniforms to 10,000 school children displaced by the
ethnic disturbances of July 1983; 
rehabi!.tation of 250 displaced families;
establishment of 40 pre-schools and improvement of children's services in
40 fishing villages; vocational training for 80 physically disabled youth;
and the establishment of 1,000 home gardens.
 

equested Year Proram(FY 1986)
 
Two new and six continuing projects are includedprogram level. in the FY 1986 requestedThis program, together withprograms, is designed to support 

the PL 480 Titles III and 11
the GSLs commitmentpolicies and emphasis on growth with equity. 
to sound economic 

A. Agriculture, Rural Develo.ment and Nutrition 
The Development Assistance request focuses primarilyrural development and nutrition sector. 

on the agriculture,
A.I.D.'s continuing interest inthe development of the Mahaweli Basin is financed through the Nahaweli
Azriculture and Rural Developmnt project (383-0086).
parts Irrigation in otherof the country will be the focus of attentionIrriRation in the new FY 1986Systems wn-_ement project (383-0080). 
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Research, planning, evaluation and management improvement are highlighted
in the Diversified Aricultural Research (383-0058) and Develo.m.nt
Training and Support (383-0085) projects which will receive incrementaL
funding. 
The PVO Co-financj project (383-0060), drawing from the fourprogram accounts, will continue with collaborative development in
agriculture, health, education and other development activities.
 

A new Agriculture ?lanninR project (383-0083) will improve the GSLs
capability to allocate resources and manage their agriculture and rural
development programs. The project will strengthen the analysis andplanning capacity at both national and local levels.
 

B. Health 

Incremental funding is planned for the ongoing Malaria(383-0043) Control projectand the continuing Water Supply and Sanitation Sector Project
(383-0088).
 

C. Other Program 

Mu.lti-year PL 480 Title III - Food assistance will contributeSri Lanka's to reducingfood gap; support the GSL's national agriculture,nutrition strategy and food andrelated policies; and generate localsupport currency torural development activities with a priority on irrigation, watermanagement and diversified agricultural production. 
A Title III program is
planned to enhance the development effect of the PL 480 program. 
PL 480 TitleII - Voluntary agency Maternal/Child Health and school-feeding

programs will continue. 
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SUMMARy OF ACTIVE AND 
PROPOSED PROJECTS
 
(IN THOUSANDS OF DOLLARS)
 

PROGRA4: 
 SRI LANKA 

PROJECT TITLE 


* L PROJECT Fy OF 
 FY OF 
 TOTAL 
 -THROUGH FY34-
I NUMSER -ESTIMATED CP 86
INITIAL FINAL FY35- -PROPOSED FYo6-
PROJECT COST 
 O3LIG 
 EXPENOI
G OBLIG 
 EXPENDI
OBLG OBLIG AUThD PLANNED O8LIG EXPENDI
ATIONS 
 TURES 
 ATIONS 
 TURES
AGRICULTURE, RURAL DEV. 
-ATIONS TURES
 

AN.D NUTRITION
 
RICE RESEARCH 


L 353-0040 
 77 77 
 3.565 
 3,565 
 3.565 
 3,500 
 65 

PADDY STORAGE AND L 383-0041 
 78
PROCESSING 78 4,775
1 4.775 
 4.775 
 4,722 
 53 ---
 -

DEVELOPMENT SERVICES AND 
 G 383-0044
TRAINING 7! 84 
 6500 
 6.500 
 6,533
AGRICULTbRAL BASE 

4P504 1,996
4APPING 
 L 383-0045 
 78 
 78 3,863 
 3.363 
 3,863 
 3,340 
 --- 523 

AGRICULTURAL EDUCATION 
 G 383-0049 
 78
DEVELOPMENT 82 7-530 7.500 
 7,500 640
5,971 
 889 
 6
 
REFORESTATION ANJ WATERSHED 
 G 383-0055

ANAGE ENT 80 85 1.450 206
1.450 
 1,250 
 885 
 200 
 359
MANAGEMENT
REFORESTATION AND 
WATERSHED 
 L 383-0055 80 9I0 683e4
35 9,000 .ooo 215 ,"11428
6,843 P0
o54 2.157 2,391
MAHAWELI BASIN DEVELOP4ENT I ---
L 353-0056 
 80 8 
 10,000 
 10.000 
 10.000 
 4,507
WATER MANAGEMENT I --- 2p756 2.737
G 3e3-G057 
 79 84 5,100 
 5.100 
 5.100 
 3,608
WATER MANAGEMENT I "'- 1,166


