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This Financial Sector Assessment (FSA) i s  based on the work o f  the jo int  World Bank and 
IMF Financial Sector Assessment Program (FSAP) Update team that visited Sri Lanka 
between June 20 and July 3,2007.' The principal objectives o f  the FSAP Update were to: 
(i) assess developments in the financial sector and progress in strengthening financial sector 
regulation since 2002; and (ii) identify measures that would contribute to consolidation o f  
financial stability and to further development o f  the financial sector over the next five years. 

The structural and developmental aspects o f  the 2007 FSAP Update are summarized here. 
The stability and prudential oversight aspects o f  the Update, including the Report on 
Observance o f  Standards and Codes (ROSCs) and their findings, are summarized in the 
Financial System Stability Assessment (FSSA) that was discussed by the IMF Board, as part 
o f  the Article IV Consultation, in November 2007. This FSA should be read together with the 
FSSA in order to get a full sense of theJindings and recommendations of the 2007 Sri Lanka 
FSAP Update. 

Section I provides an overview o f  the 2002 FSAP findings. Section I1 describes the main 
findings o f  the 2007 FSAP Update addressing bank and nonbank financial institutions, state 
bank restructuring, pension funds, insurance, capital markets, supervisory framework, access 
to finance, and legal and judicial reforms. Section I11 summarizes the recommendations for 
sustaining financial development. Box  1 l i s t s  the key recommendations as presented in the 
Aide-MCmoire. 

' The Sri Lanka FSAP Update team acknowledges the excellent hospitality, cooperation, and openness o f  the authorities and 
technical counterparts. The team comprised Messrshlmes. Kiatchai Sophastienphong (Leader, World Bank), Aditya Narain 
(Deputy, IMF); Jorg Genner, Peter Hayward, Turgut Kisinbay, Tom Kokkola, Mercy Mathibe and Andre Santos (all IMF); 
Nagavalli Annamalai, Gregory Gordon Brunner, Marinela Dado, Sriyani Hulugalle, Lohita Karunasekera, Yibin Mu, K. R. 
Ramamoorthy, Carlotta Saporito and Niranjani Sathiakumaran (all World Bank). 

* The topics covered in the IMF's FSSA but not covered in this FSA are: (i) an analysis of  financial system stability; (ii) risk 
mitigation framework including systemic liquidity management framework, anti-money laundering and combating the 
financing o f  terrorism (AMLKFT), and safety net and crisis management; and (iii) ROSCs for the Banking Core Principles 
(BCP) and the Core Principles for Systemically Important Payment Systems (CPSS). 
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I. BRIEF REVIEW OF THE 2002 FSAP FINDINGS 

1. 
preceding 20 years. The report indicated that Sri Lanka’s legal and regulatory framework 
had been regularly updated and banking supervision upgraded. New laws on securities 
markets and insurance had been enacted; and new banks and insurance companies, both 
domestic and foreign, had been authorized, resulting in increased competition and 
innovation. The markets for private securities were well regulated and technically advanced, 
while the provident fund sector had expanded to  become a significant force in the local 
financial system. 

The 2002 FSAP noted significant strengthening of  the financial sector during the 

2. 
banks, the interbank markets for foreign exchange and domestic money as well as 
government securities markets. The two systemically important state-owned banks were 
technically insolvent with high levels o f  nonperforming loans (NPLs) and faced s t i f f  
industrial relation problems from entrenched unions. The interbank markets suffered from 
big swings in systemic liquidity and large imbalances in the positions o f  major market 
participants. The primary market for government bonds suffered from the absence o f  liquid 
benchmark issues, limited transparency and weak competition among primary dealers. 
Activity in the secondary market was impeded by the use o f  physical scrip and the dominant 
presence o f  two large state institutions. The report recommended that the functioning o f  
interbank markets for foreign exchange and domestic money required immediate, urgent 
attention. I t  stressed that the development o f  securities markets would require actions to 
enhance primary market efficiency and secondary market liquidity. 

