CENTRAL BANK OF SRI LANKA |

Introduction

Economic Impact of the COVID-19 Outbreak

The COVID-19 outbreak, an unprecedented global health
crisis that emerged in late 2019 has led to many adverse
social and economic implications necessitating countries
to introduce new strategies and economic measures to
overcome the ensuing adverse situation. The lockdown
measures implemented owing to the COVID-19 outbreak
have restricted cross border movement of people and
goods resulting in disruption to economic and trade
activities worldwide. Further, reduced investment, i.e.,
foreign direct investment, and remittances have adversely
impacted emerging economies. Therefore, the sharp
decline in global GDP amidst the COVID-19 outbreak
may result in a slower economic recovery than expected,
since the virus is still prevalent with multiple outbreaks
and spikes in infections still being reported worldwide.
Hence, given the uncertainty and prolonged nature of the
COVID-19 outbreak, individuals and business entities
including banks need to adapt and transform their
business operations to suit the ‘new normal’.

Impact on the Banking Sector

The COVID-19 outbreak has adversely impacted the
income and earning capacity of borrowers affecting
their ability to service their debt obligations to banks.
Further, the creditworthiness of certain borrowers may
deteriorate in the long term, and accordingly, the credit
quality of the banking sector will depend on the nature
and pace of economic recovery. Therefore, it is difficult
for banks to fully assess the impact of the COVID-19
outbreak on loan classification, expected credit losses,
provisioning, credit risk weightings, and capital.

The governments and regulatory authorities have
mandated, encouraged, or granted payment holidays
and debt moratoriato borrowers under which repayments
of interest and principal are delayed creating a potential
adverse impact on the cash flows and liquidity positions
of banks. Therefore, reduced revenue flows and higher
potential losses may adversely affect profitability and
reduce capital ratios of banks.

Consumers switching to digital banking platforms
and services could also become victims of financial
crime or misconduct as deceptive parties may identify
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opportunities for fraud, scams or other unlawful activities
which may pose legal risks to banks. Many institutions
including banks have moved to flexible working
arrangements in the ‘new normal’, such as working
from home and other remote working arrangements,
duty shifts, flexible hours, etc. However, work from
home arrangements may also have an adverse impact
on operational activities of banks in terms of IT and
data security, internal and external fraud, cyber-attacks,
internal network capacity, and control mechanisms
such as anti-money laundering (AML) and know-your-
customer (KYC) requirements.

Regulatory Measures adopted to suit the ‘New
Normal’

Regulatory and supervisory authorities  worldwide
have adopted a wide range of regulatory measures to
facilitate banks to support individuals and businesses
affected by the COVID-19 outbreak whilst ensuring the
safety and stability of the banking sector. The regulatory
measures adopted by several regulatory and supervisory
authorities to facilitate supply of credit to the economy
are given in Table B 8.1.

Therefore, regulators have facilitated banks to provide
debt moratoria including credit guarantee schemes to
provide relief to affected borrowers. These measures
have allowed credit facilities to be rescheduled or
restructured in ways that may be beneficial for both
banks and borrowers, to avoid placing borrowers with
immediate cash flow constraints in the ‘default’ category
and to help restore their business activities. Accordingly,
various regulatory authorities have provided guidance
on the assessment of asset quality of banks by
providing more flexible interpretations on conditions for
reclassification of loans.

Flexibility given in global standards, viz. Basel IlI
framework to draw down available capital buffers,
i.e. Countercyclical Capital Buffer (CCyB) and Capital
Conservation Buffer (CCB) built during good times, have
been utilised by regulators to allow banks to absorb losses
arising from the COVID-19 outbreak without breaching
applicable minimum regulatory requirements and to
create space for credit growth and facilitate key banking
services to the real economy. Further, relaxations have
also been provided by reducing liquidity buffers, viz.
Liquidity Coverage Ratio (LCR) and Net Stable Funding
Ratio (NSFR) to below 100 per cent to provide liquidity
to banks in accordance with guidelines under the Basel
Il framework.