L 383-3057 326
79 
 E4 10,833 
 10,900 
 10,300 
 5.912 
 --- 3.225 
897


DIVERSIFIED AGRICULTURAL 
 G 393-0055 
 84 88
RESEARCH 7p900 
 7.900 
 790 
 4 3P040 
 836 
 1.460 
 2.037
 
DIVERSIFIE3 AGRICULTURAL 
 L 353-0058
RESEARCH 84 88 3.500 
 3.500 

PVO CO-FINANCING 

I960 --- 1.540 1,630
G 383-0063 79 87 992
2.500 
 2.500 
 1.1oo 
 545 
 402 
 806 
 498 
 808


MAHAWELI 
BASIN OEVELOPqiNT 
 G 383-0073 
 81 85 
 3.000 
 3,000 
 1.000 
 34 2,000 
 1.486 
 1,480

MAIAWELI BASIN DEVELOPMNT 
 L 383-0073 
 81 
 85 107,000 
 107,000 
 95.294 
 40.736 11,706
MAHAWELI ENVIRONMENT 43,400


G 333-0375 
 82 84 
 So00 
 5,000 
 5-000
MAHAWELI SECTOR 435 "-- 1.-633
SUPPORT ---
L 383-0073 2.194
81 83 
 50,000 
 .50,0OO 
 50.oo 
 37.114 
 --- 5P258 
 ?628
 
IRRIGATICN 
SYSTE4S 
 * G 383-0080 
A'JAGEqENT 86 89 ---"-- 5.000 3G

-- 1
Refer a fth plarand proloo enwy~CL,, ofd ffrt *t sft 

FY 1o1th l bigaon wkcm - Al proIe¢ li olum with 
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SUMMARY OF ACTIVE 
AND0'POSEO PROJECTS
 
(IN THOUSANDS OF DOLLARS)
 

PROGRAM: 
 SRI LANKA 


PROJECT TITLE 

* CP 86L PROJECT 
 FY OF 
 FY OF 
 TOTAL 
 -THROUGH FY84-
/ NUMBER -ESTIMATEO
INITIAL FY85-
FINAL -PROPOSED
PROJECT COST FYU6-
OBLIG 
 EXPENDI
IRRIGATION SYSTEMS OBLIG EXPENDI
OaLIG OBLIG
- L 383-3080 86 03LIG AUTdO PLANNED EXPENDI 

89 ATIONS TURES
14000 ATIONS 
 TURES 
--- ATIONS TURES10.000 
 Soo
 
MANAGEMENT
 
PRIVATE ENTERPRISE PROMOTION 
 G 383-0092 
 53 13 
 1.500 1,500 
 1.500 
 85 --- 290
AG PLANNING --- 450
A 4 383-0083 
 36 89 
 --- 4,000 
 --- .- .
 . 1.000 
 0
 
DEVELOPMENT TRAINING 9 
 G 393-0035 
 85 89
SUPPGRT -100 9000 --- --- 0 300503 ---


NANAWELI AGRICULTURE AND 
 G 383-0086 
 85 88
RURAL DEV --- 500 --- 2 050 3 50 960 ---


MAHAwELI AGRICULTURE AND 
 L 333-0086 
 65 83
RURAL EV --- 36.700 --- 10 533 1 ,100--- 310 
 --- 0 3
 

TOTAL FOR 
ACCOUNT 

242P953 
 316,153
GRANTS 216.540 
 116,456 
 26,215 68,765
40P450 28,041
LOANS 62,950 47,257
29.740 
 14.071 
 7,102
202,503 9,461
253,203 187P100 100,385 19,113 