At the same time, the FSAP pointed to several structural weaknesses in the state 

11. MAIN FINDINGS OF THE 2007 FSAP UPDATE 

3. 
regulatory and supervisory framework for banks and key nonbank financial 
institutions. I t  also reviewed progress in implementing recommendations made during the 
2002 FSAP and provided the authorities with a revised set o f  prioritized recommendations 
for financial sector reform. The full FSAP Update report, on which this FSA i s  based, 
includes: 

The 2007 FSAP Update team reassessed financial system soundness and the 

e 

e 

The Aide MCmoire, summarizing the Update findings and recommendations; 

Technical Notes on selected topics (Insurance and Pensions; Capital Markets; Asset 
Valuation and Provisioning; and Legal and Judicial Reforms); and 

Principle-by-principle reassessments o f  Observance o f  the Base1 Core Principles for 
Effective Banking Supervision and the Observance o f  the CPSS Core Principles for 
Systemically Important Payments Systems. 

e 
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A. Overall Assessment 
4. The authorities have embarked on a major reform program since the 2002 
FSAP, but progress has been uneven across different financial sector segments. Several 
legislative and regulatory reforms have taken place and supervision strengthened, and an 
active agenda exists for ongoing work. However, a number o f  key recommendations 
including those relating to  privatization o f  the state banks have not been pursued, although 
some efforts have been made to address the weak financial condition through operational and 
financial restructuring. The reform agenda for the pension and provident funds also has not 
been addressed adequately. 

5. 
the banking system has increased its resiliency to shocks since the 2002 FSAP. The 
system-wide capital adequacy ratio was s t i l l  high at 1 1.7 percent at end-2006, although 
profitability had strengthened, and gross NPLs as a share o f  total loans had dropped from 
12.5 in 2002 to 5.2 percent in 2006, backed by increased provisioning coverage. 

Despite a challenging environment of high government deficits and civil strife, 

B. Banking Sector 

6. The structure of  the financial system, with its dominance by banks, has not 
changed much since 2002. Commercial (56 percent) and specialized (1 1 percent) banks 
together s t i l l  account for 67 percent o f  total financial sector assets, with provident funds 
holding around 20 percent, and insurance companies, finance companies, and leasing 
companies each accounting for around 3 percent. State-owned banks continued to dominate 
the landscape with 47 percent o f  total banking system assets, despite a decline o f  5.1 percent 
in their share since 2002. 

7. 
licensed specialized banks (LSBs). The two largest LCBs are state-owned. Another nine 
banks are privately owned commercial banks and 12 foreign banks have branches. LSBs, 
which are mostly state owned and have a market share o f  about 20 percent o f  commercial 
banks, are not permitted to take demand deposits or undertake foreign currency business but 
are otherwise treated like LCBs for prudential regulation purposes. The system also includes 
a large number o f  finance companies that may take savings and time deposits and leasing 
companies that are funded by bank borrowings and debentures. 

The banking system includes 23 licensed commercial banks (LCBs) and 14 

8. 
ratio for LCBs remained high-at 1 1.7 percent as o f  end 2006. Rapid credit expansion helped 
gross NPLs as a share o f  total loans dropped from about 19 percent in 2002 to just above 7 
percent in 2006 as a result o f  improved credit risk management and supervision. Improved 
asset quality i s  also evidenced by an increased provisioning coverage, which accounted for 
about 67 percent o f  NPLs. Profitability has also strengthened with the Return on Assets 
(ROA) after tax rising f rom 0.9 percent in 2002 to 1.3 percent in 2006. Rising NPLs in the 
f i r s t  half o f  2007, however, suggest some reversal. 

The banking system’s financial performance has improved. The capital adequacy 

9. 
statutory capital adequacy requirement (CAR) of 10 percent in 2006. However, one 
private bank i s  slightly undercapitalized, and one major state-owned bank i s  severely 

Most commercial banks continued to maintain capital in excess o f  the minimum 
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undercapitalized. The decline in CAR by about 1 percent between 2005 and 2006 i s  
attributed to the introduction o f  the capital charge requirement for market risk and o f  higher 
risk weights for credit risk in late 2006. In addition, 11 LCBs and two LSBs have not been 
able to meet the increased minimum capital requirements introduced in 2005 and they have 
been given until 2009 to comply. 

