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CURRNICY EQ1IYALE
(as of September 24, 1993)

Currency Unit = Sri Lanka Rupee (SL Rs)
US$1.00 = SL Rs. 4f.10

MEASURES

Hectare (ha) = 2.47 acres

ABBREVIATIONS AN1 ACRONYMS

ADB Asian Development Bank
APCC Asia & Pacific Coconut Community
CDA Coconut Development Authority
COLA Cost of Living Adjustment
COP Cost of Production
CTC Cut Tear & Curl Tea
DC Desiccated Coconut
DRC Domestic Resource Cost
EC Economic Community
EE Eastern Europe
FAO Food and Agriculture Organization
FOB Free on Board
FSU Former Soviet Union
FTCP Fourth Tree Crop Project
GDP Gross Domestic product
GOSL Government of Sri Lanka
HLE Hypodermic Latex Extraction
IDA International Development Association
IFAD International Fund for Agriculture Development
INRA International Natural Rubber Agreement
INRO International Rubber Organization
JEDB Janata State Development Board
LMIC Low and Middle Income Countries
MT Me ric Ton
MTIP Medium Term Investment Program
NAFTA North American Free Trade Agreement
NSA National Sales Average
OECD Organization for Economic Cooperation & Development
RAPA Regional Office for Asia & the Pacific, FAO
SAR Staff Appraisal Report
SER Shadow Exchange Rate
SLSPC Sri Lanka State Plantation Corporation
SPC State Plantation Corporation
SWOT Strength, Weakness, Opportunity, Threat
SWR Shadow Wage Rate
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FOREWORD

This study was undertaken to update and consolidate information on tree crops
development in Sri Lanka up to the early part of 1993. It was preceded, in December 1992, by a
Mission to Sri Lanka to review the activities of the subsector after the dissolution of the two state
corporations and the beginning of management by private firms. The Mission had consulted with
the Asian Development Bank in December 1992, and with the FAO and IFAD in January 1993,
on various issues regarding the subsector development. The results of these discussions in
Manila, Colombo and Rome are reflected throughout this strategy paper. A second follow-up
Mission to Sri Lanka in October-November 1993 has updated the findings.

The Perspective of the Study

The study looks at the tree crops in Sri Lanka from a historical perspective, that takes into
account current development and outlook for growth. The main focus is on domestic policies and
external factors that have shaped the development of tree crops industries (tea, rubber and
coconut), and the future strategies necessary to realize their potential as major contributors to Sri
Lanka's GDP and export earnings. Macroeconomic, sectoral and institutional policies, which have
profound impacts on subsector performance, are analyzed. Finally, strategic options needed for
conversion of the industries to modem, self-sufficient and productive enterprises are examined.

This docur nt has a restricted disutio nd may be used by recipiec only in the peromamef thdr
official duties. Its content ms not ot_wise be disclosed vithout World Bank l
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Exzuive Summary

The tree crops subsector in Sri Lanka has underperformed for more than 20 years,
causing a loss of national income and absorbing scarce resources. Piecemeal efforts in the
past by government to revitalize the subsector were unsuccessful. This study analyzes the
operating environment and performance of the subsector in the past 10 years, in the context
of global markets. It draws specific conclusions about the reasons for the decline and
develops a strategic plan for addressing the fundamental problems. The plan addresses the
long-term and the medium-and short-term needs of the subsector, and lays the groundwork
for a better performance. It calls for inputs and support from both the public and private
sector to achieve the defned goals.

I. THE PROBLEMS

I. Declining Export and World Market Share

Ten years ago, tea, rubber and coconut provided almost a quarter of Sri
Lanka's national revenue and more than half its total export. Since then, their share of
revenue has declined to a twentieth and of exports to one quarter. Perhaps, the more critical
was the loss of export markets. Sri Lanka's share of world tea exports fell from 22 percent in
1982 to 19 percent in 1991, losing to new comers such as Kenya, which increased its
production nearly nine fold to reach almost the same level as Sri Laka's. Similarly, Sri
Lanka lost its share of the rubber market in the same period, when Thailand almost doubled
its share. Because of huge internal demand, Sri Lanka is not a major supplier of coconut
products to the international market. Coconut is important, however, as a domestic food
product.

2. Sta_nan Production, Declining Productivitv and Rsi gCs

Between 1982 and 1991, world production of tea increased by 30 precent, but
output fiom Sri Lanka's state plantations, which account for two-thirds of the national
production, fell 33 percent. There was a modest expansion in exports but only because of the
phenomenal growth (119%) by private smallholders. Similarly, Sri Lanka's rubber
production dipped 20 percent in 1980-92, while world output increased by 25 percent.

One of the main reasons behind the decline of tree crops in Sri Lanka is low
productivity. Tea yields are lower than India, Kenya, Indonesia, and Malawi and the growth
in yields is about half that of Kenya and Indonesia. The silver lining is that Sri Lanka's
private smallholders have not only outperformed the state tea sector (by a margin of 100% in
yield per hectare) but have also outperformed some of the major competitors. The private
sector has lagged behind in rubber production, however, mainly because it does not have the
best rubber growing land and lacks institutional support. Even so, yields have improved
steadily in the past 10 years.

i



The cost of tea production in Sri Lanka is about 25 percent higher than in
South India and Kenya, but costs of private smallholders are slightly lower than the state
sector, partly because they have control over wages. In rubber, smallholders have done even
better in controlling production costs, which are about 49 percent lower than e state sector.

II. THE CAUSES OF DECLINE

Many of the factors that caused stagnation in the tree crops subsector in Sri Lanka
were external. But, the real causes of the decline and loss of competitiveness ill world
markets were internal problems created by government.

The Extemnal factors

* World tea and rubber prices have fallen since 1980, because of decreasing demand and
increasing production. Global recession and the economic setback from the breaking up
of former socialist repub1Ucs in Europe has reduced the demand for tea.

* Strong competition from new entrants, like Kenya, has shifted the world market skare for
tea away from traditional exporters, such as Sri Lanka and India.

• The international market for rubber is becoming polarized around large producers, like
Malaysia and Indonesia, who can deliver quality and consistent products for demanding
western buyers. Small producers, like Sri Lanka, are losing ground because they do not
have the technical capability nor the marketing iLstitutions necessary to consolidate
output to meet quality standards.

Ihe Intemal Factors

* The nationalization of the tea, rubber and coconut industries in the 1970s placed a large
part of the tree crops subsector in the hands of an inexperienced state bureaucracy which
failed to maintain the industries' competitiveness. j

* The state imposed indirect taxes on tree crops (export duties, ad valorem taxes and cess)
significantly reduced profitability.

* The state's continuous intervention in the labor market, increasing wages and benefits,
drove up the cost of production without parallel increases in productivity. Labor laws,
such as the mandatory six-day work rule for plantation workers and restrictions on
moving labor from one plantation to another, raised operating overheads to a point where
the producer's margin was negative.

* The state intervention in the labor market affected productivity growth, because the
unions forced on to management low output and work standards.
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* Outdated regulations severely constrained the marketing of tree crops and new
investment.

* Tree crop producers gave little attention to technical irnputs for productivity
enhancement, and they received little help from the publicly supported tree crops
research institutions.

The government forced an implicit ceiling on tree crop prices at dhe time when the
cost of production was increasing due to unfavorable labor policy and negative trade
protection. Together with unfavorable intemational market dynamics, these problems forced
the government to frequently bail out the state sector. Private smallholders also became
victims of the state's ill-conceived policies, particularly those on trade taxes and market
restraints, which deterred investment.

III. PAST EFFORTS OF GOVERNMENT

It was not until 1978 that the government of Sri Lanka became aware of the serious
problems in the tree crops subsector and took steps to rehabilitate it with foreign technical
and financial assistance. The first determined effort to cut down the restrictive taxes and
expand investments was made in 1984 with the help of the World Bank and the Asian
Development Bank. The Fourth Tree Crops Project, co-financed by the two banks and the
governments of Netherlands, Norway and the United Kingdom, provided $211.8 million in
1986-91. Two similar project in 1989 (the Small Holders Tea Development Project and the
Small Holder Rubber Rehabilitation Project, financed by the Asian Development Bank and
the World Bank respectively) were directed towards the private sector for medium term
investment needs. Although they addressed some investment needs, these projects did not
target critical problem areas, such as labor productivity, cost of production, and restrictions
on marketing. Because all these factors are interrelated, and all affect growth, the projects
alone could not improve productivity and efficiency. Other measures were seriously needed.

As early as 1984, many senior govern-nent officials believed that efficiency could
not be achieved under public-sector management and some estates should be returned to the
private sector. In June 1992, the government removed 449 tea, rubber and coconut estates
from the control of two state corporations and gave them (under a 99-year lease) to 22 newly
created companies under the Conversion of Corporations and Govermnent Owned Business
Undertakings into Public Companies Act of 1987. However, these companies are still wholly
state owned, and only operational management has been handed to another set of 22 private
companies under separate management contracts, that include profit sharing. The
management contracts run initially for 5 years and are renewable thereafter depending on
performance.

By October 1993, the management contracts were running into their eighteenth
month. There have, however, been little improvements in state plantations because most of
the fundamental problems still exist. The govenmment had expected that privatizing
management (but not ownership) would run the plantations more efficiently and attract
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private investments. But this assumption proved incorrect. Then it sent the wrong signal to
the market by declaring a hefty 30 percent mandatory wage increase in 1993, despite
inefficient labor practices which have thwarted the private mangers' efforts to raise
productivity and lower costs. Moreover, the government's refusal to allow the private
management companies take up even a minority equity share position in the plantation
companies has preclude private capital inflows to the subsector. Indeed, the financial
situation has changed little and the subsector is still short of capital, has had no change in its
cost structure and is behind in productivity and profitability; demonstrating how half-way
policies are unable to resolve the problems.

IV. OUTLOOK

The projections for international demand for tea and mbber are mixed. The Middle
East market for tea is expected to grow slowly, and it is wait-and-see in Eastem European
and former Soviet Union. In the West, tea demand is expected to fall by about one percent a
year. Despite these trend, prices may rise in the coming years because of supply shortages
caused by recent droughts.

Consumer taste is also changing, moving towards tea bags and 'cut-tear-curl' (CTC)
tea.' In United States' $600 million-a-year tea market, the trend is positive for specially
blended teas, such as instant tea. The same is hiappening in Europe also. So, even if the
outlook for tea as a commodity lacks luster, the potential for specialty tea is very good. Sri
Lanka has an advantage over Kenya and Indonesia in such items as specialty tea, flavored
tea, instant tea, and packeted tea, which may provide the direction for future growth if proper
policy measures are able to remove the overhanging problems of the sector.

In the world market for rubber, big manufacturers of rubber goods are likely to
cwcentrate on the main rubber producing countries (Malaysia, Indonesia and Thailand) for
future supplies. Quality and consistency will be the essential technical requisite and smaller
producers will have to standardize output to meet these criteria. There is a growing demand
for high grade rubber in the medical industry. Sri Lanka's comparative advantage is high in
specialty rubber, such as high grade crepe, and it can easily find outlets for these through
appropriate marketing which includes development of special niches and direct marketing to
specialty buyers overseas.

In the final analysis, the failure of the tree crops subsector in Sri Lanka to retain its
world competitiveness was due to bad plamiing. The sector was greatly harmed by the
expropriation of private plantations over 20 hectares and the centralized bureaucracy that
stalled productivity and technological innovations in the tea and rubber industries. Disruptive
labor unions also drove state plantations to the brink of insolvency. The subsector still retains
its comparative advantage in the world market, but only marginally. Tirmely action could
save it from going under. This requ-res a bold commitment on the part of government to
move the needed reforms quickly through the system and let the highly motivaewd and
entrepreneurial private sector restore the industry's position in world markets. The key to the

1 A particular type of tea produced for tea bags.
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future are pductixity and innovation. There is amplc slack in the system to attain rapid
productivity growth. As for innovation, Sri Lanka's private sector has the resources, stengt
and motivation to turn the market around to high value added final goods for intemational
consumers. All they need is the right policy and insdtutonl envirownent.

V. FUTURE STRATEGIES

The principal long-temn objectives for the tree crops subsector in Sri Lanka are to
enhance export and revenue earning potential by improving its competitive advantage in
world markets, and to achieve a highly eficiencient labor market The main trst of the
proposed strategy to reach these goals is to allow the private sector to gradually take over the
entire operation by establishing an environment conducive to investnent, innovation, and
high level of labor productivity. The principal elements of the strategy are:

1. Rapid Privatization of the State Sector.

The plantations require major investments for modernization and productivity
enhancement; and dynamic management that responds quickly to intnational markets. As
highlighted by the recent Private Sector Assessment mission, the government has tried to
achieve these via management contrcts to the private sector, but they have not worked
because the management companies are worldng as agents rather than entrepreneurs willing
to take the risks and rewards of their decisions. Scarcity of government financial resources is
also a major impediment. Short of equity involvement, it would be futile to expect private
capital to flow into the subsector.

While promoting rapid privatization, the public sector will need to concentrate on
providing appropriate regulatory and legal inftastructure which fosters healthy competition,
and also provide services, such as basic research, which are of the nature of public goods.

The medium- and short-term action plan to implement this strategy must be:

)fvesinlg 1art ownershig ef state plantations to the rVate Set= wfithin gyMM and
till trAer of omestp in 5years bX:

a) Establishing a state owned holding company, with 99 years lease of the plantation
land, to represent govemment ownership interest.

b) Sub-leasing the plantations for 50 years to the 22 regional plantation companies.

c) Capitalizing each of the 22 regional plantation companies, on the basis of their
projected net 50 years income, and selling the entire capital stock in stages over
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the next five years to the present managemnent companies and other pivate
investors.

d) Selling the three marketing, warehousing and fertilizer distribuion companies to
the private sector within a year.

e) Offering to lease all of the z2 presently considered non-viable estates (which could
be mede viable with ber managmnent) to private management companies within
a year; and if there are no takers of these estates, liquidating them after a year.

2. Removal of Remaining Macro Economic Distortions.

Any discrminatory levy, that depresses profits and restrains investnents, must
eventually be removed to level the competitive field for all tree-crop producers.

The medium- and short-term action plan to implement this strategy should be:

,amlia9the existg ecess kL2

a) Revising the cess supported activities to eliminate all that do not provide
common benefits to every tree crop producer.

b) Gradually replacing subsidies to smallholders with maket provided finance for
development.

3. Backing the privatization program with full institutional support to the labor,
goods, and capital markets.

In the hpbor marke. this involves asserting the right of labor and management to
resolve differences through collective bagaining without undue interference from the
government, consistent with the recommendations of the working paper on "Labor Market
Flexibility in Sri Lanka, prepared as a contribution to the Private Sector Assessmnent.

The necessary mediumw-d short-term action plan for this should include:

a) Lowering the work-days standards to 240 days/year or some number agreed
between management and labor.

b) Govenmment's abstention from mandating labor remuneration and allowing the
collective bargainim g system to determine wage and beuiefit contrcs between
workers and management

2 Fiscal implication of the removal of tgade taxes have baen dissed in Section 5.9
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inthe Bows = this woultd involve the removal of production and marketing
regulations that limit the producers' ability to implement innovative production and
marketing technologies.

The action plan needed for this should include:

a) Eliminating all constraints on free sale, marketing and disposal of tree crops as
the producer sees fit.

b) Placing tree crops esearch institutions under the guidance and control of the
private sector by reconstituting the Boards of each research institute, with
majority from private-sector companies; and periodic budgetary reviews of their
research agenda.

In the capital market it involves providing the environment for growth of private
investment in tree crops by:

a) Taldng all necessary actions (such as commercializing stateowned banks and
making interest rates market determined, as outlined in the Bank's Staff
Appraisal Report for the Private Finance Development Project dated March
19,1993) to enable the financial sector to respond autonomously to the demand
for credit firom the reformed plantation subsector.

Liberalizing the market and giving substil ownership and control to t" private
sector will give them enough incentives to put major investments in the plantations for
increuing productivity, through improved crop and process technology and developing new
products and markets for tea and rubber. The entry of private equity capital in the plantations
will encourage investments from the financial sector, which could be enhanced through
donor credit For all this to work, there has to be cooperation between labor and
management, stengthened by impartial market dynamics such as collective bargaining. The
govnment could play a very constructive role in this process of transformation of the
subeo by facilitating fiee market refonns.
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L TREE CROPS IN SRI LANKA

1. TWENTY YEARS IN PERSPECTIVE

1.1 Nationalizadon in the 1970's

Tea, rubber and coconut were the major agricultural commodities that spurred Sri
Lanka!s economic growth after independence in 1948. In the past 20 years, however, their
development has been somewhat like a roller coaster, rising and falling according to changes in
political ideology at home and economic forces in intemational markets. The first major
downturn came with the decline in world prices for tea and mbber in the mid-fifties. Then,
throughout the 1970s, there was a progressive move toward tight state control of plantations that
creatd chaos and uncertainty.

Except for a brief period of liberalization from 1968 to 1970, the government's
intervention in the production and marketing of tree crops was pervasive until about 1977.
Changes in Land Reform Laws (1971 and 1975) limited private holdings to a maximum of 20
hectares and led the government to take over more than 500 tea, rubber and coconut estates from
private landowners. It placed the nationalized estates under two state corpoMions - the Janatha
Estate Development Board (JEDB) and the State Plantation Corporation(SPC). Togther, they
controlled 141,000 hectares under tea (58% of the total),1 65,000 hectares under rubber (31Y%)
and 64,000 hectares under coconuts(18%) 2 as well as more than 400 factories. The two
corporations accounted for 63 percent of total tea production and 32 percent of rubber production
and employed nearly 450,000 people. The private sector held only 38 percent of land under tea
and 68 percent under rubber.

1.2 The Decline in the 1970's and 1980's

Inernational markets for tea, rubber and coconut shrank through the 1970s and 1980s,
when tree crops were the main source of foreign exchange for Sri Lanka. They brought in 90
percent of its export earnings in 1970 and accounted for 5.4% of GDP. Although ree crops'

Table 1-1
Sri Lanka's Tree Crop Industnr (1991)

% share Growth Land Area Employ- Employ- Expot Expor
of Rafet O/ H % Ag. meat mt Value %of

GDPI (000) land No. %of (M.Rs) Total
(000) Total

Agricudture 19.3 1.9 1709 100 1876 45.5 26536 31.4
Tree Crops 7.3 -5.7 424 24.8 832 20.1 23127 27.4

Tea 2.3 3.2 222 13.0 686 16.6 17867 21.2
Rubber 0.5 -4.8 199 11.6 n.a t.a 2641 3.1
Coconut 2.0 -13.3 3 0.18 135 3 2619 3.1
. -At constant 1982 prime. z- Chang from 1990. Cw a ":Cnt Bank of Sri Lanka, Annual Report 1991 (T'able

3) Dept of Census & Satistics, 1991; Plnion Sector Statisticd Pocket Book, 1993; Chandramal 1991; and
mission eimate.

1 1980 figures. Source: Planation sector Stical Pocket Book, 1982.
2 1982 figure.



contribution to GDP is still significant in the 1990s (4.8% in 1991), their share has declined
dramatically (Table 1-1). In the 20 years to 1990, world prices for tea and rubber fell by 59
percent and 46 percent respectively.3 This situation, exacerbated by harsh macroeconomic
policies in Sri Lanka, led to a progressive loss of competitiveness to producers in Asia and
Africa. Sri Lanka's share of world tea exports in 1970 was roughly 40 percent. By 1982, it had
fallen to 22.1 percent, again sliding to 19.5 percent by 1991 (Table 1-2).

Table 1-2
Share of the World Export of Tea

(%/o)

1982 1983 1984 1985 1986 1987 1988 1989 1990 199
Sri Lanka 22.1 18.1 21.7 20.7 21.3 20.6 20.8 18.0 19.0 19.5
India 23.2 23.9 23.0 22.4 20.9 20.9 21.0 19.5 18.5 18.8
China 12.9 14.3 15.4 14.4 17.7 17.9 18.8 18.1 17.3 17.1
Kenya 9.7 11.5 9.7 13.2 12.0 13.9 13.1 14.4 15.0 16.2
Indonesia 7.8 7.9 9.1 9.5 8.1 9.3 8.8 10.2 9.8 10.2
Malawi 4.5 4.1 3.9 3.5 4.1 3.4 3.5 3.6 3.8 3.8
S.America 5.3 6.1 5.5 4.2 4.8 4.2 4.1 4.7 4.8 4.2
Others 14.5 14.1 11.7 11.6 11.1 9.7 9.8 11.6 11.8 10.2

Source: Intenational Tea Committee, Annual Bulletin of Statistics, 1991. Plantation Sector Statistical Pocket Book,
1993.

World tea production rose by 303 percent between 1982-91 (Table 1-3). Output from Sri
Lanka's state plantations, however, fell by 33.6 percent from 1982-92. At the same tume, its
private sector production increased by alnost 118.8 percent.

Table 1-3
Tea Production in Sri Lanka

C000 Metric Tons)
1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992

State 152.3 140.5 159.6 159.3 153.7 147.0 153.0 138.0 147.2 148.6 101.22
Private 35.5 38.7 48.4 54.8 57.6 66.3 73.9 68.9 85.9 92.1 77.77
Total 187.8 179.2 208.0 214.1 211.3 213.3 226.9 2.6.9 233.1 240.7 178.9
World 1947 2055 213 9 281 2347 4 2428 2516 257 -

Source: ITC Bulletin, 1991, Plantation Statistics Pocket Book, 1993.

By 1990, the two state corporations, controlling two thirds of p?oduction, had lost more
than Rs.20 billion (US$ 435 million) and had a total debt of Rs.5 billion,4 despite support from
international donors, such as the World Bank and the Asian Development Bank (ADB).5 These

3 In ccnstant 1985 prices. Soume: Jenny Kiugman (1992), "Tree Crops in Sri Lanka", SA3AG, World
Bank, Washington D.C.
4 The extent of these losses could bejudged by the fct that during 1983-1990 JEDB's revenue grew at a
rate of 14 percent per annum while its debt increased at 50 percent per annum. For SPC, the revenue
Vowth was only 13 percent per annun against debt growth of about 67 percent.

Through the Medium Term Investment Program (MTIP), jointly financed by IDA and ADB beginning in
1985. The purpose was to rehabilitate and improve the declining productivity of the public estates through
new investments. Under this program, the Fourth Tree Crop Project for State Plamtations was completed in
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losses were absorbed through substantial transfers from the national budget. By 1992, the state
owned corporations were bankrupt (judged by their current ratio6' of 0.80) and unable to meet
their current liabilities without funds from the treasury. These debts caused serious problems for
the nationalized banks that fianced them. Table 1-4 summarizes the losses of the two sector
corporations between 1985 and 1991. By contrast, the private sector was reasonably profitable,
with an average margin of Rs.8.68/kg for tea and Rs.S.98/kg for rubber in 1983-88.

Table 1-4
Sector Corporations: Financial Losses

(Rs. millions)

1985 1986 1987 1988 1990 1991
JEDB (235.3) (448.6) (337.1) (597.3) (255.9) n.a
SLSPC (91.8) (173.9) (54.4) (208.1) (313.9) (451.9)
Source: Chandramani, 1991; Central Bank Annual Report, 1991.

1.3 The Effe- on Revenue Earnings

The effect of the sub-sector's enervated performance on revenue was serious. Partly due
to declining output, govenunent revenue from tree crops plummeted from 23 percent in 1981 to
5.1 percent in 1990 (Figure 1-1). Government's effort to check the decline of output by reducing
export duties and taxes were piecemeal and largely ineffective. They failed to get to the root of
the problem - gross inefficiencies of the two state corporations. As early as 1984, many in
government realized that efficiency could not be achieved under public sector management and
that at least some part of the state plantations should be turned over to private sector
management.8

Figure 1-1
Tree Crops Contribution (1981-1990)

1681 1681 1963 16* 166 1*6 18 168 66 IWO

Source: World Bank :Sri Lanka Strategic Issues in the Agriculture Sector, 1991 & Chandramani 1991; Cntral
Bank of Sri Lanka Annual Report 1991, Table 2.

1992. ADB started a similar project for the private small holder sector in 1989, titled the Tea Small Holder
Development Project.
6 Current Assets/Current Liabilities.
7 Chandramani, "Impact of Govermnent Policies on Financial Performance of JEDB and SPC," World
Bank, SA3AG, 1991.
8 Trent Bertrand, "Tax Reform and Restructuring Options for the Tea and Rubber Sectors in Sri Lanka",
SA3AG Department, World Bank, Washington D.C., 1991.
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1A Restructuring the State Sector

The World Bank has supported many past efforts to restore profitability to the tree crops
subsector. The MTIP channeled loans to both the state and private sectors for replanting and
renewal of old tea and rubber stocks. It was only moderately successful, however, because of
fundamental structural deficiencies (such as the absence of cost control and productivity
enhancement) and disincentives (such as the trade taxes).

In the late 1980s, the government took two big strides towards addressing these issues. In
1989, it appointed a Core Group to identify the problems of plantations and propose a program of
action. It then established a Task Force to restructuring the state sector. Following
recommendations by these two groups in 1992, the govermment began moving towards
decentralizing and privatizing plantations. In June 1992, it spun off 449 of the 532 tea, rubber
and coconut estates controlled by JEDB and SLSPC into 22 (govenment-owned) public limited
companies under the Conversion of Corporations and Government Owned Business
Undertakings into Public Companies Act No. 23 of 1987. This was followed by contracting the
management of these companies to 22 private firms. With ownership and management separted,
it was hoped that it would be the start of a private-sector led revival of the subsector. But this did
not happen for reasons explained later in Section 2.1.