7,508 9#111
 
59,304 
 20.533 
 38,146
 

HEALTH
 
MALARIA CONTROL 


G 383-0043 
 54 
 86 4.000 
 4.000 
 1,000 
 20 2PC39 1,320
MALARIA CONTROL 1.000 
 1-300
L 333-0043 
 78 
 36 26,000 
 26,000 
 24,000 
 15,388 
 2.000
PVO CO-FINANCING 4000 ---
 3-500
3 383-0060 
 79 87 
 1.,224 
 1,224 
 824 
 331 
 100 
 165 
 100 
 24C
 
NATIONAL INSTITUTE OF 
 G 33-0062 
 20
HEALTH SCIENCES 82 2.200 2.200 
 2-203 173 1 005 - -- 025
 
MARKET 
TOWN WATER SUPPLY 
 L 383-0063 
 30 82 
 6.000 
 6.000 
 6.330 
 2,200 
 --- 1460 1,600
 
WATER SUPPLY & SANITATION 
 G 383-0085 

SECTOR 4 89 5.000 5j000 533 200 9 1 313 1,500 830
 

WATER SUPPLY & SANITATION 
 L 353-0088 
 34 89
SECTOR ,300 7.300 2,330 4,100 ,220 900 1,530
 

TOTAL FOR 
ACCOUN T 

51,724
GRANTS 51,724 36,824 19,109 10,200 
 10,480
12,424 3,500
LOANS 12,424 10.025
4,524 
 521 4,100
39,300 39.300 3,800 2,600 3.395
32,.'jO 17,588 6,100 
 6,680 
 900 6,630
 

EDUCATION AND HUMAN RESOURCES
 

~~lSnWpiutne dmmecduamsmy StanlaCLgi - effort acvhy
 
Py 1 fihugoblipta -km r FY- AlN oj i tuu "186 tun
- uuuttis cohum with k tjj bthieam€s d=r beforvDoewnabe31. 1Fora Inr oecm, th m kint ob lgmtion data atar oemmbe 31. 

,4 amb"W ain the ut rmeddaW.914 O4FY1 l io b m a, r 
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SUM'AFY OF 
ACTXV.E 
AND PROPGSE3 PRCJECTS
 
(It,THCUS4rNDS 
CF DOLLARS)
 

-PCpos3 
 8y5
-


OROGRA4: SRI LANKA TTL P;OJ=CT FY OF Fy OF TOTAL 

PVO CO-FINANCING 

/ 

T 

"tU45 INITIAL 

OdLIG 

.FIiAL 

OILIG 
PACJECT COST 

AUTH3 PLAU:NED 
79 87 959 95E 

TOTAL FOR ACCOUNT 9959 959 
LOS95 

GRANTS 959 
959 959 

SELECTED DEVELOF4ENT ACTXvITIESPVO CO-FIti&NCING 
G 383-0360 

PRIVATE ENTERPRISE PROMOTION G 383-0053 
ORIVATE ENTERPRISE PRO4OTION L 333-0032 

79 

33 

I7 

3 

53 

-0-

1,t? 

1.50 

1,COC 

, 

1500 

1 

TOTAL 

FOR ACCOUNT
LOANtS 
 GRNS4.300 


3,30o
1,Co0 
 3,330
1,000 


TOTAL FOR 
COUNTRY
GRANTS 
 299,936
LOANS 373,13 5
29 , 327,
L242,233 357,133 293,5C3
79,533 


* FT 1984 totals Include $1,066,000 in reobligations.
 

Refers to am Plannd proiw srnnuw, slmal 

CL40
1 of effort activity 

F find#oblptid oth dn - Ail wodnp to 187i tU, lnmn with -"nlt'M lcgeandtsbfoF-t ag Proiecj with n initial obU Oeaner 31, dat. a1g rOe eataro31. 1N4 I b*tFY of ingloblgalan is baud eo . a "bWd'adi. h 

-THROUGd 
FYe4-


CELIG EiPEtE 
ATONS TURES 


A 
 U33R337' 


5 377 


659 
 77 

659 
 377 


103 


100 -. 