C. Nonbank Financial Institutions 
10. A resilient economy contributed to the positive performance o f  nonbank 
financial institutions (NBFIs), specifically, registered finance companies and specialized 
leasing companies. Profitability, capital positions, levels and asset quality showed 
remarkable improvements. The combined share o f  NBFIs in total financial system assets rose 
from 3.3 percent in 2003 to 4.5 percent in 2006. Favorable economic developments and 
performance o f  NBFIs facilitated enhancements to the regulatory and supervisory 
framework-for example, the issuance by Central Bank o f  Sri Lanka (CBSL) o f  stronger 
prudential regulations as well as required increases in capital levels, ratings from reputable 
rating agencies, maximum interest rates on deposits to curb aggressive deposit taking and 
introduction o f  onsite and offsite supervision o f  leasing companies. 

1 1. 
medium-term challenge as enforcement falls considerably behind regulatory 
enhancements. The legal authority o f  CBSL’s Department o f  Nonbank Supervision (DNBS) 
to take corrective actions (e.g., revocation o f  a license or suspension o f  ownership rights) on 
i t s  own i s  unclear. Yet implementation o f  the regulations, accompanied by more rigorous 
supervision, i s  necessary to address the risks o f  NBFIs’ reliance on deposit taking for funding 
purposes and their considerable asset concentration in vehicle leasing and purchase facilities. 
The implications for the financial system o f  NBFI funding through deposits would need to be 
addressed in the context o f  the upward trend in interest rates and the plans by specialized 
leasing companies to raise funds from the public by issuing debt instruments (in effect taking 
 deposit^).^ 

Observance of the prudential norms by both NBFIs themselves and CBSL i s  a 

D. State Bank Restructuring 

12. 
(SCBs) are systemically important institutions. The authorities have identified weak areas 
in the banks. Restructuring efforts are ongoing, and progress i s  regularly monitored in 
meetings o f  the Financial Institutions Monitoring Committee. However, continued weak or 
marginal performance o f  these SCBs poses a concern for the stability o f  the financial system 
in the medium term, and any recapitalization may aggravate budgetary deficits. 

With a quarter of the total financial system assets, the two state-owned banks 

13. Restructuring efforts over the past three years have yielded some results, but 
much remains to be done. For example, while the restructuring o f  People’s Bank, 
accompanied by ADB-assisted recapitalization, has improved that bank’s overall financial 
profile, BOC shows less noticeable improvement as it looses market share with i t s  margins 

The authorities should consider upgrading the supervisory capacity within CBSL’s Department o f  Nonbank Supervision 
(through improved and more relevant training and preparation o f  procedural manuals and systems), developing well-defined 
or specific guidelines on licensing and revocation of licenses, introducing manuals and systems that define the essential 
criteria for adherence to the Basel Core Principles for use by officers and staff o f  registered finance companies and 
specialized leasing companies. 
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under pressure. I t s  incremental loan delinquencies and its investment portfolio suffer 
significant depreciation under current mark-to-market valuation. 

E. Pension Funds 
14. 
Fund, which accounts for nearly 15 percent of financial sector assets and 18 percent of 
GDP. The assets managed by the next largest pension fund, the Employees Trust Fund 
(ETF), amount to 2 percent o f  GDP. Most o f  the assets o f  these two institutions are held in 
the form o f  government debt. In addition, around 185 approved private provident funds 
(APPFs) hold assets o f  only around 4 percent o f  GDP. These funds are privately 
administered by individual employers and employer groups, with no specific agency in 
charge o f  their supervision. 