2. CAUSES OF DECLINE

1.5 The External Factors

Since the 1980s, the trend in world prices for tree crops has been downward. The three
most widely used indices (UNCTAD, World Bank and IMF) were all down as much as 35% in
ral terms between 1978 and 1980. Tables 1-6 shows the magnitude of the decline for tropical
beverages compared to agricultural raw materials between 1980-87.9

Table 1-6
World Commodity Price Trend

Trend in Real Prices Instability hIdex
(>/e p.a.) (%/,)a

1962-80 1980-87 1962-80 1980-87

Tropical Beveages 2.9 -2.4 25.5 12.4

Agricultural raw Materials 0.5 -4.2 16.6 8.6

a Average percent deviation from exponential trend

9 See Alfred Maizels, Commodities in Crisis, Clarendon Press, Oxford, 1992.
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Between 1970 and 1990, world tea and rubber prices fell by 59 percent and 46 percent
respectively (measured in 1985 prices).10 The average London auction prices for tea reached
their lowest ever in the first half of 1992, about 30 percet down from real prices in the second
half ofthe 1980s. 11 The main reason was increased production (see Annex I1), made possible
by improved techniques and greater use of fertiliers and other technology, by major exportig
countries such as India and Kenya. On top of that reduced world demand (as a result of
worldwide economic slowdown and long-term trend of declining consumption of natural raw
materials) contributed to the price depression. Sri Lanka suffered a serious loss of world market
shares in both tea and rubber at the same time.

1.6 The Intemal Faetors

In the 1970s and 1980s, Sri Lanka's treecrops suffered from major strucual imbalances
and inefficiencies resulting from massive government intervention. Among the ill-conceived
government policies were:

* Threats of nationalization in the late sixties scared private plantation owners from making
new investments.

* Nationalization of estates started the decline, because the government had neither
knowledge nor experience to run plantations. Management was weak and bureaucratic and
the industry suffered from monopolistic inefficiencies.

Fiscal and Montary Policies

- The govemment levied heavy taxes on tree crops to support its ambitious public investment
program and large transfers to unprofitable public enterprises. Even when these taues were
scaled back in the 1980s, the remaining distortions were still strong disincentives to long-
term investment (see Annex VI).

* import-substitution policies and protection to domestic manufacturing had adverse price
effects on tree crop industries.

* High inflation of the seventies and eighties (25% a year in 1977-89)12, caused by massive
budget deficits (20% of GDP in 1980 and 15.7% in 1988)13, were not offMet by adequate
movements in the nominal exchange rate. Together with import taxes, they imposed the
equivalent of a 25-30 percent indirect tax on tree crops (see Annex VI). Lowering of

10 KYugman, Op. Cit.
11 See "Market Outlook for Major Primary Commodities", World Bank Report No. 814/92, Washigton
D.C., October 1992.
12 Cenr Bank Annual Report 1991, Table 22- Colombo Consumer Price Index.
13 Ibid, Table 1 A9.
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export duties and ad valorem taxes in 1985 and depreciation of the Rupee in 1989 came late
in helping a much weakened industry face tough intemational compemtion.

RegukaMgPolicies

* The state's continuous intervention in the labor market increased wages and benefits and
drove up estates costs without any increase in productivity (productivity in the state tea
sector was virtually stagnant; in rubber, it fell every year between 1980 and 1990).
Labor laws, such as the mandatory six-day week for plantation workers and restrictions
on moving labor around plantations, produced sizable fixed operating overheads.
Because of these and other factors like labor productivity norms, the profit margins in
state plantations were often negative, and the shortfill was met from public borrowing.
Only in the private smallholder sector, not directly affected by state mandated wages and
norms, were retums mostly positive in 1980-90.

* Marketing of tree crops was severely constrained by outdated regulations that controlled
everything from expanding production to crop disposal. The forced saie of tea and rubber
through the non-competitive Colombo auctions kept prices low and shifted profits from
growers to the exporters (the alliance of buyers and exporters in these auctions kept bids
low).

Managers of public estates paid little attention to technical inputs such as efficient
agronomic patterns, unproved growing stocks and better fertilizer usage for improving
productivity. State research institutes did little to improve the product or process
technology for increasing yields and quality, especially for rubber. While other countries
aggressively tried to increase their market share using new technology, better agronomic
practices and market development, Sri Lanka's state corporations and research institutes
did little or nothing and let the country's market share slip away.
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D: TIE TEA INDUSTRY IN SRI LANKA

1. INDUSTRY STRUCTURE

The total area under tea in Sri Lanka is 222,000 ha, of which about 76,000 hectares
(34%/o) are smallholdings of less than 20 ha. The rest (146,000 hectares or 66%) are owned by the
state. Most of the tea processing facilities and storage warehouses are in the public sector. In
addition, four other institutions of major importance - the Sri Lanka Tea Board, the Tea Council,
the Tea Promotion Board, and the Tea Research Institute are also state owned.

2.1 Reorganization in 1992

In June 1992, when government consolidated 442 state-owned tea, rubber and coconut
estates into 22 joint stock companies (called Regional Plantation Companies), it was decided to
lease the land to them for 99 years. As of October 1993, the legal arrangements had not been
finalized. The companies, however, started operating in June 1992 with a six-member board of
directors appointed by the government. Simultaneously, the staff and facilities of I1 of the 12
regional boards of the two state corporations were transfenred to these companies. Additionally,
management of the newly created companies were contracted out to 22 private fims under a
profit-sharing plan. The initial contract was for four and a half years expiring in December 1997.
The general intent was to privatize the state owned companies in stages, starting with the
management contracts and eventually moving toward full divestiture. 1

Although the transfer to private management has shown some signs of improving
efficiency, there has been no significant change in performance in the whole one year of
operation because of two major problems. One is that the govenmment continues to control wages
and other terms of employment with which the management companies cannot extract higher
productivity from labor. Given that labor is 65 percent of production costs, the mandated increase
in wages without parallel increase in productivity has undermined confidence of the private
sector to restore profitability to the subsector and scared away investments. The other problem is
ownership and property rights. The 22 new companies are wholly state owned; the managing
companies are merely agents, with no incentives to finance capital development or ongoing
operations. The subsector, thus, has no source of fmance for development and maintenance, apart
from direct (and precarious) govemment contnbutions. Capital expenditures are being met
through bank overdafts, term loans and debentures, which by the end of August 1993 had
exceeded Rs. 2 billion.2 With no access to development capital, nothing is being done beyond
bare essential maintenance of the estates.

As for JEDB and SLSPC, tiey had accumulated liabiLities of Rs. 630 million in 1992,
mainly for salaries of residual staff (1,100 workers), gratuity payments and office expenditures.
Moreover, the break up left the two state corporations with 52 loss making estates (called "non-
viable"), covering 19,288 ha. These estates had been in the red in each of the previous five years
and their yields of tea and rubber were below 1,000 kg/ha. Following recommendations of a
study commissioned in July 1992 for assessing land use alternives and institutional

I See Government of Sri Lanka, Ministy of Policy Planning & Implementation, Cabinet Memorandum on
Restucturing of the State Plantaion Sector.
2 Resident Mission Report, September 15, 1993.
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arfangements for future operation and development of these estates, the govermment has leased
out 10 of them to some of the existing management companies. Fifteen more estates are
scheduled to be leased out by end 1993, and so will the remaining 27 in 1994.

2.2 Perfornace: 1992-93

production: 1992 was a disastrous year for Sri Lanka's Tea. A severe drought
reduced productio;t by almost 26 percent (See Annex IX). The FAO projected the first quarter
output in 1992 to be only 37,660 tons compared to 53,800 tons during the same period in 1991 (a
30% drop).3 Data collected till November 1992 show almost the same result (Table 2-1). The
drought also affected other tea-exporting countries, such as India, Kenya, and Malawi, but Sri
Lanka's loss was greater than others.

Tea exports from Sri Lanka were also hit by the dissolution of the Soviet Union, the
embargo against Iraq and the cut back in purchases by Middle Eastern buyers (see Annex IX).
Iran, one of the biggest customer for Sri Lankan tea, reduced purchases by almost 7 million kilos;
and Jordan, the biggest buyer in 1991 (31.4 million kilos), bought 9.6 million kilos less in 1992.

Sri Lanka produced roughly 178.9 million kilos of tea and exported 181.1 million in
1992. The shortfall of roughly 2 million kilos was met out of accumulated inventories. In the
aggregate, net export availability in 1992 was less than the previous year (see Annex-I for
details).

Table 2-1
Fall in Tea Production of Sri Lanka
Compared to Major Competitors

(mil. kg)

1991 1992* Change
North India 534.1 521.1 -2.4 %
South India 173.1 143.5 -17.1%
Sri Lanka 222.7 160.2 -28.0 %
Kenya 183.0 169.6 -7.3 %
Malawi 33.6 25.7 -23.5 %

Source: Forbes & Walter, Monthly Tea Satistics, Januiay 27,1993. 'January-November dat&

Pciw: Despite the supply shortage, prices fell in 1992 because of lower demand.
Starting in July 1991, by the end of 1992 prices were down from $ 2.03 to $1.40 a kilo.4 Some
tea factories closed and the government had to provide Rs.450 million in drought relief to tea
producers, mainly smallholders.

3 FAO, Current Siaion and short-term Outlook for Tea, June 1992.
4 Sri Lanka: The Sunday Observer, Finance ad Economy Secton, January 3,1993.
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Prices, however, started rising in 1993. Signs of improvement were seen at the Colombo
auction in the second week of January 1993, when the gross sales average edged up from Rs.
63.94 to Rs. 77.04.5

2. COMPETrIIVENESS AND PROFITABILIrTY

2.3 International Competitiveness

Production costs are the basis for determining the comparative advantage of a particular
commodity, as measured by the domestic resource cost(DRC) ratio.6 The current DRC ratio for
Sri Lanka's state plantations is 0.80 and for private holdings 0.63 (see Annex III). The
plantations are operating very close to their threshold of international competitiveness. Any
significant movement in prices or wage rates could push the ratio over I and make the sector
non-competitive. As shown in Figure 2-1, the DRC would approach 1, if prices were to fall 15
percent. The same is likely to happen if prices fall 10 percent and concurrently wages rise 20
percent. The iso-curves in Figure 2-1 show that the DRC ratio is more sensitive to prices than
wages.

Figure 2-1
Effect of Price and Wage Changes on the DRC.

1.3 1 _-

-- - l .

0.8

0.7
Curent Pdie Down 5% Down 10% Down 15%

Curr. Lao Up 10% Up 20% Up 30%

2.4 Productivity: Domestic & International Comparison

Productivity on tea holdings in Sri Lanka shows extremes. Government estate
plantations, located mostly in the up and mid countries, have much lower productivity than

s Forbes & Walker Weekly Tea Market Report, Sri Lanka, January 19, 1993.
6 The DRC is the economic value ( in shadow prices ) of domestic resources (primaty, not traded factors of
production) in the production of a commodity to the domestic value added. Comparative advantage exists
only if DRC is less than 1.
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private smallholdings in the low country (Table 2-2).7 The public estates' average yield in 1991
was about half Ohat of private holdings. The intakes per plucker were also about half. Clealy,
estate laborers were performing well below capability. However, yields on Sri Lanka's private
smatlholdings exceed those of their closest competitors, India and Kenya (see Table 2-2 and
Figure 2-2).

Table 2-2
Tea Productivity and Profitability:

Domestic & International Comparison
1991

Sri Lanka N. India S. India KenyaO Indonesia Malawi
State Private*

Yield (kg /ha) 1268 2442 2127 2300 2237 1645 1929

Intake per 13.52 24.59 26.22 25.24 48 na na
plucker

Labor per ha 3.21 2.70 2.67 2.50 2.20 na na

COP ($/kg) 1.879 1.54 1.52 1.39 0.94 na na

Labor Cost (as % 50 na 39 50 na na na
of COP)
Revenue $/ha)1I 2574 4957 4318 4669 4338 na na

Figure 2-2

[*Y1W(kgh( ) Ur*oflt()

-o

Lanka (State) Lanka (Prvat) IL India S.Inda Koeny

Data Source: Henderson Repot, Table K; FTCP PCR, 1992, Annex-l, Table Ia; Plantation Secior
Statistical Pocket Book, 1993, USDA Amnual Tea Report, 1992.
* Low grown only (75% of private producton).

7 The low country yields are higher primarily because of predominance of the vegetatively propagated
(VP) variety of tea as compared to mostly old seedling variety in the up and mid countries.
8 1989 data from Henderson study. The cost may actually have been higher in 1991 because of rising wage
pressure and tribal unrest.
91991 state sector COP = Rs. 79.55 = $ 1.87
10FOB price in 1991 was $2.03/ kg.
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The low productivity in state plantations is partially due to the nature of their vegetative
stock. These plantations are located mostly in the up and middle countries with a preponderance
of the old seedling variety of tea. Only about 37% of the busi es are of the high yielding
vegetatively propagated (VP) variety. In contrast, most of the private sector tea lands are in the
low countRy which have been planted with the VP stock. Other productivity enhancing measures
such as timely and proportionate application of fertilizer, proper agronomic care of the tea
bushes, etc. have also been lacking. Some of these problems are being addressed by the private
management companies after their take over of the operations in 1992.

2.5 Profitability

Profitability of the Sri Lankan tea industry is detennined by international prices,
domestic cost of production and taxes and tariffs. International prices have been extremely
competitive in the past 10 years, due to the emergence of low-cost producers such as Kenya.
Prices for Sri Lankan volume traded tea going through the Colombo have been low compared to
directly marketed packaged l'alue-added teas. 1

Table 2-3
Private-Sector Cost of Production and Margins

) __,..

Year Cost of N-t Sales Producer Difference
Production A ,erage* Margin State vs Pvt

1980 12.94 17.73 4.79 >200%
1981 14.03 17.71 3.68 >200%
1982 18.29 22.52 4.23 >200%
1983 21.74 36.96 15.22 30%
1984 29.69 46.45 16.76 70%
1985 31.48 35.39 3.91 166%
1986 31.59 30.28 -1.30 81%
1987 33.95 38.06 4.11 184%
1988 36.89 41.59 4.7 163%

Source: ADB, Crop Production Incentive Study, 1990, Chandramani, 1991.
* Net Sales Average is the average sales price of tea from different sources.

The high cost of production is perhaps the most critical issue for Sri Lanka's tea industy
because it has two profound effects on fiture prospects. Firstly, it makes the industry non-
competitive in the world market; and secondly, it lowers profitability for the producers and thus
deters new investments.

The average cost of production in 1988 for private producers (Rs 36.89 per kg) was 32
percent less than tea produced on the state plantations (Tables 2-3 and 2-4). The private sector
produced a positive margin in most of the years from 1980 to 1988, but the state sector did just
the opposite. Thus, despite the failure of the industry to contain production costs, the private
sector did quite well and maintained its competitiveness with the rest of the world.

l See Section I of the Background Paper for the Tree Crops Sector Report, September 1993.
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Table 2-4
Sate-Sector: Cost of Production and Margins

(Rs/Kg)
Year Cost of Net Sales Average Producer Marginl

Production
1980 17.94 17.42 -0.52
1981 19.03 17.53 -1.5
1982 23.28 22.85 -0.43
1983 28.41 40.13 11.72
1984 34.45 44.30 9.85
1985 38.32 32.43 -5-89
1986 38.07 31.20 -6.87
1987 42.22 37.38 -4.84
1988 48.83 41.30 -7.53
1(89 56.41 57.08 0.67
1990 60.4 62.08 1.62

Source: Chandramani, 1991; ADB Crop Production Incentive Study, 1990.

2.6 Factors Affecting the Cost of Production

a) Yiald

Increasing yields per hectare lowers the cost of production by reducing the unit overhead
cost. Excluding land rent (which is less than 1% of production cost),12 the main fixed cost
element on state plantations is indirect labor (around 50% of production costs).13 Since the
number of workers and work days is constant regardless of output, almost all labor must be
treated as fixed. The average cost of production is therefore heavily influenced by fixed labor
costs and improvement in yields should bring down the per unit cost of production substantially
in government estates.14 Research by the Ministry of Plantation Industries in 198615 showed
that higher labor output could result in big reductions in the cost of production (Figure 2-3).

A comparison of the state-sector's yields and costs of production between 1982-91,
however, shows that yield growti has fallen with concurrent increases in production costs.
Between 1982 and 1991, the average cost of production rose 12.7 percent in real terms, whereas
average
yields increased by only 4.5 percent (Table 2-5). Thus, the major portion of the tea subsector has
been consistently falling behind, rather than overtaking, the competition. This also indicates that
significant scale economy is possible within the industry in the firmre.16

12 Estimated land rent, in line with GOSL general prctice of charging 4% of the market value of
undeveloped land, is Rs. 650 per hectare. See Maxwell Stamp, "Sri Lanka Taxation and Lease Rent Study",
SA3AG Division, World Bank, lanuary 1992, p.58. If the output is 1,268 kg/ ha, the cost of land utilization
is Rs. 0.51/ kg.
13 Indirect labor, in general accounting terms, is labor used for general purposes not related to a specific
output. it is an overhead cost.
14 In the private sector, where labor has a large variable cost component, the effect of yields on the cost of
production may be less pronounced.
5S The results are based on a study of production patterns in the private sector.

16 See ADB, Crop Production Incentive Study, 1990, p.l3, Vol.11 Report
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Figure 2-3
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Table 2-5
Yields and COP in State Plantations

1982-1991
1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Yield
(kg/ha) 1134 1046 1180 1206 1205 1197 1257 1182 1226 1224

Real
COP17 16.48 16.60 18.95 20.44 19.22 18.98 19.60 19.62 18.54 17.31
-Rs/kg) _

Source: Plantation Sector Sttistical Pocket Book, 1992.

b) Labor Fore: Size and Wages

While the number of workers has declined marginally in the past decade (by 2-3%), tea
acreage has also fallen, so that the number of workers per hectare has been more or less stable.
But the cost of labor has risen sharply, faster than revenue or inflation, because of wage and non-
wage factors. The average growth of labor wages in 1982-90 was 23 percent, whereas inflaion
was 12.7 percent Much of the rise in wages has been for political consideration, bearing little
relationship to inflation or productivity growth.18

The decision of the govermnent to award a 30 percent wage increase to labor in 1993
threw the entire estate sector into disarray. In comparison, the private sector wages would have
been Rs 23-24 less per day. Eventually the increase did not go beyond 18% by the end of
October, 1993. The essential forces behind the rising cost of estate labor are union pressure,
guaranteed six-days work week, ban on moving labor around estates and lack of monitoring of
labor performance.

17 Taldng 1980 as the base year. CPI data taken from CenaUl Bank of Sri Lanka, Annual Report, 1991,
Table 22.
18Chandramani, 1991.
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c) Labor duG&b

Relative to th. increase in wages, the productivity of labor in state plantations has not
risen significantly and is well below the private sector. The intake per plucker on state
plantations in 1991 was about 13.52 kg per person day, compared to 24.59 kg for private sector
workers (Table 2-2). In the state plantations, labor productivity increased an average of 6.5
percent between 1980 and 1990, while production costs rose by 22.2% (Table 2-6).

Table 2-6
State Plantations:

Labor Productivity and Cost of Production
1981-1990

1981 1982 1983 1984 1985 1986 1087 1988 1989 1990
Output per
employee 323.3 323.4 308.1 355A 356.6 357.7 354.7 372.9 338.8 353.1
(kg)
Real
COP'9 15.01 16.48 16.60 18.95 20.44 19.22 18.98 19.60 19.62 18.54
(Rs/kg)

Date Source: Chandramani, 1991; Plantation Sectr Staisical Pocket Book, 1992.

The intake per plucker on Sri Lankas plantations are about half that of India and Kenya,
as well as the private smallholdings in Sri Lanka itself. This is because the plucking norms were
set too low, in a joint agreement between the Ceylon Estates Employers Federation and Labor
Unions, with no relations to varying productivity of different estates. and no discretion of estate
superintendents to adjust these norms. Moreover, a 1987 study showed that only 29% of the
standard plucking norm was actually achieved by JEDB.20

Low labor productivity adds to low yields and raises the cost of production. In South
India, where the agro-climatic conditions and the productive stock are similar, the average yield
is 2,127 kilogram per hectare, compared with Sri Lanka's 1,268 (state plantations). Some of the
other reasons are a failure to use sound agricultural practices,poor or improper replenishment of
the productive stock (tea bushes) and insufficient investment. I1

2.7 Taxes and Subsidies

Before the abolition of export duty and ad valorem tax in December 1992, the entire tree
crop subsector bore heavy direct and indirect taxation (Annex VI). Today, the only remaining
commodity tax on tea is the tea cess, a levy that producers pay for the governmenfs financing of
activities benefiting the sector (R&D, tea promotion, subsidies for replanting, replacement of
plant and machinery and administration of the Tea Board). The current cess is Rs 2 per kilo,
some of which goes to smallholders in the private sector as subsidies. State plantations were not
eligible for subsidies because they had access to favorable loans from intemational financial
insfitutions.

19 Taking 1980 as the base year. CPI data taken from Cenfa21 Bank of Sri Lanka, Annual Report, 1991,
Table 22.
20Study by R.K. Nathaniel cited in the Core Group's Repsr, 1989.
21 Report of the Core Group on Improving the Viability of the Estae Plantations, 1989.

4



The subsidies fall into four categories.2 2

* Field rehabilitation and development subsidy, for long-term upgrading of production
facilities, such as new planting, replanting and infilling.

* Factory development subsidy, for increasing the efficiency of tea processing and to convert
from orthodox to CTC varieties.

- Short-term production subsidy to meet for example, fills in tea price or rises in input costs.
They include a tea fertilizer subsidy and one for green leaf supply.

* Marketing subsidies, in the form oftea promotton grants, import duty rebates, Export
Development Board grants, and the like.

The subsidy scheme, financed entirely from the cess, is tax-neutral since revenues are
fed back into the subsector. However, its equity and efficiency is open to question. It is collected
from all producers but paid out to only those meeting certain criteria. Moreover, the failure to
allow the marketplace to allocate resources is an inefficiency in itself. Also, the cost of
administering the cess -subsidy scheme is high.

2.8 The International Price of Tea

The average price of Sri Lankan tea was generally higher than the major competors in
the 1980s (Table 2-7). The exchange rate of the Sri Lankan Rupee was a major determinant of
this price. The Rupee was overvalued by 15 percent against major currencies until October 1989,
which amounted to an indirect tax of Rs. 5.50 per kilogram on tea exports.23 Tlis misalignment
lowered the value of exports in the past The trend has changed recently. Ihe Rupee declined in
value against the U.S. dollar by 6.4% in 1992 and its effect on competitiveness of tea prices was
evident (Table 2-7). Further adjustments in 1993 have brought it closer to the equilibrium rate
and the problem is no longer significant (see Annex VI).

Table 2-7
Average London Tea Auction Prices

(Pence/kg)

Year Sri Lanka India Kenya Malawi

1989 127.44 127.44 123.7 104.63

1990 114.1 114.1 112.66 83.89

1992 107.35 116.62 115.56 84.6
Source: Patati'on Sector Stscal Year Book, 1993.

22ADB, Crop Development Incntive Suy, 1991.
23 ADB, Crop incentive Study, 1991. The foreign exchange cost of inputs was about 20%, too small for
substantive benefit of an ovevalued currency.
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2.9 Marketing Margins

Tea bas beet sold for yeasm through international auctions in places such as London,
Colombo, Calcutta and Mombasa1 Theoretically, auctions provide the most efficient mechanism
for price determination, if the market is efficient and totally fifee. This is not the case for tea
wheoe a few large mu ls cotol the market through local buying agents. For other small
buyers, the transaction costs of paficipating in auctions are prohibitive. Thus the market is in a
stae of vtal monopsony with sellers no longer able to get the most efficient price.

This can be seen in the spread between auction pnices and export prices of tea at the
Colombo auctions in the past 10 years Crable 2-4). From 1980-1992, thb difference between the
two prices has been as high as 86 percent Even after making adjustments for export duties,2 4

the difference is far in excess of the normal downseam margins in many consumer goods
industries. In the past, distributional efficiency was compromised because of the quota on bulk
tea allowed to be sold outside the Colombo auction." These brokers charge a I percent fee for
services, which many sellers do not use or which the brokers do not provide efficiently.2 6

Table 2-8
Colombo Auction and Export Prices

(Rs/kg)

Year Auction Price F.O.B. Price Difference Pereentag

1980 18.36 33A8 15.12 82.3 %
1981 18.06 33.54 1SA8 85.7%
1982 23.43 35.02 11.59 49.46%
1983 43.27 52.60 9.33 21.56%
1984 62.79 77.21 14.42 22.96%
1985 39.01 60.72 21.71 55.65 %
1986 30.68 44.53 13.85 45.14 %
1987 39.30 52.97 13.67 34.78 %
1988 42.77 55.95 13.18 30.81%
1989 54.61 66.91 12.30 22.52 %
1990 70.97 91.82 20.85 29.38 %
1991 5827 84.03 25.76 44.21 %
1992 61.75 81.57 19.82 32.09%

Source: Pantation Sector Statistical Pocket Book, 1993 & 1993.

2.10 Industry Prospect

The fire of Sri Lans tea industry depends much on world markets in the l990s and
the opportunities <iey present World demand for black tea is expected to rise from 1,862,000

24 The export duty on tea was Rs. 1.50 per kg, at the time of its abolition in December 1992.
25 This quota has since been kireasd (from 10% in 1992 to S0% in 1993). Al value added ts may alo
be sold outside the auctdi.
26 Task Force on the RWtucuring of Plansion, GOSL, March 1991.
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tons in 1990 to 2,548,000 tons in 2000 - a growth of 3.2 percent per annum.27 The supply of
black tea, on the other hand, is expected to grow at about 2%, which holds promises of better
prices overall38 Sri Lanka's future also depends on the existing strength of the industry and the
speed at which it overcomes its weaknesses (see Annex X). In 1990, only 4,500 hectares of tea
land (2%) had tea bushes under 5 years of age. Considerable replanting has been planned - about
14,000 hectares in 1987-97. This would increase yields substantially and probably achieve target
growth of 2.5 percent a year. If this is realized, black-tea production by 2000 is estimated to
reach 264,000 tons.2 9 The narrow surplus of demand over supply, however, could of course
disappear if producers cut back fertilizer and other inputs under extreme price competition.