1,000 


3,-3CO
2,333 103
1,300 103 


7 3
57,623" 135,045S

37,223
223,400 17,072
117,173 


-ESTIHATED FY35-


CtLXG EXEN:)I
ATINS TURES 


.10
 

?0 .165 

2Z0 
20 1 

165 
itsG 

10 


95 


-


- - 200 


250I 5?5
250 
 395 

0 


36,-6
36,565 ,00-3
Eg,arjS

11,652 15,821
2F,213 
 66,184 


O LIG 
ATIOS 


AT-"04S 


100 


130 


10-0 


35; 

3
 

359 

59 


,0 0 

10,567

21,433 


EXP=ND 
TURES
 

143
 

10
 

140
 

ZOc
 

465
 

300
 

065
 
665
 
3CC
 

5 , 7
 
13,311
 
45,0,6
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GRANT U) LOAN El CONTINUING 

Purpose: 
 To develop a national institutional capability to

increase food production from existing irrigated lands, and
i.o carry out improvements resulting in increased food

production on selected irrigation schemes. 


Project Description: 
The primary emphasis of this project is
to develop the Government of Sri Lanka's (GSL) institutional 

capacity to manage and operate irrigation systems better, and
with the full participation of farmsra. 
 Experience gained

from the A.I.D. supported Water Management Project shows that

the establishment of farmer organizationa is essential for

introduction of proper water management practices and

effective operation and maintenance of irrigation schemes,

Sri Lanka has 61 major irrigation schemes serving 650,000 

acres. 
This project will rehabilitate and improve five of
these schemes which irrigate approximately 28,000 acres. 
The

enhanced GSL institutional capacity will result in better 

water management practices in all of the major schemes,

particularly in operations and maintenance procedures. 
The

project also will strengthen an irrigation training institute 

for officlals dealing with irrigation, with special emphasis 

on irrigation system cperation and management.
Implementation policies will assure that: 
 (1)

multidisciplinary studies of irrigation systems will

determine the extent of rehabilitation required, farmer 

attitudes, and prospective economic benefits; 
 (2) priorities

will be on establishing system safety, improving water

distribution and control, and improving ease of operation and
maintenance; (3) 
farmers will be organized into water user
associations, and trained and encouraged to adopt improved

improved on-farm water management practices and crop 

rotations; (4) irrigation system couittees will be
established at the district level to provide general

management of irrigation systems and to coordinate 

complementary inputs such as credit and fertilizer; (5) a
monitoring system will be established to measure system

performance against established goals; and (6) private sector
participation in the rehabilitation a;ad improvement of

irrigation systems will be encouraged. 


14,000 (L)
Obligation Estimated Final Obligation JEstimated Completion 
0Date of Project

FY 1986 FY 1989 FY 1992 

Relationship of ProJect to A.I.D. Country Strategy: 
This

project will make a direct contribution to the attainment of
h.I.D. strategy objectives, particularly increased food

production and employment generation. There is ample scope
 
to significantly improve the efficiency of Sri Lanka's 61
major irrigation schemes which would imediately raise food

production. 
While many of these schemes require some

physical rehabilitation, their long-term viability will

depend upon the improved organizational and policy framework

in whicb they are operated. This project will assist the GSL
 
to strengthen its program in irrigation management, to set up
irrigation system coumittees at the district level, to

improve technical system and to organize farmer water-users

associations at the village level. 
The design, testing and

evaluation of farmer associations initiated under A.I.D.'s

Water Management Project will be modified as conditions
 
require and replicated under this project. 
The policy

dialogue till continue in order to obtain appropriate policy

changes involving water law, budgetary allocations, cost
 
recovery principles, and organizational structures to serve
 
farmers better.
 

Host Country and Other Donors: 
 The primary GSL implementing
agency will be the Irrigation Department, Ministry of Landsand Land Development. The World Bank also has scheduled a

major irrigation rehabilitation project beginning in 1985.

Coordination between A.I.D. and the Bank is under way in
 terms of the basic approach to irrigation rehabilitation and
specific projects where rehabilitation will take place.

A.I.D.'s institutional emphasis is expected to be a major

influence on the Bank project.
 