The pensions sector i s  dominated by the CBSL-managed Employee Provident 

15. Pension reform has not progressed since the previous assessment and initiatives 
to move the public service pension scheme to a funding basis have been reversed. The 
two key recommendations from the 2002 FSAP remain current: (i) the EPF needs to develop 
a sound, robust and independent governance structure with the clear objective o f  seeking the 
best investment returns for members, while taking into account reasonable levels o f  risk 
tolerance and the individual preferences and circumstances o f  workers if it i s  to improve 
investment efficiency; and (ii) a strong regulatory framework for licensing o f  approved 
APPFs as well as for unified and independent supervision o f  all pension funds i s  needed. 

16. 
income objective. Currently different pension plans ascribe to a number o f  different 
objectives. The EPF, which covers all private sector employees not belonging to APPFs, 
ostensibly requires members to save for retirement. However, balances can be eroded since 
they are used as security for housing loans and defaults on  such loans by EPF members are 
fairly common. The ETF i s  viewed as both an employee benefit program and a retirement 
income program. APPFs seem to have many objectives, and many offer l ow  interest loans to 
members. Other pension arrangements offered, particularly by banks and government bodies 
(for example, the universities offer a defined-benefit scheme). 

Given an aging population, the pension sector needs a comprehensive retirement 

17. Many pension funds have undiversified investment portfolios with heavy 
concentrations in government securities, The EPF has taken some small steps to diversify 
through corporate bonds and equity, but it appears reluctant to use external fund managers. 
The ETF cites the failed attempt in 1993 to use external fund managers as i ts  reason for not 
continuing that model. However, i t seems - because the ETF withdrew the funds after only 
two years - that it did not appreciate that equities should be seen as a long-term investment. 
Some funds, either overtly or covertly, are directed to purchase government securities. The 
largest APPF, the Universit ies Fund, i s  compelled to invest in government securities 
purchased from state-owned banks. To grow in the long term, funds need greater investment 
freedom. Private sector fund managers, under appropriate supervision, should be given the 
opportunity and encouragement to provide fund management services to many government- 
related funds. 
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F. Insurance Sector 
18. 
1.5 percent of GDP - the insurance sector has grown in recent years. Less than 10 
percent o f  the population, however, i s  said to have any form o f  insurance allowing 
considerable scope to increase the level o f  ~overage.~  The market i s  highly competitive 
suggesting some pricing may be unsustainable. Foreign companies are free to enter the 
market, but they have generally had a modest impact. 

Although small by global standards -total insurance premiums represent about 

19. 
privatization of  the t w o  state insurance companies and the creation o f  the Insurance 
Board o f  Sri  Lanka (IBSL) as an independent supervisor. The National Insurance 
Corporation was privatized in 200 1 and 2002, and Sri Lanka Insurance Corporation, the 
country’s largest insurer at the time, was privatized in 2003. Tariff controls in several l ines o f  
business, such as f ire and motor insurance, have been removed allowing companies to price 
the business based on market forces. The IBSL began operation as a division o f  the Securities 
and Exchange Commission (SEC) in 2001 becoming an independent agency in May 2005. 

A number of  positive developments since the 2002 FSAP include the 

20. The IBSL i s  introducing a number o f  initiatives to improve insurance company 
reporting. In 2007, all insurance companies will be required to seek a rating from a 
recognized rating agency. They also will be required to seek stock exchange listing by 2009 
and become subject to the SEC’s disclosure requirements. Companies most l ikely will be 
required to report their capital and solvency positions as a result o f  listing. While these are 
positive steps, ISBL should further enhance transparency by publishing solvency and 
operating ratios for all insurance companies in simple, easily understood formats. 

21. 
and hiring qualified staff. Currently two professional supervisors are responsible for 15 
insurance companies. The Act  appears to provide the IBSL scope to hire employees. The 
IBSL has plans to increase i ts  staff from 17 to 27, although i ts  salaries are not sufficient to 
attract qualified staff f rom the insurance sector. Furthermore, it i s  prevented from hiring by 
directives from within the Ministry o f  Finance. 