Many regulatory authorities have also  imposed
temporary restrictions on capital distributions and other
discretionary payments of banks to help preserve capital
levels and provide flexibility for banks to support the
real economy. Further, certain regulators have deferred
the implementation of some regulatory standards and/
or extended transitional arrangements, viz. Basel I
implementation, capital requirements and accounting
rules, to ease the regulatory and compliance burdens
on banks.

Supervisory Capacity: Supervisory Processes and
Procedures in the ‘New Normal’

The increase in banking sector risks arising from the
COVID-19 outbreak, along with pressures on supervisory
capacity due to lockdowns, travel restrictions and the need
to maintain social distancing, have restricted the conduct
of on-site supervision and holding physical meetings with
management of banks. Therefore, alternative methods
have been adopted to address these limitations such as
more intensified off-site supervision and monitoring of
banks. Accordingly, banks are required to report more
granular data at a higher frequency with existing data
templates/formats being updated and specific reporting
formats being developed on an ad-hoc basis as and when
required, to support the enhanced off-site supervisory
monitoring requirements. Further, regulators have also
token measures to continuously reassess supervisory
priorities based on risks emanating from the COVID-19
outbreak such as asset quality, capital adequacy, liquidity
profiles, and operational resilience of banks. This is to
confirm the adequacy of safeguards and buffers to ensure
the resilience of banks. In this regard, stress testing is
being carried out by supervisory authorities to assess
the post COVID-19 impact on banks against a range
of possible scenarios o assess credit exposures, liquidity
positions, capital, and solvency of individual banks as
well as the banking sector. Further, regulators have also
required banks to review and strengthen their recovery
plans which are essential tools for crisis management in
order to identify recovery options that could be quickly
implemented, if required.

With on-site supervision being restricted due to
lockdown measures, regulatory authorities have taken
steps to maintain channels of communication with
management and relevant officers of banks through
virtual communication modes to obtain the required
information. Further, regulatory authorities have also
resorted fo conducting virtual meetings rather than
in person meetings with the Board of Directors, senior
management and staff of banks, considering the necessity
of adhering to social distancing requirements in the ‘new
normal’.

Regulatory and Supervisory Measures adopted
by the Central Bank of Sri Lanka amidst the
COVID-19 Outbreak

Regulatory Measures Adopted

Various relief measures were provided by the Central Bank
to assist businesses and individuals adversely affected by
the COVID-19 outbreak to tide over the difficulties faced
during the lock down period by way of debt moratoria,
provision of credit facilities at concessionary interest
rates and credit guarantee schemes. Further, the Central
Bank also implemented various extraordinary regulatory
measures to provide flexibility to licensed banks to
facilitate credit flows to the economy including permitting
Domestic Systemically Important Banks (D-SIBs) and non
D-SIBs to draw down the CCBs built during good times,
allowing relaxations on classification of non-performing
loans, permitting recovery of foreign currency loans in
rupees subject to conditions, deferring the enhancement
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of minimum capital requirements by licensed banks from
end 2020 to end 2022, and permitting certain assets
to be considered as liquid assets, subject to conditions,
for the purpose of computing the Statutory Liquid Assets
Ratio.

Further, the minimum requirement for LCR and NSFR was
reduced to 90 per cent until 30 June 2021 subject to
enhanced supervision and frequent reporting. Licensed
banks were also allowed to avail of liquidity in rupees,
if required, under the framework of emergency loans
and advances to licensed banks based on acceptable
collateral and liquidity forecasts. Banking Act Directions
were issued temporarily restricting discretionary payments
of licensed banks to ensure maintenance of appropriate
levels of liquidity and prudent management of cash flows
by banks. Further, licensed banks were also required
to exercise prudence and extreme due diligence when
incurring capital expenditure, and to refrain to the
extent possible from incurring non-essential expenditure.
Accordingly, it is expected that licensed banks would
avail these relaxations in the best interest of supporting
their customers, and the economy at large, the benefits
of which would, in return accrue to the banking sector to
remain resilient.