Beneficiaries: 
 21,000 low-income farm families will benefit

from the rehabilitation, operations, and maintenance
 
improvements of five major irrigation schemes in the

Polonnaruwa and hmparai districts. 
Farmers at the ends of

the irrigation systems, who generally have the lowest

incomes, will benefit most. 
150,000 farm families are

expected to benefit from improved GSL management of other
 
irrigation programs throughout the country.
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1.0 

GRANT ][J] LOAN r- CONTINUING 

Purpose: To improve resource allocation and management in
agriculture and rural development through a strengthened,

integrative analysis and planning capacity at national and

local levels.
 

Problem Description: 
Allocation and management of productive
resources for sustained agricultural and rural development in
Sri Lanka have been constrained by (1) the absence of an
integrated strategy framework within which to evaluate
alternatives and allocate resources, and (2) by the
inadequacy of planning (i.e., 
establishment of priorities,
program and project design, analysis and evaluation,
information dissemination) and management capabilities at all
levels. 
The result has been various institutions working
occasionally at cross purposes or duplicating efforts,
considerable misallocation of the Government of Sri Lanka's
(GSL) scarce development resources, and delays in the design
and implementation of programs and projects. 
The first of
these constraints is being addressed for the first time by a 

National Agriculture, Food and Nutrition Strategy (NAPES)
formulation exercise, led by the National Planning Division
and assisted by A.I.D. 
The Agricultural 
Planning project
 
will focus primarily on the second constraint identified
above, building on and supporting the NAIWS worx through
upgraded planning and management capabilities of the relevent
line ministries and local-level aoministrative bodies. 


At the macro-level, the project will be implemented through
the National Planning Division (NPD), Ministry of Finance and
Planning, which is the key institution 

in the national
 

planning process, and the major line ministries in
agriculture and rural development, primarily the Ministry of
Agricultural Development-and Research, Ministry of Rural 

Industrial Development, and the Ministry of Lands and Land
Development. 
At the local level the projet will use
short-term technical assistance and in-service training to
improve the capabilities of the District Development Councils
in (1) coordinating and managing agriculture and rural
development activities and (2) basic appraisal and monitoring
for projects. 
Project assistance to these institutions will
 

OS D BLG T N 
fi thousands of dolles 

Se. Act. 
0n 

Initial Obligation 
00. G 

Estimate 
~ 

Final Obigat:on1 
fi 

imated oriepletion 
FFY Date of ProjectFY 

consist primarily of training and short-term technical
assistance, and funding for special research and analysis

activities.
 

c i i i
Relat 

A.I.D. Country Strategy:
Expansion of food production. combined with improved national
resource management, is one of the three major A.I.D.
objectives in Sri Lanka. 
A second objective is increased
incomes, particularly in the rural areas. 
This project
contributes to achieving these objectives and follows
naturally from our present involvement in the National
Agriculture, Food and Nutrition Strategy exercise. 
 Major
emphasis of this project will be on improving GSL
appreciation for, and understanding of, policy alternatives
and developing institutional capabilities to better plan and
manage the allocation of development resources. 
The
institutional development envisaged will work at both the
macro and micro levels, thi-former to reflect national goals
and prioritias and the latter to facilitate local involvement
 

two levels.
 
and input, and will promote improved coordination between the
 

Host Country and Other Donors: 
 Recent experience with the
National Agriculture, Food and Nutrition Strategy has
highlighted the problems and potential of sound agricultural
emerged
planning, and an improved agricultural planning capacity has
 
az one of the important Strategy recomnendations. 


At
the present time there is no other substantive donor

involvement in this area.
 

Beneficiaries: 
 Direct beneficiaries of the project will be
the Participating institutions, ultimately affecting
agriculture and rural development countrywide.
 



International Bank for Reconstruction and Development
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r', t0 i SL 85-1 

FROM: Vice Pres dent and Secretary Mlay 6, 1985
 

SRI 1ANKA AID GROUP
 

Notice of Meeting
 

1. A meeting of the Sri Lanka Aid Group will be held on Thursday,
 
June 20, 1985, at the Bank's European Office, 66 Avenue d'lena, Paris,
 
France.
 