The demand growth for black tea is basically going to be in developing countries (4.2%
p.a.), particularly Egypt lraq and Pakistan. This augers well for Sri Lanka because these
countries have traditionally been its biggest buyers. But the market is shifting to 'cut-tear-curl'
(CTC) tea, where it has a distinct disadvantage. The total capacity of CTC tea processing in Sri
Lanka is only about 3% at present, which they are trying to increase to 20% by 1998. Without
rapid transformation to this variety of tea, they are likely to lose the lucrative Middle East market
to Kenya.

Sri Lanka also grows a considerable amount of high quality tea such as Uva, Nuwara
Eliya and Oolong, which command premium prices in the markets of the west as well as Japan.
Excellent packaging, branding and product differentiation are critical marketing tools for these
markets, which offer tremendous oppormuity for Sri Lankan producers who want to shift their
focus from the Colombo mass auctions to direct marketing of value added products.3 0

Tea prices are more difficult to assess in the long term because of volatility of the
market, but it is not vety bright for traditional bulk tea. Growers and exporters should go for
more value added and quality teas, backed by strong promotion of the positive human health
aspects of tea consumption.

In summary, the fuitre of tea is good if it is appropriately marketed using segmentation,
product differentiation and positioning strategies. Sri Lanka has the necessary capability to
achieve this, but would require careful planning and restructuring of the present production and
marketing system.

27 FAO, "Tea Revised Supply, Demand, and Trade Projections to 2000," Rome, June 1992.
28 See the accompanying Position Paper on Tree Crops Subsector Strategy for Sri Lank
29 Ibid.
30 See also the Position Paper on Tree Crop SubsecW Strategy for Sri Lanka.
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IIL THE RUBBER INDUSTRY

1. INDUSTRY STRUCTURE

3.1 Production

Sri Lanla's rubber industry is dominated by private smallbolders, who produce two
thirds of the crop, the rest coming from state plantations. Since the 1950s, it has steadily lost
market shlare to overseas competitors. Between 1952 and 1972, production increased by 1.8
percent a year (from 98,000 tons to 140,000 tons), compared to world increase of 2.8
percent.I However, between 1972 and 1990, Sri Lankan production declined by about 22
percent, due to reductions in cultivated areas, despite yield increases of 4.5 kg/ha.2 Output from
government estates fell an average of 2.30 percent per year between 1980-92, compared to about
1.30 percent in the private holdings (Table 3-1). Growing internal demand reduced exports by 46
percent in 1970-90.

Table 3-1
Rubber Production
('000 metric tons)

Private Sector State Sector Totad l

1980 82.70 50.50 133.20
1990 81.20 41.80 123.00
1992 69.5 36.6 106.10
Growth Rate (P.A) -1.3 % -2.3% -1.69%
Share (1992) 65.50% 34.50% 100% l
Source: Alan Green, 1991, Plantation Sector Statistical Pocket Book, 1993.

The composition of production has changed over the years, with shift towards latex, sole
crepe and low-grade TSR rubber (Table 3-2). But production of the dominant RSS giade has
fallen over the years along with the total output. There is now a good demand for RSS rubber and
scrap crepe from the growing domestic tire industry. Sri Lanka has about 15 percent of the world
solid tire manufacturing capability, which is shortly expected to rise to 20 percent with the
addition of new capacity.3 The world demand for this type of tire (for fork lifts and heavy
equipment) is around 10 million units annually, worth $200 million-300 million.

Latex and high-grade crepe rubber are used for many products ranging from surgical
gloves to hot water bottles. High growth in latex was mosdy driven by domestic demand, which
absorbed almost 95 percent of output in 1989. Sole crepe, which commands a premium,
accounted for only 2.26 percent of production.

I Alan Green, "Technology & Market Development in Tree Cropse, World Bank, 1991.2 Aln Green, "Rubber Producton and Proceing of Sri Lanka", World Bank, April 1991.
3 European Rubber Jomnal April 1993.
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Table 3-2
Rubber Composition of Production

(metric tons)

RSS All Latex Scrap Sole TSR All Latex Total
Grades Crepe Crepe Crepe Grades

1970 94,187 41,728 17,842 2,176 49 496 156,478

1989 54,307 31,316 3,666 2,589 13,985 4,882 110,745

1992 45,626 24,554 5,017 3,684 15,497 11,770 106,148

Mean 64,340 32,533 8,841 2,816 9,844 5,716 124,457

Total 42.98% 23.13% 4.73 % 3.47% 14.60% 11.09 % 100%
(1992)
Change 4.42% -1.58% -8.42% 0.97% 34.6% 13.55% -2.68 %
(p-a)
Source: Allan Green, April 1991, Plantation Sector Sttistical Pocket Book, 1993.

3.2 Export

Export of rubber declined by 45.8 percent between 1970 and 1990, because of rising
domestic demand. The ratio of export to output declined from 100 percent in 1970 to 75.7
percent in 1990, while domestic consumption to output rose from 2.4 percent to 18.8 percent 4
Lower grade TSR replaced much of the old RSS after 1979 and exports of latex crepe were
stable.

The major international markets for Sri Lanka's rubber are the EC, Eastern Europe, the
Indian subcontinent (particularly Pakistan) and Japan (see Table IX-C, Annex IX). Sri Lanka's
main export in 1992 was RSS (43%), followed by latex crepe (23%) and a small quantity of sole
crepe (3.5%), mostly to western and Eastern Europe. The Indian subcontinent imports primarily
low-gmde RSS and latex crepe.

Demand for TSR and scrap crepe (lower grade) comes from Eastem Europe as well as
the Indian subcontinent. Eastern European countries use the RSS to complement their synthetic
rubber production. Western European countries, however, use RSS in the production of specialty
rubber.

Demand for rubber is influenced by the level of manufacturing technology in the
importing countries. To penetrate markets for high grade and specialty rubber, Sri Lankan
exporters have to understand and develop close links with end users, preferably through direct
exports. Recently, a few exporters have forged direct links with overseas manufacturers to
develop rubber with specific technical properties.

Crepe rubber, a dominant export product of Sri LIanka, commands premium pnce in the
world marke . But it has not done enough to develop this market. Specialty rubber has to be

4 Suan Tan, "'Prospects for the Natural Rubber lndustry in Sri Lanka, World Bank, Washington D.C.
1991.
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custom-made and mass-marketing does not work well in quality conscious markets. Since 90
percent of the specialty rubber comes from state plantations, which in the past have not gone
outside the traditional broker-auction channel, the penetration of the market for quality rubber
has not occurred. Private companies now managing the state plantations are trying to establish
direct marketing links with specialty rubber buyers overseas. The development of promotion
channels for specialty rubber has also lagged in Sri Lanka. The absence of a rubber export
promotion agency is noticeable.5 With the changing pattern of consumption in the 1990s and
beyond, with manufacturers of finished products seeking consistency, uniformity and other high
technical characteristics, a body to provide advisory and marketing support services is crucial.

An expected recovery in the US and Japan, as well as increasing demand from the LMIC
countries, might improve export prices which are now projected as poor. On the other hand, low
prices should alert Sri Lankan producers to the need to concentrate on specialty rubber, where
they have significant comparative advantage.

2. PROFTABILITY AND COMPETITIVENESS

33 Productivity

State sector productivity, which was almost double that of the smallholder ten years ago,
has steadily fallen while private sector productivity has risen to the point that they are now
almost equal - at about 800 kg/ha (Table 3-3 and Figure 3-1). This, however, is much lower than
competing countries (such as Malaysia, Thailand, and Indonesia) where aver"ge yields generally
exceed 1400 kg/ha.6 In Sri Lanka, the highest yields are found on holdings of less than 0.16 ha
and the lowest on holdings of 1-2 ha. Yield also increases with density of planting.

Table 3-3
Rubber Yields in Private & State Sectors

(kg/ha)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992
small
Holder 558 601 719 760 737 895 765 814 720 na na na

Sae 1046 1027 1050 1029 1006 976 962 904 828 946 876 na

Mgmt.
COS. - - - - - - - - - - - 882

Overall 705 729 818 840 818 919 824 841 766 na na -

Source Plantation Sector Statitcal Pocket Book, 1992,1993; Suan Tan 1991.

5 There is no equivalent toD he Tea Board for¢ bbe in Sri Lanlka.
6Core Group Report, 1989.
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Figure 3-1
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Some of the reasons for Sri Lanka!s low yields are:7

• Rugged terain maing planting and tapping difficult
* Sub-optimal tapping and low tapping intensity.
* Poor agronomic practices.
* High output losses in the rainy season.
* Low use of fertilizer.

3.4 Cost of Production and Profitabit

-he 1984-1991 cost of production and profit margins for state planbttions and small
holders and are given in Tables 3.A and 3.5.

Table 3-4
COP and Proftability(State Sector)

* {~~~~~~~(sg)

Year COP % Change Sale Prce % Change Magin %O Change

1984 14.02 - 15.32 - 1.30 -

1985 17.27 23.18 17.58 14.75 0.31 -76.1
1986 18.70 8.30 21.55 22.58 2.85 822
1987 20.10 7.48 20.20 -6.26 0.10 -96.5
1988 23.95 19.15 27.12 34.20 3.17 300
1989 28.63 19.54 25.49 -6.01 -3.14 -195
1990 28.98 1.20 25.67 0.70 -3.31 -5.4
1991 29.87 3.07 24.61 -4.13 -5.26 -58.9
l99? 32.40 8.47 35.32 4.35 2.92 280

Soure: Plandaon Sector Statsti Podkt Book, 1993.
* Under private management companies.

7 Suan Tan bid.
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Table 3-5
COP and Profltabiliy(Private Sectr)

(Rs/g)

Year COP % Change Sale Price % Change Magin % Change

1984 9.60 -- 12.42 - 2.82 -
1985 10.50 9.4 14A7 16.5 3.97 40.8
1986 10.93 4.0 15.49 7.00 4.56 14.9
1987 11.23 2.7 17.82 15.0 6.59 44.5
1988 13.41 19.4 21.26 19.3 7.85 19.1
1989 15.00 11.9 19.89 -6.40 4.89 -37.1
1990 17.83 18.86 20.43 2.70 2.60 -46.6
1991 19.96 11.95 22.38 9.50 2.42 -7.3

Sorce: ADB, Crop Productio incentive Study, 1990; Plantation Sector Statistical Pocket Book, 1993.

The state sectoris profit margin has been consistenty lower than that of the private sector
and was negative from 1939-91 (Figure 3-2). It has turned positive since their takeover by the
private management companies. Moreover, year-to-year, the margins have been unstable and
strong disincentives for investment

Figure 3-2

-, 1985 198 1997 196 199 190 191 19

4

3.5 Intenational Competitiveness

The current DRC ratio for the smallholder rubber sector in Sri Lanka is 0.41 and for the
stae sector 0.69, both of which are evidence of the industs strong comparative advantage in
world markets (See Annex IV). However, a comparison of the cost of production of six rubber
growing countries shows the relatively weak position of Sri Lanka's state sector vis-i.vis
Indonesia, Nigeria and Zaire, but better stamding against Malaysia and Cote d¶voire (Table 3-6).
Smallholder rubber is fairly competitive.
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Table 3-6
Rubber: International COP & Wage Rates

..Industria Estates.. ..Small Holder..
I

Country COP COP COP COP Wage Rate
$ per m.t Index $ per m.t Index 1990 ($)

Malaysia 837 110 - - 6.26
Indonesia 466 61 420 94 1.09
SriLanka 764 100 446 100 130
Cote d'lvoire 920 120 550 123 2.63
Nigeria 466 61 - -
Zaire 583 76 - -

Thailand - - - - 3.18
Source: Allen Green, World Bank Consultant Report, May 1991.

3.6 Factors Affecdog Profitability

(a) Export Marketing & Distribution: Traditional channels for marketing rubber
(through middle-level dealers operating in the principal rubber-growing areas and the bi-weekly
Colombo auction) may work for low-grade rubber but not for specialty rubbers. Direct marketing
and development of channels to special market niches overseas should move rubber out of the
commodity market into the specialty markets which command better prices.

Sri Lanka has attempted some centralized group processing. Under this system, a group
organization gathers unprocessed rubber from over 160,000 individual sma1lholders and
determines the best processing for optimal quality output. Sri Lanka needs to develop this system
further. It may also experiment with the Thai model of Group Marketing Centers, where a group
of smallholders form a joint venture to weigh, grade and sell their product. This gives some
economies of scale and higher bargaining power.

(b) Labor Wages and Productivity: The same factors behind the rise in production costs
of tea are responsible for rising costs in rubber also. Spiraling wages, COLA and incentive pays
accounted for more than 75 percent of cost increases for rubber in 1984 and 1988.8 Other
factors are the six day work week and the immobility of labor from one estate to another.

3.7 Industry Prospects

The future of the rubber industry in Sri Lanka is tied to demand growth in the Asia
Pacific region and the ability of the industry to increase its productivity, lower the cost of
production, and develop specialized high-grade rubber marketing. Even though it is
overshadowed by *,e two Asian giants (Malaysia and Indonesia), Sri Lnka still has a great
potential in high-grade rubber. To realize it, however, will require significant retucing of the
production and marketing technologies. Sri Lanka's cost of production and wage rates are lower
than Malaysia, which gives it an inmense edge over this giant competitor. It also has an
entrepreneurial private sector which should do well given the right incentives (see Annex X).

8 Core Group Report, 1989.
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IV. TEE COCONUT INDUSTRY

1. NDUSTRY SMUCTURE

4.1 Production

Almost 75 percent of coconut cultivation in Sri Lanka is in smallholdings. The crop ara
has declined from 1.2 million acres in 1973 to a little over I million acres in 1991, most of it due
to housing developments. Production has fluctuated widely. The yearly average in the past 20
years was 2,345 million nuts, but output in 11 of these years was below this average.1 The
highest yield was achieved in 1986 (3,039 million nuts), but since then production has dropped
to an almost all time low of 2,184 million nuts (Table 4-1).

Table 4-1
Sri Lanka: Yearly Coconut Production

(Mn. Nuts)
1982 1983 1984 1985 1986 1987 1988 1989 1990 199

Output 2521 2312 1942 2958 3039 2292 1939 2484 2532 2184
Domestic

Consumption 1893 1740 1660 2027 1877 1731 1701 1896 2018 1796

Export 628 572 282 931 1162 561 236 588 514 388
Source: Plantaion Sector Statistical Pocket Book, 1992.

The highest yields in the last ten years were recorded in 1985 and 1986 (7331 and 7607.
nots per ha, respectively). Yield has risen and fallen since then, but it is very much below its
potental (Table 4-2). The main factors Pifecting yield are the age of palm trees and fertlizer use.
Many rees are old, even though the govemment has provided subsidies for replanig. Nor has
the replanting worked well, because failure to remove older palms produced overcrowding that

Table 4-2
Coconut: Average Yield

(Nuts/ha)

=1983 1984 1985 1986 1987 1988 1989 1990 1991 1992

5618 4776 7331 7607 5795 4948 6410 6602 5755 6115
Source: Plantion Sacor Statistical Pocket Book, 1993.

productivity. Inconsistent use of ferdlizer has also affected yields. The avenge yields on non-
fertilized land have been below 2,000 nuts per acre, compared with 3,000 nuts on fertilized land.

A 1jDB, Crop Production Incentive Study, 1990.
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Ferdlizer application has, in turn, been affected by recurring droughts and the price of fertilizer
and nuts. In 1979-87 the government provided over Rs.73 million in fertilizer credit and the
Coconut Development Project, funded by ADB, was also meant to increase fertilizer use. Ihese
schemes channeled through the commercial banking system, however, have not been effective
because banks have dragged their feet on loans to smallholders.

Coconut production in Sri Lanka is driven largely by lo-al demand. Exports are
secondary (Table 4-3). Internal demand has increased with the growing population and is now
estimated at 125 million nuts a year. Since the scarcity of land is a severe limitation, the only
effective way to increase output is increasing yields. This should be the main focus of future
strategy.

Table 4-3
Coconut: Value of Exports Compared to Other Exporting Countries, 1991

Sri Lanka India Indonesia Malaysia Philippines Papua Otheis
New
Guinea

Value 62,944 27,596 131,015 40,841 508,934 18,025 25,721
(US$ '1000)

Percentage* 7.72% 3.39% 16.07% 5.01 % 62.44% 2.21 % 3.15 %

Souc: Plantation Sector Statistical Pocket Book, 1993.
* Of the world total.

4.2 The Domestic Market

As noted, most coconut production in Sri Lanka is in smallholdings which are scattered
throughout the coconut producing areas. Most do not have a developed marketing network and
depend mostly on rural dealers and taveling collectors. The dealers sell their stock to rual
wholesalers, who distribute some to urban centers. Alternatively, dealers sell to desiccated
coconut mills, copra curers, or oil mills. The large government-owned estates and private estaes
sell coconut through brokers to the mills or food wholesalers.

Within the smaUholder sector, prominent coconut growers have 2 hectares or less of
land. Many practice intercropping and, for many smallholders coconut is not the main source of
livelihood. Management is generally poor, little or no ferilizer is used, and weed corol and
moisture conservation are inadequate. This type of low input-low output culture is a major
detrent to productivity.

Although the large coconut growers account for only 1 percent of all holdings, their
contribution to national production is proportionately much higher. This segment provides the
real marketable surplus that feeds the processing industry. One problem, however, is that many
of these estates are owned by absentee landlords and managed by untrained caretakers. Low
intensity of land use, inadequate adoption of research, and poor management are general features
of many large holdings. Some absentee landowners are reluctant to invest in costly inputs
because of fluctuation in market prices and unpredictable weather. Nevertheless, average yields
of these estates are generally higher than those of smallholdmgs. Very well-managed pivate
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estates have recorded yields of 15,000 nuts per ha, almost two and half times the national
average of 6115 nuts.

43 The Export Market

Sri Lanka's biggest coconut export product is desiccated coconut (53.4 million
kg.), followed by copra (5.8 million kg.) and coconut oil (2.4 million kg.) as shown in Table 4-4.
However, exports are dependent on the available surplus after meeting domestic demand and
fluctuates widely fiom year to year. For instance, between 1986 and 1992, yearly export of nuts
ranged from 1.1 million to 0.2 million (Figure 4.4).

Table 4-4
Coconut: Quantity and Value of Export

1986 1987 1988 1989 1990 1991 1992

Qty: '000 kg 59,811 53,232 22,422 43,205 52,969 47,164 53,454
Value: Rs.Mn 848A 1101.1 618.3 1023.1 1427.1 1545.8 2371.7

IC=
Qty: '000 kg 10,078 8,997 5,846 8,249 7,250 7,665 5,849
Value: Rs. Mn 87.9 79.3 102.1 147.8 119.8 18X.5 187.9

Coconut Oil
Qty: '000 kg 81,075 16,462 5,351 29,667 13,978 1,049 2,429
Value: Rs. Mn 672.5 242.2 175.1 749.4 295.5 36.7 105.1

Nut
Qty: M.Nuts 1,105 538 224 571 507 366 411
Value: Rs. Mn 780.4 717.1 643.1 944.7 940.78 850.1 1026.2
Source: Plantation Sector Statstical Pocket Book, 1993.

Coconut oil has both strengths and weaknesses in the international market. It is used as
an edible oil as well as an industrial oil. Highly valued for its lauric and myristic acid contents (
used in the manufacturing of soap and cosmetics), it commands a premium price.2 However, the
oil is very saturated, which makes it undesirable for human consumption in most health
conscious countries.

Exports of coconut oil have droppc. gnificantly - down from 81,075,000 kg in 1986 to
only 2,429,000 kg in 1992 - due to falling nut production and increased domestic consumption.
The share of coconut oil in exports of kernel products also declined sharply, from more than 50
percent in 1979 to a r'gligible proportion in 1991. Exports of other products, such as high-value
copra, desiccated coconut and fresh nuts which corimand better prices, have gained ground. The
major buyers of coconut oil from Sri Lanka are Bangladesh and the United States.

2 Price of coconut odil went as high as $1,300/ton in 1984. See ADB, Second Coconut
Development Project, Feasibility Study, October 1991.
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Figure 4-1
Sri Lanka: Export of Kernel Products
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2. PROFiTABELIY AND COMPETffWENE~SS

4.4 Productivity

The average yields of coconut in Sri Lanka are shown in Table 4-2. The yield are low
compared with most international competitors (Table 4-5). Some improvement has been
achieved through subsidies for replanting with high yielding and early bearing varieties, removal
of senile palms, moistue conservation practices and fertilizer applications.

3pFAO, Regional Office for Asia and the Pacific (RAPA) Publication, "Coconut Oi and Copra Production,
Mrketing & Trde", Bangkok, 1992.
4ADB, Second Coconut Development Project, Feasibility Study, October 1991; Plantion Secwtr
Statistical Pocket Book, 1993.
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Table 4-5
Coconut Yields in Selected Countries

(tons/ha in copra equivalent)
Country Yield

India ~~1.6- 
Philippines 1.55
Indonesia 1.33
Papua New Guinea 1.24
Sri Lanka 1.22
Malaysia 1.13
Source: FACE RAPA Publication No. 1992/10, 1992, p. 49.

4.5 The Cost of Production and Profitability

The cost of production and margins for coconut in state plantations since 1982 are given
in Table 4-6 below.

Table 4-6
Coconut: COP & Producer Margin

(Rupeesinut)
COP NSA Margin

Year
1982 0.74 1.01 0.27
1983 0.93 1.66 0.73
1984 1.96 2.94 0.98
1985 1.17 1.25 0.08
1986 1.10 1.13 0.03
1987 1.49 2.20 0.71
1988 2.68 3.09 0.41
1989 1.85 2.14 0.29
1990 1.99 2.10 0.11
1991 2.36 3.36 1.00

Average 1.627 - 0.461
Source; Plantation Sector Pocket Book, 1992.

The ten year average margin-on-cost (28%) is indicative of the profitability of the sector.
An ADB analysis of production costs and profitability indicates that the profit margin is highest
for smallholders with one acre of land, followed by private estates and state plantations.5 The
estate plantation profit margins, however, were eleven times lower than smallholders'.

4.6 Itermational Competitiveness

The DRC ratio for the private smallholder coconut sector in Sri Lanka is 0.048; for the
state sector it is 0.33 (see Annex V). Both sectors, thus, have strong comparative advantage for

5ADB, Crop Production Incentive Study, 1990.
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producing coconut. Even though coconut yields in Sri Lanka are quite low compared with other
major producers, such as India, Philippines and Indonesia (Table 44), the industry is profitable
because of low production costs.

3. CRITICAL ISSUES

4.7 Productivity Enhancement

Because of increasing domestic demand and scarcity of land, higher productivity should
be a major goal. Adoption of holistic farming, rather than a mono-cropping is likely to improve
performance.6 Greater productivity also depends on a more systematic application of fertilizers
and the use of moisture conservation techniques. Since better nut prices would boost the use of
fertilizer, it may be useful to focus on the development of better marketing through, say,
collective association of smallholders.

4.8 The Subsidy Scheme

Subsidies could have been made more effective by concentrating on the problems of
smallholders. Besides limited access and high transaction costs, the schemes did not encourage
conversion from mono-cropping to high-income multi-crop agriculture.7

4.9 The Credit System

Access to credit by smallholders has been a persistent problem. Credit institutions have
shied away from lending to the small growers, because t is perceived more risky than traditional
trade fmancing. Borrowers, also, have not been able to meet tihe rigid lending requirements, such
as collateral and guarantees. In addition, past credit schemes have not provided any support to
medium and large coconut producers.

4.10 Technology Improvements

Research into conservation of soil moisture, better yielding fertilizer technology and
supplementary cost-effective irrigation are required to reduce the fluctuations in output and
yields. Exploitation of the demand for exports hinges on increasing output so that it consistently
exceeds domestic demand.

4.11 Industry Prospects

The export market for all coconut products, except copra, is not too encouraging.8 But
Sri Lanka's coconut industry is basically geared to meet the country's internal demand which has
a healthy growth outlook (see Annex X).

6 See ADB, Crop Incentive Study, 1990.
7 ibid.
8 See the Divisional Paper, "Sri Lanka Tree Crops: Inteniatonl Setting December 1993.
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V. FUTURE STRATEGY

1. THE POLICY ENVIRONMNT

5.1 Economic Environment

Sri Lanka's natWal endowments are well suited to the tree crops industries. Marginal
investments in these crops have economic rates of returns (ERRs) ranging between 20 percent
and 50 percent. Despite the economic importance of the sub-sector, years of negative protection
(for supporting import substituting manufacturing and agricultural goods industries) have drawn
resources away leaving it weak, unprofitable and on the brink of losing intemational competitive
and comparative advantage.

5.2 Political Environment: Policy Objectives

Government's commitment to reforms of the plantation sector is clear following its
restructuring decision in 1992. The pace of reform, however, is slow and generally reactive
rather than proactive. The apparent policy is for privatization of the state assets without
relinquishing ownership at this time. Concern about reintroduction of colonial management
practices and an overwhelming concern about labor employment and welfare has made the
Government conservative about changing the ownership pattern. The Land Reform Act of 1972,
which prohibits private holdings over 20 hectare, still governs government policy towards the
plantations.