To ease the pressure on the exchange rate and the stress
on financial markets due to the impact of COVID-19
outbreak, the Central Bank issued Directions extending
the maximum period for the seftlement of export credit
facilities out of export proceeds to 180 days from the
date of shipment, and measures to curtail certain non-
essential imports and foreign currency investments by
respective banks.

The Central Bank took various steps to keep the general
public informed of the regulatory measures adopted
amidst the COVID-19 outbreak by issuing press releases,
having a dedicated webpage in the Central Bank website
providing information on COVID-19 relief measures and
conducting virtual educational seminars for the public.
Further, the Central Bank also developed a pictorial
poster informing the general public on how to conduct
banking activities during the COVID-19 outbreak safely
and digitally, which was displayed in the Central Bank
website and social media and was also circulated among
licensed banks. This poster drew the atftention of the
general public to be vigilant with respect to scams.

Supervisory Measures Adopted in Relation to
On-site and Off-site Supervision

Following the initial COVID-19 outbreak, the timelines for
addressing supervisory concerns by licensed banks were
re-set by granting extended time periods for addressing
supervisory concerns which were to be addressed up
to 31 May 2020 depending on the severity. Further,
the deadline for submission of statutory returns to Bank
Supervision Department was extended by two weeks,
and the publication of quarterly financial statements was
extended by one month.

During the lockdown period, on-site examinations of
licensed banks were temporarily halted and examinations
of licensed banks were conducted on a remote basis based

on information obtained via e-mails and other electronic
means in a secure manner (password protected).
Off-site monitoring and supervision of licensed banks
were strengthened during the lock down period, requiring
more frequent reporting and submitting of returns and
information by banks to ensure the safety and soundness
of banks.

Subsequent to the lifing of the curfew, on-site
examinations were recommenced with the emphasis on
reviewing the status of addressing previous supervisory
concerns, level of internal controls, and nature and extent
of actions taken by the bank in response to the pandemic,
along with a review of details of any internal assessments
of the impact. Bank supervision examiners were advised
to strictly adhere to health guidelines published by the
authorities and to limit physical interactions with front  line
bank employees. Measures were also taken to conduct
more virtual meetings rather than in person meetings
with banks” management, auditors, efc., considering
the requirements to adhere to health guidelines and to
minimise possibilities of contracting COVID-19.

Way Forward

The COVID-19 outbreak required supervisory and
regulatory authorities as well as the banking sector to
adapt to the operational constraints and heightened risks
resulting from the COVID-19 outbreak. Consequently,
regulatory authorities would also need to contfinuously
adapt and monitor early warning frameworks of banks
to identify and remedy banks’ critical deficiencies and
gauge whether supervisory action towards specific banks
is warranted on the basis of risk assessments. The Central
Bank  will also continue to closely monitor the liquidity
and capital positions of licensed banks and any early
warnings of stress to ensure the safety and soundness
of the banking sector. Further, the Central Bank may
also consider implementing additional extraordinary
regulatory measures to address any potential challenges
to the banking sector, if required. Therefore, supervisory
flexibility to quickly respond to such changes is essential
in the ‘new normal’” amidst the COVID-19 outbreak.
Hence, supervisory authorities including the Central
Bank would need to improve and extend the use of
technology, viz. Suptech via Atificial Intelligence (Al),
machine learning and data analytics, etc. Adoption of
Suptech could help improve oversight, surveillance and
analytical capabilities of supervisory authorities, and help
generate real time risk indicator dashboards to support
more forward looking, risk based supervisory approaches
and practices going forward in the ‘new normal’ amidst
the COVID-19 outbreak.
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