2. The Agenda and the documents for the meeting, as well as a Note
 
on Administrative Arrangements, will be issued shortly.
 

3. Participants are requested to 
send names of delegates to the
 
meeting to the Vice President and Secretary or Deputy Secretary of the
 
World Bank in Washington by Friday, May 24, 1985.
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FROM: Vice President and Secretary May 22, 1985
 

SRI LANKA AID GROUP
 

1. Attached for the information of the participants in the meeting of the
 
Sri Lanka Aid Group, to be held at the Bank's European Office in Paris on
 
Thursday, June 20, 1985, are the following:
 

(a) The Agenda; and
 

(b) Note on Administrative Arrangements
 

2. Participants are reminded to send the names of delegates to the meeting
 
to the Vice President aud Secretary or Deputy Secretary of the World Bank in
 
Washington DC as soon as possible.
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International Fund for Agricultural Development
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SRI LANKA AID GROUP MEETING
 

Paris, Thursday, June 20, 1985
 

AGENDA
 

1. 	Statement by the World Bank
 

2. 	Statement by the IMF Representative
 

3. 	Statement by the Asian Development Bank Representative
 

4. 	Statement by the Head of the Sri Lankan Delegation
 

5. 	Discussion on Sri Lanka's Recent Economic Developments
 
and Policies for Growth
 

6. 	Discussion of Aid Requirements
 

South Asia Country Programs Department
 
May 22, 1985
 



SRI LANKA AID GROUP MEETING
 

Paris, Thursday, June 20, 1985
 

ADMINISTRATIVE ARRANGEMENTS
 

Location
 

1. The meeting of the Sri Lanka Aid Group will be held in Room A of the World
 
Bank's European Office, 66 Avenue d'lena, 75116 Paris, France (Telephone:723-54-21),
 
on Thursday, June 20, 1985. The opening session will begin at 9:30 a.m.
 

General Information
 

2. 
 Information about the meeting and other arrangements may be obtained during

meeting hours from the Meeting Reception Desk. Outside the meeting hours, informa
tion may be obtained from the Bank's Paris Office 
(Telephone: 723-54-21).
 

Simultaneous Interpretation
 

3. Simultaneous interpretation - English/French, French/English 
- will be in
 
operation during the meeting. Delegates who intend to 
speak from the prepared text
 
can assist the interpreters by providing a copy of the text to 
the Meeting Secretary
 
beforehand.
 

Documents
 

4. A limited number of copies of the Bank report entitled "SRI LANKA: Recent
 
Economic Developments and Policies for Growth" 
(No.5628-CE) dated May 14, 1985 will
 
be available at 
the Meeting Reception Desk. This report was distributed to par
ticipants on May 22, 1985
 

Hospitality
 

5. The Minister of Finance and Planning, Government of Sri Lanka, invites all
 
delegation members to a reception at Hotel Ritz, 15 
Place Vendome, Paris 1, on
 
Thursday, June 20, 1985 at 6:30 p.m.
 

South Asia Country Programs Department
 
May 22, 1985.
 



UNCLASS IFIEl) INCOMING 
Dpailitont of',Smthi e TELEGRAM 

PAGE 01 NEW DE 14177 071440Z 8145 06(1080 AID7709 
ACTION AID-0O 

ACTION OFFIC PPDC-
INFO ASEM-02 ASDP-02 ASPD- 03 ASTR-02 RELO-Ol 'MAST-Ol ASBI-02 

/014 A4 810 

INFO LOG-00 EUR-00 CIAE-00 EB-08 DODE-60 NEA-07 /015 W 
----------------- 055467 0715492 '38 

R (71434Z JUN 85 
FM AMEMBASSY NEW DELHI 
TO SECSTATE WASHDC 6175 
INFO AMEMUASSY 

UNCLAS NEW DELHI 14177 

Al DAC
 

E.O. 12356: N/A 
SUBJECT: INDIA CONSORTIUM MEETING
 

REF: PARIS 23142 

.GEORGE KENNEY, 
ECONOMIC OFFICER AT EMBASSY/DELHI, /
ADVICES THAT BECAUSE HE HAS NO TRAVEL FUNDS AT HIS -
DISPOSAL. HE CANNOT ATTEND THE MEETING. STREEB
 

LOG ACTIO. 