The two main objectives of restructring were to bring in efficient management by
involving the private sector and to attract private investments and eliminate the drain on the
government budget. The strategy used was to contract management of the plantations to private
companies and persuade them to inject their own capital into the enterprise - sharing the gains
along with the risks. Unfortunately, the strategy did not consider an important principle of
investment. In a fiee enterprise system, the two essential requisites for investment are attractive
retus and operational control. Investors are attracted to a venture for promise of higher
marginal return. Likelihood of realizing the expected return are intricately linked with the ability
to control essential aspects of operation, such as productivity, cost of production, access to
markets, etc. Control comes with full or partial ownership with unfettered management contract.
The system created by Sri Lankan planners, in 1992, failed to provide the institutional setting
necessary for giving effective control to the private companies they were banking on. Thes:'e
companies were not allowed to acquire ownership or even part ownership in the ventures. Nor
were they given the right to deal with labor in a manner prescribed by the labor code. Together,
these two factors have created a high-risk environment which discourages private risk taking.

This situation has developed because ownership of the plantations by any non-
government agency is contrary to the Land Act of 1972. But it is also because private ownership
of these assets is opposed by the labor unions and as such is considered politically undesirable.
This has created a situation where the private sector has entered the field but is unable or
unwilling to play because the rules are stacked against it. For the last one year, this has left the
sub-sector in a quagmire. The private management companies are simply carrying on as agents
of the state, relying entirely on the latter to provide the financial inputs with no commitmnents of
their own; and the government (through the parent companies) is still footing the heavy bill of
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running the organization. Between June 1992 and July 1993. the aggregate losses suffered by the
plantation companies were in excess of Rs. 1.34 billion.

5.3 The National Polcy for Tea

According to the ADB, the main elements of Sri Lanka's futue national policy for tea
should be:I

I. Retention of its cuffent share of the global tea market: To keep abreast of the 3 percent
expected growth in world demand by 2000, exports need to be raised from the present
222,000 tons to 250,000 tons, and production will have to increase from 233,000 tons to
364,000 tons in the next 10 years.

2. Raising yields by 20 percent per ha within five years.

3. Alternative uses for uneconomic tea areas.

4. Promoting production of CTC tea. To meet future market demand, at least 20
percent of Sri Lanka's tea output would have to be converted to CTC within the next five
years.

5. Exporting consumer packs of Sri Lanka's own brands.

6. Deregulating exports and imports and promoting Sri Lanka as an international tea trading
center.

7. Changing the way tea is marketed and exploiting direct export.

S. Privatizing state-sector management as a first step toward full privatization thrugh
divestiture of ownership.

T-hese policy elements are all extremely important for Sri Lanka to be an efficient
producer of tea in the face of rising global competition. The government also recognizes their
importance and has started implementing many of them through deregulation and
macroeconomic reforms (such as maintaining competitive exchange rate) to improve incentives
for tea production. The most important policy decision required now is to move rapidly towards
fill privatization of the subsector.

2. SUBSECTOR OBJECTIVES AND STRATEGIES

5.4 Principal Objectives and Strategies

There are four areas of concern for the govermnent - tree crop institutions, fiscal
environment, production and marketing, and the employment and labor market Keeping in view
these concerns and their associated long-term objectives, this repozt prepaes corresponding
strategies for the subsector (Table 5-1).

1 ADB, Crop Production Incentives Study, 1990.
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Table 5-1
Govenument's Long Tenm Objectives and Proposed Strategies

For the Tree Crops Subsector

GOVERNMbENT OBJECTIVE PROPOSED STRATEGY

I. Development of the sub-sector for * Rapid privatization of the state sector
maximum exploitation of the through regulatory refonns and
county's comparative advantage in phased divestiture of plantation
tree crop products. assets.

* Encouraging cooperation between
labor and management for improving
productivity and output.

FiP YikQmen

2. Realizing the full revenue and export
earning potential of the subsector. * Esablishing a policy environment

tha removes all macro economic
distortions and enables efficient
growth of the goods, hbor and capital
market in support of the sub-sector.

lioll sd Madketing

3. Enhancing the countr's competitive
position in the world market for tree * Providing necessary environment for
crop products. productivity growt, product and

process innovation, and market
development overseas.

D=pja=entudIaborMarket

4. Achieving growth of labor efficiency
in the sub-sector and providing * Encourage the private sector to
decent standards of workers' welfiae. develop cooperative management

with labor and promote labor
efficiency.

While pursuing the above-mentioned broad stategy, care should be taken to strengthen
the role of the public sector in appropriate areas. These include providing a regulatory and legal
fiamework that enhances the competitive enviroment, and services such as basic research and
infrastructure support which are in the nature of public goods.
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5.5 Istitutions

The essentials for growth are privatization and deregulation of the market, as well as
institutional restructuring. Given the volatile political environment in Sri Lanka, however,
change has to be gradual although still strongly directed. In the short-term, the government may
have to cede some form of limited ownership to the private management firms. Each of the state
owned regional plantation companies need an average investment of Rs.75 million -100 million
a year, to maintain the facilities and start a modest development program, which is not possible
for the government to provide any longer. But, as long as government retains full ownership of
these companies, the private management firms will not risk their own capital. A possible
resolution could be to confer virtual ownership of the plantations to the private sector without
giving up the absolute ownership of the land by the government. This should be backed by
complete labor market reforms that give management freedom to negotiate wages and
productivity with labor unions. In the medium-term (5 years), the goal should be to attain 100
percent divestiture of the plantations. Details of a plan to achieve this are presented in Section
5.9.

56 Fiseal Environment

To realize the full revenue-eaming potential of the subsector, all unnecessary
macroeconomic distortions need to be removed. The medium-term objective is for 5 percent
growth in government revenue and export earnings from the subsector, through direct taxation of
the income generated by a prosperous business sector rather than distortionary indirect taxes.
Thus, short-term measures should include reappraisal of the taxation policy to remove any
remaining visible and invisible biases. The cess-subsidy program should be gradually replaced
with improved price incentives and good institutional credit.

The short-term program also calls for policy changes that would increase producers'
margins, particularly by lowering the cost of production and increasing sales revenue. AlU
constraints on the sale and disposal of tree crops need to be removed to let producers find the
best outlets and prices in the world market. The cost of labor would have to be determined by
market forces, including collective bargaining. To restore profitability, wages need to be tied to
productivity; tree crop research has to be tuned to the problems in the fields; and investment in
factory retooling and modernization has to be accelerated.

Financial sector reforms, such as liberalization of interest rates and privatization of state
owned banks, will be needed to enable the financial market to meet the plantation's demand for
capital investment. The World Bank's Private Finance Development Project (PFDP) is
addressing the problems of the capital market for term financing and similar projects may be
necessary to support development of the tree crops industries.

5.7 Production and Marketing

Enhancing the country's competitive position in the world market is key to tree crops
development in Sri Lanka, which exports 95 percent of its tea and 75 percent of its rubber. The
two principal strategies are enhancement of productivity and innovation of new products and
processes. The long-term outlook for the world tea industry is dull and oversupply is a serious
concern. However, both tea and rubber are fast changing from old-fashioned commodities.
Varying tastes and patterns of consumption in the major markets provide ample opportunities for
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product differentiation and new product and market development. The markets for specialized
tea and rubber in the developed countries are growing. So far, the producers of tea and rubber
have provided the raw materials, while western marketing has taken the value-added.

Two things are essential for Sri Lankan producers of tea and rubber to achieve visibility
in the world markets. First, they should retool for producing value-added products that are
different from those of the rest of the world. Second, they should concentrate on market
development and niche marketing to find new users of their products and establish the
superiority of their brands in special segments. Although the size of the tea and rubber market is
not small, most producers are competing for volume, not quality and differentiation. There are
tremendous opportunities for upscale products and the country which enters this phase first will
become the industry leader in future.

5.8 Employment and Labor Market

The plantation sector employs 10 percent of Sri Lanka's labor force, or about 600,000
workers. The overriding concern of the govermnent is their continued employment. Since a
profit-oriented private sector is likely to trim the labor force, at least in the short run,
development of the subsector must address this social issue.

The desired objectives should be improvement in labor efficiency and providing a decent
standard of workers welfare. In a free market economy, the creation ofjobs is mainly the task of
business. Government provides the environment and facilities that helps enterprises create jobs.
This must be the long-run objective for the tree crop subsector also. In the short-term, this
involves asserting the right of labor and management to resolve differences through
collective bargaining without undue interference from the government, consistent with the
recommendations of the working paper on "Labor Market Flexibility in Sri Lanka," prepared
as a contribution to the Private Sector Assessment. There are many estates with surplus and
others with deficit labor. Since the movement of plantation workers to other sectors is not easy,
additional work opportunities have to be created within the plantation subsector, a task which is
complicated by seasonal variation of demand. Balancing the demand and supply is not difficult,
as long as labor can move freely from one estate to another. The future strategy should aim to
achieve this. A supplemental strategy would be to create other activities in the plantations. In the
first year of operation, the management companies have effectively utilized some of the excess
workers in tobacco and sugar cultivation and metal quarry and crushing.

3. ACTION PLAN

5.9 Issues and Options

Most problems in the tree crop subsector are either the result of mistaken government
policies or their ineffectiveness to sustain and advance the industry. The three broad areas that
have revealed the inadequacies of past policies are (i) institutions, (ii) subsectoral policies and
(ii) state plantations management.
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A hnduUin

1) Ownership Constraints: Two motives were behind the restructuring that created the
22 autonomous companies. The first was to provide private management to end the staggering
drain on the government's financial resources. The second (and longer term), was to transfer
ownership to the private sector. The plan omitted many essential details. For example, there was
no implication how the operations would be financed after the initial changeover. At the time of
transfer, the combined liability of JEDB and SLSPC was over Rs. 5 billion in long- and short-
term debt. Most of it was held by the two nationalized banks, the People's Bank and the Bank of
Ceylon, which had heavy debt portfolios. These institutions were not willing, or able, to provide
more credit to plantations. The government probably cxpected that management companies
would provide the long-term and working capital. However, the present ownership restriction
does not foster investment form the private companies. Section 3. 1(X) of the management
contract stipulates that these companies were responsible for "arranging the procurement of
adequate working capital and investment capital for development expenditure as is required for
the purpose of the Company on security assets of the Company." Unfortunately, hardly any
financial institution will lend against land that is not transferable. Further, if management
companies were able to secure loans, the debt would still accrue to govermnent since it owns the
holding companies.

Tlhe capital expenditure made by the plantation compadies between June 1992- June
1993 amounted to Rs. 1.09 billion. In the same period they bo- rowed close to Rs.2 billion
(average Rs.100 million per company) in short-term overdr.- ts from local commercial banks.
This source, however, is fast drying up, and there is no al? native but for government to inject
capital. In 1992, the government issued debentures worth Rs.500 million to this end, most of it
being subscribed by the Government Employee Provident Fund (EPF) and the Employee Benefit
Fund (EBF).

1. Outright sale of the plantation assets (laud and fixture) to the private sector.

This would provide inflows of private capital to meet requirement of both working and
development finance over the next few years. The private companies would assume the
investment risks, which would be the incentive for efficient operation. The major obstacle to this
option is the 20 ha maximum land ownership by private individuals mandated by law. The
government could repeal the staute, but politically this might be a poison pill.

2. Seling the 22 regional plantation companies, wholly or in part, to the private
sector.

This option would not violate the land-ownership statute, since the companies are
leaseholders. By selling the lease-holding companies the government would in effect be selling
the right to use the land for 99 years. However, with such a long lease the government might still
face political opposition to this venture.

3. Sub-leasing to another set of companies with a shorter lease of 50 years, which
could be divested to the private sector.
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The secondary sub-leases to another tier of private companies should dispel fear about
the state losing ownership. However, this is not the most efficient method, only a second-best
solution. If adopted, it should be usedfor a short time, moving towards full privatization in 5
years.

To prevent a proliferation of paper companies under the third option, and to consolidate
all government plantation assets under one umbrella, it would be best to create one state-owned
holding company (Figure 5-1). Only this holding company will have 99-year lease of the
plantations, and it would grant the 22 existing companies sub-leases for 50 years, as
recommended by the recent Private Sector Assessment mission. Each of the 22 regional
plantation companies should he capitalized on either the net present value of earnings for the 50
years of the sub-lease, or their market valuation (as determined by Coopers & Lybrand),2 less
the discounted terminal value at the end of 50 years. The companies could then sell part of the
capital issues, say half, to the private management companies to form a joint-venture between
them and the private sector. In the medium to long term, the divestiture should be completed.

Other conditions of the lease agreement could be:

1 . Exclusive management rights for 50 years to the private joint-venture partner through an
explicit contract.

2. Clearly stipulated compensation if the government unilaterally alters the agreed terms.

3. Transferability of capital issues held by private companies so that a secondary market can
develop and reduce exposure for the buyers.

4. Money received by the government from sales of equity loaned back to the companies at
suitable terms, to be used for financing development. Assuming that initially the private
companies buy a 30 percent share in a subsidiary valued at Rs. 500 million,3 the cash flow
from the sale would be Rs. 150 million, adequate for two years' operation.

5. Collective bargaining by labor and management permitted for settlement of labor disputes.

6. Government implementation of all conditions to put the sector back on a sound footing,
such as the outright sale of marketing and warehousing facilities, removal of all regulatory
impediments; and reform of research and service institutions.

2 Coopers and Lybrand Deloitte, Restructuring of the Plantation Sector of Sri Lanka: Business Valuations,
January 1992.
3 Coopers & Lybrand's valuation of the 22 companies, based upon the discounted cash flow of expected
earnings from them, shows a high vale of Rs. 802 million and a low of Rs 245 million.
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Figure 5-1
Proposed Interim Structure of State Plantations

GOVERNMENT

go-Year Lease

Holding Company
(State Owned)

50-Year Sub-Lease

22
Plantation Cos.

50% State
50% Private

with
Management
Contracts

Redations

* Eslablish a fully state owned holding company with 99 years lease of all
state plantatfons.

* Give the 22 regional plantaaon companies sub-leases for 50 years and
divest them in stages to the management companies or other private sector
Investors.4

* Complete the divestiture by 1999.

4 During the technical discussions, the govemment revealed a plan of extending the management contacts
of the private management companies to thirty years (with another 30 years renewal option), under the
current institutional arrangements (ie. maintainig the ownership of the land and other assets with the 22
state owned companies holding 99 years leases from the government). The government argued that these
extended term contracts would assure the management companies of their tenure and also render them
'bankable' for securing long-term development capital from the market. However, the Bank team
disagreed with the appropriateness of this action because it felt that changing the lease tenure alone would
not resolve the subsector's problems. It is essential to bring market directed discipline into the tree crops
subsector and that could only be achieved through unambiguous privatization, with private ownership of
asset, risk undertaking, and labor management. If the management companies operate the plantations
through a power-of-attorney, as envisaged under the government plan, the government would continue to
carry the major liability, i.e. labor. Without ownership and fair control over labor it is unlikely that the
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2) Warehousing and Marketing: The operation of commercial ventures by the state is no
longer practicable, particularly since decision to privatize the tea and rubber operations have
been taken.

JEDB and SLSPC had roughly 520,000 square feet of warehouse space within 10 kn of
the Port of Colombo, with a capacity of around 160 million tons of tea and rubber annually.5

These warehouses provided a central facility for tea packing and distribution that produced
economies of scale. To keep the two functions together and to prevent later monopoly, Coopers
and Lybrand6 recommended that warehousing and marketing be split into two companies. One
company would have both tea and rubber facilities, the other only tea. They had estimated that a
rental charge of 4 percent of the market value of the land, indexed for inflation, would reflect the
full commercial lease rent of the property. The companies were valued at Rs. 46.78 million and
Rs. 30.78 million respectively, using the discounted cash flow approach. Govenunent has created
the companies in 1993 and is planning to divest them in 1994.

JEDB had a fertilizer production and distribution facility which was tumed into a
company in early 1993. The government plans to divest this company in 1994, also.

d-ons

Tht government cculd either contract out management of the fertilizer, warehousing and
distribution companies, or sell them to the private sector. The first approach would, however,
leave government in a commercial venture and exposed to the risks. The second approach would
transfer the risk to the private sector and provide better managemnent. The sale would also
generate cash flow for government that could be used to supplement the investment requirements
of the main plantations.

Rmmmendatos

* Sel off the marketing, warehousing and fertilizer distribution companies to the
private sector in 1994.

3) Shortage of Capital Finance: The management companies are unable to borrow
working and development capital because of shortage of funds in the capital market.

Many management companies are unable to raise long-term capital for replanting tea and
rubber areas, to redress the years of neglect, maintain immature stands and move into higher-
yielding varieties. The MTIP supported replanting of considerable areas, and these young stands
must be maintained.

On average, each plantation is estimated to require roughly Rs.100 million a year - Rs.
75 million for development and Rs. 25 million for working capital. Definitive figures cannot be
reached, however, until corporate strategic plans are framed. Five-year plans were originally

companies would be able to carry out their mandate and even more unlikely that they would receive credit
from the financial market.

5 Coppers & Lybrand, Business Valuation, Part V, 1992.
6 ibid.
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November 1, 1992, and then by the middle of January 1993. Of the 22 management companies,
only Hayleys Plantation Services has developed a 5-year draft corporate plan for 1993-97
(Annex VIII). It presents capital budget for the five years at Rs. 41.06 million, Rs. 33.92 million,
Rs. 28.17 million, Rs. 23.53 million and Rs. 19.80 million, respectively. The operating budget
shows a deficit of Rs. 89.45 million, Rs. 79.57 million, Rs. 54.17 million and Rs. 19.70 million
between revenue and expenditures in 1993-96. Only in 1997 is the gross margin positive - Rs. 26
million. The average five-year deficit is Rs. 43.38 million. When added to the average capital
budget for the period, the capital requirement is roughly Rs. 73 million. The figure is not too far
from the projected Rs. 100 million per company, or a total of Rs. 2 billion for the 20 tea and
rubber companies (the other two firms produce only coconut and are doing well because of the
surge in internal market demand and prices).

The market for long-term capital (over five years) is almost non-existent, and the private
management companies are essentially borrowing small amounts at short-term interest rates to
carry out essential work. The government's Rs. 1.2 billion debenture would add debt to the
companies' accounts and further aggravate cash-flow problems through additional debt servicing.
So far, they are carrying no long-term liabilities except the employee gratuity obligations. Both
the government and the companies think that additional capitalization is necessary and that the
government should inject new equity to meet the companies' investment needs. If carried out,
this would be a radical departure from the implied objective of divesting the assets. Equity
investments are definitely needed but from the private sector. The impact of such bailouts on the
budget deficit would also be disastrous. All concemed in Sri Lanka see an urgent need for credit
to be made available to plantations.

The management companies are willing to borrow on their own if they have a permanent
stake in the business. They are, however, hoping for subsidized credit (below the market rate),
arguing that unless the market for tea and rubber picks up they will not recover their investment
in the next five years if they borrow at the market rate.

Pure debt financing will always result in a higher cost of capital, and a prudent ratio of
equity to debt is necessary to optimize the cost of capital. The government should create an
opportunity for the management companies to make equity investments in the enterprises. The
companies should also have to shift to higher-value products to increase their gross margin. The
conversion of the factories to CTC tea would be a step in the right direction.

Source and application of development funds: Although the feeling is unanimous that
only external funds from international donors can fill the need for long-term capital, the source
and application of capital funds must be assessed carefully to keep the sectors profitable in the
long run. Financing development through debt alone would raise the cost of capital high enough
to make investment uneconomic.

A combination of debt and equity is the best approach to achieving a weighted average
cost of capital that makes investment profitable while lowering the financial risk of the
enterprise. Further, large-scale replanting may be less cost effective than infilling and should not
be pursued before completing a needs analysis for each estate and evaluating less costly
alternatives. These include changing agronomic methods (pruning, weeding, mulching and soil
conditioning), changing the mix of nutrients and chemical inputs and employing soil
conservation and other methods of revitalization. Replanting is the most expensive form of
renewal because it cuts off production for at least five years and the costs of replanting is higher
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per hectare than infilling. Unfortunately, few companies have in-house capability to do a
complete needs analysis and may require extemal assistance. Some have already brought in
expatriate experts through foreign collaboration, and they seem to be doing better than the
others.

There is also a need to raise the knowledge and skill levels of plantation managers and
support personnel, who must understand and appreciate the economics of the plantation system.

Risk sharing by management: It is generally accepted that without taking a proportionate
shae of the risk and retum in the enterprise, management will not have the motivation to
maximize the long-term value and profitability of the firm. The risks involved are both business
and financial, with the former affixting the market returns to the business and the latter the
probability of default on financial commitments. At present, the only risk the management
companies face is the probability of zero profit if the enterprise takes a loss. Many of the firms
are blue chip companies, for whom there may be a loss of reputation in the event of failure.
However, this risk is generally reflected in the value of the firm's stock, if they are actively
traded. It is doubtful whether in the limited stock market of Sri Lanka this risk would be a matter
of great concem to them. The companies need to assume some transparent quantifiable risk. The
best form of risk undertaking is equity, but the government does not allow it in plantation
companies. This policy acts as a double deterrent: the companies are kept away from risk sharing
and development funds cannot be generated from the sale of equity.

Qti

Alternatives to solve the financial crunch are sale of stocks in the companies, sale of
government backed debentures, and credits underwritten by parents of the private management
*ompanies. The option of buying parts of the plantation companies (holding 50-year lease) is
attractive to most private companies. With major policy reforms in place, the investnent finance
for the buy-out could be obtained from local and international capital markets.

Recommendations

* Necessary actions should be taken (such as commercializing state-owned banks and
makiog interest rates market determined) to enable the financial sector to respond
autonomously to the demand for credit from the reformed plantation subsector.

B. Subsectoral Policies

1) The taation of tree crops: Studies on the fiscal impact of taxation on tree crops have led
to the following conclusions:7

* Tree crops have consistently been discriminated against and taxed more heavily than
other subsectors in agriculture, manufacturing, or services. In contrast to the generally

7 See ADB (1990), Bhalla (1988), World Bank (198') and Bertrand (1985).
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positive protection accorded to other sectors in the economy, tree crops have been subject
to high negative rates of nominal and effective protection (see Annex VI). Besides direct
taxes, the subsector has been taxed indirectly because of insular macroeconomic and
trade policies. These taxes have depressed tree crop prices below what would otherwise
have prevailed and have reduced the margins and returns for the whole industry.

* If all indirect trade taxes on tree crops were removed, the reduction in government
revenue would range between Rs 14,430.8 million and Rs 17,440.4 million depending
upon how quickly taxes are eliminated.8 However, this loss could be recouped through
direct income tax and dividends (paid to the government) on plantation assets if the
management companies become profitable.

* Changes in international market dynamics have been passed on to tree crop producers
asymmetrically. They have borne more than their proportionate share of declines and
benefited from a smaller proportion of increases in international prices, particularly
following major devaluation.

After abolition of export duties and ad valorem taxes on tree crops, in December 1992,
the only remaining levy are the tea and rubber cess. These cess finance a number of activities,
including subsidies to the tea and rubber industries and small holder producers (Table 5-2). The
tea cess is a quantity tax unrelated to movements in tea prices, a system that has quite adverse
effect on the industry when prices are down. In addition, the cess-subsidy scheme supports some
tading activities that do not contribute to the cess fund. There is no coconut cess as the subsidy
there is financed out of general revenues.

While overall the effect of the cess-subsidy scheme may be neutral, the impact on
plantation companies and smallholders differs. Some of the cess collected goes to finance
common services such as research and promotion. Another part supports the replanting subsidy
which is directed entirely to smallholders. On a positive note, financing the subsidy scheme
through the cess makes the industry at least partly self reliant and removes the necessity of
government support. On the other hand, the fact that allocation decisions are made by the
govemment, instead of the market, raises questions of efficiency and accountability. The cost of
administering this program is excessive and its net effect is somewhat debatable. The scheme
might have been beneficial in the past, but perhaps needs to be revised, particularly in view of its
questionable efficiency and the ensuing privatization program.

8 See Maxwell Stamp PLC, "Sri Lanka Tree Crop Taxation and Lease Rent Study," January 1992.
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Table 5-2
Source And Application Of Cess

Source Application

.. I.,.

The tea cess is fixed on the quantity The cess goes to finance the following:9
produced. It varies from year to year and in 1 . Tea research.
1992 it was Rs 2/kg. 2. Sales promotion abroad.

3. Subsidies to traders and manufacturers.
4. Development subsidies to producers.
5. Regulatory expenditure of the Tea Board

and its affiliated divisions.
6. Tea Stabilization Fund

Rubber Cess

At present, there are four types of cess -- The cess goes to finance the following:
Rubber Control Cess, Rubber Replanting 1. Rubber replanting subsidy.
Cess, Rubber Research Cess and Medical 2. New planting subsidy.
Wants Ordinance Cess. The average value of 3. Factory modernization subsidy.
the cess is Rs 1.70 1 kg. 4. Rubber Stabilization fund.

The subsidy's withdrawal may not have much effect on smallholders' output because it is
X3mall part of his cost of production and margin. The average production cost for smallholders
in 1991 was Rs. 53.22 per kilogram10 and the subsidy/COP ratio was only 1.74 percent. The
producer margins in 1987 and 1988 were Rs. 4.11 and Rs. 4.70, respectively (Table 2-3) which
meant that the subsidy/margin ratios were a meager 0.21 and 0.12. It may be argued that re-
investment of 20 percent of gross income may not be a terribly large burden for smallholders.

The subsidies to smallholder tea growers for replanting, new planting, and infilling in
1980-91 are shown in Table 5-3. The correlation of subsidy with output is very high (r=0.91).
Although a simple correlation does not show the effect of other intervening variables that may
strengthen the relationship, the strong 'r' value does point to a possible direct linkage between
the subsidy and incremental output.