The IBSL i s  under-resourced and needs to build its capacity through training 

G. Capital Markets 

22. 
development o f  markets for its securities. These include the introduction o f  the Real Time 
Gross Settlement (RTGS), the Scripless Security Settlement System (SSSS),  and the Central 
Depository System for government securities. In addition, it now allows foreign investors to 
invest in up to 5 percent o f  the total value o f  T-bonds outstanding. As a result, the proportion 
o f  marketable government securities to total domestic government debt has increased from 
about one-half to two-thirds. 

The government has taken a number of  positive steps in promoting the 

23. 
challenges to debt market development. The EPF and National Savings Bank (NSB) alone 
hold 43 percent o f  government securities. The excessive fragmentation o f  the T-bonds (there 
are 52 series) also impedes the development o f  the benchmark yield curve. Promoting 

The narrow investor base and captive sources o f  large funds pose significant 

There are currently 15 insurance companies, comprising 12 composite insurers, 2 general insurers and one l i fe company. 
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collective investment schemes, gradually relaxing further the restrictions on foreign 
investors’ participation, and developing a medium-term, benchmark-oriented issuance 
strategy are measures that would promote market development through diversification o f  the 
investor base. Macroeconomic developments influence investor demand for government 
bonds. The 60 percent decline in T-bond secondary market activities in recent years reflects 
the weak confidence o f  investors in long-term government securities. Containing fiscal 
deficits and inflation would go a long way to boosting investor demand for T-bonds. 

24. The limited investor and issuer bases are also an impediment to the development 
of markets for private securities. Although state-owned institutions play a dominant role in 
the economy, they do not participate actively in the capital markets. The EPF, the ETF, and 
the National Savings Bank (NSB) capture a significant amount o f  the nation’s funds held 
mainly in government securities. Captive sources o f  government funding, together with the 
lack o f  corporate debt supply, leave l i t t le  space for the development o f  collective investment 
schemes, which remain conspicuously absent from the market. Measures to promote 
development o f  the private securities markets could focus on  exploring new sources o f  
private issuances that could promote the development o f  the private securities. These include 
securitization o f  the expanding housing loan portfolios o f  banks; gradual divestment o f  
equity in state-owned enterprises through listings on the stock exchange; promotion o f  
collective investment schemes designed to attract retail investors; and provisions for large 
pension funds to expand their private securities portfolio. 

H. Supervisory Framework 

25. 
enhancements for  effective banking supervision. Since the 2002 FSAP, the legal 
framework has been improved and prudential regulations strengthened. More importantly, 
the practice o f  supervision and the Banking Supervision Department (BSD) now has a 
complement o f  trained and qualified staff that enjoy a good reputation for integrity and 
competence. Despite these improvements, some weaknesses persist that could adversely 
affect the supervisory effectiveness o f  CBSL. 

Significant progress has been made in the framework and capacity 

26. A framework for  overall risk assessment i s  still evolving from a compliance- 
based approach. On-site examinations are lengthy, infrequent and consist o f  detailed 
examinations o f  credit fi les. The current practice does not pay sufficient attention to the 
management and quality o f  internal systems and controls. Some use i s  made o f  external 
auditors’ work but l itt le reliance i s  placed on internal audit work. Risk management systems 
and processes are unevenly implemented across banks. Bank boards are not seen as effective 
and do not yet play a central role in guiding the risk management process. 

27. Credit concentration risk i s  not mitigated because o f  the large exposure regime. 
The single borrower limits are unusually high in relation to capital and are not always driven 
by considerations o f  safety and soundness. The limits are also less comprehensive than those 
found in the country’s accounting standards. As credit concentration i s  a major source o f  
bank failure, the supervisor needs robust and reliable tests for a case-by-case determination 
o f  single exposure breaches. This capability i s  currently lacking. 