AA/ASrF 

UNCLASS IFIED
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U! LiS'S I [ 	 NGIN:D111 
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PAGE 	01 
 PARIS 23142 061536Z 


ACTION AID-00
 

INFO LOG-00 EUR-00 NEA-O7 /007 wl
 
0..615.------------------ 374272 061537Z /38061536Z JUN 85 

FM AMEMBASSY PARIS 
TO SECSTATE WASHOC IMMEDIATE 8708
 
AMEMBASSY COLOMBO PRIORITY
 
AMEMBASSY NEW DELHI PRIORITY
 

UNCLAS PARIS 23142
 

AIDAC
 

E. 0. 12356: N/A
 
TAGS: OTRA
 
SUBJECT: 	 SRI LANKA AID GROUP MEETING, JUNE 2.0, 1985 AND
 

INDIA CONSORTIUM MEETING, JUNE 18-19, 1985
 

REF: 	STATE 153635
 

1. EUGENE S. STAPLES, DAA, BUREAU FOR ASIA AND THE NEAR 
EAST, A1 -- S 'INGLE.BATH RESERVED HOTEL CALIFORNIA, 16 RUE 
DE BERRI, PARIS 8TH, TEL: 359-9300, FROM JUNE 17 TO JUNE 
21.
 

2. JOHN N. GUNNING, PROGRAM OFFICER, OFFICE OF SOUTH ASIA 
AFFAIRS, AID - SINGLE/BATH RESERVED HOTEL ETAP SAINT HONORE
 
15, RUE BOISSY D' ANGLAS, PARIS 8TH, TEL: 266-9362, FROM 
JUNE 	15 T0 JUNE 21.
 

3. ROSS RODGERS, COUNTRY OFFICER FOR SRI LANKA, STATE 
DEPARTMENT - SINGLE/BATH RESERVED 'HOTFL FREMIET, 6
AVENUE FREMIET, PARIS 16TH, TEL: 524-5206, FROM JUNE 15 
TO JUNE 21.
 

4. GEORGE KENNEY, ECONOMI'C OFFICER, AMEMBASSY NEW DELHI -
SINBLE/BATH RESERVED HOTEL FREMIET, FROM 	 JUNE 15 TO JUNE 
21.
 

CHRISTOPHER D. CROWLEY, PROGRAM OFFICER, USAID, NEW DELHI -
SINGLE/SATH RESERVED HOTEL 
MONT 3LANC, 51 RUE LAURISTON, 
PARIS 16TH, TEL: 727-4967, FROM JUNE 16 TO JUNE 23. 
BRUNGART
 

u LASSIF IED
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PAGE 01 N-", DE 12990 2501f00Z 2543 O)bO74 1 A1D9149
 
ACTION AID-O
 

ACriON OFF I(1 iE - 2 
INFO ASEM- 02 EL1I HAS T -Cl DO-01 p007 Af. 5 25 

INW 0 .OG.- C CQF-i -0 NLA--0 00J8 W"
 
............ 
 -----157115 25l 11C9Z ,16
 

R 2;,005EZ MAY L5-

FM AMEMEASSY NEW DELHI .. '
 
TO SECSIATE WASHDC 5554
 

UN2'LAS NEW DEILHI 1 2990 

FO CHR I STOF- ERr0. CROWLE, ASIA ,
 

FO.L Ow[jG PE:E :VEfD AC14OU NEW DELHI 22 MAY 85 rEPE/TED
 
FOR YOUR INFO.
 

QUO E
 

UNCLAS PARIS 20641
 

USOECD 

AIDAC
 

E. 0. 12356: N/A
 
TAGS: OTRA
 
SUBJECT: HOTEL RESERVATION FOR INDIA CONSULTATIVE 

GROUP MEETINGS (JUNE 18-19) 

REF: NEW DELHI 012292
 

DOUBLE'EATH RESERVED HOTEL MONT BLANC, 28 RUE DE LA
 
HUCHETTE, PARIS 5TH, TEL: 354-49,44, FROM JUNE 16 TO
 
JUNE 23, FOR MR. CHRISTOPHER D. CROWLEY. 