9 Government of Sri Lanka, Report of the Task Force on Taxes, Cesses and Subsidies, March 1991.
10From Plantation Sector Statistical Pocket Book, 1992.
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Table 5-3
Subsidies to Tea Smalltholders

Year Subsidy Area Planted Subsidy Per Pdution Subsidy Per
: ~~~(.n Rs) (Ha) Acre (Rs) ( Mn. Kg) Kg. (Rs)

1980 - 10.54 93,349 i113 33.42 0.32
1981 11.75 93,958 125 38.09 0.31
1982 16,37 94,254 173 36.80 0.44
1983 14.53 94,683 153 40.17 0.36
1984 16.19 95,364 170 50.24 0.32
1985 36.62 96,864 378 56.88 0.64
1986 69.50 98,134 708 59.79 1.16
1987 59.97 98,414 609 68.82 0.87
1988 42.12 98,917 426 76.71 0.55
1989 71.20 99,097 718 71.52 0.99
1990 79.58 99,978 796 89.16 0.89
1991 89.10 100,288 888 95.60 0.93
Source: Plantation Sector Statistical Pocket Book, 1992.

The Bertand and Griffin study of 19841 1 showed that tea and rubber subsidies offsetted
the prevailing tax disincentives to some extent. In their estimate, however (assuming a 10
percent real discount rate), the annual return under no tax and no subsidy is much higher than
when both tax and subsidy are present (Table 5-4). Since export taxes were removed in 1992,
there is a justification for removing the subsidy also.

Table 5-4
AnzdCu deroS=ar

(Rs/ha)

No Tax & Tax with
No Subsidy Subsidy

Replanting 21,910 13,340
Infilling 21,910 10,499

High Inputs 11,000 7,620
Medium Inputs 6,170 4,620
Low Inputs 6,020 4,550

The only remaining question is whether the smallholders will continue to invest in the
development of tea land if the subsidy is withdrawn. The typical smatlholder is unable to

1I Trent Bertrand and Roben Griffin, "Taxation and Subsidy Policies in Sri Lankae, October 1984, World
Bank.
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accumulate capital for investment and has no income in the five-year gestation period between
replanting and the first output. Both these drawbacks could be overcome by sma11holder
financing schemes, such as the Small Holder Tea Development Project of ADB. The real
obstacle to such schemes is implementation through the traditional banking sector. Commercial
banks prefer to optimize their profitability by making low-risk loans to industries and some large
farmers who have collateral. Smallholders are generally ignored, and even if they do succeed in
obtaining loans, the transaction costs are excessive. The hidirect cost of obtaining a Rs. 50,000
loan under the Small Holder Tea Development Project in Sri Lanka has been as high as Rs.
3,000-4,000 (6-8 percent).12 As a result of this and other factors, disbursements of loans on the
ADB project have been low.

1. Reduce the cess to finance ouly activities that provide common benefits and
eliminate all subsidies immediately.

The pros of this option are the reduction of cess burden on all producers and the
elimination of inequitable allocation of cess funds. The con is that it might hurt the
development of the small holders, at least temporarily, for a number of reasons. Firstly,
smallholders who cannot self finance the required improvements also lack the fiacial
muscle to get credit in Sri Lanka's narrow financial market. The long pay-back of the
investment makes it difficult to find capital from sources other than the usurious money
lenders. Institutional finance is not readily available, and, where it is, the process is
cumbersome, long-winded and expensive. Secondly, smallholders may not understand the
cost-benefits of self-financed projects. Thus, without subsidy the smalilholders may not do
any replanting and other production enhancement work. Schemes, such as the Tea Small
Holder Development Project of ADB, have linked the subsidy and credit components so
that the farmers' financial burden is reduced and motivation is not lost.

2. Reduce the cess and finance only activities that provide common benefits to an
tree crops producers and subsidy to smallholders In the short run. 3 In the long run,
eliminate the small holder subsidy gradually and encourage the development of a
simple, cost-effective, user-friendly market provided credit system, by streamlning
financial intermediation for the smallholders.

In the short run, this would mean elimination of subsidies on factory
development, interest subsidy on tea bags, tea brand promotion subsidy, and replanting
subsidy for rubber trees less than 20 years old. The pro of this action is that it immediately
gets rid of all unnecessary support to the industry and traders through the cess fimds. A
gradual replacement of subsidy to small holders is attractive because it preserves their
confidence and ability to continue the development work. Given that smallholders
contribute almost 50 percent of the output, any plan must ensure their cooperation. A
phased changeover also allows smallholders to make the switch without significant losses
in the early stage.

12 Determined during interviews of small farmers during the December 1992 Mission.
13 Currently about Rs.90 million per year.
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It is also important to educate smallholders on the economics of replacing the subsidy
with their own investment as a way of maximizing intermediate and long-term profitability.
Support services for private borrowing, such as assistance for financial planning, should be
made available.

Recommendations.

* Reduce the cess to finance only the common services and subsidy to small
holders.

* Phase out subsidy to small holders by 1999.14

* Review the problems of small holder credit projects and streamline operations as
quickly as possible.

2) Production & Marketing Regulations: Unnecessary regulation of production and
marketing is impeding innovation amd the ability of producers to maximize market share and
prices.

In the past, many trade and industry regulations have hindered efficiency through their
effect on field investment, licensing of factories, trading, pricing, marketing, shipping, etc. They
have seriously inhibited entrepreneurship and blocked rapid response to changes in the
inrnational market. These restrictive regulations have fallen under two categories - constraints
on entry and exit, and licenses and permnits. 15

Entrv and exit constrais: The requirement for a license for investment in new fields and
processing had discouraged new entrants. It exacerbated the strong disincentive of the 20 ha limit
on holdings of private land. Likewise, the procedure for winding up a company has been
extremely arduous.

Licenses and peits: Too many regulations have directed the "proper" use of land, agricultural
practices, planting material and the like. The Tea Control Act of 1957 prescribed the exact

14 During the technical discussion, in October-November 1993, the Government expressed that it will be
necessary to continue subsidy indefinitely to the small holders for the following reas8hs:
(a) In the past, government had provided considerable support to the state plantations and not much to the
private small holders. By continuing to fund part of the development activities of the small holders,
through the cess-subsidy scheme, the government was hoping to level the field for competition.
(b) the cess is also used to finance factory modemization and this partly offsets the directed subsidy to
small holders.
(c) the potential for boosting productivity of tea lies mostly in the vegetatively propagated (VP) varieties
which thrive in the low country where small holders predominate. It is necessary to encourage the small
holders to increase tea acreage over there to achieve high overall productivity levels.
The Bank team disagreed with this position of the government and strongly advocated that as the incentive
system would improve with reforms, subsidy to the smallholders could be phased out.

lS Henry Lauranl. Sector Study of the State Plantation Corporations, World Bank, October 1991.
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In February 1993, following the report of a government task force (June 1992), the
Cabinet approved the abolition of a number of obstructive regulations in the tea industry. Similar
action is awaited in regard to the rubber and coconut industries. There is a need for following up
with the following set of actions in the interest of the subsector development.

i) Elimination of all restriction on the sale of tea outside the auction system.
ii) Removing the "reasonable price" formula for green leaf purchases by factories.
iii) Allowing auction sale of tea and rubber in foreign currency.
iv) Elimination of permits for establishing rubber nurseries for own use.
v) Continuation of licensing of rubber manufacturers for purposes of quality control.
vi) Repeal of the Tea and Rubber Estates Control of Fragmentation Act.
vii) Elimination of the required registration of coconut land by the Coconut Cultivation Board

(CCB).
viii)Transfer of responsibility for seed nut production ( now under the Coconut Research

Institute) and seedling production (under the Coconut Cultivation Board) to the private
sector.

ix) Removal of CDNs control over the methods and techniques for processing desiccated
coconut.

x) Elimination of the requirement for permission from CDA to establish new desiccated
coconut mills.

xi) Abolition of the annual registration of coconut auctioneers, brokers, dealers, and
exporters.

xii) Transfer of the copra auctions to the Colombo Coconut Traders Association by the CDA.

The suggested actions are necessary for facilitating the following developments:

a) Market develgae: To compete effectively in intenational markets, Sri Lanka has to
shift from commodity exports of tea and rubber to value added exports. Investment for this
would have to come from companies managing the state plantations, because smallholders are
too small, financially weak, and lack the management and marketing skills for developing new
products and markets. The direction of growth of its principal markets, particularly the Middle
East, should be analyzed and attempts made to manufacture both standard and high value added
products for them. A few companies have already started changing from orthodox to CTC tea
and from stock rubber to crepe latex and other high-grade products. Similarly, there is an urgent
need for establishing direct links with buyers of differentiated products, who do not buy through
the commodity auctions. Direct sales and promotion are effective mechanisms for developing
these links. Presently, regulations restrict the sale of bulk tea, in excess of 10 percent of total
sales, through direct marketing or forward contracts.

The average quantity of tea channeled through different mechanisms is as follows:

Colombo auctions: 96.0% London auctions 3.5%
Private sales 0.5% Forward contracts 0.0%

In the past 125 years, there has been little change in the auction system, and no other country is
as dependent on it as Sri Lanka. Removal of restrictions on direct sale of tea and rubber should
yield the following benefits:
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* Long-term forward contracts could be obtained, which vould assure stability of
prices.

* The broker's and the trader's margin would revert to the producer. At present, the
gap between the price of bulk tea and retail consumer packs is attributable to
markups by several intermediaries such as exporters, blenders and packers.

* The six-week time lag, between production and disposal of tea, could be reduced.
This measure would mean big savings on finance charges and warehousing costs.

b) Marketing ilueelligncme The need to develop global market information channels and the
ability to respond quickly to changing market demands cannot be overstated. As the world's
largest supplier of tea, Sri Lanka needs to develop world leadership in marketing. A concerted
effort by the industry to break away from commodity auction sales towards global marketing is a
very important step which should not be hindered.

utio=

1. Eliminate al constraints on the sale, marketing and disposal of tree crops, in line
with the recommendations of the Task Force on Regulatory Reforms, 1992.

The pros of this option are that it would signal the free, unfettered environment
that is essential for private investment into the subsector. There are no cons.

2. Eliminate all restrictions on direct sales outside the auctions.

This would help the tea producers to establish their own international brands or
make direct supply links with institutional end users overseas (such as food chains. The
negative aspect of this action is that unscrupulous exporters may use it to hide income and
loreign exchange earnings. The auction system also provides a benchmark for prices,
which possibly benefits the small holders who do not have direct access to outside markets.

3. Allow producers to retain the foreign exchange received from sale of tea and
rubber in the auctions.

The pro of this action is that it would enable tea and rubber producers to borrow
in the international capital markets at lower interest rates, without incurring foreign-
exchange risk, and ease the credit crunch faced by them. The con is that it may interfere
with the attainments of specified monetary targets by the central bank.

4. Examine the establishment of an International Trade Center in the private sector
for tree-crop exports.

This would help develop international market connections for local firms and
systematic gathering of international marketing intelligence. It would augment
government's plan for establishing a tea production and trade data base under the Tea
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Board. Setting up of other institutional facilities with easy access by private firms on
commercial basis could also be explored.

B_:

* Eliminate all constraints on the sale, marketing and disposal of tree crops, in line
with the recommendations of the Task Force on Regulatory Reforms of the
Plantation Sector.

* Eliminate all restrictions on direct sales outside the auctions.16

* Allow producers to retain the foreign eichange received from sale of tea and
rubber in the auctions.1 7

* Examine the establishment of an International Trade Center in the private sector
for tree-erop exports.

3) Research and Technology: In the past 20 years the pace of technology development in
tea and rubber has been much slower in Sri Lanka than other countries.'8

Among the most serious constraints in Sri Lanka is the lack of high yielding plantation
materl to replace aging tree stock. New clonal varieties developed by local research institutes
have not been widely accepted by smallholders because of bad experience with other domestic
clones. Moreover, much of the development work has concentrated on the needs of state
plantations in the high countly. The state plantations also receive direct services from the Tea
Research Institute (mTR), Rubber Research Institute (RRI), and Coconut Research Institute
(CRI). For smaliholders, extension support comes only from the Tea Small Holdings
Development Authority and Advisory Services Department

The three producer cess-financed research institutions, (TRI, RRI and CRI), although
well-staffed, have not produced any yield-enhancing or quality consistent technology to improve
the breed and output of tea and rubber stock. The main reasons are a lack of accountability,
inadequate definition of objectives and a lack of objectivity in research programs. As a resut,
they do not focus on producers' problems. There also has been no serious effort to import and
adapt technology from abroad.

16 During the technical discssions, the government showed willingess to waive the 10% ceiling on
direct export of bulk tea for producers who reach that limit The Bank team, however, reiterated that any
ceiing on direct export, explicit or implied, could be a psychological barrier for innovative producers.

17 During the discussion, the government expressed its reluctance to accede to this demand of the
plantation management companies because of its possible adverse effect on the country's import and
monetary policies. The Bank team, however, insisted that since exporters of other commodities are no
longer required to surrender foreign exchange, the same should be allowed to tree crops producers.

18 ibid.
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The main problems with Tea Research Institute (and other research bodies) are:19

* Research is too academic and not focused on the producers' needs.
* Research is too dissipated.
* A failure to focus on conserving and exploiting the genetic resource base in the old

seedling fields.
* Very little breeding and successful promotion clones.
* Failure to test technology and planting material developed in other countries for use in Sri

Lanka.
* Lack of advisory services to growers backed by proper economic analysis.

In most countries, the major tea companies have their own research units that produce
planting material and generate new technology. They also transfer this knowledge to other
countries where they operate. This international aspect puts peer pressure on national research
institutes to perform well and provides opportunities for synergistic work. In Sri Lanka, this
competitive pressure is absent.

The important issues that need to be addressed in the research and technology areas are:

1. Putting research priorities on quality and yield improvement with emphasis towards on-
farm trials involving research staff, extension workers, and fanners. To this end, linkages
between research institutions, extension services and farmers must be established, stressing
producer feed back.

2. Testing clones developed overseas quickly for adaptation.

3. Studying the effects of fertilizer on mature and immature stands of tea, rubber and
coconut.

4. Making future budgetary allocations partly on an assessment of potential returns from
research.

5. Periodic external audits of all three institutes, by competent authorities.

6. Having the majority ofthe boards of directors from producers' associations, a measure
that could hold them accountable.

7. RIU actively pursuing methods of quality tapping, better clonal development,
development of effective rain guards (as in Malaysia), optimal fertilizer application, and the
like.

S. The research institutes developing an effective data base with information on (i) area,
production and yield per acre; (ii) pest and disease incidence; and (iii) economic viability of
the industry.20

19 Alan H. Green, Technology and Market Development of the Tree Crops Sector, World Bank, Asia
Technical Department, May 1991.
20 ibid.
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1. Placing the tree crops research institutions fully under the control of the producers of
tree crops.

The pro of this option is that it brings immediate responsibility and
accountability to the organizations for delivering outputs that are expected of them. The con
is that it might depress morale and perceived status of the research scientists.

2. Placing some degree of control over the orgaizations in the hands of the private
producers of tree crops with periodic budgetary review:

The pro of this option is that it would retain morale in the organizations and at
the same time make them sensitive of their responsibility to the public they are meant to
serve. The con is that in the absence of strong private sector participation in the governance
of the organizations, nothing would change.

Rcormendations:

- Reconstitute the Board of Directors of the research institutes with majority
from private sector companies.

* Institute periodic budgetary review of the research agenda of each research
institute.

C. State llantations MaMgment

1) Increasing labor productivity and lowering the cost of production: Low productivity
and high cost of production is causing the subsector to lose international competitiveness.

Sri Lanka has the lowest productivity among all major producers of tea and rubber. Not
only is its absolute productivity almost half that of intemational competitors, but productivity
growth is also lagging way behind.2 1 The cost of production, on Sri Lanka state plantations is
consequently higher, even with lower wages rate than competitive countries (Tables 2-2 & 3-6).

Productivity is a function of technical inputs and labor efficiency. To increase land
productivity, an extensive program of infilling, replanting, new planting, soil culture and other
relevant agronomic changes is necessary. FTCP, under the MT financed by the World Bank,
aimed to improve estate productivity, mainly through investments in field development and
factory rehabilitation.2 2

21 Productivity growth in Kenya is 7.1%, more than double of Sri Lanlkas 3.4%/o.
22 Under MTIP, considerable areas were replanted and infHled, with the major emphasis on replanting
(206% and 151% of the area planned for replanting on estates under JEDB and SLSPC was accomplished,
but only 23% and 53% of the planned infilling was done). The high costs involved in exceeding the
replanting targets added substantially to the cost of production (see Laurst, 1991). On average, 650 ha
under SLSPC and 500 ha under JEDB were uprooted and replanted wffi VP tea. The effect of this renewal
will not be visible until the mid-1990s.
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Replanting was also the main strategy used for rehabilitating rubber. The average life of
a rubber tree is 24 years, it takes six years for a young rubber stand to bear latex. Therefore,
replanting has to be done at the rate of 3 percent a year, and the young stands have to be
maintained for six years at least before they bear fruit. To prevent the loss of millions of rupees
of past investments, the new management companies have to spend considerable funds from
their budgets on maintenance.

The FTCP's PCR indicates that total production of rubber and tea has declined since the
project started in 1985, contrary to the SAR estimates of 14 percent and 18 percent increases in
these two crops over the plan period (1985-91). The reasons for the shortfall are not clear, but
production data for rubber indicates that intensive "slaughter" tapping with stimulation was not
practiced on the area to be replanted. At any rate, not enough time has passed to make reliable
assessment: the rubber planted in project year one is just beginning to mature and new tea plants
have been producing only a few years.

The labor situation has been deteriorating. The FTCP had a labor rehabilitation
component that provided some health and social welfare. It did not, however, address labor
inefficiency, an extremely important factor in plantation economics, since labor accounts for
more than 60% of the cost of production. Productivity, compensation and control of labor issues
dominate the state plantation sector.

E,sslabo: rhe issue is not only how many laborers the estates employ per hectare but
also how the labor force is deployed and how much output is generated per laborer. There is
excess labor in some estates (mostly in the high country), and shortages in others (mostly in the
low country).2 3 Part of the excess labor consists of workers who have reached retirement age
but cannot officially retire because there is not enough money for retirement benefits. A bill
passed in 1990, amending the Gratuity Act, allows gratuities owed to workers of state
corporations to be
converted into 10-year bonds when the respective entities are converted into companies. The cost
of the gratuities as of June 1993 was Rs.3.59 billion, which are now in the balance sheet of the
22 holding companies. Gratuity payments are a substantial burden on the companies and is
cutting into the producers margin. Moving excess workers from surplus areas to deficit area
could alleviate this problem.

The utilization of labor per unit of land in Sri Lanka is over 18 percent that of South
India (Table 5-5). If labor use per hectare could be brought closer to the international norm of
about 2.7 workers/ha, the result would be a 25 percent improvement per plucker and a significant
saving of close to 25 percent of the labor cost and almost 10-12 percent of the cost of
production.2 4

23 Hemy Laurant, Sector Study of the State Plantations, World Bank, 1991.
24 Chandramani, 1991.
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Table 5-5
Labor Use In Tea Plantations

Actual Vs. Optimal
Country Average Labor Used Optimal Labor

( per hectare) (per hectare)
Sri Lanka (State Plantations) 3.2 2.7
India (North) 2.5 2.7
India (South) 2.7 2.7
Kenya 2.2 2.7

Source: Chandramianh, 1991, Table 1.6.9; Coppers & Lybrand, Vol. 11, Appendix E18,
1992.

To some degree the problems of excess labor and low productivity on state plantations
result from low turnout - estimated at about 70-80 percent.25 The main reason is the inability of
management to discipline labor and threaten termination.

On estates with excess labor, idle personnel could be used for non-farm work or could be
substituted for mechanical technology. This measure would much depend on the motivation and
incentives given to estate superintendents and field managers to find such alternative uses. Some
plantations, under private management, appear to be taking these steps.

Wages and Production Costs: In 1984, the government made sweeping changes in the
wage structure of plantation labor by increasing the base rate, enhancing the cost of living
allowance (COLA), raising incentive pay and establishing a six-day work week. These measures
raised the cost of production by over Rs. 4/kg which was almost 33 percent of all cost increases
in 1984.

In 1988, the government again increased the base wage, COLA and incentive pay,
adding another Rs. 4.57 to production costs. Higher wages alone boosted production costs by
more than 75 percent. Wages have since increased continuously (Table 5-6). In January 1993,
the base rate went up by Rs. 12 a day (the COLA was frozen) and another raise of Rs. 8 a day
was scheduled for July 1993, which fortunately did not take place. Thus, the total increase in
1993 will be 18 percent.

Despite these increases, Sri Lankan labor is still among the cheapest in the world (Table
3-6). The cost of labor itself is not the main problem. Rather it is the cost of labor relative to
labor productivity. For example, on Kenyan tea plantations the average daily intake of pluckers
is 48 kg, almost three and half times the 13.52 kg in Sri Lanka (Table 2-2). In 1987-90, the
average change in the productivity-adjusted real wage rate for plantation workers was 5.88
percent(see Annex VII). In the same period, the change in export prices (in foreign exchange)
was 5.87 percent.

25HenryLaurant 1991.
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Table 5-6
Plantation Labor Wages2 6

1988 1989 1990 1991 1992 1993L |
Wage (Rs) 36.52 40.60 48.32 52.24 59.12 71.12

W 3 312%o 11.% 19.O% t.1% 13.1% 20z
Source: FTCP, PCR, 1992.

On the surface, it appears that Sri Lanka did not loose its export potential in tea and rubber
because the price gains tended to offset increasing labor wage effects. However, those gains in
export prices were only partly passed on to producers, who nevertheless had to absorb the entire
wage increase. The exporter's margin has been much greater than the producer's, which partially
explains why investment has not taken place in the tea and rubber industries. The producer's
margin for tea and rubber have been erratic, whereas the cost of production has gone up
consistently (Tables 2-4 and 3-4). This is quite expected, since both products are price-elastic in
the world market and Sri Lankan labor cost has been an ever-rising stepped function, attributable
to administered wages.

It is obvious the sector will not attract private investment unless the cost of production
(mostly labor cost) is reined in. The January 1993 wage increase has been particularly hard on
the plantation companies adding, Rs. 8.20 per kilo to tea costs.2 8 Wage bills have gone up
sharply, adding to the already high cost of production, low margin and debt The increase in the
net sales average (NSA), due to the removal of the export duty and ad valorem tax was only
about Rs. 1.40 per kilo. The difference of Rs. 6.80 per kilo has resulted in a 9.5 percent rise in
the cost of production. The companies have been hard-pressed to absorb it. Annex VII shows
projected profit and loss statements of two companies after the wage increase of 1993. Both are
shown to go from a net profit to a net loss position in 1993 because of this increase. Wage
increases have other financial impacts also, such as the cost of field development and
contribution to the employee gratuity fund.

The only relief is either an increase in the auction price (unlikely given the softness of
international demand) or higher productivity (of both land and labor). There is scope fdr
increasing labor productivity because the present production standards and norms forced upon
management by the unions are low. Movement of labor from estates where there is a surplus to
deficit areas would also reduce costs through savings in overtime wages and less overhead.
Productivity can also be increased by better management, supervision and control over labor.
Unfortunately, the government's preoccupation with keeping the unions happy is hampering the
ability of the companies to force greater productivity from the work force. Further wage increase
needs to be checked, or at least negotiated by management companies and the labor unions based
on productivity increases.

Improving the productivity of land requires new investments in growing stock, land
development, better inputs and better agronomic practices. Some of these measures would yield

26 Base wage plus COLA.
27 Ihis includes only the first tranche (Rs. 12) of the planned wage increase for 1993. The second tranche
(RS. 8) is scheduled for July 1993.
28 Estimated from data of five management companies.
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quick results, while others may be realizable only in the long run. Better agronomic practices, for
example, are already giving better yields - as high as 25 percent on some estates, such as the
Craighead Estate of Kahawatte Plantations.

The Six-Day Work Rule and Cost of Production: The six-day work week is another cost
headache. It requires that workers be paid whether or not they work. Yet plantation activities are
greatly affected by the weather and time of the year. It is not possible to provide work uniformly
throughout the year.29 This work rule adds to the cost of production and lowers productivity
(output per worker). It is strange that companies are paying an "attendance bonus" to idle
workers. This double payment cost the plantations over Rs. 180 million in 1988.

The Core Group appointed by the government for studying the management of state
plantations determined that:

* For most of the year, tea pluckers had worked six days a week irrespective of the
rule.

* In a lean years, almost 36 days of sundry work has to be found for laborers because
of the six-day rule.

* The rule costs the state plantations in excess of Rs. 200 million per year, based on
1988 wages.

This measure also has social repercussions. Companies no longer register children of
estate workers seeking employment, or offer employment to people in surrounding areas. In the
opinion of the Core Group, this situation could aggravate socio-political tensions in the district.

The six-day rule is a burden for most of the plantations, particularly after the debilitating
droughts of 1992. Management companies are pushing for a 240 work day year. The government
has not agreed, presumably out of fear of union activism. At the same time, it has told the
companies to expect no retaliation as long as they do not go too far below the 300-day norm. The
companies are in a quandary. The government could issue a clear-cut directive that either lets
collective bargaining determine the standard or it should set a reasonable floor itself as soon as
possible.

Labor Mobiity and the cost of rodutin: In the deficit areas the shortage of labor
causes an additional cost in the form of overtime wages; in the surplus areas the cost is the
payment of wages to idle labor. One reason for the idle labor is a reluctance to move from one
location to another, an attitude encouraged by the trade unions. Even the generous incentives
offered by management, have not been able to move the workers. Companies are afraid to take a
tough position on this point out of fear of government retaliation.

QpA-

There are really no options except reining in production costs and boosting productivity
levels, which should, in time, provide enough profit to increase wages and benefits. During this

29 Core Group Report, 1989.
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During this period of adjustment, management, labor and govenmment should work together to
restore the health of the subsector and enhance international competitiveness.