28. 
strengthened to suit the changing landscape of  the financial industry. Prudential 

The framework for consolidated supervision i s  developing but needs to be 
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regulations are not consistently applied on a consolidated basis. Banks are permitted to invest 
in any activity “not inconsistent with the business o f  banking and the provision o f  finance.” 
Banks may own nonfinancial businesses such as property development companies. The 
CBSL needs to continue establishing l i n k s  with other domestic regulators and to remove 
significant barriers to the exchange o f  information. These suggestions apply as well to 
relations with overseas authorities. 

29. Credit risk i s  still a significant challenge. Asset quality i s  subject to risk in an 
environment where banks rely heavily on collateral in the absence o f  reliable financial 
statements. This could prove harmful if asset prices were to decline. Rising interest rates are 
putting pressure on liquidity, and capital and asset quality indicators (which are largely based 
on delinquency) have begun to deteriorate. 

I. Access to Finance 

30. Commercial banks, especially private ones, play a modest role in financing rural 
enterprises. However, banks increasingly have been using the postal network to expand their 
delivery o f  financial services to rural small and medium enterprises (SMEs) and households. 
They have also recently expanded their lending to (SMEs) as corporate lending has become 
highly competitive with l i t t le  room for market share growth. Five private commercial banks 
are developing SME strategies, credit scoring and risk management capacity with IFC 
assistance. 

3 1. 
nonbank financial institutions. The proposed amendment to the CRIB Act that has been 
approved by the Cabinet will include utility service providers and MFIs. These enhancements 
would boost access to credit by SMEs constrained by collateral requirements. Shortage o f  
collateral i s  highlighted by SMEs as a major impediment in the Investment Climate 
Assessment prepared in 2004. 

The Credit Information Bureau (CRIB) expanded its coverage to include other 

32. F o r  the most part, the government’s past policies to address uneven access have 
not built the conditions for expanding services to underserved groups. Despite good 
intentions, policies such as the state ownership o f  financial institutions, subsidies or interest 
rate controls and debt forgiveness programs have met l i t t le  success. Hence, the government’s 
current plan to merge Lanka Putra Bank (LPB), SME Bank, National Development Trust 
Fund (NDTF) and the Private Sector Infrastructure Development Corporation (PSIDC) into a 
single entity i s  a concern; the FSAP team urges a cautious approach. In order to define the 
role and functions o f  the merged entity, the government recently hired consultants to provide 
recommendations on the process. I t  also reorganized the financial sector cluster within the 
National Council for Economic Development (NCED) and placed it under the joint 
chairmanship o f  the Secretary o f  the Ministry o f  Finance and the Governor o f  CBSL to better 
coordinate donor assistance in the area o f  access to finance. 

33. 
contributions toward meeting the critical needs o f  poor households, microfinance 
suffers from several problems. The main constraints to the development o f  microfinance 
include: poor policies, a narrow range o f  products, weak financial performance, dependency 
on subsidized funds and lack o f  a proper regulatory framework. Participation o f  private 
commercial banks in the microfinance sector i s  minimal; however, a wide range o f  other 

Although semi-formal institutions have made important social and economic 
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formal and semi-formal institutions, reportedly as many as 14,000, are involved. The 
majority do not specialize in financial services. Instead, they combine microfinance with 
other development or welfare programs, including community building, social transfers, solid 
waste management and education. The tsunami encouraged the proliferation o f  this type o f  
assistance. However, in 2006, MFI providers established a micro finance network to 
coordinate assistance and the network transformed i tse l f  into a legal entity. 

34. Several institutions are involved in supervising microfinance, such as the 
Ministry of Cooperatives and the Ministry of Nation Building. The proposed Micro 
Finance Institutions (MFI) Act  recommends consolidating the responsibility for microfinance 
under CBSL. All MFIs with a capital base greater than a certain amount to be determined by 
the Monetary Board will be required to apply for a license f iom CBSL. CBSL i s  planning to 
adopt a two-tier approach to supervising microfinance institutions. I t  would supervise only 
the holding or parent companies while their subsidiaries or affiliates would be supervised by 
the holding or parent companies themselves. External auditing f i r m s  would be engaged to 
audit these holding or parent companies. 