PLEASE CONFIRMl TO STATE AID/ASIA,EI ATTN ANN MCDONALD. 
STREATOR UNQUOTE STREES 

UNCLASSIFIED
 



- -- - ------------------------------------------------------ -----------------

UNlLAS II-D 0uuI G G 
I.p)u'ill 1 X/,hllc TELEGR / 

PAGE 0l STATE I53C35 4268 046225 AID347I1 
OrI GIN AI D-O 

ONI GIN OFFICE PPDC--PI
 
INFO AAAS- I AFKPN- (c: PPPD-02 ASPD-03 ASTR-02 ES-01 RELO-0l
 

MAST-0 1 ,'0 1 4 A5 1-20
 

INFO LOG-0O EUR-O0 NEA-07 /007 R 

DRAFTED BY: AID'/PPC/DC/DAC: fAREED
 
APPROVED BY: AID'PPCDC: JDUDIK-GAYOSO 
AID/ANE/ASIA/PNS: JNGUNNING (SUBS) AID/ANE/ASIA/PNS: JMANLEY (SUBS) 
AID/DAA/ANE/ASIA: £SSTAPLES STATE/NEA/INS:RRODGERS
 
AI D/PPC/DC/DAC: CHVI CI.HAM
 

------------------- 222473 202131Z /38
 
P 202125Z MAY 85
 
FM SECSTATE ,'WASHDC
 
TO AMFMBAfSSY P/,RIE PRIORITY
 
INFO ,(/E4E .S¥ CC. O'?bO PPICRITY
 
AMEtBASSY NEV' LELHI
 

UNCLAS STATE 153E25 

AIDAC
 

E. 0. 12356: N/A 
TAGS:
 
SUBJECT: SRI LANKA AID GROUP MEETING, JUNE 20, 1985 AND
 
INDIA CON.-CORT:L'" fl-ET NG, JUNE 18-19, 1985
 

REF: PARIS 16497 AND STATE 114955
 

FOR FRAN, COREL. HMI£S1ON DI RECTOR/SRI LANKA
 
FOR GEORGE i ENrEY, ECONOMIC OFFICER, USEMBASSY/NEW DELHI
 

1. EUGENE S. ST;. LES, DAA, EUREAU POR ASIA AND THE NEAR
 
EAST, A. 1. 0. ('"EAD OF DELEGA I ON) .
 

2. JOHN 14. GUNNING, PROGRAM OFFICER, OFFICE OF SOUTH ASfA-
AFFAIRS, A. I. 0. 

3. ROSS RODGERS, COUNTRY OFFICER FOR SRI LANKA,. STATE
 
DEPARTIIENT (REP FOR SRI LANtA AND' INDIA) .
 

4. INDIA ONLY: 
 CHRIS CROWLEY, PROGRAM OFFICER, USAID,
 
NEW DELHI.
 

A. GEORGE KENNEY, ECONOMIC OFFICER, USEMBASSY/NEW DELHI.
 

5. SRI LANKA ONLY: FRANK D. CORREL, DIRECTOR, USAID/SRI
 

LANKA.
 

6. REQUEST SWB HOTEL ETAP SAINT HONORE FOR RODGERS,
 
CROWLEY AND KENNEY FOR NIGHTS OF JUNE 15 THRU JUNE 20.
 

7. ADJUST JOHN GUNNING' S RESERVATION AT HOTEL ETAP SAINT 
HONORE TO t, NEW DEPARTURE DATE OF FRIDAY, JUNE 21. 
ARRIVAL DATE SATURDAY, JUNE 15 REMAINS AS STATED REFTEL 
(FARIS 16497, 7 MAY 85). 

8. PLEASE CONFIRM HOTEL RESERVATIONS, SHULTZ 

UNCLASS IFI ED
 