Recommendations

v The work days standards should be lowered to 240 days / year, or some agreed
number between management and labor.

* The government must abstain from mandating labor remuneration and allow
the collective bargaining system to determine wage and benefit contracts
between workers and management.

2) The "Non-Viable" Estates: Fifty two tea and mbber estates are a continuing drain on
government resources.

After the transfer of 449 public estates to the 22 companies, JEDB and SLSPC were left
with 55 estates, considered non-viable, in the Kandy/Matale region. These estates had losses in
each of the past five years (an average of Rs. 121 million a year) and the cost of improving
productivity would be much higher than expected returns. Of these, three were given to the
Mahaweli Authority.

The remaining 52 estates cover an area of 19,228 hectares. Tea is the main crop on 47 of
these and rubber and cocoa the major crops five. Roughly, 12,300 ha are under tea, of which 26
percent is vegetatively propagated.30 Significant areas of the estates have timber and firewood.
In smaller areas, minor export crops, such as cardamom, are grown. About 31,000 workers live
on the estates, which also have 22 operational factories and 25 factories that have been shut
down.

The government appointed a team of consultants to recommend actions regarding these
estates. Their study3 1 indicates that the poor performance was the result of environmental
degradation, poor management, and lack of investment. Rehabilitation of the best areas on 43 of
the estates was deemed possible. The study also indicated that mbber is not the best crop for
these estates and that perhaps a combination of spices, tea, timber and other crops should be
considered. Also recommended was leasing the 52 estates to seven private management
companies that would guarantee rehabilitation of the land and environment, and maintain
productive employment of the existing (mostly Tamil) work force.

By October 1993, government had leased out 10 of the 52 estates to selected
management companies, and 15 more were expected to go the same way by the end of 1993. The
remaining 2.7 were in the plan for leasing out in 1994.

30 Vegetatively propagated tea, which has higher yield than the traditional seedling tea but is less resistant
to draught.
31 Agricultural Development Services and Enst & Young, Study of Non-Viable Estates, Sri Lanka,
September 1992.
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Opuias

1. Establish several groups from the remaining non-viable estates and lease them out to
the private sector. The problem with this approach is that the unprofitable nature of the
estates is likely to deter any buyer that could rehabilitate them in the best interest of all
concerned.

2. Offer the estates to the 22 management companies on suitable terms. They are more
likely to put in the investment necessary for restoration.

Recommendation

Lease the remaining "non-viable" estates to the private management companies by
1994, and if there are no takers liquidate them.

4. THE FUTURE

5.10 Conclusion

Despite a general decline in the world market for tea and rubber and the emergence of
competition from Asian and African countries, the tree crop subsector in Sri Lanka has a healthy
future - if the right policy decisions are made. Low yields and low productivity are largely
attributable to inefficiencies of state management, which are being gradually reversed by new
management from the private sector. After the changes and procedures instituted gain
momentum, the performance of the sub-sector is likely to improve greatly.

The principal strategies for development rest upon such broad goals as improving
productivity through new investment and labor incentives, lowering the cost of production,
increasing the price margin and revenue from exports by developing new channels of distribution
and penetration of special markets niches overseas. The strategies developed will have to backed
by sound investments, that yield a rate of return commensurate with the market costof capital.
At the same time, all market distorting forces will have to be eliminated, or minimized, to restore
the confidence of investors, and make way for a competitive and efficient market. The private
sector is the main institution for restoring competitive efficiency of the subsector, and the
government should be committed to provide all necessary support to them. .

With liberalization of the market, after removal of all constraints on production and
marketing of the tree crops and giving ownership and control of the state plantations to the
dynamic private sector, there will be enough incentives for the latter to put in major investments
for increasing productivity through improved crop and process technology and developing new
products and markets for tea and rubber. The entry of private capital in the plantations will
encourage investment from the financial markets which could be further enhanced through donor
provided long-term credit. For all this to work, there has to be cooperation between labor and
management initially, which would be facilitated by free market dynamics such as collective
bargaining. The government could play a very constructive role in this process of transformation
of the subsector by facilitating free market reforms within moderate regulatory functions.
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ANNE - I

TEA: IMPORT AND EXPORT BY COUNTRIES

Among major buyers, United Kingdom reduced its purchase of tea from 14,947
ton in 1984 to 12,320 tons in 1989. The USSR also bought less from Sri Lanka between 1984
and 1988, but its purchase rose sharply in 1989 to 11,224 tons. Imports by Saudi Arabia
temained close to 14,000 tons a year, except in 1989 when it dropped to 11,962 tons. Iran
increased its intake from 10,901 tons in 1984 to 12,634 tons in 1989, with a peak buying of
15,956 tons in 1987. raq reduced its purchase from 33,876 tons in 1984 to 24,166 tons in 1987
with a peak of 33,957 in 1988. Imports by Egypt increased slightly from 32,427 tons in 1984 to
33,916 tons in 1989. Syria reduced its imports from 13,104 tons in 1984 to 10,016 tons in 1989.
Jordan was not a big purchaser before 1989 and its imports remained more or less even around
4000 tons during this period. However, following the Gulf war and the embargo on Iraq,
purchase of tea by Jordan, presumably to supply the Iaqi market, went up sharply making it the
largest buyer of Sri Lankan tea in 1991. In brief most of the major buyers reduced their intake of
tea from Sri Lanka between the period 1984 to 1989.

Tables I-A to I-E show the exports from Sri Lans major competitors during the same
period, 1984- 1989. These tables show the following:

.Saudi Arabia: Sri Lanka's loss of exports to Saudi Arabia was taken by India which
increased sales to this country from 2,366 tons in 1984 to 4,264 tons in 1989.

- USSR (FSU): Sri Lanka lost exports to this market continuously from 1984 to 1988.
However, exports from Indonesia to the USSR nearly quadrupled from 6,497 tons in
1988 to 26,401 tons in 1989. Similarly, India also gained part of this market, taking its
exports fiom 76,228 tons in 1984 to 119,378 tons in 1989.

* Iraq: Sri Lanka's exports to Iraq dropped fiom 33,876 tons in 1984 to 24,166 tons in
1989. Again, Indonesia made big market gains in Iraq during this period, going from
527 tons in 1984 to 4,677 tons in 1989.

* In the other markets lost by Sri Lanka, such as Kuwait, and Syria, there were no
significant gains made by other exporting countries.

l



TABLE I-A

SRI LANKA
Exports of Tea showing Countries of Destination

catelaw. YOM AWMTRTON THOUSAMDUS OIJARS

1984 t985 l96I 1N87 S as 1989 l9S4 l9S5 19S6 1987 1988 1989

United Kingdom j4,947 13.415 15.659 10.815 12.966 12,320 41,964 28.603 29.266 18.672 2,403 24.069
251 306 355 231 290 244 839 989 643 646 688 705

t_anos 1.4A4 1.822 1.5E0 1.466 1,489 1,547 5,013 4,366 3.107 3,212 3.167 3.413
Gutmay Fedp 2574 3.372 5.741 3.806 4.0 4,319 8.763 7.846 9.787 8.761 965 9.605
Gram 318 2a8 242 217 221 262 1,100 o 2m s52 S 5S21 566

he_id(epet) 402 470 864 504 236 296 1.209 958 1.23t SI7 470 659
WY I 1AS1 153 300 1.113 1,278 2,204 5.001 3.528 56O 2.103 2.570 4.010
N _delan 3.085 2.480 3,365 2.225 2.079 3.055 9.647 5.072 .76 4.508 4.007 6,84
Pland 103 So 1S0 119 - 1.370 348 85 282 191 - 1.977
Swadan 1O5 130 230 268 144 142 394 448 590 7t4 465 484
USSR 9,564 8,640 2.17t 6.08t 3.44S 11.224 34.017 22.259 3.243 9,489 6.221 22.733
Oturlisaatarapoulel 141 so 227 137 261 580 438 163 32S 194 437 991
Other6l1 223 952 643 384 SS9 966 807 2.268 1.476 1.351 1.S90 2.722

Cm_ad 4.687 4.594 4.676 3.196 3.409 3.772 13,484 8.608 6.607 5,355 5.703 6.601
USA 8.587 1O.OS7 7,065 4.571 t.229 55J8 26.444 20.60t 10.631 .497 11.432 10.395

Cho* 1.164 1.418 1.295 1.154 1.706 1.662 3.486 2.s53 1.96 2017 2M87e 3.134
otherAneric 75 100 149 236 136 97 2s0 1.321 270 463 250 249

dahrain 40 36 23 3s 17 20 148 94 46 84 47 55
ODuba 621 1.928 5.418 5.916 4.122 5.823 1.967 4.492 I.6L8 10.850 7390 3.872
KUWaI 34 307s 3.064 2.088 2.I13 3.o0 12206 8.113 6.233 S.043 4.616 8.172

"MOa&aOM 107 104 69 74 s4 34 273 189 129 183 132 76
SauIAraa 13.193 14.,90 12.924 14.400 14.625 11.962 49.563 44.779 28.054 33.101 31.457 29,640
VbmnwAbfhp 3.36 874 4.1t5 4.4a 6.216 4.547 9.532 1.760 L.525 7.036 9.631 7.01n

Y nR Dom 3.616 6.140 277 200 - - 1 1 .20 13.684 263 20 - -

Aflwnlstn X1.113 335 750 492 1.362 1.82 2.741 657 1.096 803 2Z130 2Z393

CMhIn.2 2.69 5.529 2.557 6.636 1.771 6 3.423 7.95 362 10.62 2.e81

1.030 1.038 135 2,014 1.654 1.476 3.630 2*49 3.04 3.857 4.241 3.794

"91 628 125* 524 540 231 2.0 1.140 1.88 926 a5 375

Ira., 10.601 7.425 10.633 15.9S6 12.261 12.634 33.687 15.639 14.876 27.78 22. 4 24683

Iraq 33.876 28.464 22.747 29.714 33.95i 24.166 100.920 52250 29.X06 46.m 51141 389630

Jorda 4.2e4 3.94 41e 3.565 5.231 35 13867 10.207 8.287 ?7.89 10.302 8109

Jew 326 3.778 4.010 3,513 4.672 5.107 14.422 11.341 9.07 9.327 12.32* 14.024

meoalaya&S brvap 1.72 1.470 1.264 1.109 1.90 54 5965 3.105 2.293 2.178 3.566 112

Ldeao 1.126 1.109 1.737 176 2.40 1.252 3.459 2462 2.52 2576 4.21t 2.291

Pawl 6.67B7 7.63 14.0S MU 9.0 16.879 1SM75 13.86 16.041 13.622 32.2 2.125
SYb 13,104 14.717 13.41S e.57s 11.452 10.016 325576 2.M5 16620 132421 15749 13.193

OwurAa 354 34 .2m 762 1387 3.682 1.032 644 .860 1.494 2622 7.264

w 32,427 322229 40.36B 3t,6s7 35.420 33.916 90.203 68.105 9,562 64335 57.520 S005
Ulb O444 4.510 6.070 10.097 7.280 8.462 24.461 12.921 10.012 17.681 12.614 12.233

SoutllAerks 4.152 m772 3.063 s,73s 2.362 ZV 13.56S 6.323 4,621 6.9o 4.172 5.30o
Timd 612 600 9 1.050 300 - 131 953 15 1.112 456 -

0ihaAfUa 441 661 472 1,168 26 475 473 1.24 607 1.921 403 1.183

Austra 2.825 3,76 2.121 1.580 1.566 1.739 6.297 IL727 3.890 3.502 4672 5.041
Nawlealand 1.6e7 1.708 1.31t3 1.10 740 712 4.932 3.395 1.698 1.896 1.204 1,251

O OseanIa 363 s11 469 S36 405 452 1.134 1.276 643 842 679 849

TooaeUI* 203.434 19311 2061213 199,763 21.447 202.742 617.723 435.446 324.936 3s2.6 262743 27.126?

of*A WiTeahFlu
ina*Tea lgM.

Orem Te
A a _ _ _ - - -_ - 95 -

P6 5 48 1i 46 17 205 10 66 22 54 42

Muom 734 1 250 1.300 960 1.140 - 1.665 3.169 3.05 2.111 23 -

OluerCunIt 2 14 6 8 23 27 _ 4 10I 80t 24 152 116 %1

eatem 792 1269 135i4 1,011 1263 21 2.080 3.259 3.125 2Z285 I 2,92 53

votel AnT. 204226 175 207.567 200.774 219,710 203,763 619.803 436,7035 122.06325671 38.I 671 375.12

fas gavte. CaachosIovk. Gomanny Ge Re8 Fiunptav. RomaN. {Polandlah naaParatalyin 0e Tabe).

F ThistOMBatrea but th alue ofthe nlduiountrla eaie a 1Mm fiue b73t g.uS Ooler-udque,y



TABLE I-B

INDIA
Exports of Tea showing Countries of Destination

calender Vews MUINC1ONS ThOIISAI4DUS OLOUM

. t~~~~98l4 1985 19861 1987 19E8 19819 1984 19815 1966 1987 19118 166

2Lnked Kingdom ,839.6 25.278 368.79 22.242 25W .0 116.47 5tJ17 87,69 49.617

GermanyPfd Rep 6 ,UI9 3,061 4,111 4.683 930 .M 20* 11, 15656 23.t19
GemIIuy DmNep a 

tod OR*pubUd 3037 2t416 2. 2.19 1,015 t2.77 8O.50 4914 6.46 4.63
Ne _teded 3,64 1.,258 2.374 t,557 I'm 1.818 1037 3.4 6.708 4.10
Poblan eE6.5 7.408 2.7 10.701 .4 5,* 1622 19.7 6.116 23I2%=
USSR 7.2 9.98 94.202 94.99 9t6 1t9.3"7 230.765 247.157 207,47 225,93
Yugelsvla 354 1.175 .696 1.4sO 3.044 3,732 4.113 3.365
O"heMea Wo"(si 1.126 1.310 2.402 3.3S1 3.144 3707 4,729 7.240
otrweurop 611 547 745 496 2.198 t.70s 1.781 1.768

Canada 3.407 1131 1.16 a48 8a 4W 6.736 2.245 3.612 1.776
USA 2B49 1,736 2.356 1.829 -tan 3z t 11.690 56 4.7 4.058
OdwArnsrce 3 ' 3 - 1 13 8 - 2

elvhe 523 482 320 "42 Z.144 1.609 1.906 1.411
KuwIt 1.126 820 m 1.096 3.797 3.190 2.840 4,225
Muscat 1.745 1.2S4 860 1,143 4.763 4,415 2921 3.307
0s 10 541 431 527 263 211 1,248 1.709
SdAabi 23 2.699 2479 32.44 SAN 46 13.180 too6l 7.93 6.920
UnItdArEmrIrste 3.947 3.620 4.6ss85 3246 t 4,779 1.922 12.597 13.707 1461

2.51 3.631 2.1es 3.076 3 ow 29 .218 10*2 4.039 6.63
Iran 22.39 16.939 10.493 2531 172 1986 654 63.834 269 S6X446
(req 10.393 6.780 9.146 2.165 12.2 2.51 28.575 20.149 12.885 3.683
_aa 1,100 9m 1.148 1.439 2,05 S4t 4.792 4.771 6625

JOrda 261 140 131 3 726 51 272 99
thpd 322 245 207 es 1,052 m 595 194
Pal. * 1.192 370 * 240 7 t1* * 2.6 711
S6ta 0 0 2 300 1 2 0 0 8 414
OthrAsle 2.16 836 787 1.255 8LO4 2.6J7 2.262 2.

_t 17.225 17J221 13.458 .6i25 4518 914 454 3946 326 14127
Lb 2.316 5.570 2 2.5 1. 5 S60 1740 5 4.797
MIN,.I. s49 2,144 1.01 1.134 081 tO 2016 175 2,514 2.62
Sages 1278 1.762 728 107 a - 3.94 456 1.9 281
Tuiil 315 65 500 1.04t5 as 1.0 678 149 649 1745
OthWAf 201 104 98 97 537 24 216 221

Au_dtb 1842 623 1.037 718 SW 514 5.264 1.329 2.2 1.62
Nlurederld 100 6 33 a 244 18 72 24
Otheoseanla- I - -- 6 - - --

TulaUl*It 

USA
dEfhenlatanU0_

ToOdMTe. 217.040 214,021 202.149 201.S691 319 1 1A.5 I 651.627 I_2131 m 1 4670 _

*.PlguredofdTet Board of India.

* ugIb C_cheloak. Itunewy Iomene (Gean Gem IPep ond Pladaed ahown separael In the Table).
*.npt_ Yemen Arab Rep. Yemen P D Rep. AbMU Olai & Oman.

:wUnw detals or 1988 end 1989 *fe stil not avaiable. The figur Own in Itlls against teected countrle p dlus unpfied eaw ot OfW,mt ligU
umd 9.lmtllU r109 for 'tha rela to kinas bIued releaed by d oh Tea sad.
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TABLE I-C

CHINA (Mainland)
Exports of Tea showing Countries of Destination

CaedvYet mnC TOr

1976 1979 1960 1981 1982 1983 19*s 1985 196 1987 1 198 198

UnltedKlngdom 6.130 ?.4U4 5.93 8,366 12.408 13.759 17.079 9.240 11,016 8,732 6.864 9,106
Czechaelovabla '364 351 459 350 488 290 610 615 360 202 460 403
DenmarO 147 143 222 368 358 428 424
Frnctt 22? 323 126 0 76 329 435 312 407 473 268 369
Gennany Fed R4p 767 2563 t9 3,617 3546 4.441 98556 2AG4 3.171 ,70 3.933 5.207
G0me 0Df Rep 309 470 630 540 220 150 500 230 820 740 283 802
H"WuY 10 200 216 274 734 232 56
N ands 6o2 2.627 2,510 2069 2.07 1.42$ 2.779 1.736 2.314 2,264 2.393 2.263
Poland 2UNs 3A6 4.214 1.620 4.090 6sso0 6.201 9.841 16.167 1.002 1352 17.754
USSR 1.350 1.110 1.56o e0 550 350 735 3.852 9.032 10.467 12.102 14.242

Cad" 22 221 321 m 613 961 958 see 77 354 619 251
USA 33 7,709 5,651 7,318 5.47 6454 7.631 6.529 12.764 11.276 1,95 15,01
Cho* 104 170 125 126 70 47 15 1 1 1 - 1

Afghanisn 1.014 41S 807 - - 529 399 - tO 55 102 223
Hont KOM 631 754 733 747 1.242 523 2.766 999 757 1,578 1t050 2,222
lan 190 767 1,167 301 502 - 606
kmq 1.00 11 2.710 400 616 1.003 SW0 S00 10.600 7.155 86.3 2.000
Ja_ 67 la 248 1S0 189 417 605
Jodan 1.603 - 300 
Lobanon 79 506 65 25 - 107 - - _ - 250 -

maltae 427 57 062 173 174 428 195 206 269 79 30 76
PaItarn Z0 3.945 4.060 44366 3601 6SA 4.715 t,4S0 3.933 5.626 496 7.543
Sk*gpo 472 486 717 619 7 6 797 363 509 245 43e 1.152
YmnnArSb Rep 6s 1.573 472 315 61 230 207 120 1.015 1.332 554 1,412
Yam Onr ep 420 1O3S - 169 150 - - - - 323 300 a9o

- - 507 500 261 1,571 1.001
D0bVA 362 75 465 402 742 247 177
IPt 1A2 2.0 2.036 - .a24 1.369 700 A1.4 3no 2.50 3.057 1,846

Etle 672 425 - 563 523 1.248 654
Lab - 1.100 - _ _ - 500 - - 1.530 6.220 636
Sudft 6.313 4.676 4.4S2 2.916 166 2335 2.313 2.206 60 57 113 113
Tunbs 2.J04 2.567 3100 2.s00 6,100 .936 9.900 8 10.499 7.136 a6507 6.000

Asaala 26 10 .I,424 2034 1.621 2.292 t12 1.619 2.562 2.448 2.29 3.3
NOw _d 15 2041 2.322 1.561 1.57 272 2.90 1.66 1.614 2.29s 2.191 1,26

Unap _elfied 9O 1.622 2.47a 3.774 2.356 560 414 439 329 976 452 631

TetdalulToa 36.156 5220 49I319 44 ".46 62227 67.449 74.665 60.949 .* 5 66.090 101A455 96.411
- - - - -_ -_ _ _ _ _

nr



KENYA "rAaI2 1-0
Exports of Tea showing Countries of Destination

ClenEat ViMEINICTOtE ?IE0USAO us oau.Anas

7~~~~~~~R8 - 18891t imS zSq In?ii s" t 1S87I" Am | SwI

United Mgdtm 44.730 6730 SZ.S9S 6S,J1l W7t i.?t? 132.8 106.914 .48.170 101.01 7 127.tt5
.I4um aLux S 2 21 iS 66 13? 351 t57 47 35 2t 3 69

frtwe I27 V III I9 141 172 611 36 201 240 256 303 976
Gem"101d,Fed tS0 Sts 417 8o GMs s5s 75S 1.087 830 1.2 la"0 1.4O2
liWand llhiriMl02 t21 t.459 1793 3.540 LOU4 3. 6,40 s.042 ?.? 6.709 7.449 .078
Ita 46 45 23 - - 123 171 44 - - -

Ndteilands 1.905 Z203 2320 334 3. 3.62 6.074 4,320 4.612 &M &,740 6.006
Uz:3 -_ _ _ 626 7,394 - - - - 6o 13=
OheEtuteo. I 19I 30 33 31 25 4 31 61 62a 4a 31

CgnaU. 1.33 1.375 1.87t 2.058 2.471 2.643 4.659 3.080 4.052 3.414 3844 4.S49
USA MISS4 6234 3.043 4.724 679 4.72 1027 t1162 7.320 7.7t4 9.90 9,131

t - S i 330 67t 251 24 - I 138 61 831 260 701
It" 207 - - - - 406 398 - - - -
tle l10 121 25 135 166 -_ got 39 164 234
Japan 247 308 2dl 266 343 494 92 692 6s 466 68 a9
PAlmn 20.119 33.60 36.012 31.717 16.111 44.427 S6.673 62.64 6.753 46.714 23.01 Q234
_WSaP. SS4 447 S S 446 720 '2 1.830 1.039 1.342 92S 1.250 1.77S
OUWAtd 213 6s2 460 210 340 340 552 712 6s75 313 64 43;

OPb_A 74S 6o 940 620 P. 69 914 1.016 3 36 _ 7-
low 6.662 7. 254 301 7.0 &.7 25.249 13971 4.92 6.132 9*6 N
SJ<tol w6 427 1.592 1,287 379 32 783 59 3 1.61 1.4S9 4$7 24

M _ 24 23 _ ' _ _ 75 fS10 _i _ " _
-_ _ _ 31t0 4 - -_ 37 7

564.466 224 1t044 663 1.t02 1J3 2.172 403 1.244 64 476 1*26S IAN
Sud 4.227 1,23tt 7,310 11,131 S.921 7ts24 S.716 17.002 10.475 115S2 t.16S 7J518
OtheAM 44 S43 100 197 103 97 1241 J.0 162 m 224 121

AUSIratm.wz2elnd 431 40 84 1.426 1.716 1.411 136 1S0 1.46 * 2.33 2.076
olOCeuwuIa 2 23 48 14 2 238 4 6 42 24 6 365

Tol | e91.181 126.086 116.456 113d.96 128.2011 1.1tt 263908 232*72 212.9?tt 196 20782 24.7

TABLE I-E
INDONESIA

Exports of Tea showing Countries of Destination
;_t- - - - - , - - -

is8 16 low 1967 18 1ess lowI 1la I 196 to"

Unkmd lan m 3AS12.7 ?.n 1.0 7.679 4uoa 9.0 2J1 22U 13179 14 2 *.1e 10S22
inS 1t2 102 IS6 214 24e 343 2 146 22 216 365

'fangs 216 t l 1 1.566 16 32 S6 4128 87 3.521 711 i 4 7?6 OR2
G.mayPdb 3,051 1.0 .72 280 .2.2.507U U 6.33 2.06 3.86 4.2I 4.410 3.25

C_ taA t.eb 429*9 s 1 21 1.190 1St IA 1.1 1l_ 6n1 418 1W I2.6t
nUSmn& 6176 7.079 6.863 $ 19 6.7 4.1531 17.022 12.11 111 lt 7.8 7,716 6.74
P.44 7*81 SA6 S.A 1.714 3.17 138 26 2.101 2.768 "ah
USSR I6 US GP0 6.497 2,40 16 n2At 69 10.26 108651 4449
odmwu' 2941 20 I , 121 81 2460 7 166 118I 320

canU S.a I.09 1,66 1 .76 732 862 26 1AS6 1VAN 2.202 901 1S2i8
USA ICON8 13.313 MM60 slo8? M4M5 12.96 28.971 19.20 18.26 11.26 16.666 18.580

8,vw 706 SlOS 29 697 1A6 616
"un" go s9 100 149 92 71 a | so 160 is a

s0.1- -. - 1.47511 1 7 m - - - 41111S 351 1"
_" ,S15 II" 7,1S 26" .11 4.6I7 1.414 2.2 1O407 4.226 3.062 7.34

Jworda 4.9 I0.In 8429 as" 6.692 6.248 t2l3S 176?" 7.101 1246 1.2 9tU .9
Mda_Ie 424 on6 740 U.13 1,6 1.6 641 4 0 2 741 5.2 1ASI 2 1241
rPam m. 14.29 11.402 %96 12.473 132 1L1 2713 124 11,*11 13.92 IS2= tSI7X
Itagapose SAO9 6.29 6.1O 9.276 3.68 3A917 IS,=6 9,36 86106 11*0 80262 Lo0i8
S#t 6No 2,32 20 on6 6.5 24
o*ueAumb 466 177 65 187 25 874 1*6 343 114 387 467 1.26

Egytv 10.126 9.123 6.964 6.99 11.906 7.166 2631111 116074 7.167 1.2614 lo"01 6.841

Ad.IeU 7.615 L124 7?.6 6."I 7.6 2 21.197 12.011 10.74 92 1.| l0s|t6
ewZa_a59 ecilg 15 1 . -6 -I03 1.207 1.176 1*3 LOU 23 1.4 1.*24 1.474 1S_IM

ouhecouumi'e 22 169 91 64 in6 124 46 221 110 121 357 224

YOW GS.6566 89.121 73.,157 30.42 92.68 114.70 226.291 149 69.oo2 116.73 In=38 5527

sIaog74 1652 9008 MR .lo" 90.267 92.245 113.19 226.1? 148,93 6.69 116*22 124.70 l6ei7
mmamn I so6 97 176 In6 1.616 82 62 1102 12 131 IV

Otheilsa - 89~~~~~~~~s 7 329 212 3 22 8 96 6 7
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ANE- 1H

WORLD OUTPUT OF TREE CROPS

1 World tea output grew by almost 700,000 tons, or 3.1% annually, between 1980 and
1990.1 Most of this growth came from increase in productivity. In India, for example, the area
under tea grew only 0.7% annually, but overall growth of output was about 2%, mostly due to
improvements in yield through higher replanting, infilling and rejuvenation of older areas. Sri
Lanka, however, fell behind its major competitors, Indi and Kenya, as seen from Table I-A and
Figure II-A below.