J. Legal and Judicial Framework 

35. 
financial sector. The new Companies Act, Payment and Settlement Systems Act, Anti- 
Money Laundering Legislation, Payment Devices Frauds Act. Amendments to financial 
sector laws such as the Securities and Exchange Commission Act, Finance Leasing Act, 
Monetary Law Act  (MLA) and Banking Act (BA) were passed. However, delays in the 
enactment o f  laws remain a major concern as evidenced by the 13 years it took to promulgate 
the Companies Act. Enactment delays severely limit Sr i  Lanka’s ability to keep abreast with 
the latest domestic and global developments. Accordingly, the process o f  drafting and vetting 
needs to be strengthened and the lags between finalization, approval and submission to 
Parliament to be reduced. 

Commendable progress has been made in updating the legal framework for the 

36. 
regulatory framework to some extent, the need for a more streamlined, modern, non 
overlapping and comprehensive laws remains, For instance, most powers o f  CBSL under 
the current law are exercised by the Monetary Board and not by the governor. The autonomy 
o f  CBSL i s  confined to the appointment and removal o f  the governor. Liberal powers to lend 
to the government and to extend credit for development purposes place CBSL in a conflict o f  
interest position vis-a-vis monetary policy. The right o f  the Minister o f  Finance and the 
government to overrule the Monetary Board i s  retained in the MLA. According to CBSL, this 
particular right was exercised only once in i ts  entire history, Le., in 1954. 

While the 2005/06 amendments to the MLA and BA have enhanced the legal and 

Amendments to the Monetary Law Act were introduced in 2002 with regard to the objectives o f  CBSL, reserve 
requirements, the RTGS and SSSS and liquidation procedures for specialized banks. Amendments to the B A  that came into 
effect in January 2005 introduced procedural aspects of licensing, fit and proper criteria, o f f  shore banking by specialized 
banks, additional disclosure requirements and provisions relating to offences. A comprehensive review o f  the financial and 
banking legislation started in 2003 with assistance from the IMF and World Bank. Amendments to the Finance Leasing Act 
that enable the securitization of finance leasing also were introduced recently. 



10 

111. FINANCIAL DEVELOPMENT RECOMMENDATIONS 

37. 
requirement for the successful implementation o f  Base1 I1 as planned by the Central Bank o f  
Sri Lanka. The boards o f  LCBs and LSBs will need to play a more effective role in the risk 
management process as well. Implementing consolidated supervision, including through 
improved information sharing among regulators using more fully the Inter-regulatory 
Institutions Council and removing legal impediments to information sharing, i s  another key 
reform agenda item. 

Making more progress in risk-focused supervision will be an important 

38. 
weaknesses and liquidity management problems. The government’s restructuring efforts 
brought some improvements, however, high cost-income ratios driven by staff and pension 
costs and the government’s interference in the banks’ lending operations continue to affect 
their performance adversely. 

The two state-owned licensed commercial banks continue to face structural 

39. Further efforts are needed to improve insurance supervision. The Insurance 
Board o f  Sri Lanka i s  establishing a sound basis for effective supervision, including through 
risk-based supervision, improved reporting, and measures to improve transparency. However 
it i s  hampered by a lack o f  resources. The Policy Holder Protection Fund, which was set up 
to provide a safety net for policyholders should insurance companies fail, is  being used to 
meet IBSL’s budget shortfall. In addition, the absence o f  a comprehensive supervisory 
framework for pension funds i s  a concern. 

40. 
untapped potential i s  considerable. The fiagmentation o f  T-bond issuance and the current 
cash management practices hamper the development o f  a benchmark yield curve. The 
investor base remains narrow, with large captive and state-managed sources o f  government 
funding rendering it difficult to conduct competitive auctions o f  government securities. The 
private securities market suffers from limited bases o f  both issuers and investors, due to the 
state-owned enterprises’ dominant role in the economy and the role o f  the state-owned 
institutional funds as captive sources o f  funds. 