Table II-A
World Production of Tea

(O'O Metric Tons)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

Sri Lanka 191.3 210.1 188.6 179.9 209.2 215.3 212.7 214.6 228.1 207.9
India 569.5 559.5 560.7 581.4 639.8 656.1 620.8 665.2 701 684.1
tKenya 89.9 90.9 96 119.7 116.1 147 143.3 155.8 164 186.8

Figure II-A

To PrducUon

TOO medial600 8bn

400

200
100

0
1080 1081 1082 1083 1984 1965 1IM 1087 1988 108

Source: Intenmonal Tea Committee, Annual Bulletin of Statistics, 1990.

In the 1980s world tea producers also had to contend with a rerangement in world
market shares. Between 1980-90 the share of the largest traditional processors, India and Sri
Lanka, dropped from 31% to 28.4% and 10.5% to 9.3% respectively. In contrast, Kenya's share
rose fiom 5% in 1980 to almost 8% in 1990, Chinaes from 18% to 22%.2 The output ratio of Sri
Lanka, India and Kenya changed from 22:67:11 to 19:63:17. Kenya, the newcomer to tea in
1960 increased its production over 100%, almost reaching Sri Lanka's level in just 10 years.

I See 'Tea: Revised Supply, Dmanad and Trade Projections to 2000, by Orthodox and CTC Teas", FAO,
Committee on Commodity Problems, Inegovernment Group on Tea, Rome, June 1992.
2 ibd, FAO.
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Bubzor: With the exception of Malaysia, Sri Lanka was the only country in the region to
experience a fall in rubber production (Table I.-B).3

Table Il-B
World Rubber Production

C(000 M)

1983 1984 1985 1986 1987 1988 1989 1990 1991
Malaysia 1563 1530 1470 1539 1579 1662 1415 1292 n.a
Indonesia 1007 1033 1055 1113 1130 1295 n.a n.a n.a
Thailand 588 629 722 782 922 975 1178 n.a 1139
India 168 184 198 219 227 255 289 224 360
&iLgnka 140 14.2 138 1l 122 122 110 i13 1l4
PNG 3 4 5 5 4 5 5 3 n.a
Other 575 612 641 687 766 726 835 n.a n.a
Countries

World 4044 4134 4228 4483 4750 5039 n.a n.a n.a
Total

Source: Plantation Sector Statistical Pocket Book, 1992.

While world production rose 25% between 1983 and 1988, Sri Lanka's output declined by 26%.
In 1983 its share of the world market was 3.5%, in 1988 2.4%. Both the state and private sectors
experienced this decline in output from 1982-91 (Table II-C).

Table II-C
Rubber Production in Sri Lanka's

State and Private Sectors
(000 MT)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991
State 41.9 40.9 46.5 41.0 41.8 40.6 42.1 35.0 37.8 37.0
Private 66.5 70.8 67.2 70.2 69.7 66.7 65.7 68.4 66.6 64.4
Total 125.6 140.0 141.9 137.5 137.8 121.8 122.8 110.7 113.1 103.9
Source: Plantation Sector Statistical Pocket Book, 1992.

3 Sqt Asian D)evelopment Bank, " Sri Lanka Report on Crop Production Incentives', Vol. 1, Manila, May
1990O
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ANOaMBIU

SRI LANKA:
COST OF PRODUCTION OF TEA

AND DRC RATIOS

CostAnalysi

The average budget for tea production is shown in Table Iml-A. There are variations in this
budget, depending upon the area of the country, the types of technology adopted for production,
processing and marketing, etc. The aggregated figures, both for the public estates and the private
holdings are used for analytical convenience.

The cost data, for the most part, were provided by the Ministry of Plantation Industries and
the remaining were estimated, as shown below.

1. Cost of Leaf Production: This is direct labor cost for plucking, cleaning, mulching etc. that
goes into the production of green tea leaves before factory processing.

2. Other Costs: These include supplies, maintenance, development, cost of tools, and other
administrative expenses.

3. LandRent: The 1991 Task Force Report on Restructuring the Plantation Sector had proposed
that the commercialized entities be required to pay a "Lease Rent" on State lands corresponding to the
rent that would be established in a land market. The problem is that, while a small amount of the
estate land may be commercially rented, the market is sufficiently thin to make it impossible to
establish a market-based value of the land. This is in addition to the fact that the composition of the
land is quite varied and the variance of the rental value, if one could be found, would be very large. In
the Tree Crops Taxation and Lease Rent Study prepared by Maxwell Stamp PLC. in January 1992, it
was recommended that a relatively mod.-rate lease rent of Rs. 675 per hectare be established in line
with GOSLts general practice of charging approximately 4% of the market value of the undeveloped
land. Preliminary assessment by Coopers & Lybrand had suggested that present rent would average
Rs. 676.29 per ha overall. On the basis of this rent of Rs 675 / ha and yield at 1029 kg / ha the
nominal rent per kilogram of tea produced would be Rs 0.66.

4. BTkhrge Cha: Ibis includes the exporter's margin and the trade taxes and cess.

5. Te cost of labor in 1993: The wage increase that went into effect on January 1, 1993
increase labor rates by Rs. 12. This was compensated, partly, by the freezing of cost of living
adjustment (COLA) amounting to Rs. 4 on the average.

Wage increase in 1993 = Rs. 12/day

1992 Labor Wages = Rs. 63.50/day

1993 Labor Wages R Rs. 75.5/day

vm



% increase in labor wages 18.9%

Et, labor cost

Field labor in 1992 COP = Rs. 40.95

Field labor in 1993 after 18.9% increase = s. 48.68

Factory labor in 1992 COP = Rs. 2.57

Factory labor in 1993 after 18.9% increase Rs. 3.05

6. The effect of lifting export duty and ad valorem tax: Assuming 50% of the tea sold at a
NSA of Rs. 78 and the remaining 50% sold at a NSA of Rs. 69.70, the benefit of the removal of both
these commodity taxes on tea was Rs. 1.70 / kg addition to the producer's margin.

7. The effect of flexibility in work days: Assuming that on the average there will be a saving
of 2.5 work days per worker per month in the up-country and the mid-country areas and no saving in
the low-country, the estimated saving will be Rs. 2.50 per kilogram of tea produced.

Therefore,

Adjustment in labor cost for work-day reduction= (Rs. 2.50)
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Table III-A

AVERAGE BUDGET FOR TEA PRODUCTION
Domestic and Foreign Exchange Costs

(Rs/kg)

Public Estates Small Holders
1991 19931 1991 1993

Domestic Costs

Cost of Leaf Production 40.95 48.682 31.26 31.26
Factory Labor 2.57 3.05 2.78 2.78
Transportation 0.74 0.81 0.78 0.85
Other Costs 2.50 2.75 2.61 2.87
Land Rent3 0.66 0.66 0.66 0.66
Brokerage & Margin 11.51 11.51 11.51 11.51

Domestic Cost 589 67.a 496 49 93

Work day Adjustment (2.50)

Final Domestic Cost 58 93 64.962 49 A2

Cost of Traded Inputs

Fertilizer 3.90 4.29 4A6 4.90
Power 2.40 2.64 1.66 1.83
Fuel 1.69 1.86 1.92 2.11
Packing Material 3.28 3.60 4.05 4A6
Transportation Costs 0.74 0.81 0.78 0.86
Other Costs 2.81 3.09 2.92 3.21
Foreign Exchange Cost 14J82LJ 1J22 I2 17.37

Final Cost of
Production 73.75 81.2 65.39 65.60

Data Source: Cost data provided by the MPI, Govt. of Sri Lanaka & Plantation Sector
Statistical Pocket Book, 1992.

1 Assuming 10% inflation of non-labor inputs.
2 After 18.99% increase, see Page IX.
3 Approximate Land Rent is Rs. 650/ ha. See Maxwell Stamp Lease Rent Study, 1992.
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ilE DRC ORIEA

The commonly used measure of comparative advantage is the Domestic Resource Cost Ratio
or DRC Ratio. It measures the opportunity cost of domestic resources used in the production of a
good in relation to the amount of domestic value addition that takes place in the process. It is also the
economic value of domestic resources ( i.e. not traded factors) in domestic currency units required to
earn or save a unit of foreign exchange (at shadow price). A country has comparative advantage in
the production of a good if the DRC ratio is less than 1, indicating that the production of the good in
the country saves more than it would take to import it. The DRC is sensitive to changes in the world
price, macro-economic and sectoral policies, labor rates, discount rates particularly for tree crop
products which have a long investment return period, and yields. For each level of production cost
(x), international price (y) and exchange rate (z) there will be a corresponding DRC that will
determine whether the country has comparative advantage in the production of that good. Sensitivity
analysis, as shown in the chart below, can help to identify factors that are causing the loss of
comparative advantage.

1.3 yIzl

1.0

.7 y2zI

.5

j .3 y2z3
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The DRC ratio is given by the formula

n
(F Aj Vj)

j =1
DRLC =

m
(P- E Bk Pk)

where,

A- quantity ofj-th domestic input
V - shadow price of j-th domestic input
P = border price of output (at shadow exchange rat).
Bk = quantity of m-th traded input
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Pk = border price of m-th trsded input (at shadow exchange rate).
CRICUa Di haooW prie

World Bank's estimates of the shadow wage rate (SWR) in Sri Lanka is 0.90, and the shadow
exchange rate (SER) is I. I1.4

The labor content of each of the domestic inputs are:

Domestic Factor of Estate Labor Small Holders Labor
Production Component % Component %
Cost of Leaf Production 100 100
Factory Labor 100 100
Transport Cost 10 51.3
Other 0 0
Brokerage & Margin 0 0

At At
Public Estates Market Shadow

Price Price

Cost of leafproduction (market price) Rs 48.68
Cost of leaf production (shadow price)

= Rs 48.68 x 0.90 Rs 43.81

Factory labor cost (market price) Rs 3.05
Factory labor cost (shadow price)

= Rs 3.05 x 0.9 Rs 2.74

Transport cost (marketprice) Rs 0.81
Transport cost (shadow price)

= Rs 0.1(0.81 x 0.90) + 0.9 (0.81) = Rs 0.80

Other cost Rs 2.75
Land rent Rs 0.66
Brokerage & margin Rs 11.51
Adjustment for lifting of trade taxes = (Rs 1.70)
Workday adjustment (market price) (Rs 2.50)
Work day adjustment (shadow price) (Rs 2.25)

Domestic Economic Cost RS 58.32

Cost of traded inputs = Rs 16.29
Shadow Price of Traded Inputs ls 1.08

[Total Economic Cost of Production] Rs 76.40

4 FTCP, PCR, 1992, World Bank.
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Border price of tea (Januaiy-November 1992 Avg. )5 - Rs 81.88
Border Price of Tea ( at Shadow rate) RsA.89

Therefore,

DRC = Rs 58.32/ Rs 90.89- Rs 18.08
0.80

Small Holders Market Sbadow
Price price

Cost of leafproduction (market price) = Rs 31.26
Cost of leaf production (shadow price)

= Rs 31.26x0.90 = Rs 28.13

Factory labor cost (market price) Rs 2. 78
Factory labor cost (shadow price)

= Rs 2.78 x 0.9 Rs 2.50

Transport cost (marketprice) = Rs 0.85
Tansport cost (shadow price)
= Rs 0.513(0.85 x 0.90) + 0.489 (0.85) Rs 0.81

Other cost Rs 2.87
Land rent Rs 0.66
Brokerage & margin = Rs 11.51
Adjustment for removal of trade taxes = (Rs 1.71)

Domestic Economic Cost Rs 44.77

Cost of traded inputs (market price) = Rs 17.37
Shadow Price of Traded inputs = Rs 1928

[Total Economic Cost of Production3 = Rs 62.14

Border price of tea (January-November 1992 Avg. )= Rs 81.88
Border Price of Tea (at shadow rate) R= 90.89
Therefore,

DRC = Rs 44.77 / Rs 90.89 - Rs 19.28
= 0.63

5 Forbes & Walker, Monthly Tea Sistics, January 27, 1993.
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ANNEX- IV

SRI LANKA:
COST OF PRODUCTION OF RUBBER

AND DRC RATIOS

Table IV-A

Average Budget For Rubber Production
Domestic and Foreign Exchange Costs

(Rs/kg)

....... Private Sector ....... ....... State Sector.
1990 19931 1991 19932

Dometic cots

Direct labor 10.26 10.26 16.1 19.14
. Staff Salary 1.44 1.44 1.72 1.72

Deprecion & Interest 2.32 2.32 3.45 3.45
on Loan
Bought Latex 0.80 .80
Other 3.91 4.30 5.69 6.26

Domestic 112.1 26 .
Cost

Cost of Tmdedoui

Energy 0.64 0.70 1.22 1.34
Fertilizer 0.40 0.44 1.11 1.22
Packing Material 0.04 0.04 0.20 .22
Transport 0.16 0.18 0.86 .95
Foreign Exchange Cost 1.24 A 33

Final Cost of 19.97 : : 30.35
Production . .....

Data Source: Core Group Repor, 1989 and Plantaion Sector Stsical Pocket Book, 1992.

Shadw Prics

World Bankes estimates of the shadow wage rate (SWR) in Sri Lanka is 0.90, and the shadow
exchange rate (SER) is 1.11.3

1 AsvIifg 10% inflaton.
2 Based upon 18.9°h wage incease.
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Labor content of each of the domestic inputs:

Domestic Factor of Estate Labor Small Holders Labor
Production Component % Component %

Field Labor 100 100
Factory Labor 100 too
Transport Cost 10 51.3
Other 0 0
Brokerage & Margin 0 0

state Sector
Market Sh

Direct Labor (market price) = Rs 19.14
Direct Labor (shadow price)

Rs 19.14 xO.90 - Rs 17.32

Staff Salary (market price) = Rs 1.72
Staff Salary (shadow price)

= Rs 1.72 x 0.9 = Rs 1.55

Transport cost (market price) - Rs 0.95
Transport cost (shadow price)4

= Rs O.1(0.95 x 0.90) + 0.9 (0.95) = Rs 0.94

Cither cost Rs 6.26
Work day adjustment (market price) = (Rs 2.50)
Work day adjustment (shadow price) = (Rs 2.25)

Domestic Economic Cost Rs 23.73

Cost of traded inputs(market) = Rs.3. 73
Shadow Price = Rs 4.14

Total Economic Cost = Rs 27.46

Border price of Rubber5 = Rs 34.59
Shadow Price Rs 38.39

3 FTCP, PCR, 1992.
4 Assuming 10% of the transport cost is for labor.
5 1991 Prices, from Plantation Sector Staical Poket Bok.
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Therefore,

DRCStote Sector = Rs 23.73 / (Rs 38.39 - Rs 4.14)
= 0.69

,Privaht Smaolder S

Market Shadow

Direct Labor (marketprice) = Rs 10.26
Direct Labor (shadow price)

= Rs 10.26x0.90 Rs 9.23

Staff Salawy (market price) R Rs 1.44
Staff Salary (shadow price)

= Rs 1.44 x 0.9 Rs 1.30

Transport cost (marketprice) = Rs 0.18
Transport cost (shadow price)6
= Rs 0.513(0.18x 0.90) +0.487(0.18) = Rs 0.17

Other cost = Rs 4.30

Domestic Economic Cost = Rs 15.00
Cost of traded inputs (market) = Rs 1.36
Shadow Price Rs 1.51

Total Economic Cost Rs 16.36

Border price of Rubber7 = Rs 34.59
Shadow Price R Rs 3839

DRCSmajlHolder = Rs 15.00/ (Rs38.39 Rs 1.51)
= 0.41

6Assuming 100/ ofthe transport cot is for lao.
7 1991 Prices, from Plataion Seo Staistic poCke Book.
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ANNEX- V

SRI LANKA:
COST OF PRODUCTION OF COCONUT

AND DRC RATIOS

Table V-A provides the farm budget for coconut production, at 1988 prices, in private
smallholdings and the govemment estates.

Table V-A
Average Budget For Coconut Production
Domestic and Foreigp Exchange Costs

(Rs&a)

Small Govermment
Holders Estates

Dojmesti Costs

Direct Labor 608 569
Staff Salary 537
Other Labor 400
Maintenance of Roads & Overheads
Other Costs 284
Management Fee 63
Interest, Loans & Depreciation 748

Domestic Cost i 220

Cost of Traded Inglts

Energy 53
Fertilizer 676 326
Packing Material 11
Transport 19 21

Foreign Exchage Cost l 411

Fal Cost of Producton 1703 2612
Data Source; ADB Crop production Incentive Study, 1991.

ShadowEd=i

The World Bank's estimated shadow wage rate (SWR) in Sri Lanka is 0.90, and the
shadow exchange rate (SER) is 1.1 1.1

X See the Project Compledon Repoit Fouith Tree Crops Project, World Bank, 1992.
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Labor content of each of the domestic inputs are:

Domestic Factor of Estate Labor Small Holders Labor
Production Component % Component %
Field Labor 100 100
Factory Labor 100 100
Transport Cost 10 51.3
Other 0 0
Brokerage & Margin 0 0

Estimatec of DRJC. Stt5 Sco
m£ket Sh

Direct Labor (market price) = Rs 569
Direct Labor (shadow price)

= Rs 569x0.90 Rs 512

Staff Salary (market price) Rs 537,
Staff Salary (shadow price)

= Rs 537 x 0.9 = Rs 483

Transport cost (market price) Rs 21
Transport cost (shadow price)2

= Rs 0.1(21 x 0.90) + 0.9 (21) = Rs 20.79

Other Costs Rs 284

Management Fee Rs 63

Interest, Loans, Depreciation R Rs 748

Domestic Economic Cost (1053 nuts)3 = Rs 2111
Domestic Economic Cost (1000 suts)- RS 20015

Cost of traded inputs (market) = R 411
ShadowPnce - Rs 456
Total Economic Cost = Rs 2567

Border price of 1000 Coconut4 = Rs 5820
Shadow Price R .s 6460

DRCState Sector = Rs 2005/ (R 6460- Rs 456)
= 033

2 Assuming 10% of the tnssport cost is for labor.
3 Each ha yields 1053 nuts.
4 1988 Prices, from RAPA Publication, Coconut Oil and Cop Prodction, Markeig & Tade, FAO,
1992, Table 17, p.1 13.
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Etmate of DRC. Private

M&*ke Shadow
P B~~~Pc

Direct Labor (market price) 5 Rs 608
Direct Labor (shadow price)

= Rs 608 xO.90 Rs 547

Other Labor (market price) = Rs 400

Other Labor (shadow price) = Rs 360

Domestu Economic Cost (3000 nuts) = Rs 907

Cost of traded inputs (3000 muts) = Rs 695
Shadow Price Rs 765

Total Economic Cost Rs 1602

Border price of coconut = Rs5820
Shadow Price = Rs 6460

d

DRCSmUI Holder = RS 302/ (ts 6460 -s 255)
- 0.048

XIX



ANNEx -VI

SRI LANKA TREE CROPS
EFFECT OF DItECT AND IN DIRECT PROTECTION

Direct Taxes on Tea and Rubber

The tree crop sector had been taxed direcdy through a mixture of taxes such as ad
valorem tax, export duty and cess. These taxes have vaned over the years as shown in Table VI-
A and Figures VI.A and VI-B.

Table VT-A
Direct Taxes and Cesses on Tea & Rubber

(% of export value)

Rubber
Year Ad Valorem Export Coss Export Cess

Tax (%) Duty (%) % Duty (%) %
1981 1.4 29.10 2.69 55.28 3.39
1982 2.4 22.9 2.65 26.11 4.00
1983 11.4 15.5 2.10 36.56 5.74
1984 20.5 11.20 1.67 35.48 5.96
1985 8.76 9.90 2.27 7.75 4.60
1986 0.66 10.06 3.43 11.94 5.83
1987 2.5 8.38 2.92 20.02 5.37
1988 2.1 4.94 2.41 28.22 4.67
1989 3.16 2.00 2.31 20.68 3.69
1990 6.3 1.46 3.31 24.00 4.75

Figure VT-A
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Figure VI-B

Tea: Expot Taxes and Cess
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Source: Calculated fiom Table 1.9.1, Chandramani 1991.

To meet competitive international market pressures, the export duty on tea was reduced
gradually from over 29 percent in 1981 to 1.46 percent in i990. The ad valorem tax did not have
a consistent pattern and remnained between 2-3 % in the later half of the 1980s. After the
restructuring of the state plantation sector in 1992, pressure from the private sector management
agents ultimately led to the abolition of both the export duty on tea and rubber and the ad
valorem tax on tea in December 1992. The tea and rubber cess, however, remains-- at about 2
percent and 5 % of value, respectively.

The Indirect Tax Effects

The indirect tax effect on the sub-sector result from the protectionism accorded to non-
agricultural import-substitution products. These effects are generated via (i) upward movement
of the equilibrium exchange rate that makes export goods lose competitiveness in the world
market and (ii) upward movement of input prices which drive up the cost of production.

Tree crop producers, have faced the disadvantge of both direct taxes levied on export and
indirect implicit taxes due to the controlled exchange rate regime. These taxes could be viewed
as negative protections. The total negative protection is defined as a the percentage difference
between the real producer price prevailing in the presence of trade taxes and over-valued
exchange rate and the real price prevailing in the absence of such distortions. The more negative
this diUrerence, the higher the 'taxation' level faced by the producer. The trend of this 'indirect!
tax (or protection) between 1977 and 1987 on the agriculture sector in Sri Lanka are shown in
Table VI-B below.I

World Bank, Strategic Issues in the Development of Sri Lsks Agricultual Sector, 1991.
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Table VI-B2

Indirect Protection of Agricultual Product in Sri Lanka

Year Due to implicitP Due to Exchange Net
Trade Taxes Rate Overvaluation Indirect Protection

1977 -40.97 -7.09 -44.23
1978 -25.11 -13.03 -36.91
1979 -20.20 -15.51 -37.46
1980 -30.51 -15.44 -55.13
1981 -12.36 -15.83 -37.59
1982 -18.43 -17.70 -45.35
1983 -17.55 -16.80 -41.91
1984 -8.44 -12.33 -27.46
1985 -7.61 -16.11 -31.39
1986 -11.82 -19.77 -31.59
1987 -8.69 -18.92 -27.61

Source: Sri Lanka; Strategic Issues in Agriculture, World Bank, 1991.
Note: The negative sign for protection denotes taxation (negative protection).

From these estimates, it is possible to see that the 'implicif trade tax effect decreased
somewhat over the years, due to policy action, reaching its historical low in the mid 1980s -
around minus 8 to minus 10 percent. But, the positive effects of decreasing trade taxes were
partally offset by the over-valuation of the currency - around minus 15 to minus 20 percent
between 1978 and 1985. In late 1977, a new government introduced extensive reforms including
devaluation of the rupee and in 1978 the exchange rate was set at Rs 15.6 for a US Dollar. If this
is considered to be the equilibrium exchange rate in 1978, the movements since then have
mirrored the relative changes in domestic and intemational (U.S) price levels.4 Between 1978
and 1986, U.S. wholesale prices rose by 63%, Sri Lankan consumer prices by 211%. The
implication is an exchange rate of Rs. 29.80 for a U.S. Dollar in 1986, which was very close to
its acual level of Rs. 28. Analysis by Bhalla 5 shows that exchange rate overvaluation has not
been a major problem in Sri Lanka becuse the govenmment had consistently devaluid the
curency to bring it into aligmnent. The latest round of adjustments are shown in Table VIT-C.

2 bid.
3 They are termed implicit becase they rosult as consequence of protcton given tenon-agrcultural
imports and export.
4 Sujit S. BhaUal, "lhe Politics and Economics of Agicutural Price Policies in Sri La", September
1988, World Bamc.
5 ibid.
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Table VI-C
Sri Lanka:

Movement of Foreign Exchange Rate 1992-93
Month/ Year Rsl US $

1991 December 42.58

1992 March 43.25
June 43.98
August 44.14
September 44.34
October 44.50
November 44.62
December 46.00

1993 January 46.40
February 46.70
March 47.45
June 48.45
August 49.11
October 49.27

Source: Central Bank of Sri Lanka

The Net effect of Direct and Indirect Taxation

The 1gta1 protection effect on tree crops in Sri Lanka, due to the direct export taxes and
indirect negative protection effect of curency overvaluation, are shown in Table VI-D below.

Table VI-D°
Sri Lanka: Direct and Indirect Protection Effect

on Tree Crops
ALL TEA RUBB3ER COCONUT

Year Indirect Direct Lana' Agirur Sector. 1irect99

1979 -37513 -372 29.839 l-33.59

13 -41.91 -12.67 | 18 .255 l |6A5 

198S -31.39 -24.10 -10.82 i i -13.94 _

.1997 -276 1id5 a ks4 .. . ....6o 4 -10.97 | 22129
Sow= Wold Ban, SU-aegic Lsues m1991.

16 World Bankc, Strategic Issues in te Development of Sri Lankas Agricultura Sector. 1991
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EIfect of Protection on Producen rPrice for TIa

The net effect of the direct and indirect taxes on tea, between 1979 and 1989, is shown in
Figure VI-C below.

Figure VI-C
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(a) Ihe direct taxation effect (reflecting differences between total and indirect protection,
and approximnately equal to the taxation that results from traditional comparison between
domestic and international prices) generally went down from a high of 39 percent in 1978 to
15 percent in 1987.
(b) Total protection, likewise, went down from a high of 76 percent in 1978 to 42 percent
in 1987.
(c) Real producer price (using 1978 as the base year) went up between 1981-1984, but
started declining again from 1985. The 1989 price of Rs. 13.70, was marginally below the
level of Rs. 14.65 in 1977 (Table VI-E below). This was, in all probability, reflective o'the
drop in international price of tea from 1985 onward. The price trends are shown againtst the
quantum of total protection in Figure VI-D. The change in producers margin with changes in
the level of total taxes has not been very great. This would be expected if there were other
dominant factors depressing the margin. In the case of tree crops in Sri Lanka these factors
were rising labor cost, declining productivity and lack of institutional support.

Table VI-E
Farm-Gate Prices for Tea, Rubber and Coconut

Year CPI Tea- @ Rubber- Coconut-
Nominl - Nominal Nominal
(Bs/kg) " Bak) QW*4j (snut) *J)

1977 348.42 13.15 14.56 4.51 4.99 0.92 1.02
1978 385.73 11.55 11.55 6.92 6.92 0.85 0.85
1979 462.33 11.14 9.29 9.15 7.63 1.00 0.83
1980 603.44 17.73 11.33 10.62 6.79 1.48 0.95
1981 749.24 17.71 9.12 10.04 5.17 1.80 0.93
1982 815.62 22.52 10.65 10.18 4.81 1.64 0.78
1983 932.19 36.96 15.29 13.95 5.77 2.42 1.00
1984 1086.01 46.45 16.50 14.94 5.31 4.07 1.45
1985 1106.74 35.39 12.33 16.17 5.64 2.18 0.76
1986 1201.86 30.28 9.72 16.62 5.33 1.83 0.59
1987 1298.44 38.06 11.31 21.10 6.27 3.29 0.98

Source: Ministry of Plantation Industries, Statical Pocket Book, 1990.
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Figure VI-D
Tea: Producer Price, Total Protection & International Price7

TEA: TAXATION & PRICE RELATIVES
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Source: Stregic Issues in the Development of Sri Lanks Agriculture Sector, World bank 1991.

Effect of Protection on Producer's Price for Rubber

T'he pattern of negative protection on rubber in Sri Lanka has been as follows:

(a) Direct taxation of rubber reached its peak level in 1979 and 1981 (around 30
percent). It started declining thereafter, reaching about 11 percent in 1987.

(b) Total protection - given the decline in both direct and indirect effects, was 39
percent in 1987.

(c) Real producer price (using 1978 as the base year) were above Rs. 7.5 per kg.
in 1979-1980, but fell to below Rs. 6 in the subsequent two years. In 1987, partly
-because of a boom in international prices, farn gate price for rubber reached Rs. 7.61 per
kg.

Figure VI-E
Rubber: Producer Price, Total Protection & Intemational Price8
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source:. Strategic issues in the Development of Sri Lankas Agriculture Sector, World bank, 1991.

7 IndeX of internatitonal market price, base year 1980 = 100; based on constant 1980 U5$.
8 index of international market price, base year 1980 - 100; based on constant 1980 US$.
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Coconut

Unlike tea and rubber, the domestic consumption of coconut is quite heavy in comparison to
export. In 1989, production was 2484 million nuts. Domestic consumption was 1896 million
(76%) and export 588 million (24%). The effect of the direct and indirect taxes on coconut crop
were as follows:

(a) Direct tax effect on coconut was considerably less than either tea or rubber. As a
matter of fact, it has received positive protection since 1982 (with the exception of
1985). In 1987, the direct protection level was +22 percent -- a marginal increase from
the previous level of +20 percent.

(b) Total protection level - in the last two years has declined to about 7-8 percent.
This represents a very large decline from the above 40 percent level of the eighties.

(c) Real producer price (using 1978 as the base year): Coconut prices seem to
have followed a step function - they stayed approximately constant at 40 cents a nut for
most of the seventeen years period, 1960-1977. There was a large increase in
intemational prices in 1977 and this resulted in domestic price hike to Rs. 1 per nut.
Prices have remained more or less at this level since then. The sector receives a number
of subsidies from the Government such as replanting subsidy, under planting subsidy,
new planting subsidy, home garden subsidy, etc. The total subsidy paid in 1989 was Rs.
50.1 million, up from Rs. 43.26 given in 1988.0 From the incentives perspective, there
is no doubt that today they are far better than ever before. Together with the declining
total taxes they have contributed to the near correspondence of the domestic price with
international prices as seen in Table VI-F below.

Table VI-F
Coconut - Border and Farmn-gate Prices

Year Border Price Farm-gate Price
Rs/ kg Rs/ kg .

1977 0.93 0.92
1978 1.66 0.85
1979 2.16 1.00
1980 2.82 1.48
1981 2.20 1.80
1982 1.61 1.64
1 983 2.18 2.42
1984 3.69 4.07
1985 2.74 2.18
1986 1.41 1.83
1987 2.52 3.29

Source: Strategic Issues in Sri Laka's Agricultual Sector

9 Source: Plantation Sector Statistical Pocket Book, Ministry of Plantion Industries, 1990.
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Figure VI-F
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Figure VI-G
Coconut: Producer Price, Total Protection & International Price1 0
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bterwitional Comparison

Even though the policy of taxing exports has been moderated over the years, the taxes
still remain high in comparison to intemational competition producing unwarranted price
distortions. Looking at tea taxes (Table VI-E), in Indonesia, the export duty was abolished in
June 1988. Kenya did the same in 1988. India charges no duty on export. Although it has an
excise tax, it is fully rebated on export.

10 Index of intemational market price, base year 1980 = 100; based on constant 1980 US.
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Table VI-H
Compaative Export Tax Rates, by Countiy

Export Price Kenya Indonesi India ' ' "X

fob (IJS$Ikg) a

1.0 0 0 0 3.8 2.5 0.0
1.2 0 0 0 3.1 2.1 0.0
1.4 0 0 0 2.7 1.8 0 
1.6 0 0 0 3.3 2.5 30.0
2.2 0 0 0 16.1 15.5 50.0
2.4 0 0 0 18.9 18.4 50s.
3.0 0 0 0 25.1 24.7 50.0

Note: Include specific export duty plus ad valorem tax on auction price.
Source: Strategic Issues in Sri Laka's Agriculua Sector

Ihe position for rubber is shown in Table VI-H. Indonesia is not in the list because it
abolished export taxes on rubber in 1988.

Table VI-I
Comparative Export Tax Rate on Rubber, by Country

25 5.0 20.0 0.0 0.0 0.0 0.0
30 7.5 25.0 0OA 1.3 1.7 5.8
35 10.0 28.6 1.25 3.6 3.1 8.8
40 12.5 31.3 2.25 5.6 44 11.0
Source: Strategic Issues in Sri Lanka's Agricultural Sector

Quite a number of studies done till date on the fiscal impact of taxation of tree crops
have led to the following conclusions: 1I

(a) Tree crops have consistently been more heavily taxed than other subsectors in
agriculture, manufacturing or services. Tree crops were subjected to high negative rates
of nominal and effective protection (i.e.taxation) in contrast to the generally positive
rates of proection accorded to other sectors of the economy. The indirect taxation due to

See ADB (1990), Bhalla (1988), World Bank (1986) and Bertmd (1985).
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macroeconomic and trade policy have depressed tree crop prices below what would have
otherwise prevailed and reduced the producer's margin.

(b) The failure to maintain a competitive real effective exchange rate over the past
three decades has led to foreign exchange control and import restrictions that
boosted growth of import sut4sfituting industries. This has diverted investment and
other resources away from the tree crop subsector to the protected sectors, much
more than what would generally be expected under a more neutral trade regime.

(c) Changes in international prices have been passed on to the tree crop producers
rather asymmetrically. They bore more than proportionate declines while realizing
a much smaller proportion of increases in international prices, particularly
following major devaluation.



ANI IU -ViI

SRI LANKA: EFFECT OF WAGE INCREASE
ON INTERNATIONAL COMPETTIVENESS

The change in intemational competitiveness of labor can bejudged by examining
the relationship between change in productivity adjusted real cost of labor and the change m
export prioes. For Sri Lanka, the real wage rates and labor productivity between 1986-1990
are shown in Tables Vl}-A and VII-B below.

Table VII-A

STATE PLANTATION WAGES:
NOMINAL & REAL

sday)

1986 1987 1988 1989 1990
Nominal Wage RateI 34.35 36.43 47.45 52.62 60.06

Real Wage Rate2 23.60 .23.22 26.52 26A0 24.77

% Changee - -1.60 14.20 -0.45 -6.17

Source: Chandramani, 1991, ANNEX-12; CPI firom Central Bank Annual Report 1991.

Table VI-B
STATE PLANTATIONS:
LABOR PRODUCTIVITY

(kg)

1986 1987 1988 1989 19
Tea production/ Employee 715A 709A4 745.9 677.6 706.1

Rubber ProductioiJ Employee 946.8 932.5 948.6 826 1002.5

% Change- Tea - -0.84 5.10 -9.10 4.20

% Change - Rubber - -1.50 1.70 -12.90 21A0

Weighted Average Tea+ Rub3 ^ -0.97 4.42 -9.86 7.64

Source: Chandramani, 199.

1This includes all payments e.g. base wage, COLA, Non-wage itms like housing, medical, and
aflowances like holiday pay, attendance bonus, graity, etc.
2 Based on CPI with 1982 as base year.
3 Assuming 80% work on tea and 20% on rubber.
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Estimated productivity adjusted real wage rates are given in Table VI-C below.

Table VI-C
STATE PLANTATIONS

ADJUSTED REAL WAGES
(% change)

YEAR Real Productiv Adjusted CPI Exchang Excess of Change
Wage ity Labor e inflation in Unit

Cost % Rate over Labor
% % % (4) % devaluati Cost
(1) (2) (3) (5) on (7)<6) 

(6)=(4*- (3)
(5)%%~

1987 -1.6 -0.97 -0.63 7.7 7.85 -0.15 -0.78

1988 14.2 4.42 9.78 14.0 740 6.60 16.38

1989 -0.45 -9.86 10.31 11.6 21.10 -9.5 0.81

1990 -6.17 7.64 -13.81 21.5 0.60 20.90 7.09

Data Sour: Centrml Bank of Sri Lanka, Annual Report 1991, Tables 22 & 49.

This implies that the country's intemational competitiveness declined by 5.88% in the
period of analysis.

The export price for tea and rubber are given in Table VI-D and Table VI-E.

Table VI-D
TEA & RUBBER EXPORT PRICES

(FOB)

................ ..... TEA..................... ................ RUBBER ................

Rs/ kg SDRI kg change Rs/ kg SDRI kg change
1986 44.52 1.35 - 23.83 0.72
1987 52.97 1.39 2.9% 27.63 0.73 1.4%
1988 55.95 1.31 5.7% 37.33 0.87 19.1%
1989 66.91 1.44 9.9%/0 36.17 0.78 -10.3%
1990 91.78 1.69 17.3% 35.50 0.65 -16.6%

Source: Central Bank Annual Report, 1991; Tables 35,38,49.
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Tabic VI-E
TEA AND RUBBERt

WEIGHTED AVERAGE CHANGE IN EXPORT PRICE

1986 1987 1988 1989 1990
Revenue - Tea ( m. Rs) - 279 287 295 364
Revenue - Rubber (m.Rs) - 76 86 67 57
Weighted Avg. Price - 2.58% 2.03% 6.16% 12.70%
Change4

Data Source Plantation Sector Statistical Pocket Book, 1992, Table 121.

This shows that the 5.8% increase in adjusted wages were almost wholly compensated by
the gain in export price of 5.87%. However, it must be understood that most of the gain in
export prices were taken away by the exporters and the producers gained only a fiaction
from the price effect while footing the whole of the wage effect.

4 Weights based on relatve export revenue from tea and rubber.
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ANNEX VlI
SAMPLE PROFIT LOSS ACCOUNT

COMPANY 1

Before Wage lncrease In 1992 After 18% Wageo rease
1993 1994 1993 1994

Rs. '000 Rs. '000 Rs. '000 Rs. '000
5ales:Tea 766372 900111 765372 900111
Sales:Rubber 38423 44317 38423 44317Labor Cost 392753 421239 463449 497062Other COP 211482 226821 211482 226821Gross Margin 199560 296368 128864 220545

Other Income 3280 305" 3280 3059Cost of Bought Leaf/Latex 47887 54464 47887 54464Gross Margin at estate level 154953 244963 84257 169140

Gross Margin as % of Sales 19.28% 25.94% 18.79% 17.91%

OVERHEADS
Regional Heal office Costs 11531 12213 11531 12213Warehousing/other overheads 6042 6481 6042 6481Management Fee/Insurance 0 0 0 0Rent (illustrative value onlyl 22582 24150 22582 24150Depreciation 36494 26986 38494 26986
TOTAL OVERHEAD 76649 69830 76650 69830

PROFIT BEFORE INTEREST AND TAX 78304 175133 7607 99310

Interest payable on Long Term debt 0 0 0 0Iiterest Payable on Overdrafts 24229 11406 24229 11406Interest receivable on cash balance 0 0 0 0

PROFIT BEFORE TAX 54075 163727 -16622 87903.98

Tax 0 0 0 0

PROFIT AFTER TAX 54076 163727 -16622 87904

Retained Profit/Loss 54075 163727 -16622 87904

|PROFITABILITY CHANGE AFTER WAGE INCREASE -130.74% 46.31%

Data taken from Coopers & Lybrand Business Valuation of the State Pantations 1992
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SAMPLE PROFIT LOSS ACCOUNT
COMPANY 5

Before Wage Increase In 1992 After 18% Wag Increase
1993 1994 1993 1994

Rs. '000 Rs. '000 Rs.'000 Its. '000
Sales:Tea 670,836 799,673 670,836 799,673
Sales:Rubber 226,734 256,394 226,734 256,394
Labor Cost 433,760 460,903 611,837 543,866
Other COP 233,563 248,178 233,563 248,178
Gross Margin 230,247 346,986 152,170 264,023

Other Income 10,793 2,628 10,793 2,628
Cost of Bought Leaf/Latex 28,364 32,048 28,364 32,048
Gross Margin at estate level 212,676 317,566 134,599 234,603

Gross Margin as % of Sales 23.69% 30.07% 18.22% 22.21%

OVERHEADS
Regional Head office Costs 8,911 9,437 8,911 9.437
Warehousinglother overheads 6,673 7,091 6,673 7,091
Management FeeInsurance 0 0 0 0
Rent (illustrative value only) 23,126 24,741 23,126 24,741
Depreciation 34,903 29,856 34,903 29,856

TOTALOVEYRHEAD 73,613 71,125 73,613 71,125

PROFIT BEFORE INTEREST AND TAX 139,063 246,441 60,986 163,478

Interest payable on Long Term debt 0 0 0 0
Interest Payable on Overdrafts 11,881 0 11,881 0
Interest receivable on cash balance 0 1,479 0 1,479

PROFIT BEFORE TAX 127,182 247,920 49,105 161,999

Tax 0 50,066 0 32,400

PROFIT AFTER TAX 127,182' 197,854 49.105 129,600

Retained ProfitiLoss . 127,182 197,854 49,105 129,600

|PROFITABILITY CHANGE AFTER WAGE INCREASE -61.39% -34.50%

Data taken from Coopers & Lybrand Business Valuation of the State PlantatIons 1992
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ANNEX- Vm

Development Budget
Hayley Plantation Company

1993-1997

C=ital Budet of HpylC3s PlIon
(million RPpees)

1993. 19 - 996 197 Average

Plantatio-ns 31.5 26.27 22.04 18.63 15.90

Land improvement 0.66 0.53 0.43 0.34 0.27

Machinery 3.44 2.76 2.20 1.76 1.41

Vehicle, equipment, 4.73 3.78 3.03 2.42 1.94
etc. 
Building 0.72 0.58 0.46 0.37 0.30

TOTAL 33 2L12 23B53 I2= 1 80 :

_ r_ ._ .. '. : . ::. 



Qp oat&B3dgct
(million Rupees)

_ 1903 1994 1995 1996 1997 Average

Revenue 577.02 686.65 817.12 972.37 1157.12

Expenditure 666.47 766.22 871.29 992.07 1131.00

Balance (89.45) (79.57) (54.17) (19.70) 26.00 (43.38)

he 5-year average capital and operating budget requirement= Rs.2930 million + Rs. 43.38 million
Rs. 72.68 million.
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ANNE; X

Table IX-A
Sri Lanka: Tea production 1991-1992

(mil. kg)

Month 1991 1992

January 19.0 17.2
February 15.8 12A
March 19.0 8.6
April 25.3 7.8
May 23.9 22.5
June 23.8 16.9
July 21.7 13.9
August 19.7 12.8
September 16.6 14A
October 19.8 16.9
November 17.9 16.7
December 18.0 18.6

TOWa 2.401717+
Source: Forbes and Walker Weekly Tea Report January 19, 1993.

Table IX-B
Sri Lanka: Tea Export 1991-1992

(mill. kg)

Destination 1991 1992

Iran 31.6 24A
Jordan 31.4 21.8
Egypt 2'.0 18.3
Syria 9.9 14.4
Saudi Arabia 13.5 11.2
UK. 11.7 10.5
Libya 11.5 6.3
Japan 5.2 5.6
Pakistan 7.8 5.2
FSU 5.1 4.9
Yemen 5.1 4.8
U.A.E 10.6 4.7
Germany 3.6 4.2
Netherla; ds 2.8 3.7
U.S.A 3.3 3.3
Other Countries 37.2 36.9

-o-a-- .----

Source: The Island, Sri Lanka, March 17, 1993.
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TABLE IX-C
SRI LANKA: NATURAL RUBBER EXPORTS BY TYPE AND DESTiNATICN, 1990('Dons)

D 1STINATION RSS Latex Sole Scrap TSR TOTAL
Crepz, Crp Crepr

W. Em,wpc (EEC-12) 16,034 (64) 7,427 (30) 1,060 (43) 389 (1.6) 16 (0.1) 24,926 (29)

E.Ennrpc (COMIECON) 16,092 (65) 3,520 (14) 935 (3.S) 3,811 (15) 350 (1.4) 24,701 (29)

N. Anmctica 5.423 (62) 3,096 (3S) 216 (2.5) 60 (0.7) 2 (0.0) 8,797 (10)

Japan 79 (2.2) 2,998 (84) 433 (12) 6 (0.2) 0 3,576 4%

Indian Sub-Cont. 6,049 (58) 3,195 (31) 148 (1.4) 879 (8) 78 (0.8) 10,349 (12)

Zintbat,we 0 370 (100) 0 0 0 370 (0)

Iran 2,843 (99) 30 (1) 0 0 0 2,873 (3)

hlcxi;<(O 402 (33) 791 (64) 20 (1.6) 0 Is (1.2) 1,228 (1)

Singapo.rw 278 (49) 27? (49) 0 0 IS (2.6) 570 (1)

S.uih Afri.a 298 (40) 245 (33) I1I (15) 86 (12) 0 740 (1)

Others 1.364 (18) 3,429 (46) 763 (30) 3,353 (15) 88S (12) 7,534 9)

TOTAI: ---- ---- -- -- -- -- - -

48.862 (S7) 25,378 (30) 3,686 (4.3) 6,382 (7.4) 1,364 (1.6) 85,671 (3(10

Source: Susan Tan, "Prospects for the Natural Rubber Industry in Sri Lanka,"
World Bank, Washirton, D.C.
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ANNEX- X

STRENGTH, WEAKNESS, OPPORTUNITY AND THREAT (SWOT) ANALYSIS
OF THE TEA, RUBBER AND COCONUT INDUSTRIES

IN SRI LANKA.

A SWOT analysis looks at an enterprise's internal strengths and weaknesses and extemal
opportunities and threats. It is grounded in the principle that a strategy must produce a strong fit
between the organization's internal capability and external environment. The following analysis
examines Sri Lank's tea, rubber and coconut industries' indicators of fiture success or failure in
the global market.

rne Tea Ind*st7

Strengths

1- Sri Lanka still leads the rest of the world in tea exports and has a strong market position in
Egypt, Pakistan, Iraq and Saudi Arabia.

2. The private sector has made progress in the production and export of value-added teas and
has a strong presence in the high growth markets of the Middle-East

3. The overall terms of trade for Sri Lankan tea were better than those of other countries in
1989 (Table 2-13).l

4. Sri Lanka has comparative advantage in the production of tea.

5. Sri Lanka has a diversified geographical market, which gives it the strength to sustain
fluctuations in demand much better than other countries.

6. Sri Lanka has a strong image in the intemational tea market

Weaknesses

I. The tea industry in Sri Lanka lacks strategic direction.

2. The facilities for producing tea have become obsolete and require replacement and
modernization.

3. The state sectors productivity has been low compared to small holders in the low country
- as low as 50% in a few specific instances.

I Aln Green, Technology & Market Developmen in the Tree Crops Sector, World Bank, 1991.



4. The export distribution network for tea is very weak with most tea still being channeled
through commodity auctions.

5. The entire tea subsector is too weak financially to implement the needed change in
strategy.

6. Unit costs relative to key competitors are higher.

Opportunities

1. World demand for black tea is expected to grow at a rate of 3.2% a year.2

2. World tea prices are likely to rise after 1994.3

3. Future market growth in ihe Middle East has good potential for Sri Lanka's tea.

4. Demand is likely to become very selective for certain types of teas, such as instant,
organically grown and flavored teas in the developed countries.

5. Many new segments are developing in the world market for beverages.

Threats

1. Almost all countries competing with Sri Lanka have higher productivity and productivity
growth rate.

2. The demand for black tea is shifting toward CTC tea.

3. Changing demography and buyers' needs and taste all over the world are likely to replace
traditional tea with differentiated tea

The Rubber Indzsit

Strengths

1. The private sector is marketing to differentiated niches abroad and the top plants have a
reputation for extremely low costs combined with good quality and effective management.4

2. The cost of producing rubber in Sri Lanka is low - $764/ ton in comparison with Malaysia's
$837/ ton.

2 FAO, Trade Projecdons till 2005.
3 World Bank, Market Pnqections, 1992.
4 Qdoted from The EUropean Rubber Journal, April 1993.
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Weakoesses5

1. Low productivity and high cost of production.

2. Little institutional support for rubber production and marketing.

3 Slow response of the public sector rubber industry and weak strategic planning to respond to
changes in the intemational market.

Opportunities

1. A high demand growth is expected in the Asia Pacific region in the 1990s.

2. A likely decline in the export market shares of the major rubber-producing countries.

3. Significant market opportunities for production and marketing of specialized rubber.

4. Positive price projections for 1994 to 2000.

5. High potential for improving productivity and yield.

6. New cost efficient technology for rubber extraction and processing is available.

7. Access to the Singapore Commodity Exchange, a market for spot and futures trading in
rubber.

Threats

1. Likelihood of over capacity in the industry world wide in the immediate future

2. Possibility of low European demand because of a delay in the economic recovery of Easten
Europe and the FSU.

3. Low world prices until at least 1994.

The Coconut Indus

strengths

I . A basic advantage of coconut production in Sri Lanka is that it is grown primarily in a
compact area so-th west of the Island known as the "coconut triangle". Most of the
smallholdings and plantations are within 50-200 km of the Colombo port and coconut
processing factories. The area benefits from a good road network that makes the transport

5 See ADB, Crop Producto Incentmve Sudy, 1990.
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cost of inputs and outputs considerably less than that in many other coconut processing
countries.6

2. The sector employs about I50,000 people directly and generates income for 450,000-
600,000 people.

3. Coconut is a major food item in Sri Lanka and has temendous social value for its
inhabitants.

4. The cost of production is low enough to yield a 28% producer's margin on cost.

5. The country has a large comparative advantage in the production of coCwult.

Weaknesses

1. Coconut is primarily a smallholder crop, and smallholders are generally 'low input-low
output" farmers. The yield from a unit of land is low compared with other major producers.

2. Coconut prices in the domestic market are extremely volatile because of the elastic demand
and supply schedules.7

3. The high interest rates for agricultural loans make it unattractive for coconut growers to
invest in increasing the yield.

Opportunities

1. Growing demand of copra in the EC and United States.

2. The viability of intercropping with other crops.8

Threats

1. Significant decline in coconut hectrage -the estimated annual loss in the 1980s was around
1,000 ha99 .

2. The outlook for exports of coconut products is not very bright with the exception of copra
and coir.

6 ADB, Second Coconut Development Project, Feasibility Study, October 1991.
7 ibid.
8 ibid.
9 The net reduction in coconut land from 1982-92 was 2,450 ha for 7 adminisatve disticts covering

28.22% of the coconut land, according to the 1992/93 Survey of Agriculme. Prom this estmate, the
loss of coconut land in the ten year period was about 8,681 ha.
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