Positive developments have also taken place in the capital markets, but the 

41. 
framework for the financial sector, the l is t  o f  unfinished agenda of  legal reforms i s  long. 
I t  includes, in the short term, the need to: submit for enactment a revamped MLA and 
Banking Act; review the draft micro finance law to address the concerns o f  capacity, moral 
hazard etc; allocate sufficient resources to the Registrar o f  Companies to implement the new 
Act; and prepare a clear road map for AML/CFT implementation. In the medium term, the 
authorities should consider finalizing the securitization law and remove tax impediments for 
securitization; amend the Companies Act to incorporate effective restructuring provisions or 
introduce a comprehensive Insolvency Law; introduce a secured transaction law and registry 
for movable securities; and establish formal information sharing among the regulators. 

Although commendable progress has been made in updating the legal 

42. 
are summarized in Box  1 below. 

The key recommendations of the FSAP update team as provided in the Aide MCmoire 
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Box 1 : Key Policy Recommendations 

Recommendation 

1. Strengthen bank supervisory and regulatory framework 
Issue guidelines to banks on comprehensive risk management and move to  risk focused 
supervision 

0 Review and strengthen regulations on  large exposure limits and related party lending 
Apply prudential requirements on  a consolidated basis and improve communication with 
other supervisors 
Develop and announce approach to  better risk-based supervision before Base1 I1 
implementation date 

2. Make recently introduced prudential norms for NBFIs operational 
Upgrade supervision capacity o f  Department o f  Supervision o f  NBFIs 
Develop well-defined or specific guidelines for licensing and revoking licenses 
Introduce manuals and systems that define essential criteria for compliance w i th  BCP for use 
by officers and staff o f  registered finance companies and specialized leasing companies 

3. Expedite restructuring of state commercial banks 
Implement recommendations by Strategic Enterprise Management Agency (SEMA) on  
streamlining cost structures 

0 Improve the legal framework to remove current impediments to bank debt recovery 
Gradually divest part o f  the government’s holdings to enhance market discipline and 
governance 

4. Enhance supervision of  insurance sector 
0 Enhance supervisory capacity in IBSL  commensurate with supervisory approach 
0 Manage the proposed re-insurer as a separate entity operating on a commercial basis 
0 Permit I B S L  to hire human resources at market rates 
5. Introduce supervisory framework for pension funds 
0 Introduce an overall pensions strategy and create a regulator for the pension sector 
0 Implement a robust independent governance structure for the EPF and encourage portfolio 

diversification among al l  t ypes  o f  funds 
6. Remove constraints on access to finance by SME, the urban poor, the rural poor, and 
micro enterprises 
0 

0 

0 

0 

7. Deepen capital markets 
0 

0 Expand issuer base 
0 Expand investor base 
0 

0 

8. Strengthen legal and judicial framework 
0 

0 

0 

0 

Eliminate/minimize subsidized interest rates (LPB, Samurdhi, CBSL) 
Encourage public-private partnerships (SLP and commercial banks) 
Reduce state involvement where the private sector and NGO sector are effective and utilize 
the existing institutional structure 
Reconsider the role for Lankaputra as a second tier agency for SMEs 

Strengthen governance and capacity o f  Securities and Exchange Commission 

Strengthen coordination o f  between SEC and Colombo Stock Exchange (CSE) during 
inspections 
Review regulatory framework if CSE i s  to be de-mutualized 

Submit for enactment, a revamped MLA and Banking Ac t  
Prioritize and have a clear road map for AMLEFT implementation 
Finalize Securitization law and remove tax impediments 
Amend Companies Ac t  to incorporate effective restructuring provision or introduce a 
comprehensive Insolvency Law 

Time Frame6 

Short term 

Medium term 

Short term 

Medium term 

Short term 

Medium term 

Short term 

Medium term 

Medium term 

Short term 

Medium term 

A short-term recommendation i s  envisaged for introduction within the next two years while a medium-term one would be 
launched within 2-5 years. 


